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That the Treasury Management Strategy for 2005/06 outlined herein be approved.


EXECUTIVE SUMMARY :

This Treasury Management Strategy report details the expected activities of the Treasury function in the current financial year (2005/06).  Its production and submission to the Council is a requirement of the CIPFA Code of Practice on Treasury Management as adopted by the Council on 20th March 2002. 

This Treasury Management Strategy includes the Annual Investment Strategy, which is a separate requirement under the Local Government Act 2003.  


BACKGROUND DOCUMENTS :

Local Government and Housing Act 1989

Local Government Act 2003

Local Government Investments: Guidance under s15(1)(a) of the LG Act 2003 (ODPM) (“ODPM Investment Guidance”)

Treasury Management in the Public Services, Code of Practice and Cross-Sectoral Guidance Notes (CIPFA 2001) (“the CIPFA Treasury Management Code”)

Prudential Code for Capital Finance in Local Authorities (CIPFA 2003) (“the Prudential Code”)

Treasury Management Practice statements TMP1 to TMP12

Other working papers within the Finance Division.
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2005/06 TREASURY MANAGEMENT STRATEGY 

1.  Introduction

1.1 The Council considers an annual Treasury Management Strategy under the requirement of the CIPFA Treasury Management Code of Practice, which was adopted by Salford City Council on 20 March 2002.  Furthermore, the 2003 CIPFA Prudential Code introduced new requirements for the manner in which capital spending plans are to be considered and approved and, in conjunction with this, the development of an integrated Treasury Management Strategy.

1.2 Guidance under the Local Government Act 2003 further required consideration of an Annual Investment Strategy.  It is permissible under the Act, and logical in the consideration of treasury management activities as a whole, to incorporate the Annual Investment Strategy into the main Treasury Management Strategy.  This is the approach taken in this document .  

1.3 The Treasury Management Strategy for 2005/06 proposed herein is based upon treasury officers’ views on interest rates, supplemented by leading market forecasts provided by the Council’s treasury advisor, Sector Treasury Services.  The strategy covers:

 the requirement to produce a balanced budget;

 the current treasury position;

 the borrowing requirement;

 prospects for interest rates;

 the borrowing strategy;

 the investment strategy; 

 the extent of debt rescheduling opportunities;

 limits to be placed on treasury management activities;

 any extraordinary treasury issues.

1.4 The objectives of the strategy are:

 to identify, monitor, and control treasury management risks;

 to secure the optimum financial benefit for the Council;

 to ensure compliance with the CIPFA code of practice, the Treasury Management Policy, and statements of Treasury Management Practices.

2. The Requirement to Produce a Balanced Budget

2.1 It is a statutory requirement under Section 33 of the Local Government Finance Act 1992, for the Council to produce a balanced budget.  In particular, Section 32 requires a local authority to calculate its budget requirement for each financial year to include the revenue costs that flow from capital financing decisions.  

2.2 This therefore means that increases in capital expenditure must be limited to a level whereby increases in charges to revenue from: 

· increases in interest charges caused by increased borrowing to finance additional capital expenditure, and 

· any increases in running costs from new capital projects  

are limited to a level which is affordable within the projected income of the Council for the foreseeable future.

3.  The Current Treasury Position

3.1 The Council’s treasury portfolio position at 31 March 2005 comprised:



Principal
Average interest rate



£m
%

Fixed rate debt
PWLB
157.0
7.6


stock
95.6
8.0


LOBOs
162.0
3.8



414.6
6.2






Variable rate debt
LOBOs
74.2
5.0






Other long-term liabilities

14.6
7.5






Total debt

503.4
6.1











Investments

63.1
4.9






Total investments

63.1
4.9






3.2  The last £10m managed by external fund managers Investec was withdrawn in March 2004 at the end of the restructuring exercises then taking place.  Treasury officers now manage all of the Council’s investments.

4.
 Borrowing Requirement

4.1 The Council’s estimated borrowing requirement, to meet new commitments and to replace existing maturing borrowing is set out below.
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Borrowing requirement

18.246

27.603

19.685

18.516


4.2 Treasury officers consider prospects for interest rates and may borrow up to two years in advance of the related expenditure in order to manage the borrowing and investment portfolios.  The majority of the 2005/06 requirement has been borrowed in advance.

5.  Prospects for Interest Rates

5.1 The Council has appointed Sector Treasury Services as a treasury adviser and part of their service is to assist the Council to formulate a view on interest rates.  The following table gives Sector’s view, developed by drawing together a number of current forecasts by leading financial institutions (such as UBS and Capital Economics).  The subsequent paragraphs explain the rationale behind this view.

5.2 Sector View interest rate forecast – February 2005

 
Q1 2005
Q2 2005
Q3 2005
Q4 2005
Q1 2006
Q2 2006
Q3 2006
Q4 2006
Q1 2007
Q2 2007
Q3 2007
Q4 2007

Base Rate 
4.75%
5.00%
4.75%
4.75%
4.50%
4.50%
4.50%
4.50%
4.25%
4.50%
4.50%
4.75%

5 yr Gilt Yield 
4.75%
4.75%
4.75%
4.50%
4.50%
4.50%
4.50%
4.50%
4.50%
4.75%
4.75%
5.00%

10 yr PWLB 
4.75%
4.75%
4.75%
4.75%
4.50%
4.50%
4.50%
4.50%
4.75%
4.75%
4.75%
4.75%

25 yr PWLB 
4.75%
4.75%
4.75%
4.75%
4.50%
4.75%
4.50%
4.50%
4.75%
4.75%
4.75%
4.75%

5.3  UK Economic background
· Above trend GDP robust, but indications of weakening activity ahead. 

· Slowdown in household spending and weakening housing market.

· Benign inflation at present, may rise in 2005 as high street competition cannot sustain the current situation against the effect of rising oil prices. 

· Sterling expected to remain at $1.80 or above.

5.4  European Economic background
· European Central Bank has held repo (base) rate at 2.00% since June 2003. 

· Weak domestic demand/export led growth indicates an economy about to suffer as world economy expected to slow.

5.5  US Economic background
· Measured interest rate raising by the Federal Reserve; weak trend employment data. 

· Consumer spending strong despite mediocre employment; personal savings damaged as a result. 

· Inflation currently benign, but cost pressures are building in the background.

5.6  Salford City Council View

Treasury officers concur with Sector’s view.  In summary the interest rate forecast is that:

· the base rate is expected to rise to 5.00% in Q2 2005, but is nearing the peak of the cycle, and is consequently expected to fall back in 2005;
· the long term 25 year PWLB rate is expected to remain around 4.75%.

6.
Proposed Borrowing Strategy
6.1 The Council will have regard to CIPFA’s Treasury Management Code and the Prudential Code.  It will conduct its borrowing activities in accordance with Treasury Management Practice statements maintained by treasury officers.
6.2 Based upon the prospects for interest rates outlined in section 5 above, the anticipation is that there is not likely to be much difference between short-term variable PWLB rates and medium and long-term PWLB fixed rate borrowing during 2005/06 provided base rate falls from 5.0% to 4.75% as expected in quarter 3 of 2005.  Variable rate borrowing will therefore be slightly more expensive than long term fixed borrowing during quarter 2, but is expected to become cheaper in quarter 1 of 2006 when base rate is forecast to fall to 4.5%.  Thereafter variable rate borrowing is expