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Foreword

Behind the backlog of disrepair in the four million homes owned by local
councils there is a depressing paradox: that most of this backlog could be
dealt with if only the councils could use their assets to borrow the necessary
funds. Housing associations have now had this freedom for seven years and
have brought in £3.8 billion of investment that would not otherwise have
taken place. Councils still await the opening of the door that would give them
access to the same sources of funds. This report provides a key to the door.

The Chartered Institute of Housing has been developing ideas to bring private
investment into public housing for several years. One route — large scale
voluntary transfer — has been open since 1988. But the Institute has pointed
out that until recently this mainly helped rural areas, often siphoned off
money into non-housing investment and was not acceptable to many
authorities because of the loss of accountability it involves.

This is why the Institute (with the Joseph Rowntree Foundation) published its
report Local Housing Companies: New Opportunities for Council Housing in 1993.
The report attempted to tackle these criticisms by putting forward a new
model of transfer aimed at inner city authorities, which provided for a greater
degree of local accountability than has been the case with previous transfers.
We were pleased to see the idea taken up by the DoE and five local authorities
in a study to be launched shortly and whose broad proposals are likely to
receive government approval.

But even this measure would not be sufficiently attractive to many authorities
and their tenants who would prefer to see a greater degree of local
accountability maintained. The Chartered Institute therefore commissioned
this report, with the aim of exploring the case for a third option — housing
bodies owned by local councils whose borrowing would not be subject to
present Treasury controls. The authors — John Hawksworth of Coopers &
Lybrand and Steve Wilcox of the University of Wales — combine public sector
economic expertise with unparalleled knowledge of housing finance.

Inevitably, this report has to cover technical areas of macro-economics that are
not normally within the remit of housing professionals. In particular, we
recommend a change of emphasis away from the Public Sector Borrowing
Requirement as a measure of the budget deficit — a change for which we
believe there is a strong case on both theoretical and practical grounds, and
which would have benefits for the UK economy extending well beyond the
particular example of housing. In making this case, we raise crucial questions
about the degree of central control over local — and indeed national — public
corporations. We argue that the present system of Treasury controls is far
more stringent in Britain than in the rest of Europe and its effect is to stifle —
rather than encourage — much-needed investment.

F O R E W O R D
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The report breaks new ground and calls into question some of the key tenets
of current fiscal policy. It deserves to be widely read by all those concerned
about investment in our national infrastructure — whether in housing or in
other areas of public life.

G J Black
President, Chartered Institute of Housing
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Coopers & Lybrand, in conjunction with Steve Wilcox of the University of
Cardiff, were commissioned by the Chartered Institute of Housing to carry
out a research project to review the case for moving the primary focus of UK
fiscal policy away from the Public Sector Borrowing Requirement (PSBR) to
the General Government Financial Deficit (GGFD) as defined in the System of
National Accounts (SNA). This would not mean abandoning the PSBR
altogether but it would involve a shift of emphasis from control of the public
sector to control of the general government sector, in line with practice in all
other major European countries.

If this change was made, the market and overseas borrowing of UK public
corporations would no longer count towards the budget deficit. This could
have significant benefits for public investment in our national infrastructure
by allowing greater use of private finance and expertise. By giving greater
commercial freedom to public corporations, it would also provide a viable
alternative to privatisation in cases like the Post Office, British Rail and
Nuclear Electric.

By transferring UK council housing assets to legally and operationally
separate public corporations, which would still, however, be wholly owned
by local government, these commercial freedoms could also be extended to
the council housing sector. This would be particularly valuable in allowing
more private finance to be raised to make up the significant backlog of repairs
outstanding on many urban housing estates. It would provide an additional
option to councils and tenants as an alternative to large scale voluntary
transfers (LSVT), which have previously set a maximum limit of 20% for local
authority representation on their committees, or local housing companies
where local authorities will only be able to have a minority interest of, say,
33%.

This report reviews the arguments for and against such a change in fiscal
policy in detail. Chapter I looks at the principles involved in measuring
government borrowing and presents an alternative to the present measure —
the PSBR. Chapter II compares financial regimes for public corporations in
other European countries with the regime in the UK. Chapter III argues the
case for restructuring UK council housing to take advantage of the proposals
set out in the first two chapters                                                                                      

Each chapter concludes with a short summary, the main points from which
are contained in the Executive Summary at the start of this report. Notes and
references appear at the end of each chapter and a glossary of technical terms
used is provided at the end of the report.

I N T R O D U C T I O N

7

Introduction



£
C H A L L E N G I N G  T H E  C O N V E N T I O N S

8

The housing investment squeeze

Investment in council housing has fallen, in real terms at 1993/94 prices, from
over £7 billion in 1979/80 to only around £3 billion in 1994/95. Part of this
decline reflects a fall in the size of the council housing stock, but there has also
been a real decline in gross investment per dwelling of around a third over
the last 15 years. One consequence of this lack of investment is an ever
increasing backlog of required repairs to the council housing stock variously
estimated at between £8 billion and £20 billion. Despite this backlog, the
inexorable decline in investment is set to continue for the next three years.

A second consequence of the public sector investment squeeze has been a
reduction in social housing completions (including housing associations as
well as local authorities), from an average of 134,000 per annum in 1970-79 to
averages of only 52,000 in 1980-89 and 34,000 in 1990-93. This decline in new
housebuilding has not been made up by the private sector, and has
contributed to a growing housing needs gap. Whilst household numbers
increased by 280,000 per annum in the period 1981-93, the number of houses
increased by only around 200,000 per annum. The Institute and many other
bodies are on record as calling for a building programme of at least 100,000
affordable rented houses per year to help close this gap.

A new approach to housing investment?

This report aims to explore new approaches to promoting additional
investment in affordable rented housing by utilising the potential of the local
authority housing asset base. It is not the first attempt to do this. Forty local
councils have already transferred their stocks to housing associations, but in
doing so have lost much of their local accountability. In 1993, the Chartered
Institute of Housing, with the Joseph Rowntree Foundation, published Local
Housing Companies: New Opportunities for Council Housing . It argued for a
different approach, aimed at urban areas, which maintained a higher degree
of accountability. The present report makes the case for a further alternative,
‘local public housing corporations’ (or ‘local housing corporations’ for short).
Each local housing corporation would be wholly owned by the local authority
but as a legally separate body managed on a professional basis as a not-for-
profit company. 

This option may be more attractive to local authorities and tenants in some
areas than the alternatives of transferring the council housing stock to a
housing association or to a local housing company where the local authority
only retains minority representation on the board. Transfers to local housing

Executive Summary
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corporations would not replace these other options but would rather be a
further complementary alternative which councils could consider to meet
their housing investment needs. 

Under the current fiscal regime based on the Public Sector Borrowing
Requirement (PSBR), however, transfer of council housing assets to public
corporations would not help to relieve the pressures on housing investment,
since any external finance to meet this investment would still count against
both the PSBR and the Treasury’s associated cash limit, the New Control Total.
It would therefore have to compete with other priorities in the public
spending round — a competition which in the past has not favoured public
investment in general, or housing investment in particular.

This report therefore begins by considering whether there are alternatives to
the current emphasis on the PSBR which would avoid undue constraints
being imposed on investment by public corporations. We would emphasise
that the justification for moving away from the PSBR that we present in this
report is not just that it would allow more investment in social housing. As set
out below, much wider arguments are put forward to justify this change
which are related to basic economic principles, international statistical
standards, European practice and the appropriate financial regime for public
corporations. One consequence of this change, however, would be to create an
opportunity for more investment in publicly owned social housing.

Alternatives to the PSBR

Although control of the PSBR has been the primary fiscal objective of UK
governments for almost three decades, the PSBR itself is not a concept
recognised in the internationally agreed System of National Accounts (SNA).
Furthermore, our research shows that the PSBR is not used by any other EU
government, which all tend to focus primarily on the deficits of central
government or general government (i.e. including regional and local
government). 

Instead, the norm for international comparisons of budget deficits (including
those in the Maastricht Treaty excessive deficits procedure) has been to use
the General Government Financial Deficit (GGFD), which differs from the
PSBR in three key respects:

• it is on an accruals rather than a cash basis (that is, it takes account of the
on-going value created when capital investment takes place);

• it excludes all financing items such as privatisation receipts; and

• it excludes the financial surplus or deficit of public corporations, which
corresponds reasonably closely to their net market and overseas
borrowing.

5
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Chapter I of the report sets out in detail the case for a shift of emphasis from
the PSBR to the GGFD as the primary budget deficit objective of the UK
government. The GGFD is preferable in our view for five main reasons:

• it is consistent with internationally recognised national accounting
standards, rather than being a UK-specific measure which can be changed
at the discretion of the government of the day;

• it is consistent with current practice in a majority of other EU countries
(and indeed with the definition used in the Maastricht Treaty fiscal
convergence guidelines);

• it is an accruals measure and so is consistent with the move to resource
accounting in central government departments;

• it avoids the long standing anomaly of including privatisation receipts as a
deduction from the PSBR, which tends to give a false picture of the
underlying fiscal position as privatisation means the sale of revenue-
earning public assets, so increasing likely future deficits; and

• it allows greater commercial freedom to public corporations to make their
own borrowing and investment decisions on the merits of each case rather
than being constrained by PSBR and other Treasury limits.

The last point is the most important one for the purposes of our report and is
discussed further below. We would stress, however, that we are not
recommending complete abolition of the PSBR, statistics on which could
continue to be collected and published as a secondary fiscal indicator with
particular relevance for the government’s gilts market operations. Instead we
are suggesting a shift of emphasis to the GGFD as the government’s main
fiscal control objective, a shift which could occur gradually over a number of
years. Other measures of the budget deficit (e.g. the current deficit and the
Public Sector Financial Deficit) could also continue to be published as
comparators to the GGFD and the PSBR in the Red Book, as already happens
at present.

One important point to note is that, if this changeover occurred in the late
1990s, the Treasury’s own projections suggest that the GGFD and the PSBR
would be almost identical by that time, implying little change in the headline
budget deficit figure due to the shift of emphasis we are proposing. This
should help to avoid an adverse City reaction, since there would be no basis
for claiming that the government was trying to ‘fiddle the figures’ to its
advantage. In fact, the GGFD is likely to give a slightly higher and more
accurate estimate of the true budget deficit by removing the anomaly of
counting privatisation receipts as negative government expenditure as is the
current Treasury practice. This would help to put to rest the common but
misleading argument that one-off privatisation receipts can ever justify
significant permanent tax cuts, which ignores the fact that a valuable public
asset has been sold.

9
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Greater commercial freedom for public corporations

A key implication of the proposed shift to the GGFD would be increased
commercial freedom for UK public corporations. As discussed in detail in
Chapter II of this report, this is no more than is currently enjoyed by public
corporations in most other major EU countries. It would also, for example, be
consistent with the recommendations of the recent Trade and Industry Select
Committee report on the Post Office, which has suffered considerable
competitive disadvantage relative to rivals in countries like the Netherlands
due to the constraints imposed by the PSBR and its associated External
Finance Limits (EFLs).

The most important possible objections to giving greater commercial freedom
to public corporations are, first, that this would give them an unfair
advantage over private sector competitors who do not enjoy implicit
government backing for their borrowing and, secondly, that public
corporations might abuse this freedom to engage in excessive spending and
borrowing, leading to potential future defaults and a consequent need for
expensive government bail-outs at considerable cost to the taxpayer.

The traditional argument that public corporations would ‘crowd out’ private
sector competitors seems less powerful now given the globalisation of capital
markets and the relatively small size of the public corporations sector at
present. The government can make it clear that it will not bail-out such
corporations except in cases where an explicit government loan guarantee has
been agreed. These guarantees could be provided in return for premium
payments set at levels to offset expected costs, and would be voluntary
options for public corporations. 

An analogy might be drawn here with the treatment in the public accounts of
the cover provided to exporters by the Export Credit Guarantee Department,
where only actual payments to meet defaults would count against
government spending rather than the total cover provided. The total exposure
of government to such guarantees should, however, be included in the Red
Book and appropriate provisions made to cover anticipated losses each year
in spending plans. This follows the practice in several other Northern
European countries, and is in line with internationally recommended practice
(see Chapter II for details).

The objection that public corporations might misuse any additional
commercial freedom might arguably have been justified in the 1960s and
1970s, when the nationalised industry sector was large, inefficient and a
significant loss-maker. However, it no longer seems credible in the early 1990s
when the public corporations sector is smaller, leaner, more business-like and
has generally run a net financial surplus for the last decade. Organisations
like the Post Office and Nuclear Electric would certainly argue strongly for
such commercial freedoms based on their recent track record and the

E X E C U T I V E  S U M M A R Y
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competitive challenges and consequent investment needs they are facing. If
these companies did not meet their financial and non-financial objectives, the
government could always choose to replace the board of directors. Periodic
reviews by Parliamentary select committees, the MMC and other regulatory
bodies could provide additional checks and balances to ensure that
commercial freedoms were not being abused. 

In summary, whereas the current financial control regime for public
corporations may have been the right approach at the time of the 1978 White
Paper, it has done its job and now seems unnecessarily restrictive in ruling out
any route to commercial freedom except privatisation, which may not be
appropriate for businesses like the Post Office, British Rail, the BBC and
Nuclear Electric which have strong public service responsibilities.

From council housing to local housing corporations

The revenue accounts of council housing operations are already ring-fenced
from general local authority accounts. It would not be difficult to extend this
to capital accounts also, in which case council housing could qualify as a
‘public quasi-corporation’ under the SNA definitions and would therefore fall
outside the general government sector and so the GGFD. This could allow
greater council housing investment on the assumption that the government
had by then shifted to the GGFD as its primary budget deficit measure. 

This remains one option, but our view is that it would be preferable to make a
clean break and transfer council housing stocks, on a valuation basis similar to
that for large scale voluntary transfers (LSVTs), to one or more legally
separate, but wholly local authority owned, local housing corporations. These
corporations would clearly fall outside the GGFD, and so would be able to
borrow freely from the financial markets against the security of the
prospective rental streams (and in some cases the net asset values) of the
transferred housing stock. 

Based on the broad estimates set out in Chapter III of this report, this could
bring in up to £1 billion a year of additional private finance for stock
renovation investment (and possibly also new building in some areas) once
the transfer programme was fully underway. 

Local housing corporations would be ‘not-for-profit’ organisations. Their
boards of directors would be appointed by the local authority as sole
shareholder, but they would be run by professional managers and would
maintain a strictly arms-length relationship with councils. The companies
should be of sufficient size (at least 5,000 to 10,000 dwellings) to raise private
finance at reasonable interest rates (i.e. no higher than for large housing
associations), but they should not be so large as to be dominant monopoly
suppliers in local rented housing markets. 
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Regulation might be provided by the Housing Corporation, with local
housing corporations being allowed to bid competitively against housing
associations for central government grant money for new developments.
Initial debt levels would, however, be set at levels which allowed the local
housing corporations to be self-financing as regards management and
renovation of their existing housing stock. Appropriate checks and balances
could be provided both by local government, which as sole owner would set
objectives for the directors of the local housing corporations to achieve and
replace them if they failed to do so, and by the Housing Corporation through
commissioning periodic detailed regulatory reviews of efficiency and
effectiveness. 

One option, as exists in the Netherlands and Sweden, would be to establish a
national loan guarantee fund to provide partial government backing for loans
in return for initial fees paid by local housing corporations. Such guarantees
might be particularly valuable in the early years of catching up on repairs
backlogs when debt-to-value ratios might increase to quite high levels and
private lenders might require very high risk premiums without any such
government guarantees. Such guarantees are certainly not an essential feature
of our proposal, however, but rather a possible option to be considered.

The rent revenues for such local housing corporations would, of course, come
to a significant extent from housing benefit payments given their likely tenant
profiles. Some adjustment to the current housing benefit regime to prevent
unjustifiably large rent increases being passed on to the Treasury by these
local housing corporations would therefore be a necessary complement to our
proposals, as discussed further in Chapter III.

The case for change

We believe there is a strong case, independent of specific implications for
housing, for a shift of emphasis in UK fiscal policy objectives from the PSBR
to the General Government Financial Deficit (GGFD). This would bring the
UK into line with accepted international government accounting standards
and general European practice. It would also provide a more appropriate
degree of commercial freedom both to existing UK public corporations and to
other largely self-financing activities, including council housing, whose
investment levels have been tightly constrained in recent years by the present
PSBR-focused regime. Given an appropriate range of checks and balances,
this additional commercial freedom should not pose any threat to the
government’s own finances.

In the case of council housing, such a change would provide a major
opportunity to mobilise private finance to make up the backlog of necessary
repairs to the existing housing stock. It could also help to address projected
increases in affordable rented housing needs in the future in conjunction with
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other providers such as housing associations, local authority minority-
influenced housing companies and other private sector landlords. 

This report does not attempt to address all the detailed housing policy issues
arising from the local housing corporations option, but it sets out in broad
terms how such an approach might work in the hope that this will provide a
basis for further discussion and debate on this important policy issue. In
doing so, the aim is to provide an alternative future for council housing
alongside the other options which the Institute and others have sought to
create. Only through creative thinking of this kind is there any realistic
prospect of achieving the investment levels required to bring good quality,
affordable housing to those most in need of it.

C H A L L E N G I N G  T H E  C O N V E N T I O N S
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Since the late 1960s, when a British Chancellor of the Exchequer has talked
about the ‘budget deficit’, he has meant the Public Sector Borrowing
Requirement. The acronym — ‘PSBR’ — has passed into popular parlance and
dominates assessments of the UK government’s fiscal position both in the
financial markets and the media. Within the public sector, the question of
whether a particular financing or spending item will or will not count against
the PSBR has often become the acid test of acceptability. Approval of projects
under the Private Finance Initiative (PFI), in particular, often hinges on the
outcome of debates between the Treasury and potential private sector
participants about whether the degree of risk transfer to the private sector is
sufficient to justify exclusion of the spending and borrowing concerned from
the PSBR.

Despite its prominence in the UK, however, the PSBR is not a recognised
concept in the internationally agreed System of National Accounts1, nor is it
the definition of the budget deficit used by other European Union countries or
in the Maastricht Treaty fiscal convergence criteria, which uses the General
Government Financial Deficit (GGFD). Instead, the PSBR is a peculiarly
British invention which was adopted in part due to the particular historical
circumstances of the 1970s and early 1980s, and which the Treasury, in
consultation with the Central Statistical Office (CSO), is free to define or
redefine as it sees fit. 

Is there an alternative to the PSBR?Chapter I

“In an ideal world, we would incline to the view that the PSBR, as
currently defined, is a theoretical nonsense. Its definition is riddled
with anomalies and it is not a measure of how much the
government itself has to borrow in terms of hard cash.” 

John Redwood, 1982

in Redwood, J and Hatch, J, Controlling Public Industries, Blackwell 1982

“Whatever justification the PSBR might once have had has now
long since passed; it now stands as the crudest and most destructive
measure of the government deficit anywhere in the industrialised
world. It should be dropped.”

Will Hutton, 1995

in Why Treasury Needs a Lesson in Counting, Guardian, 1 May 1995
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Even the Treasury does not claim that the PSBR is the most appropriate
measure of the fiscal stance for all purposes, and it now presents and
discusses a number of alternative budget deficit measures in the annual
Financial Statement and Budget Report (the so called ‘Red Book’). In a less
than ideal world, however, the Treasury continues to the regard adherence to
the PSBR as a necessary evil.

We would like to question whether this evil is in fact necessary any longer. We
will argue that there is a case for the UK to move away from its concentration
on the PSBR and to put more emphasis on internationally recognised
alternatives such as the GGFD. In the remainder of this chapter, we develop
this argument by:

• reviewing the rationale for, and history of, the PSBR;

• identifying and evaluating the relative merits of alternative concepts of
budget deficits, most notably the GGFD;

• comparing UK practice with that of other European countries; and

• summarising and assessing the case for moving away from the PSBR.

This discussion provides the basis for more detailed consideration in the
following two chapters of the implications of such a change for public
corporations in general and council housing in particular.

The rationale for and history of the PSBR

It is generally accepted among economists that there is a need for government
expenditure to address market failures (eg by providing public goods such as
national defence and a judicial system) and/or to achieve distributional
objectives. It is also recognised, however, that there is a need for some controls
to be put on the level of government spending in order to ensure that the
government’s fiscal position (as measured, for example, by the ratio of general
government debt to GDP) remains sustainable in the long run. This is critical
to retaining the confidence of the financial markets who are called upon to
hold government debt. More specifically, fiscal controls are needed to ensure
that:

• the taxation burden does not rise to unacceptably high levels (which could
have significant distortionary effects as well as being politically
unpopular);

• excessive government borrowing does not ‘crowd out’ private sector
investment, either directly or via increased interest rates (and perhaps
exchange rates); and

• inflation is not generated by governments creating money to finance
deficits (for example by Treasury borrowing from the Central Bank, as
happens frequently in many developing countries).
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In addition to these macroeconomic considerations, there is often also a
concern that government expenditure, being influenced by political rather
than commercial factors, may tend both to be less efficiently targeted than
private sector expenditure and to increase over time as a proportion of
national income unless it is strictly controlled.

These considerations mean that governments in all countries need to have
some kind of targets for budget deficits, public expenditure or the total tax
burden, either in absolute cash terms or as a proportion of GDP or both. The
precise definition of these targets varies across countries, however, according
to history, accident and the structure of the public sector. 

The current UK approach to fiscal control focuses upon:

• a medium term spending objective which is expressed in terms of the
ratio of General Government Expenditure (GGE) to GDP; and

• a short term spending ceiling (the New Control Total) and a medium
term budget deficit objective (the PSBR), which cover the public sector as
a whole, but with only the external financing requirement of public
corporations being included not their internally financed expenditure.

The most important UK fiscal objective over the past 25 years has, however,
been the PSBR. This first appeared in the Red Book in 1966, and gradually
gained in prominence relative to previous measures based on the Exchequer
Borrowing Requirement or the Central Government Borrowing Requirement
(CGBR) over the following ten years. By 1976, when the UK sought a loan
from the IMF, the fiscal stance conditions attached to the loan were expressed
in terms of the PSBR.

In the early 1980s, when broad money targeting was in vogue, the position of
the PSBR was further reinforced by the fact that it was an important
component of Sterling M3, the government’s preferred monetary target at
that time. In early versions of the Medium Term Financial Strategy (MTFS),
control of the PSBR was therefore seen as contributing directly to control of
the money supply and so inflation. Most economists, including those at the
Treasury, would now have rather less faith in this causal relationship, but the
PSBR has nevertheless retained a prominent position in the MTFS ever since.

The case for the PSBR

The Treasury gives preference to the PSBR for three main reasons:

• it is a cash measure2 and so corresponds closely to the net amount of
money which the public sector has to raise from financial transactions
such as borrowing through issuing gilts and National Savings
instruments in order to finance any surplus of expenditure over
revenues;

A N  A L T E R N A T I V E  T O  T H E  P S B R
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• the PSBR covers the whole of the public sector, so avoiding the risk that
tight control of central government spending might be undermined by
laxity at the local government or public corporations level; and

• after 25 years of use as the primary budget deficit measure, the PSBR now
has presentational advantages in terms of continuity.

In our view, these arguments provide good reasons not to abandon the PSBR
altogether, but do not constitute a significant obstacle if the alternative is to
switch the emphasis gradually to other deficit concepts. We return to these
arguments in more detail below. First, however, it is worth reviewing the
possible alternatives to the PSBR.

Alternatives to the PSBR

A recent Treasury working paper3 recognised that there are many other
possible fiscal indicators that could be used as alternatives to the PSBR,
including:

• the PSBR excluding privatisation proceeds;

• the national accounts-based public sector financial deficit (PSFD) which
differs from the PSBR in that it is on an accruals basis and excludes
privatisation receipts and some other financial transactions;

• the current balance, which (in line with the so called ‘Golden Rule’)
excludes capital expenditure and receipts;

• versions of the PSFD and the current balance for the central or general
government sectors only, including the GGFD; and

• cyclically-adjusted and inflation-adjusted measures of budget deficits,
such as the cyclically-adjusted (or ‘structural’) GGFD which is regularly
published by the OECD.

Table 1.1 illustrates how the different general government and public sector
deficit concepts relate to each other, using estimated outturns for 1994-95 from
the November 1994 Red Book.

Table 1.2 summarises how — at the time of the November 1994 Budget —
these alternatives, together with the OECD estimate of the structural deficit,
produced an estimated range for the UK budget deficit forecast for 1994-95
from just over 4% of GDP (the current deficit or the structural deficit) to just
over 6% of GDP (the GGFD, PSFD and PSBR excluding privatisation receipts,
all of which give very similar answers at present). The PSBR forecast (c.5% of
GDP) falls in the middle of this range4.

The Treasury working paper goes on to say that: 

“ There is no such thing as the ‘correct’ indicator out of this collection; there is
information in all of them” (A.Ritchie and D.Lawton, p.6). 

C H A L L E N G I N G  T H E  C O N V E N T I O N S

18

113

114

115

116

117



£
In particular, the paper notes that the GGFD is the most suitable basis for
international comparisons of the fiscal stance for reasons of statistical
comparability. This is because there are considerable variations across
countries in the nature and scope of activities of public corporations, with the
trend towards privatisations meaning that this is changing rapidly over time.
Also, unlike the PSBR, the GGFD is an internationally recognised national
accounting definition which predates the PSBR in official UK statistics.

Comparison of the PSBR and the GGFD

One reason why the government may not be rushing to switch fiscal
objectives, is that the GGFD has been consistently higher than the PSBR (see
Figure 1.1) over the last ten years due to excluding privatisation proceeds.
This is in marked contrast to the 1960s and 1970s when the PSBR was usually
significantly higher than the GGFD due primarily to the large nationalised
industry sector being a heavy borrower and loss-maker at that time. This is no
longer the case, however, with public corporations actually being net repayers
of debt for most of the last ten years (see Figure 1.2).

Assuming that privatisation proceeds shrink as expected to negligible
amounts by the late 1990s, however, so the gap between the PSBR and the
GGFD is projected to disappear by 1997/98 (see Figure 1.3 which is based on
the Treasury’s own projections in the last Red Book). 
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1994/95 estimate (£ billion)

General Public
Government Sector

Current expenditure 280 284

less Current receipts 252 256

Current deficit 28 28

plus Capital expenditure 14 12

Financial deficit 42 40

plus Accruals adjustment 3 3

plus Other financial transactions –3 –3

Borrowing requirement
(excluding privatisation) 42 40

less Privatisation receipts 6 6

Borrowing requirement 36 34

Source: HM Treasury (1994 Red Book)

Table 1.1  Alternative budget deficit measures

1994/95 estimate

£ billion % of GDP

Current deficit 28.0 4.1

Cyclically-adjusted GGFD
(structural deficit) 29.2 4.3

PSBR 34.4 5.1

PSFD 40.4 6.0

PSBR 
(excluding privatisation receipts) 40.7 6.0

GGFD 41.9 6.2

Source: HM Treasury (1994 Red Book); OECD (Economic Outlook,

December 1994)

Table 1.2  Comparison of alternative budget deficit measures
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Figure 1.1  PSBR versus GGFD

Figure 1.3  Treasury projections of PSBR and GGFD

Figure 1.2  Public corporations’ borrowing requirement
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The case for the GGFD

121  As illustrated in Figure 1.4, there as six
main arguments which together provide a case
for moving from the PSBR to the GGFD as the
primary budget deficit measure. These
arguments can conveniently be divided into
two sets of three. The first set would justify a
move from the PSBR to its national accounting
analogue, the PSFD. This would involve
switching from a cash to an accruals basis of
accounting, and excluding privatisation
receipts and certain other financial transactions.
The second set of arguments would justify a
further move from the PSFD to the GGFD,
which involves excluding the financial deficit
of public corporations from the budget deficit
calculation.

As noted above, there are respectable arguments for focusing on either the
PSFD or the GGFD rather than the PSBR in terms of consistency with
internationally accepted statistical standards (i.e. the SNA and the ESA). Data
on the PSBR could, of course, continue to be collected in order to help the
Treasury and the Bank of England manage the government’s gilts market
operations and could continue to be published in the Red Book and elsewhere
just as the alternative deficit measures (as shown in Table 1.1 above) are
published at present5. 

For other purposes, however, continuing to focus on a cash measure such as
the PSBR seems inconsistent not only with national accounting standards, but
also with the recent move to ‘resource accounting’ in government
departments, which involves recording transactions on an accruals basis and
depreciating capital spending over a number of years rather than including
the whole amount in the year when the cash is spent. This follows the normal
practice in commercial company accounts and should help to ensure more
efficient and business-like allocation of resources in government 6.

The third argument in Figure 1.4 is more specific, relating to the long-standing
anomaly in current UK practice of treating privatisation receipts as negative
public expenditure. This is out of line both with international standards and
with economic principles, since it treats privatisation receipts as a pure gain to
the public finances and ignores the fact that the government has sold a
valuable asset which would have generated a future revenue stream which, if
the price of sale was a fair one, should be broadly equivalent in present value
terms to the sale receipts. Current Treasury practice therefore encourages
misleading and short-sighted arguments along the lines that one-off
privatisation receipts can be used to fund permanent tax cuts (mostly recently
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Arguments for change

1. Consistent with international
standards (SNA)

2. Consistent with resource
accounting

3. Excludes privatisation
receipts

4. Maastricht convergence
criteria

5. European practice

6. Greater commercial freedom
for public corporations

PSBR

PSFD

GGFD

Figure 1.4  From PSBR to GGFD
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in press reports of the proposed sale of Nuclear Electric). This kind of
misguided logic could be shown to be incorrect if the PSFD or the GGFD were
adopted and privatisation receipts were counted, in line with the SNA, as a
below the line financing item rather than a deduction from the budget deficit. 

The above arguments could equally be made in favour of the GGFD rather
than the PSFD, but the Treasury might favour the latter as it would still allow
central financial control over the whole of the public sector, not just general
government.

The first, but least significant, argument for adopting the GGFD rather than
the PSFD is that it is the measure used in the Maastricht Treaty fiscal
convergence criterion for judging whether countries are avoiding excessive
budget deficits. As emphasised to us by Treasury officials, however, the
Maastricht Treaty provisions require the UK to report its budget deficit to the
Commission in terms of the GGFD, but it does not place any requirement on
the UK government to adopt the GGFD as its primary budget deficit measure
for domestic purposes. The only significance of Maastricht is therefore that it
has given the GGFD greater prominence, which will be helpful if the
government were to decide to adopt the GGFD for other reasons.

The second argument, that moving to the GGFD would bring the UK into line
with normal European practice has somewhat more weight, and is discussed
further below, but is also more of a supporting argument rather than one
which would, in itself, justify a change in current UK practice.

We are left with the conclusion that, in order to make a positive case for the
GGFD, we need to justify the final argument, namely that it would be
desirable to give greater commercial freedom to public corporations to
borrow and invest as they see fit without being subject to detailed Treasury
controls. 

To support this argument, we have to go back to first principles, and recall
that the key macroeconomic objective of fiscal controls is to ensure that the
government debt stock is sustainable in the long run, which is critical to
retaining the confidence of financial markets. This in turn suggests a need to
distinguish in financial control regimes between four categories of public
expenditure: 

(a) non-recoverable current expenditure (i.e. spending on goods and services
which will be used up in the current period and for which no charge is
made to private sector consumers);

(b) recoverable current expenditure on goods and services for which a charge
will be made to users to cover these costs (e.g. council house revenue
account spending which is covered by rents);

(c) non-self-financing public sector investment (eg in hospitals, schools,
police cars or toll-free roads) which might be able to be justified in terms
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of producing social returns but will not produce a financial return to
government (or at least not a sufficient return) and so will need to be
financed from taxation either now or at some point in the future; and

(d) self-financing public sector investment which will eventually generate a
cash flow sufficient to give an adequate financial return on the investment
in the long run (i.e. to cover the cost of borrowing and repay the loan on
maturity).

If the government’s fiscal position is to be sustainable in the long run,
spending in the categories (a) and (c) above will need to be kept within the
limits of what can be financed from national or local taxation without
increasing tax rates to unacceptable levels. Failure to observe such disciplines
could eventually lead to an explosion of the government debt stock relative to
GDP and to investors requiring large interest rate premia to protect them
against the risk of a default on government bonds. The UK is a long way from
such a scenario, but the experience of Italy over the last 20 years illustrates the
dangers that exist here. 

The fact that non-self-financing capital investment should be tightly
controlled is, it should be noted, a strong argument against a naive
application of the so-called ‘Golden Rule’ of public finance, which states that
borrowing is only acceptable to finance investment not consumption. To the
extent that this investment is not self-financing, however, such a policy rule
could put the government’s long run solvency at risk if it was used to justify
large increases in spending on hospitals, schools, roads and other worthy
projects for which users are generally not charged. 

Categories (b) and (d) above, which are distinguished by covering their own
costs either in the short term (in the case of recoverable current spending) or
the long run (in the case of self-financing capital investment), do not raise the
same concerns about sustainability and can be excluded from public spending
and budget deficit targets. The difficulty here, however, lies in identifying
precisely the spending categories which can truly be expected to be self-
financing. For current expenditure, this may be relatively straightforward.
Local authority housing revenue spending, for example, does not currently
count against total spending because of the requirement that council rents
should be set at levels such that housing revenue accounts should balance.

For capital investment, however, the problem is more difficult since a
judgement on whether this will be self-financing requires a view to be taken
of possibly very uncertain financial returns, often over a long time horizon.
Current UK practice, through the system of External Financing Limits (EFLs)
for nationalised industries, effectively only excludes their capital investment
from public spending controls if it is self-financing within the same year.
Other trading functions within general government, including local authority
housing departments, have all their capital spending included in the New
Control Total, whether or not it is internally financed. 
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Application of this regime has led to a strong tendency for governments to cut
public investment as a relatively easy way to reduce the PSBR compared, for
example, to cutting wages and salaries and facing high profile conflicts with
public sector unions. This, however, ignores the possible detrimental long
term effect of this policy on the public sector asset base (e.g. the railways,
London Underground, the council housing stock, underground water
pipelines and sewerage systems when these were in the public sector) if such
capital investment is not carried out.

One key question, therefore, is whether it is possible to separate out self-
financing investment and take it outside Treasury control without risking
future damage to the government’s own finances. In practice, complete
separation of all self-financing investment may be difficult and not necessarily
desirable in an institutional sense. 

For practical purposes, however, a reasonable approach would be to adopt the
GGFD as the primary budget deficit target and so exclude public
corporations’ investment, and associated borrowing, from direct Treasury
control. The justification for this would be that, apart from any direct
government subsidy, which will be captured in the GGFD anyway, the
activities of these organisations should be self-financing, and so should not
have any implications for present or future taxation levels that would justify
imposing strict Treasury controls on investment and borrowing.

Detailed discussion of this argument in the context of public corporations in
general and council housing in particular is contained in Chapters II and III
respectively. Our conclusion, however, is that — so long as an appropriate
financial regime can be put in place to prevent public corporations from
abusing their additional commercial freedom — there is a good case for
focusing on the GGFD rather than the PSBR as the primary measure of fiscal
stance.

A future government might announce such a shift to the GGFD in two or
three years time as a technical change which would not have any material
effect on the headline budget deficit figures. In fact, the GGFD would
probably initially give a somewhat higher recorded deficit (see Figure 1.3
above), which should avoid any charge that the government was ‘fiddling the
figures’ to justify undue tax cuts or spending increases. On the contrary, we
would argue that current use of the PSBR gives somewhat too rosy a picture
of the underlying state of the government’s finances, and that a move to the
GGFD would help to present a more accurate picture. 

Such a shift to the GGFD could be justified without looking beyond the UK,
but it is possible to provide additional support to the case for change by
reference to practices in other EU countries, as discussed below. 
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Budget deficit measures used in other EU countries

140  Table 1.3 summarises the key
budget deficit measures currently
used by EU countries. Particular
points to note are that:

• the majority of EU countries
have budget deficit objectives
relating to the general
government sector, excluding
the ‘own account’ borrowing
of public corporations, broadly
in line with the Maastricht
Treaty definitions;

• a few of the countries seem to
focus primarily on targets for
central government, notably
France, or State deficits,
notably Italy; and

• only the UK appears to have as
its key objective a budget
deficit target (ie the PSBR)
covering the whole of the
public sector.

Too much emphasis should perhaps not be put on the precise budget deficit
targets used in other EU countries, which may relate to particular
circumstances in those countries that would not be relevant to the UK, but it is
notable that it is UK practice which seems to be the exception here.

142  One possible way to assess
the relative merit of alternative
national approaches is to compare
their past success in controlling
budget deficits and debt stocks.
Figure 1.5 shows both the
estimated 1994 outturns for the
GGFD in the largest six developed
countries, and the average deficits
over the period 1978-93 (which is
approximately the period during
which the PSBR has been pre-
eminent in the UK). Judged either
on the latest year’s deficit or
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Figure 1.5 Comparison of General Government Financial Deficits (GGFDs)
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UK Whole of public sector

Germany General government (sometimes including railways)

France Central government

Italy State sector

Spain General government

Netherlands Central/general government

Belgium General government

Denmark Central government (sometimes general government)

Greece General government

Ireland Exchequer borrowing requirement (includes some
state enterprises)

Portugal Public administration sector (close to general
government)

Luxembourg General government

Austria* Federal government

Sweden* Central or general government

Finland* General government

* Not yet EU members when source reports were written

Source: Coopers & Lybrand research based on various OECD and EIU country reports (mostly
for 1994)

Table 1.3  Budget deficit measures in EU countries
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(more significantly) the historic
average deficit, the UK ranks as
the second worst performer after
Italy.

143  Another possible criterion,
which reflects accumulated past
budget deficits over a longer time
horizon, is to look at the total
outstanding debt stock in each
country, as shown in Figure 1.6.
Based on the gross general
government debt stock, which is
the criterion used in the
Maastricht Treaty excessive
deficits procedure, the UK
compares favourably with the

other countries. A more theoretically attractive measure, however, is the net
debt stock, after subtracting government financial assets (eg funded state
pension scheme assets). Japan’s fiscal position, in particular, appears
considerably stronger when measured on this basis, while the UK again
emerges as the second worst performer, although the differential with France,
Germany and the US is relatively small.

Of course, the particular budget deficit measure used is far from being the
most important factor determining relative fiscal performance, but there is
certainly no particular indication from such comparisons that the UK
approach is superior to that of its major international rivals.

Summary: alternatives to the PSBR

While there is a clear case for some kind of budget deficit objective to be
adopted, there appears to be no compelling case on theoretical grounds for
this necessarily to be the PSBR rather than other measures such as the General
Government Financial Deficit (GGFD) or the Public Sector Financial Deficit
(PSFD).

Based both on the desire to be consistent with international standards and
European practice, and on the theoretical argument that borrowing by public
corporations for self-financing investment purposes should not be included in
the government’s budgetary controls, we have shown that there is a strong
case for putting more emphasis on the GGFD as the primary budget deficit
measure rather than the PSBR. This would allow more use of private capital to
finance much needed investment in the asset base of public corporations
without requiring outright privatisation or significant risk transfer, but should
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still be consistent with the key fiscal objective of a sustainable long term
government debt position.

This shift of emphasis need not involve abandoning the PSBR altogether, but
might rather be achieved by a gradual evolutionary change which would
follow on naturally from recent Treasury practice in presenting a number of
alternative budget deficit measures in the Red Book. The first stage might be
to give the GGFD more prominence in the Chancellor’s speech, initially
alongside the PSBR, and later as the primary measure quoted. Similarly, data
on the GGFD could gradually be given more prominence relative to the PSBR
figures. The CSO could be asked to investigate the possibility of producing
provisional estimates of the GGFD on a monthly basis, using much the same
data sources as for the PSBR at present.

Given that the values of the PSBR and the GGFD are likely to become
increasingly similar over the next few years as privatisation receipts fall, such
a gradual shift of emphasis is unlikely to be a matter of immediate concern to
the City, many of whose economists already routinely monitor and forecast
the GGFD. The only serious worry for both the Treasury and the City might
be that such a move to the GGFD, while making little difference to the
reported budget deficit in the short run, might ultimately open the floodgates
to a large amount of additional borrowing by public corporations (as was
common in the 1960s and 1970s). If this borrowing ultimately proved not to be
self-financing, it could necessitate large-scale government bail-outs. 

The key to avoiding such an outcome is to put in place an appropriate
financial control regime for public corporations which minimises the risk of
large-scale defaults while still allowing them a greater degree of commercial
freedom than under the current PSBR/EFL regime. As discussed in the next
chapter, the experience of other leading European countries has much to offer
here in terms of tried and tested models for a UK government to follow.

Notes and references to Chapter I 
1. We refer primarily to the System of National Accounts (SNA, 1993) in this report

since this is the latest available statement of internationally accepted standards as
developed in a joint study by statisticians from the European Commission, IMF,
OECD, United Nations and the World Bank. The corresponding revision of the
European System of Accounts (ESA), which is the basis of definitions used in the
Maastricht Treaty, has not yet been published, although we understand that it is
unlikely to be significantly different from the SNA in its definitions of
institutional sectors and financial deficits.

2. With one minor exception relating to accrued interest on National Savings
instruments, which is not a cash item but is included in the PSBR on the basis that
investors have the right to withdraw this accrued interest if they wish, so creating
a potential cash outflow.
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3. The Public Sector Borrowing Requirement — Definition and Measurement. A. Ritchie
and D. Lawton, Government Economic Service Working Paper No 119, HM
Treasury, December 1993.

4. In fact, the outturn for the PSBR in 1994/95 is now estimated at £35.6 billion,
slightly higher than expected. At the time of writing, outturn estimates are not yet
available for the GGFD or PSFD, but we would expect these also to be somewhat
higher than shown in Table 1.2. Therefore the relative values of the alternative
measures, which is what matters here, should not be much affected.

5. In fact, the monthly data currently collected on the PSBR would form the most
natural starting point for calculation of monthly GGFD estimates, which at
present are only published quarterly and around three months in arrears as part
of the CSO’s quarterly national accounts publication (i.e. estimates of GGFD for
the first quarter of 1995 are not available until the end of June 1995). The CSO
could start from the PSBR, subtract the borrowing requirement of public
corporations, add back privatisation receipts, take account of any other known
financial transactions of general government falling outside the PSBR (data on
which could be enhanced with slight amendments to data collection forms) and
estimate an accruals adjustment based on past experience. Given such a
procedure, a reasonable first estimate of the GGFD could be published on a
monthly basis only one month in arrears, alongside the PSBR.

6. For more details of these developments, see Better Accounting for the Taxpayers
Money: Resource Accounting and Budgeting in Government, A Consultation Paper, 
HM Treasury, HMSO, July 1994.
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Introduction

When public corporations were first introduced in the UK, the intention was
that, while ultimately legally accountable to Parliament and to ministers, they
should be free of detailed Treasury control. This intention was, for example,
still evident in the CSO’s 1968 handbook on National Accounts Statistics,
Sources and Methods, which stated that a public corporation is:

“…a corporate body free to manage its affairs without detailed control by
Parliament or other elected bodies; in particular, its financial independence
includes the power to borrow, within limits laid down by Parliament, and to
maintain its own reserves. It is this characteristic which distinguishes the public
corporations from those trading bodies which are treated as part of the central
government sector...and local authority undertakings.” 

In reviewing the history of nationalised industry control, however, Redwood
and Hatch (1982, op. cit) note that:

“Despite the wish of the founding fathers of nationalised industries … there have
been frequent pressures during the life of the nationalised industries to extend and
augment Parliamentary and more especially ministerial control over the
industries themselves.”

This trend may partly have reflected a natural tendency of ministers and their
officials, particularly in the Treasury, to seek to extend their field of control. It
also, however, reflected the generally poor financial performance of many
nationalised industries in the 1960s and 1970s, particularly in the
manufacturing sector, which put a considerable burden on the government’s
own finances. In this context, it could certainly be argued that tighter financial
controls during the last 15 years have been successful in improving efficiency
and allowing many of the nationalised industries to be privatised. What is
more debatable, however, is whether a regime which may have been the right
response to the problems of the 1970s is still appropriate in the very different
circumstances of the mid-1990s. 

In this chapter, we explore this question by comparing the current financial
regime for UK public corporations with that operating in other leading EU
countries. We then consider whether any of these other countries might offer
an attractive model for a UK government to follow in conjunction with a
gradual shift towards using the GGFD rather than the PSBR as the primary
measure of budgetary control, as proposed in the previous chapter. 

Financial regimes for public corporations:Chapter II
UK practice and European parallels
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The discussion focuses in particular on the extent of freedom to borrow
enjoyed by public corporations in different countries and the nature of any
government guarantees for such borrowing. The comparison primarily covers
Germany, France, Italy, the Netherlands and Sweden, but also includes
references to some other OECD countries (eg New Zealand and the US) where
appropriate1. 

Comparison of public corporations sectors in
European countries

Table 2.1 compares the coverage of the public corporations sector in the UK,
Germany, France, Italy, Netherlands and Sweden. The size of the sector varies
considerably across countries, which is one important reason for focusing on
the general government sector for comparative purposes in international
public finance statistics (and indeed in the Maastricht Treaty fiscal
convergence criteria).

The UK stands out as having a comparatively small public corporations
sector, although this is a relatively recent phenomenon due to privatisations
since the early 1980s. Nationalised industries accounted for around 10% of UK
GDP and employment in 1979 but this share has now fallen to only around
2%.

Netherlands also now has a relatively small public enterprise sector due to
privatisation over the past decade, although it has also been relatively
innovative in the corporatisation of public enterprises as a staging post to
eventual privatisation, as discussed further below in relation to the Dutch
Post and Telecommunications company (PTT).

UK Germany* France Italy Netherlands Sweden

Water � � �

Electricity � � �

Gas � � � n/a

Coal � � n/a �

Rail � � � � �

Telecoms � � � � �

Post � � � � �

Airports � � � �

Airlines � � �

� = Public sector ownership and provision

� = Mixed public/private sector ownership and provision

* German government has participations in some other sectors but such companies are run on the same basis as private
sector companies

Source: Coopers & Lybrand research

Table 2.1  The present
public/private divide in
Europe
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Germany, or more precisely West Germany, has never had a policy of
building up an extensive nationalised industries sector, with public
ownership being primarily confined to strategic sectors (railways, post and
telecommunications). The German government does have stakes
(‘participations’) in several other industry sectors, but the companies
concerned operate on essentially the same basis as private sector companies
and are classified as such in the national accounts even where the government
has a majority stake.

France has traditionally had a large public corporations sector, although often
with mixed public/private ownership being common for industrial
companies. Since 1993, however, France has also been pursuing an active
privatisation programme under the Balladur government, following on from
the early wave of privatisation during the 1986-88 Chirac administration.

Privatisation is also expected to reduce significantly the size of the public
corporations sector in Italy, which is grouped under a few very large
industrial holding companies. Political uncertainties, however, are slowing
down progress on privatisation at present.

Sweden has the largest public sector (as a proportion of GDP) among the
countries surveyed, although here too there has been a shift away from state
planning since the mid-1980s, which has included plans for privatisation of
selected commercial enterprises. A severe recession in the early 1990s,
together with shortage of domestic equity capital has, meant that progress on
privatisation of large state enterprises has been slow so far. A distinctive
Swedish development, however, has been the large scale transfer of local
government activities (public utilities) to private foundations or joint-stock
companies in the private sector, where, however, the municipality still owns
the stock and appoints the board. This provides one possible model for UK
local authorities to follow in the housing area.

UK system of nationalised industry control

Since the late 1970s, the UK has operated a framework for government control
of nationalised industries (as set out in the 1978 White Paper) based on:

• high level strategic objectives which are set out in three or five year
corporate plans agreed with the relevant line Ministry;

• specific financial and operational performance targets;

• detailed appraisal of all large capital investments according to Treasury
guidelines;

• government control of prices for national monopolies; and

• external finance limits (EFLs) which tightly limit borrowing by public
corporations.
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Although ownership and control is generally the primary responsibility of the
relevant line Ministry, in practice the Treasury also has a very significant
influence because of its overall responsibility for economic policy and public
expenditure control. Parliament also has an influence to the extent that most
major UK nationalised industries were established as statutory bodies, the
laws for which generally contained limits on total borrowings that could only
be altered by further legislative processes. Nationalised industries are also
subject to periodic detailed reviews by Parliamentary Select Committees and
the Monopolies and Mergers Commission (MMC).

As noted above, this relatively restrictive control framework for UK
nationalised industries was a reaction to their poor financial performance in
the 1970s, which contributed significantly to the very high PSBR of the mid-
1970s. During the 1980s, under the new regime, the financial performance and
efficiency of nationalised industries generally improved significantly so the
public corporations sector became a net repayer of debt after 1985 (see Figure
1.2 in Chapter I above).

There have been some cases, however, where the overseas and market
borrowing of UK nationalised industries has been treated as falling outside
the PSBR. Notable examples are BP, British Leyland and Rolls Royce (at the
time the government had a majority stake in these companies) and BNFL2.
The commercial freedom enjoyed by BBC Enterprises was also raised as an
example during the 1994 Trade and Industry Select Committee hearings on
the Post Office.

The justification for these exceptional cases appears to have been twofold.
First, BP, BL and Rolls Royce (but not it seems BNFL) were regarded as being
only temporarily in the public sector prior to eventual privatisation. This was
an argument made by the Treasury in defending its definitions to the Treasury
and Civil Service Committee in 1981, but it begs the question of why this
treatment was not extended to the many other nationalised industries that
were being prepared for privatisation during the 1980s and early 1990s.

A second possible justification is that these were all companies operating in
highly competitive international markets against private sector rivals with
whom they had to be able to compete on equal terms, implying freedom to
borrow and invest as they saw fit without government interference. The
President of the Board of Trade, Mr Heseltine, used this argument in his
evidence last year to the Trade and Industry Committee to distinguish
between the cases of BP and the Post Office, which he argued had a “massive
captive market generating vast sums of money”. Mr Heseltine therefore
concluded at that time that the Post Office could not expect to enjoy increased
commercial freedom while also retaining the advantages of being in the
public sector in terms of an explicit or implicit government guarantee on all
borrowing. This reflected the general view of the current government that
there was no ‘halfway house’ between the public and the private sectors.
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Recently, however, Mr Heseltine announced that the Post Office would be
allowed somewhat greater commercial freedom, thus moving towards the
position advocated in this report.

European practice

Government financial controls on pricing, investment and borrowing are
quite common in other European countries for state enterprises which are
regarded as natural monopolies (eg railways and the PTT in Germany). Such
controls may apply even if market borrowing of such public corporations is
not included in budget deficit definitions. In the case of Italy, however, some
public sector monopolies are included in the State sector, so their borrowing
does fall directly within State budget deficit targets (see Table 2.2).

For publicly owned corporations operating in competitive markets, however,
the norm in other European countries (eg France and Germany) is for
borrowing to be outside government control and budget deficit definitions. In
the case of Germany, such commercial corporations operate under normal
private sector commercial law, as do French companies in sectors such as
motor cars, steel, aluminium production, banking and insurance. Many such

Municipal companies

State monopolies (MS) 
Post and telecommunications (PT) 
State telephone service (ASST) 
State railways (FS)

Agricultural market intervention (AIMA) 
Forests 
Highways (ANAS)

State (Budget and Treasury operations (Tesoreria))

Agency for the Mezzogiorno 
Deposits and Loans Fund (ODOPP)

Other central government bodies (eg ISTAT)

Regions, provinces, communes

Other local authorities (eg local health authorities 
(USL), universities, port authorities)

National Social Security Institute (INPS)

National Industrial Accidents Insurance Institute 
(INAIL) 
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Table 2.2  Public sector,
general government, State
sector definitions for Italy
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companies are now candidates for privatisation. The role of the state in such
French and German companies is essentially that of an arms-length
shareholder, just as for any normal private sector company. Tables 2.3 and 2.4
summarise some key features of the public corporations sectors in Germany
and France respectively.

Key features

• No tradition of nationalisation for industrial policy
purposes in West Germany

• Only statutory public corporations were post office,
telecommunications and railways

• These companies are now being corporatised prior
to privatisation (eg Deutsche Telecom)

• Government has stakes in many other companies,
but these are classified as being in the private sector
even if majority owned by government. They also
operate under private sector commercial law, with
the government having an arms-length shareholder
role with no direct control over borrowing or
investment

• Some public companies are owned by the Länder
rather than by federal government

Table 2.3  West German public corporations

Key features

• Utilities, other natural monopolies and companies in
strategic industries are governed by statute

• Central government limits total stock of outstanding
borrowing by statutory companies

• Joint public/private ownership is common

• Industrial companies in competitive industries can
generally borrow freely

• Large scale privatisation programme underway since
1993: aimed to sell 21 major state-owned companies

• Still a tendency for occasional government bail-outs
of French companies (eg Credit Lyonnais, Air France)

Table 2.4  French public corporations

The Netherlands has also moved to commercialisation of state enterprises
since the late 1980s. In January 1989, for example, the Dutch PTT became a
company operating under commercial law with freedom to raise private
capital as it wished. The government remained as sole shareholder until the
company was partially privatised in 1994, but its dealings with the company
were on a strictly arms-length basis. The company had a target for dividend
payments to government (c.40% of net income) and was left to manage its
own operations subject to achieving this target and satisfying the public
service obligations of its licences to run the postal and telephone services in
the Netherlands. Similar arrangements have applied to other Dutch public
corporations over the past five years.

Sweden has also moved towards commercialisation of many of its state
enterprises in recent years. For example, the Swedish Post Office became a plc
in early 1994, giving it freedom to borrow from and invest in financial
markets up to limits set by the government. Table 2.5 summarises some key
features of the Swedish public corporations sector based on discussions we
have had with the Swedish Ministry of Finance. In general, these corporations

221

222



£
are profitable (except for the railways) so there are no particular concerns that
their borrowings will not be able to be repaid or that government guarantees
are needed (although these have been introduced recently in the housing
sector as an alternative to direct government subsidies). The present Swedish
government does not see greater commercial freedom for public corporations
as just a staging post to privatisation, but rather as a sustainable long term
solution.

Practice in other countries

Other OECD countries have also moved towards commercialisation of state
enterprises in recent years. A prime example is New Zealand, which in the
mid-1980s began a process of transforming trading departments within
general government into limited liability companies that are 100% owned by
the government (State Owned Enterprises). These limited liability companies
are required by law to be as profitable and efficient as comparable private
sector businesses. They can raise loans on commercial markets in the same
way as private companies, generally without any government guarantees and
can engage in joint ventures with the private sector. Over time, many of the
SOEs have been privatised (see Table 2.6 for a summary) but this was largely
to raise money to fund the government deficit rather than due to any
ideological view that private ownership was necessarily superior to public
ownership.

REGIMES FOR PUBLIC CORPORATIONS

35

Key information

Railways, electricity generation and national grid, post office,
telephone system, airports and airline jointly with other
Scandinavian countries)

Local electricity distributors, local transport, water, social
housing

Likely to slow down under current Social Democratic
Government

Public corporations generally profitable except for railways

High – no constraints on borrowing; left to judgement of
board of directors

Not usually. Bail-outs rare except for banking

Can borrow on their own account but only for investment not
current spending

Feature

Public corporations controlled by central
government

Public corporations controlled by local government

Privatisation

Financial performance

Degree of commercial freedom

Government guarantees

Local government financial regime

Table 2.5  Swedish public corporations

Source: Swedish Ministry of Finance 
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In general, therefore, the trend in Western Europe and elsewhere in the
developed world has been to expand the commercial freedom of state
enterprises in parallel with liberalisation of their markets to introduce new
competition and satisfy relevant EU Directives. Airlines, post offices and
telecommunications operators have all been subject to such liberalisation to
varying degrees. While government often retains a monitoring role for
investment and borrowing plans, the normal European practice has not been
to impose strict limits on market borrowing of the kind which apply to public
corporations in the UK.

Government guarantees for public corporation
borrowing

A key argument used by the Treasury to justify including public corporations’
market borrowing in the measured budget deficit is that any such borrowing,
even if there is no explicit guarantee, will be regarded by markets as having

Central Government Corporations

New Zealand Railways Corporation    Train, bus, ferry operations         Non-core privatised; rest preparing for sale

Housing corporation                 Concessional mortgages & rental properties Some mortgages sold

Bank of New Zealand                 Trading bank                         Privatised

Air New Zealand Ltd                 Domestic & International air services Privatised

Petroleum Corporation of New Zealand Oil & gas production                 Privatised

Airways Corporation of New Zealand Air traffic control                  State owned enterprise

Coal Corporation of New Zealand     Coal mining                          Settling ownership claims, likely sale

Electricity Corporation of New Zealand Ltd Electricity generation & transmission  Transmission into separate SOE; likely sale

Government Life Insurance Corporation Life Insurance Now owned by policyholders

Government Property Services Ltd    Government property holdings         Selling assets

New Zealand Forestry Corporation Ltd Forests & sawmills                   Most forests sold

New Zealand Post Ltd                Postal services                      Preparing for possible sale

Post Office Bank Ltd                Savings bank                         Privatised

Telecom Corporation of New Zealand Ltd Telephone services Privatised

Government Computing Services Ltd    Computer systems                     Preparing for sale

Radio New Zealand                   National radio services              State owned enterprise, parts may be sold

Television New Zealand Ltd          Two national TV channels             State owned enterprise

National Film Unit                  Film making                          Sold to SOE

Local Authority Corporations

13 Port Companies                   Port operations                      Some minority share sales

24 Airport Companies                Airport management                   Possible privatisations

52 Electrical Supply Authorities    Local electricity distribution       Some sales/give-aways likely

Local Authority Trading Enterprises Buses, garbage collection, other services   Some contracting out, some sales

Source: I. Duncan and A. Bollard, Corporatisation and Privatisation: Lessons from New Zealand, OUP, 1992

Table 2.6  Reform of state-owned enterprises (SOEs) in New Zealand
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an implicit government guarantee. The first implication of such a guarantee is
that public corporations may enjoy unfair advantages over private sector
borrowers, so leading to misallocation of resources. The second implication is
that, unless such borrowing is strictly controlled, it may lead to a build up of
potential liabilities for government which could cause major financial
difficulties if public corporations subsequently default on their loans. 

Such defaults by public enterprises on loans guaranteed by state and local
government were, for example, a major reason for the severe financial
problems of New York State in the 1970s. Analogies could also be drawn with
the more recent US Savings and Loan industry crisis, which did not involve
public corporations as such, but did illustrate how severely government
finances can be affected when proper monitoring and control procedures are
not in place for contingent government liabilities associated with deposit
insurance schemes.

In response to these kind of concerns, the UK approach is to treat borrowing
by public corporations as equivalent to general government borrowing, and
to encourage a centralised system of public sector borrowing which is argued
to minimise interest costs and ease the management of gilt-edged markets.

While there is clearly some merit in the above arguments for a centralised
system of public sector borrowing, it is also possible to argue that the UK
system unnecessarily limits investment by public corporations and that
allowing them to borrow on their own account would help to impose normal
commercial financial disciplines on these companies. The globalisation of
international capital markets also makes it difficult to maintain that such
public corporation borrowing could ‘crowd out’ private sector corporate
borrowing to any significant extent.

We would also argue that the UK treatment of public corporations’ borrowing
as being equivalent to general government borrowing is overly cautious3

given that government liabilities will only arise in the case of default, which
should have a relatively low probability. The important requirement would
therefore be to monitor the level of such borrowings, to ensure transparency,
and make appropriate provisions in the government accounts to cover
possible losses due to defaults. An overall cap on the total outstanding stock
of such public corporation borrowings might also be set to limit the
government’s exposure.

A possible analogy might be drawn here with the treatment in the
government’s accounts of the Export Credit Guarantee Department (ECGD).
UK exporters pay premiums to the ECGD in return for government
guarantees of payment for exports shipped abroad, with the level of
premiums and the amount of cover provided varying across countries
according to the relative risk of non-payment. The total amount of cover
provided does not count against government expenditure or the PSBR, only
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any payments which the government subsequently has to make to cover
defaults by overseas purchasers of UK exports. These payments are offset by
premium income. Exactly the same kind of arrangement could apply to
government guarantees for borrowing by public corporations. Such
guarantees could be voluntary and would only be sought by public
corporations which thought that their value was worth the premiums that
needed to be paid for the guarantees. Guarantees might also be restricted to
less than 100% of the total loan in order to reduce the moral hazard problems
which always tend to arise with these kind of insurance arrangements.

European parallels

The approach to government loan guarantees described above seems to have
been adopted in several other European countries, notably Germany, Sweden
and Netherlands. A recent IMF publication (A Premchand, Public Expenditure
Management, 1993) reports that it is the practice in both Germany and Sweden
for a small fee to be levied (either as a percentage of the loan or as a flat fee) in
return for government loan guarantees, mirroring the practice of private
sector monoline insurers. This kind of user charge both acts as a disciplining
factor for borrowers and helps to ensure that guarantees are properly
monitored.

In the Netherlands, a special guarantee fund has been operated since 1984 to
back borrowing by housing associations and local authority companies, who
pool their resources to provide the capital for the fund, which ultimately,
however, also enjoys central government backing. Guarantees are also
provided by local authorities for housing investment loans taken out by local
authority housing companies. Guarantee funds for housing loans have also
been introduced recently in Sweden.

It is also normal in these European countries (and indeed others such as the
US and Canada) for the level of outstanding government guarantees to be
identified separately in government budgets, even if they only count against
government spending or budget deficits when cash payments by government
are actually required in the event of defaults. 

Proposed new financial regime for UK public
corporations

The analysis in this chapter has shown that UK public corporations tend to be
more restricted in their ability to borrow from financial markets and banks
than their counterparts in other European countries. In particular, the practice
in other major European countries tends to be to focus on controlling the
central or general government deficit as the main objective of fiscal policy
rather than the PSBR as in the UK. This means that levels of investment and
market borrowing by Continental European public corporations is more at the
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discretion of management, rather than being determined as part of the
government spending round. This is particularly true for companies
operating in competitive as opposed to monopolistic industries.

This does not mean, however, that market borrowing of public corporations is
entirely unrestricted in other European countries. Governments continue to
monitor such borrowing, particularly where guarantees are provided. In
Germany and Sweden, for example, a fee is payable by the borrowers to the
government in order to provide some provision against possible future
government liabilities in the event of default. 

Our analysis does not prove that UK practice is necessarily inferior to that in
other European countries, but it does illustrate that there are alternative
models for financial control regimes for public corporations which allow
greater commercial freedom to borrow and invest and which other leading
European countries appear to have found to have worked in a satisfactory
manner over an extended period of time. 

If a comparable financial control regime were to be put in place for public
corporations in the UK to that seen in most other leading European countries,
then it should be possible to allay any potential Treasury or City concerns that
moving gradually from PSBR to GGFD as the primary budget deficit target
would lead to a massive increase of borrowing by public corporations that
would eventually result in defaults and expensive government bail-outs. The
nationalised industry sector in the UK is, in any case, now both much smaller
and much more efficient and profitable than in the 1970s, so concerns about
misuse of commercial freedom are far less justified now than might have been
the case in the past. 

If financial performance was unsatisfactory, however, then the government, as
sole owner, would always have the right to replace board directors of public
corporations as in any private sector company. In some cases, performance
contracts for senior executives might also be appropriate, with rewards linked
to achievement of both financial and service quality objectives set by
government. Periodic reviews of the companies concerned by the National
Audit Office, Parliamentary select committees, the competition authorities or
other regulatory bodies could also help to ensure that appropriate checks and
balances were in place to ensure that public corporations were running
operating efficiently and effectively. 

Benefits of changing to the GGFD for UK public investment

While the risks of change should therefore be manageable, the benefits for
public corporations such as the Post Office, Nuclear Electric, Scottish Nuclear,
Railtrack, London Transport and the BBC could be substantial since they
would be allowed direct access to private capital to finance investment
without having to get Treasury approval and satisfy restrictive private finance
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rules. For the government, the need to attempt complex and unpopular
privatisations in areas like railways and nuclear energy would be much less
pressing as there would a viable commercial future for these companies in the
public sector if the PSBR straitjacket were to be relaxed. 

Indeed, had such a regime existed in the past, there may have been less of a
need for some of the privatisations which have recently suffered considerable
public criticism (e.g. the water industry and British Gas). The problems in
such cases have tended to arise due to perceived conflicts between the
traditional nationalised industry objective of providing a universal public
service at an affordable price and the new imperative to maximise
shareholder value (including the value of executive share options).
Commercial freedom within the public sector might have been a preferable
solution in businesses like water and gas with a high degree of natural
monopoly where it is difficult to introduce effective competition in the private
sector. 

The new regime we are proposing would bring benefits not only to the few
remaining UK nationalised industries, however, but also potentially to other
bodies producing marketable goods and services whose investment could be
argued to be primarily self-financing. Such bodies could be established as
public corporations wholly owned by, but legally and operationally separate
from, either central or local government. This could, for example, be an option
worth considering in many of the areas currently being reviewed under the
Private Finance Initiative, including arts and leisure centres, toll roads and
bridges, and social housing.

This latter example is the particular candidate for transfer to public
corporation status under this new regime which we have focused our
attention upon in this report, given the very considerable investment needs
outstanding in the social housing sector. The case for such a change of status
for council housing and the possible implications for UK social housing
investment are discussed in detail in the next chapter.

Notes and references To Chapter II
1. The information on financial regimes for public corporations in other countries is

drawn from a variety of different sources, including various publications by the
IMF, OECD, European Commission as well as from Coopers & Lybrand’s own
experts in our European network of offices. Inevitably, some information gaps
and uncertainties remain, but these should not affect the broad thrust of the
argument we are making that other countries tend to allow their public
corporations greater commercial freedom than is the case under the present UK
regime.

2. In fact, BNFL was reclassified as being within the public sector, and so the PSBR,
in the 1994 Blue Book. We understand, however, that this was for reasons of
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statistical consistency, and that the government has not reduced the commercial
freedoms enjoyed by BNFL, which remains outside the EFL regime.

3. Our view here is consistent with the 1993 SNA which states (para 11.26) that:

“For the purposes of the SNA, the treatment of contingencies is clear. Any payments
of fees related to the establishment of contingent arrangements are treated as
payments for services. Transactions are recorded in the financial account only when
an actual financial asset is created or changes ownership.”
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In the earlier Chapters we have discussed the wider issues involved in the
definition of the key budget deficit measures, and the financial regimes that
apply to public corporations. This Chapter aims to explore some of the issues
involved in the application of a revised financial regime to a restructured UK
council housing sector, that would operate within the definitions, and
disciplines, of public corporations.

European Social Housing Landlords

The analysis of government budget deficit measures in the previous chapters
provides the basis for understanding why social sector housing landlords in
other European countries are free to raise private finance without the kind of
government borrowing controls that apply uniquely to council housing in the
UK. Basically in other countries the principal agencies providing social sector
housing are either public or private corporations under the international
accounting conventions, and in every case the borrowing of those agencies
falls outside the primary measure of government financial deficits adopted by
the country in question. Table 3.1 gives some illustrative examples of how
these conventions and fiscal policies apply in a number of European 
countries 1.

In France, for example, the primary social housing landlord bodies are the
‘Habitations à Loyer Modéré’. The ‘HLM’ take various forms, from
municipally sponsored ‘Offices publics’ to non-profit limited liability
companies. Within those main forms the extent of public and private sector
involvement varies, so that some are clearly in the public sector, while others
are equally clearly in the private sector. In either case their borrowing is
outside the key French budget deficit measure, and is not subject to direct
controls.

Restructuring UK council housingChapter III

Country Primary agency Sectoral classification Key budget deficit measures

France Habitations à Loyer Modéré Private & public corporations Central government

Germany Non-profit companies Private & public corporations General government

Netherlands Housing associations Private corporations Central/general government

Sweden Local housing companies Public corporations Central/general government

United Kingdom Council housing Local government Public sector

Table 3.1 Accounting and financial control of social housing sectors in various European countries
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There is a similar diversity in the forms of social sector landlords in Germany,
and again the non-profit limited liability companies clearly divide between
the public and private sectors. In 1986 municipalities had a controlling interest
in over a half of such companies, while others had been sponsored by trade
unions, employers and churches. In Germany tenure boundaries are further
blurred by the direct participation of commercial private sector landlords in
the provision of subsidised housing. As in France the non-profit companies, in
all their forms, fall in the corporate sector, and their borrowing is outside the
general government budget deficit adopted by the German government.

In the Netherlands the primary social housing agencies are housing
associations, although local authorities do have a continuing minority role as
direct landlord bodies in some areas. The housing associations, like their UK
equivalents, are private sector non-profit institutions, that fall wholly outside
the public sector. In consequence their borrowing would escape the
comprehensive public sector measure adopted by the UK, let alone the central
or general government measures adopted by the Dutch government. 

The primary social housing agencies in Sweden are closest in form to UK
council housing. In Sweden local housing companies are predominantly
wholly owned by local authorities. They are, however, established as quite
separate non-profit foundations or companies2. They fall unambiguously into
the public corporate sector, and their borrowing is outside both the central
government primary budget deficit measure adopted by the current Swedish
government, and the general government measure favoured by international
conventions and embodied in the Maastricht Treaty.

Council housing in the UK stands alone as the only case where a government
body is itself the direct provider of the majority of social sector housing. In
both legal and financial terms the affairs of council housing are inextricably
bound up with the wider organisation and finances of local authorities.
Borrowing for council housing investment is therefore inescapably part of
overall local government borrowing, and as such would fall within a general
government measure of budget deficits, as well as the comprehensive public
sector deficit measure adopted by all UK governments since the mid 1970s. 

The road to private finance for council housing

A primary objective for this research was to find methods of raising much
needed additional capital resources for investment in UK ‘council housing’,
that do not make unrealistic demands on government expenditure plans, and
that can be seen to be entirely sound in terms of the prevailing international
conventions governing public expenditure.

This objective prompts the question of what changes are needed so that
council housing can benefit from the freedom to undertake private borrowing,
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that falls outside the key budget deficit measure, as currently enjoyed by
housing associations in the UK, as well as the various European social sector
landlords discussed above. That question in turn breaks down into two parts.
First, how far might UK budget deficit measures be revised in line with
international conventions, and secondly how far might council housing itself
still need to be restructured in order to fall outside such a revised budget
deficit measure?

To set these rather abstract questions in context it is worth setting out briefly
the background to the main relevant housing finance issues in the UK, and
reviewing the approaches already adopted or considered for achieving this
objective by transferring the council housing stock to the private sector.

UK council housing investment resources 

Investment in council housing has been cut back dramatically over the last
fifteen years. While the overall housing budget of the Department of the
Environment has been cut back more rapidly than the budgets of any other
government department, financial support for council housing has suffered
the greatest reductions within the DoE budget. Financial support for council
housing in Scotland and Wales has also declined sharply over the last five
years3.

In real terms gross council housing investment in England has declined from
over £7 billion in 1979/80 to just £3 billion in 1994/95 (see Figure 3.1.).

Figure 3.1  Council housing investment falls (England 1979/80 – 1997/98)

1980/81

8

6

4

2

0
1982/83 1984/85 1986/87 1988/89 1990/91 1992/93 1994/95 1996/97

£ billions

Gross expenditure

Capital receipts

All figures at 1993/94 prices

310

311

312



£
45

Following the 1994 budget provisions investment is expected to fall to around
£2.5 billion in the new financial year, and to just £2.25 billion by 1997/98. (All
figures are at 1993/94 prices, and include Estate Action and other Single
Regeneration Budget provisions for housing investment.)

While gross investment has fallen dramatically, the level of provision for
investment net of capital receipts is only a little lower than a decade earlier.
As Figure 3.1. also shows, capital receipts have fallen from peak levels of over
£4 billion per annum to some £1.5 billion in 1994/95, and are expected to fall
further in the years ahead. If the receipts from the recent large scale stock
transfers are excluded, receipts from council house sales, and redemptions of
council mortgages, are now running at just £1 billion per annum. 

There are two stark conclusions from these trends. The first is that without
increased net provision council housing investment will inevitably continue
to decline. The second is that changing the rules about the application of
capital receipts, which in any event is a distributive measure rather than a
means of increasing net financial provision, will be less significant than it
might have been in the 1980s.

Despite the overall cut backs in English council housing investment, until last
year investment in council house renovation had been largely spared from
their impact. In each of the years 1991/92 to 1993/94, stock renovation
investment amounted to around £1.6 billion, compared to £1.8 billion in
1979/80. Indeed during the last six years of the 1980s stock renovation
investment averaged £2.5 billion per annum. 

However, by 1994/95, stock renovation investment accounted for over 60% of
total council housing investment, compared to just 25% in 1979/80, and the
future decline in investment will inevitably now have a greater impact on the
prospects for stock renovation investment in the years ahead.

In Scotland government capital provision for council housing investment is
clearly separated from other housing provision. Including the use of capital
receipts at levels assumed to be available by the Scottish Office, provision is
planned to fall from £490 million in 1990/91 to just £433 million in 1995/96,
and £420 million in 1997/98. In real terms this represents a 26% decline by
1995/96 and a 32% decline by 1996/97.

In Wales investment in council stock renovation fell from £106 million in
1990/91 to £87 million in 1993/94. The underlying government capital
provision for stock renovation has been maintained at about the same level in
cash terms for 1994/95 and 1995/96. However, outturn investment will
inevitably decline as a result of the marked reduction in the levels of useable
capital receipts since 1993/94. Compared to 1990/91, in real terms, outturn
investment in 1995/96 is likely to be reduced by more than a third.
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Investment needs 

The outstanding cost of repairs to the English council housing stock was
estimated at around £8 billion in the 1991 English House Condition Survey
(EHCS). The costs from equivalent surveys in Scotland and Wales were 
£1,105 millions and £244 millions respectively. These figures are very low,
however, compared to the costs of ‘catch up repairs’ typically identified in the
more comprehensive local stock condition surveys undertaken for large scale
voluntary transfers.

These local surveys, which mainly relate to district councils with
predominately ‘cottage’ estates, typically identify investment requirements
50-100% higher than identified in the national survey. This is mainly because
the definition of catch up repairs includes some provision for modernisation
and upgrading as part of the essential repair process.

Only some 20% of the council housing stock, for example, has double glazing,
and a third of all kitchens need repairs, and this very often effectively means
comprehensive replacement and modernisation, rather than just ‘repairs’.
Moreover, for urban authorities, with large flatted estates, average repair costs
can be far higher, and even the 1991 national survey found that for 10% of all
council dwellings, average repair costs exceeded £4,500 per dwelling.

Furthermore, while council housing has a very good record in terms of basic
amenities, it remains poor in terms of estate and dwelling security. For
example, less than one in six dwellings have secure doors and windows, and
only 3% have burglar alarms. Very few tower blocks, as of yet, have the
additional security and amenity provided by concierge schemes, rather than
the far more limited security provided by the more prevalent entry phone
schemes. The capital cost of constructing and equipping a concierge scheme
can, for example, be of the order of £330,0004. 

Taking all these factors into account, the total current investment
requirements for council housing renovation can roundly be assessed as being
closer to £20 billion, rather than the much lower figures required to meet the
narrowly defined repair requirements identified by the three national
condition surveys. In addition, provision of the order of £1 billion per annum
is required just to keep pace with the emerging requirements for future major
repairs. As seen above, on current trends the investment resources on the
scale required will simply not be available.

It is in this context that new methods of bringing in private finance for council
housing stock investment urgently need to be found, which are both credible
in terms of international financial conventions and City opinion, and are at
the same time acceptable to central government, local authorities and to
tenants. 
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The Large Scale Voluntary Transfer initiative

The current financial regime for council housing in England and Wales, which
has been in place since 1990, imposes strict revenue and capital controls on
local authorities. Nationally, ‘Council Housing UK’ is in surplus, in the sense
that the level of rent surpluses used to defray housing benefit costs exceeds
the remaining level of basic housing subsidy that is now paid only to a
minority of authorities (see Table 3.2).

A recent local authority response to these central government controls has
been the ‘Large Scale Voluntary Transfer’ (‘LSVT’) initiative. As described in
more detail elsewhere5, this initiative has allowed several dozen District
Councils (and one outer London borough) to transfer their housing stock to
housing associations, who have raised private finance both to purchase the
stock and to undertake major investment programmes on ‘catch up’ repairs
and improvements6. By the end of March 1995, forty councils had transferred
their housing stock, comprising nearly 180,000 dwellings (see Table 3.3).

The housing associations set up for these stock transfers are, in national
accounts terms, private not for profit corporations, and their borrowing,
amounting to some £2.65 billion raised over the last six years, is therefore
outside any measure of government or public expenditure. In essence this has
been a local council-initiated privatisation programme, that has only
subsequently been taken up by central government.

£ Million

1990-91   1991-92   1992-93   1993-94   1994-95   1995-96     1996-97     1997-98
outturn outturn outturn outturn estimate forecast projection projection

+ Housing subsidy 1,357 1,156 1,003 827 801  804 735   726

– Rent ‘surpluses’          201 283   495     706 885 1,030 1,260 1,400

= Net housing subsidy     1,156 873   508     121 (84) (226)   (525)     (674)

Gross rent rebates     2,505 2,877 3,453  4,005 4,427 4,345  4,528     4,638

= Total HRA subsidy       3,661 3,750 3,961  4,126 4,343 4,119  4,003     3,964

Source : Figure 22, Department of the Environment Annual Report 1995, Cm 2807, Department of the Environment.

Notes : Rent surpluses are technically described as ‘negative housing subsidy entitlements’. 
The projections for 1996/97 and 1997/68 are based on an assumed 3% and 2% increase, in real terms, for guideline rents in each year, and
an assumed 0.5% real increase in the management and maintenance allowances for 1996/97 only. It should be understood, however, that
no decisions have yet been made for those future years.
HRA = Housing Revenue Account.

Table 3.2  Rent ‘surpluses’, housing subsidy and housing benefit subsidy
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December 1988 – March 1992

Authority           Date of Number of Transfer Price per Loan facilities Housing Set up Treasury UseabLe Net
transfer dwellings price dwelling at transfer debt (HRA) costs ‘levy’ receipt balance

£m £ £m £m £m £m £m £m

Chiltern           15/12/88      4,650 32.9 6,926 62.7       21.0    1.1 – 8.2   2.6
Sevenoaks          29/3/89 6,526 65.5 10,037 68.0 25.0 1.8 – 16.4      22.3
Newbury            30/11/89      7,053 47.0 6,664   48.5        43.0 1.4 –         2.6       0.0
Swale             28/3/90      7,352 55.2 7,501   75.0       23.0 1.6 –         13.8      16.8
Broadland           4/4/90      3,721 25.1 6,739   40.5        12.1 1.8 –         6.3       4.9
North Bedfordshire 13/6/90      7,472 64.3 8,605   130.0       39.7 3.1 –         16.1      5.4
Medina             27/7/90      2,825 27.9 9,858   35.3        12.6 1.4 –         7.0      6.9
Rochester upon Medway 27/7/90   8,029 77.0 9,590   90.0        11.5 4.5 –         19.3      41.8
South Wight        30/7/90      2,119 22.8 10,776  36.5        11.3 1.2 –         5.7      4.6
Mid Sussex          9/11/90      4,426 44.2 9,984   90.0       25.0 2.3 –         11.1      5.9
East Dorset         3/12/90      2,245 21.6 9,620   41.0        11.8 1.2 –         5.4       3.2
Tonbridge & Malling 15/1/91      6,382 53.8 8,524   97.0       18.3 2.2 –         13.5      19.9
Ryedale            28/2/91      3,353 28.3 8,436   54.0        10.7 1.6 –         7.1      8.9
South Buckinghamshire 26/3/91   3,319 34.0 10,244  60.0        19.2 1.5 –         8.5       4.8
Christchurch       28/3/91      1,621 15.4 9,144   34.1         4.4 1.1 –         3.9       6.1
Suffolk Coastal    22/5/91      5,272 34.0 6,508   74.5        11.1 2.1 –         8.5       12.3
Tunbridge Wells    29/1/92      5,519 58.1 10,221  102.0       40.0 2.8 –         14.5      0.8
Bromley             6/4/92     12,393 117.6 9,489  136.0        0.0 5.8 –         29.4      82.4
Surrey Heath                  15/1/93 2,885 28.7   9,962       45.0 0.0 1.7       –         7.2     19.8
Breckland          30/3/93      6,781 60.2 8,879   90.0        19.8 2.5     – 15.1 22.9
East Cambridgeshire 31/3/93      4,266 31.5 7,384   48.0         0.0 2.2     – 7.9 21.4

Total                  108,209   945.1 – 1458.1    359.5       44.9 –  227.1 313.6

April 1992 – March 1995

Authority           Date of Number of Transfer Price per Loan facilities Housing Set up Treasury UseabLe Net
transfer dwellings price dwelling at transfer debt (HRA) costs ‘levy’ receipt balance

£m £ £m £m £m £m £m £m

Hambleton 29/4/93 4,268 33.5 7,873 55.0 8.0 1.8 – 8.4 15.3
West Dorset 27/5/93 5,279 40.3 7,629 72.5 6.0 1.8 – 10.1 22.4
Havant 31/1/94 3,561 35.2 9,893 65.0 25.2 1.9 2.0 6.1 0.0
Epsom & Ewell 14/2/94 1,740 20.0 11,665 23.5 1.9 1.1 3.6 4.1 9.3
Hart 5/3/94 2,408 23.1 9,593 49.0 10.0 1.3 2.6 5.1 4.1
South Shropshire 23/3/94 1,500 14.1 9,400 25.0 4.5 0.7 1.9 3.0 3.9
Leominster 25/3/94 1,832 15.5 8,460 34.0 7.7 1.5 1.6 3.5 1.3
South Ribble 30/3/94 3,445 32.3 9,097 57.0 16.3 1.5 3.2 7.3 4.1
Hertsmere 31/3/94 6,070 56.5 8,688 74.3 17.2 2.3 7.9 12.2 17.0
Penwith 16/5/94 3,354 30.5 8,892 55.0 17.3 2.0 2.7 7.0 1.6
North Dorset 6/9/94 2,881 25.3 8,775 52.5 6.0 1.4 3.9 5.4 8.7
Wychavon 3/10/94 6,563 62.9 9,583 111.0 19.5 2.8 8.7 13.6 18.4
Mid Bedfordshire 4/10/94 2,971 24.1 8,100 52.3 2.5 1.9 4.3 4.9 10.4
Thanet 19/12/94 2,658 21.5 8,087 34.0 10.3 1.8 1.8 4.9 2.7
Vale of White Horse 9/2/95 5,028 57.7 11,543 120.0 15.8 2.5 7.6 12.5 19.3
Cherwell 20/2/95 1,046 10.7 10,250 25.0 3.7 0.8 1.2 2.4 2.6
Basingstoke & Deane 20/3/95 8,910 101.7 11,016 171.1 23.6 5.5 14.5 21.8 36.3
Malvern Hills 21/3/95 4,817 47.0 9,747 77.0 13.0 2.0 6.4 10.2 15.5
Maldon 27/3/95 2,006 21.6 10,780 44.0 2.3 1.4 3.6 4.5 9.8

Total 70,337 673.5 – 1197.2 210.6 36.0 77.5 146.8 202.7

Total (1988/89 – 1994/95) 178,546 1,618.6 – 2,655.3 570.1 80.9 77.5 373.9 516.2

Sources: Department of the Environment, author’s calculations.

Notes : The useable receipt is the lower of either 25% of the gross transfer price or the balance left after the HRA debt and the set up costs have
been covered. The net balance is the sum available after the HRA debt, the set up costs and the useable receipt have all been covered. For
stock transfers approved by the Department of the Environment following the 1993/94 LSVT Review, a 20% Treasury ‘levy’ is imposed on
the receipt net of the outstanding HRA debt. The ‘levy’ is also deducted before calculating the 25% useable receipt. The net balance must
first be set against any outstanding General Fund debt. Any subsequently remaining receipt can then also be used for capital investment.
Some housing debt and Treasury levy figures for the transfers in the first quarter of 1995 are provisional.

Table 3.3  Large scale voluntary transfers of council housing in England
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The financial impacts of LSVT on central government have, however, been
mixed, mainly because of the increased housing benefit costs falling on the
Exchequer, rather than being met out of other tenants rents as required under
the council housing subsidy rules introduced in 1990. In effect, by escaping
the current financial regime for council housing, LSVT has allowed local
councils to sidestep the redistributive elements of that regime, and to realise
local financial gains at the expense of the Exchequer.

The eventual recognition of this factor led to the imposition, since the end of
1993, of a Treasury LSVT ‘levy’, based on 20% of the transfer receipt net of any
outstanding debt on the transferred stock. By the end of March 1995, the levy
had raised almost £80 million for the Treasury.

There have also been a number of local authority stock transfers in Scotland,
but these have followed a rather different pattern than the transfers in
England. The majority of transfers have been small scale transfers of
individual estates, generally to housing co-operatives supported by
government grants. There has been one large scale voluntary transfer in
Scotland, but this came about in the context of local government re-
organisation, and a financial regime in Scotland that is very different to that in
England and Wales.

Alternative futures

The LSVT initiative has also been limited to those authorities that suffered
most from the redistributive mechanisms of the current housing finance
regime in England and Wales. These have been authorities with low debts,
and generally therefore making substantial ‘surpluses’ of rental income, that
they were required to contribute towards the costs of housing benefits.

The earlier joint Chartered Institute of Housing and Rowntree research
project7 showed that there could be both local and central government
advantages if urban authorities, with levels of outstanding debt greater than
the current capital value of their stock, could be persuaded to transfer their
stock to a new landlord body. 

The Newcastle example

Those financial gains are illustrated by the case of Newcastle from that study,
as shown in Table 3.4. This shows how stock transfer to a new landlord body
(or bodies) whose borrowing did not count against the government budget
deficit could release some £85 million for additional housing investment, with
the greater part of that 25% increase becoming available in the first five years
following transfer8. Against that, under current rules, the Council would incur
housing benefit costs of some £30 million. If the stock remained in council
ownership the full costs of housing benefit would be met by central
government, or by tenants.
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At the same time there would be very considerable savings for the Treasury,
as indicated by a number of expenditure measures. Table 3.4 shows both the
impact on the Public Sector Borrowing Requirement (PSBR), following current
UK conventions, together with the impact on the General Government
Financial Deficit (GGFD) and the stock of General Government Debt (GGD). 

[All figures are expressed as £ Millions, as ‘Net Present Values’, calculated using a 6% discount rate]

Option 1 Option 2
Stock Retention Stock Transfer

LOCAL RESOURCES

Landlord Body:

Capital Repairs and Improvements (net of VAT) 228.2 247.8

Council General Fund:

+ Housing Capital Resources                     11.5 76.8

= Total Local Capital (C):                    239.7 324.6

COMPARISON TO OPTION 1                     0.0 84.9

Council General Fund:

Revenue Impacts:                              0.0 0.0

– Contributions to Housing Benefits                     0.0 29.7

= Total Local Revenue (R):                     0.0 –29.7

COMPARISON TO OPTION 1                         0.0 –29.7

Total Local Impact (C+R):                   239.7 294.9

COMPARISON TO OPTION 1                         0.0 55.2

TREASURY EXPENDITURE

General Housing Subsidy                       41.4 202.1

+ Housing Benefit Subsidy                      575.7 564.9

+ Net Additional Capital                       126.9 –31.7

– Additional VAT Income 0.0 88.0

= Total PSBR Impact: 744.0 647.3

COMPARISON TO OPTION 1 0.0 –96.7

+ Privatisation receipts 41.2 74.4

= Total GGFD Impact: 785.2 721.7

COMPARISON TO OPTION 1 0.0 –63.5

General Government Debt Impact 126.9 –31.7

COMPARISON TO OPTION 1 0.0 –158.6

Note: This modelling uses a simplified measure of the PSBR impact. The fuller measure, that will be used

for the current DoE Joint Study, also takes into account the largely offsetting items of general

government debt interest and local authority trading surpluses.

Table 3.4  Newcastle
Metropolitan Borough

Council – financial
modelling over a 30-year

period
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Following a Newcastle stock transfer there would be a reduction of almost £97
million in the PSBR. Treating the receipts from council house sales and stock
transfers as privatisation receipts (rather than as ‘negative expenditure’ under
the current rather odd Treasury conventions), Table 3.4 also shows that there
would be a £64 million reduction in GGFD, and a £159 million reduction in
the stock of General Government debt.

The main point, however, is that whichever measure of government deficit is
used there is a clear financial gain to the Treasury, at the same time as
increased investment resources are released locally. Those Treasury gains are
also far greater than the costs of the housing benefit subsidy that are
transferred to the council General Fund from central government.

It would therefore be worthwhile, in this context, for the government to
consider ways of compensating local councils for the housing benefit costs
that fall onto the General Fund. This would remove the one local financial
barrier that might prevent the realisation of the potential financial gains for all
parties that could follow from an appropriate form of stock transfer.

Issues of governance

The earlier Institute/Rowntree study also showed how, in terms of the
government’s own legislation (Part V, Local Government and Housing Act
1989), it would be possible for local authorities to have a far greater
involvement in the new landlord bodies than the 20% limit currently imposed
on their membership of the committees of the housing associations set up
under the LSVT programme.

In terms of that legislation as long as the local authority only had a minority
interest, and the landlord did not have a business relationship with the
council within the meaning of the 1989 Act, borrowing by the new landlord
body would not count as local government expenditure. New landlord bodies
acquiring housing stock from councils on LSVT terms do not have a business
relationship with the council in those terms. The 1989 legislation broadly
conforms with the way the System of National Accounts distinguishes
between public and private corporations, although in some respects it is
rather more restrictive9.

A joint local authority and Department of the Environment study is now
examining in greater detail the construction of a stock transfer programme
around similar ideas to those laid out in the Institute/Rowntree study. It is
already clear that, as part of this programme, the DoE are prepared to relax
the current LSVT guidelines, and agree to councils having something like one
third membership of the committees of the new landlord body. This would
broadly correspond with the recent relaxation of controls on minority council
influenced companies, introduced as part of the government’s Private Finance
Initiative10.
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As with existing housing associations, minority influenced companies would
still, in national accounts terms, be private not-for-profit corporations, whose
borrowing is outside any measure of government or public expenditure. This
approach represents more or less the limits for a mixed public/private
venture to restructure council housing, while the PSBR remains the principle
UK budget deficit measure.

It might be possible for a future government to push the level of permitted
local authority involvement a little higher; but the local authority would still
need to have only a minority interest and influence, and could not have
effective control (i.e. the right to appoint and dismiss the board of directors) if
the company was to be properly classified under international conventions as
being within the private sector, and so fall outside the PSBR.

Local public housing corporations

The option of restructuring council housing as local ‘public corporations’
would only usefully arise in the context of the UK government switching
emphasis to a General Government, rather than a Public Sector, primary
budget deficit measure. The general case for this change was discussed in
detail in Chapter I and is not repeated here.

It can be readily argued that, under the SNA definitions, council housing is a
trading activity because it makes ‘economically significant’ charges for its
services (i.e. rents that are sufficiently high to affect demand for the housing
services provided, although it might also be said that some council house
tenants have little alternative). Council housing is currently accounted for as
part of local government because its finances are integral to the overall
finances of the local authority. While there is a ‘ring fenced’ housing revenue
account, the capital finances for housing and other council services are
integrated.

If the financial affairs of council housing were wholly distinguished from the
other finances of the local authority, then council housing would be accounted
for, under the SNA definitions, as a not-for-profit public corporation. It would
then form part of the public corporations sector, and not the general
government sector.

Even if council housing was not set up legally as a separate public
corporation, the SNA conventions would treat it as a ‘quasi-corporation’, and
as part of the public corporations sector, provided that it met three criteria :

• it charged economically significant prices;

• it operated and was managed in a similar way to a corporation; and

• it had a complete set of accounts that enabled its operating surpluses,
savings, assets and liabilities to be separately identified and measured11.
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The SNA criteria for accounting for council housing as a local public
corporation would be even more clearly met if the housing was transferred
into the ownership of a wholly separate company, albeit one wholly or
majority controlled by the local authority. As seen above the closest
international parallel is to be found in Sweden, where local housing
companies are wholly separate corporate bodies, but are 100% owned by the
local authorities.

This understanding of the SNA conventions has been confirmed in
discussions with Central Statistical Office and Treasury officials. There is
therefore no apparent technical difficulty in restructuring council housing so
that its borrowing would enter into the accounts for the public corporate
sector, rather than the General Government sector.

This leaves for consideration a range of policy issues about the way in which
the finances of council housing as a public corporation might need to be
structured and regulated, both to gain the confidence of financial
institutions, and to ensure that they cannot subsequently impose the
consequences of uncontrolled risks or expenditures on general government. 

Many of those issues would need to be addressed in much the same way for
local public housing corporations, as in the case of minority influenced local
housing companies. For convenience we therefore refer to both these
institutional forms below under the umbrella heading of ‘local housing
companies’, while referring more specifically to ‘local housing corporations’
rather than repeating each time the full title of local public housing
corporations.

Regulating local housing companies

Private financial institutions have become familiar in recent years with
providing finance to housing associations. Currently UK associations are
raising finance of the order of £1.5 billion per annum, both to finance new
development schemes (c£0.85 bn), and the acquisitions and investments
arising under the LSVT programme (c£0.65 bn).

The provision of private finance for local housing companies will only occur
if the financial institutions accept that such housing companies, in urban
areas, are as sound an investment as would be the case if the same stock was
to be taken over by a housing association. An appropriate and clearly
defined regulatory regime will be a key pre-condition for such finance to be
provided.

There are two main groups of regulatory issues to be addressed in the
context of local housing companies. The first relates to the issues of risk and
guarantees, while the second relates to the issues of subsidy and efficiency.
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Risks and guarantees

For the LSVT housing associations these issues have effectively been dealt with
through the role of the Housing Corporation. The Housing Corporation
regulates the activities and finances of all registered housing associations, and
thereby provides an implicit, but not explicit, guarantee that no housing
association will be allowed to go bankrupt.

Typically where individual housing associations have run into difficulties the
Housing Corporation replaces the board of the association with its own
nominees, takes short term control, and then arranges for the association to be
taken over by another, larger and financially sound, association. The larger
associations have generally been willing to undertake such operations for the
opportunities for growth and/or consolidation that they offer.

This arrangement provides comfort to the institutions providing private
finance to associations, without involving any explicit guarantee that would
not, under current policies, be acceptable to the Treasury. If local housing
companies were established, one option would be for the Housing Corporation
to take on a similar regulatory role, as they currently do for housing
associations. This would require some minor amending legislation and could
apply whether or not the local housing companies were classified as in the
public or private sectors, which would depend on the degree of local authority
control.

An alternative approach would be to establish a public guarantee board of the
kind discussed in Chapter II of this report. The provision of an explicit system
of guarantees should also make it easier to raise the private finance for those
companies whose housing stock needs very substantial levels of investment,
with the result that they would inevitably have a very high debt to value ratio
in their early years.

There will also be greater difficulties in raising finance for urban estates where
lenders have doubts about the potential for vacant possession sales, and where
the rent streams are effectively the only real security for the loan. Such
problems would, however, only apply in particular cases, and the provision of
some form of guarantee is not a general pre-requisite for the promotion of local
housing companies. 

Scale of private finance

If a policy framework favourable to the development of local housing
companies and corporations was established this would be very likely to
accelerate the overall stock transfer programme, but the scale and speed of the
programme would remain under central government regulation. An indication
of the potential scale of that such a programme could reach is set out below.
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Under the LSVT programme the new landlord bodies have effectively raised
an average of £15,000 private finance per dwelling, partly to purchase the
stock from the local authority, and partly to finance new investment, and
some initial short term operating deficits.

In the case of housing companies, which would often involve urban housing
stock with higher requirements for investment but lower transfer prices, the
level of finance needing to be raised would be broadly similar. On this basis
the transfer of the whole UK council housing stock might, over time, involve
the need to raise some £60 billion. 

This requirement for finance might be partly offset in the case of local housing
corporations by transferring existing local authority housing debt to the
corporations. The total outstanding Housing Revenue Account debt in
England and Wales currently stands at around £20 billion.

On this basis, even if the whole of the UK housing stock was transferred to
housing corporations over a ten year period, this would lead to a requirement
for some £4 billion per annum in private finance. This would also be partly
offset by reduced local authority borrowing for housing stock investment, of
about £1.5 billion per annum.

Compared to the current LSVT programme this might then lead to a
maximum net increase of some £2.5 billion in finance being raised in each
year. In practice such an initiative would take time to develop and take off;
and however financially disadvantageous some local authorities, and their
tenants, will no doubt still prefer to continue with the direct management of
council housing.

There will also be some cases where stock transfer will not be viable. In some
cases this will be because of extremely high levels of investment requirements.
The atypical minority of urban councils with exceptionally high levels of
voids and rent arrears are also, for example, unlikely to be able to obtain
private finance for large scale stock transfers. 

In those cases the only transfers likely to proceed will be for individual estates
where it can be demonstrated that the new management will have both the
resources and skills to tackle those problems, while operating within the strict
disciplines of a realistic business plan.

Nonetheless there are clear indications that following the next election many
councils will pursue whatever stock transfer options the government of the
day makes available, and that the total stock transfer programme will, in any
event, expand from current levels.

Taking all these factors into account this suggests that the most likely level of
private finance that might be required would be of the order of £1.5 billion per
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annum, or close to £1 billion more than currently being provided to fund
LSVT housing associations. This amount of additional borrowing would be
split between local housing corporations in the public sector and local
authority minority-influenced companies in the private sector. 

Subsidies and efficiency

Providing that the corporation makes economically significant charges for its
services, the continuing provision of subsidy to public corporations is not
ruled out by the SNA conventions. However, if the finances of the
corporations were set up on a similar basis to the current LSVT arrangements,
this would obviate the need for any continuing direct subsidies. Essentially an
LSVT style valuation would establish the level of debt that the corporation
could service out of future rental income and receipts, net of provision for
expenditures on management, maintenance and stock investment.

This would be the maximum level of debt ‘transferred’ to the housing
corporation. In some cases the council would obtain a financial surplus as a
result of the transfer; while in others an element of residual debt would
remain with the local authority. In the latter case this would require some
form of residual debt subsidy from central government.

However, the local housing corporation would then operate without any
subsidy, and the amount of private borrowing and investment that it
undertook would have no future direct impact on government subsidy.

Housing benefit

In the case of rented housing, however, much of the rental income received by
landlords is underpinned by housing benefit payments to the tenant. Gross
housing benefit expenditure is currently running at around £11 billion per
annum in Great Britain, of which almost £6 billion relates to council housing
and the remainder to private housing including housing associations.

In the council sector, the whole amount of the rent is eligible for housing
benefit, generally excluding only charges related to heating, lighting and a
number of other ineligible services. 

In the private sector, the whole rent may also be eligible for housing benefit,
but this is subject to a number of restrictions, if the rent is above reasonable
market levels, or the property is larger than is essential to meet the
households minimum requirements. From October 1995, 100% of the rent will
only be eligible where the rent is not above the level of that for an ‘average’
dwelling in the local housing market. Only 50% of the rent above that
average, up to the level of the size and reasonable market rent limits for the
particular dwelling, will then be eligible for housing benefit. The details of
how this new system will work have yet to be finalised.
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Housing associations generally charge rents some way below private sector
market rents, and in consequence they only become subject to the private
sector measures restricting eligible rents if the local authority decides that those
measures should be applied.

If local housing corporations are established, although they would not receive
any direct housing subsidies, it will clearly be important to ensure that they
have incentives to limit rents, and that they cannot, without limit, rely on
housing benefits to meet any rent they choose to levy.

As with housing associations, it may not be considered sufficient to rely on the
measures restricting private sector rents, as most council rents are currently far
lower than housing association, let alone private rents. One possible approach
would be to relate the eligible rent limits for housing companies to the rent
levels assumed in their stock valuation and financial restructuring. 

Such a measure would insure that central government was insulated both
directly and indirectly from the consequences of the corporations’ choices
about investment levels, and the relative efficiency of its overall operation.
Great care would be needed, however, in defining any such measure, as an
unduly restrictive limit would make it more difficult to attract private finance.

Monopolies

It should also be noted that local housing corporations would not enjoy a
totally monopolistic position in the local housing market. In all cases they
would be competing to a greater or lesser extent with other housing
associations and private landlords, and the option for households to buy rather
than rent. 

If upper limits were also imposed on the scale of individual corporations,
similar to those currently applied under the LSVT rules (but not necessarily at
the same level), this would also prevent the establishment of monolithic
corporations, that in some areas could totally dominate the local housing
market. Ensuring competition in local housing markets would be another
mechanism to provide incentives to efficiency and competitive pricing, in the
process providing further safeguards in respect of future housing benefit costs.

Efficiency and council housing

Before leaving the subject of efficiency, it should also be recognised that it may
take some time and effort to convince financial institutions about the efficiency
and security involved in investing in local housing corporations, as opposed to
housing associations. The general perception of council housing is
disproportionately coloured by images of poorly managed and run down
council estates, with high levels of voids, rent arrears, crime and social
deprivation.
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387

All of those problems do occur within the council housing sector, but they are
not typical. Average void rates in the council housing sector, for example, are
below 2%, lower than in any other tenure. Despite the impact of the right to
buy programme, 60% of council housing is in the form of houses, rather than
flats, compared to just 40% in the housing association sector. Almost a half of
all council tenants below retirement age are in full or part time employment.
There is also no evidence that local authorities are inherently any more, or
less, efficient than housing associations12.

There is therefore no rational reason for financial institutions to be any more,
or less, cautious in considering the provision of private finance for council
owned local housing corporations, than they are when considering similar
provision to housing associations. The underlying financial issues, about the
security offered by the stock of dwellings, and debt to income ratios etc, are
no different when the new landlord body takes one form or another.

Choices and benefits

It has been the purpose of this report to show how, if government expenditure
controls in the UK followed the framework of international conventions and
practice, this would provide new opportunities for restructuring council
housing as council-controlled local housing corporations, and releasing
substantial additional resources for investment in estate repairs and
modernisation programmes, at the same time as achieving reductions in net
government expenditure.

The choices and benefits arising from these policy changes are, however, far
wider. In showing that Swedish style local housing companies could be a
realistic and attractive option, this is not meant to imply that such companies
should be the sole vehicles for successor bodies taking over the inheritance of
UK council housing. 

Within a broad regulatory framework there is no reason for central
government to restrict the local choices of councils and tenants over their
preferred form of future landlord organisation. Those choices should include
housing associations, minority and majority influenced housing companies,
with in each case opportunities for increased levels of tenant influence and
participation. Particularly for smaller scale estate level transfers the choices
should also include the option of tenant co-operatives. 

The financial savings to the Treasury achieved through restructuring council
housing could also have wider benefits for investment in new social sector
housing. Successive reports from various bodies13 have, for example, argued
that in England alone some 100,000 new social sector rented dwellings a year
are needed to deal with outstanding and future housing needs. Reducing the
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levels of scarce public resources required to repair and modernise existing
housing estates, provides the opportunity to divert greater resources towards
those and/or other housing policy objectives.

Summary

This chapter has shown how, uniquely among the principle social sector
landlords in Europe, UK councils have their borrowing for housing
investment tightly controlled, and counted against the government’s primary
measure of financial deficits. 

It has also shown how local housing corporations, although wholly owned by
the local authority, would be accounted for as part of the public corporations
sector under the System of National Accounts conventions. Their borrowing
would in consequence fall outside any general government based measure of
financial deficits. With a switch of focus from the PSBR to a general
government deficit measure, in line with international conventions, local
housing corporations could provide natural successor bodies to the
inheritance of council housing.

It has shown the potential financial scale of the exercise involved in
restructuring council housing and its finances, how it might be regulated by
central government, and how the financial arrangements could be established
to ensure that there would be no direct or indirect subsidy costs falling on
central government, as a result of the local housing corporations’ freedom to
borrow outside government expenditure controls.

Unlike the privatised utilities, such as gas, electricity distribution and water,
local council housing corporations could also be readily structured to ensure
that they did not enjoy a monopolistic position in their local housing markets,
so ensuring that there would be continuing competitive pressures on prices
and efficiency. 

Most importantly, the restructuring of council housing as local housing
corporations would provide a sound basis for a new partnership with private
finance to secure the investment resources to modernise and revitalise council
housing estates.

Removing the straight-jacket imposed by the PSBR on self financed
borrowing for investment by public corporations is a pre-requisite if the
option of local housing corporations is to be made available in the UK. At the
same time the potential contribution that we have shown local housing
corporations could make in revitalising council housing is a perfect
illustration of the wider case for financial reforms, to expose public
corporations to the opportunities and disciplines of private finance.
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Notes and references to Chapter III
1. There is now an extensive literature on housing in Europe. Most of the

information on social housing organisations in Table 3.1. can be found in Social
Housing : A European dilemma, Peter Emms, SAUS, 1990.

2. For a detailed account of Swedish housing companies see Housing Policy and
Tenure in Sweden, Lennart J Lundqvist, Avebury 1988.

3. Housing Finance Review 1994/95, Steve Wilcox, Joseph Rowntree Foundation, 1994.

4. High expectations, The Safe Neighbourhoods Unit, HMSO, 1994.

5. See ‘Local authority housing stock transfers’ in 3 above.

6. For the purposes of stock transfer the valuation is based on the housing stock
continuing to be available for rent at ‘affordable rents’. Essentially it is calculated
by examining the future rent, receipt and expenditure streams, and converting
these into a capital value using a 8% discount rate. Typically in LSVT cases values
have been of the order of £8,000 to £10,000 per dwelling, as can be seen in Table
3.3.

7. Local Housing Companies : New opportunities for council housing, Steve Wilcox, Glen
Bramley, Alan Ferguson, John Perry and Colin Woods, Joseph Rowntree
Foundation with the Chartered Institute of Housing, 1993.

8. The Newcastle figures shown in Table 3.4. is based on a reworking of the data
kindly provided by Newcastle M.B.C. for the earlier Institute and Rowntree
study.

9. See, for example, Para 4.72., System of National Accounts, UN et al, 1993.

10. New Private Finance Rules for Local Authorities, Department of the Environment
Private Finance Unit, March 1995. 

11. Para 4.107, System of National Accounts.

12. The Nature and Effectiveness of Housing Management in England, Centre for Housing
Research, University of Glasgow, HMSO, 1989.

13. A Review of Housing Needs Assessment, Christine Whitehead and Mark Kleinman,
The Housing Corporation, 1992.
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Since the scope of this report goes well beyond the housing finance field, we
provide below a short glossary of the most important public finance and
national accounting terms used in the report in alphabetical order.

The normal basis for commercial accounts and national accounting, with
revenues and expenditures recorded when they accrue rather when the cash is
actually paid out or received. The UK public sector, in contrast, has
traditionally accounted on a cash basis since this is the basis on which
Parliament votes public funds. There are, however, now proposals to move to
an accruals basis at the departmental level as part of the Resource Accounting
initiative.

This measures the difference between the government’s current revenues
(excluding capital taxation) and its current expenditure (excluding capital
investment). In national accounting terms, it measures the balance on the
current account of the sector concerned and is often referred to as ‘savings’ (or
‘dissavings’ in the case of a current deficit). The Treasury has been giving this
measure more emphasis in the last two years as a supplementary indicator to
the PSBR.

This is a national accounting concept measuring the amount by which a
particular sector of the economy spends more than its income in a particular
period, on an accruals basis, and so needs to raise finance to fund this
shortfall by borrowing, selling financial assets (including privatisation
receipts) or running down cash balances. The financial deficit can also be
thought of as the difference between the investment and savings of a
particular sector in a given period, or indeed of an economy as a whole (in
which case the economy will be running a current account deficit which will
need to be financed from overseas). 

A broad definition of the government sector used in the national accounts
which includes not only central government but also all levels of regional and
local government.

The difference between the spending and revenues of the general government
sector. This is the most commonly used basis for international comparisons of
fiscal balances in different countries, and is argued in the present report to be
the preferable basis for measuring the UK budget deficit.

Glossary of technical terms

Accruals accounting
(or basis)

Current deficit (or
balance)

Financial deficit (or
surplus)

General government

General government
financial deficit

(GGFD)
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Non-profit-making entities which produce marketable goods and services
which are sold at ‘economically significant’ prices (i.e. prices which are
sufficiently high to influence the amounts supplied and demanded). This is
the national accounting category into which we would envisage that the local
public housing companies proposed in this report would fall, placing them
outside the general government sector and so the GGFD.

The primary public spending aggregate used in the annual public expenditure
planning round since 1992. It includes not only general government
expenditure but also the external finance requirements of nationalised
industries and the capital expenditure of other public corporations. The NCT
excludes privatisation receipts, central government debt interest and cyclical
social security spending (which is regarded as outside the government’s
direct control).

Separate corporate entities that produce marketable goods and services for
which economically significant charges are made and which are controlled by
government units. Control is here defined as the ability to determine general
corporate policy by choosing appropriate directors. This ability may reflect
ownership of a majority of voting shares or the provisions of special
legislation, decree or regulation giving government this power.

Unincorporated publicly-controlled enterprises that function as if they were
public corporations but are still legally part of government units. For national
accounting purposes, such entities are treated as being in the public
corporations rather than the general government sector.

A wider sectoral definition which includes both the general government
sector and the public corporations sector.

The financial deficit (as defined above) of the public sector as a whole. This is
the closest national accounting counterpart to the PSBR (see below).

The primary budget deficit indicator used in the UK over the past 25 years,
the PSBR measures the public sector’s need for finance from other sectors (i.e.
the private sector and overseas). It equals the difference between cash
outgoings and incomings in the period concerned, excluding borrowing but
including certain other financial flows such as privatisation receipts. The
PSBR is not an internationally recognised national accounting concept but
rather a UK invention, the precise definition of which is determined by the
Treasury in conjunction with the Central Statistical Office (CSO).

Market non-profit
institutions (NPIs)

New Control Total
(NCT)

Public corporations

Public quasi-
corporations

Public sector

Public sector financial
deficit (PSFD)

Public sector
borrowing

requirement (PSBR)
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A recent Treasury initiative to put the accounts of central government
departments on a more commercial basis by recording transactions at the time
when resources are used rather than at the time of cash payments. In
particular, this involves making a depreciation charge for capital equipment
and buildings as they are used up over their lifetime rather than recording the
full charge up from when the cash costs are incurred. This appears more
consistent with using the GGFD than the PSBR as an aggregate measure.

A measure of the underlying budget deficit after correcting for cyclical effects.
The OECD makes regular calculations of structural deficits based on the
GGFD. There is no unique agreed methodology for calculating structural
deficits, however, so they remain a tool for economic analysts rather than a
suitable budget deficit measure for statistical purposes.

A coherent, consistent and integrated set of macroeconomic accounts based
on a set of internationally agreed concepts, definitions, classifications and
accounting rules. It provides a comprehensive framework within which
economic data can be compiled, presented and analysed. The latest revision of
the SNA was published in 1993 and was the result of a joint study by leading
statisticians from the UN, EC, OECD, IMF and World Bank. The European
System of Accounts (ESA) provides a similar framework suitable for
developed industrial economies. The version of the ESA corresponding to the
1993 SNA is currently being prepared but has not yet been published, so we
have generally referred to the SNA in this report.
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Resource accounting

Structural deficit

System of National
Accounts (SNA)
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Publications from the Chartered Institute of Housing

The Institute publishes a range of books, good practice guides and manuals
on many aspects of housing.

These include the earlier report Local Housing Companies: New Opportunities for
Council Housing, published jointly with the Joseph Rowntree Foundation,
price £7.50 (incl. post and packing).

Contact:
Publications Department
Chartered Institute of Housing
Octavia House
Westwood Way
Coventry CV4 8JP
Telephone: 01203 694433


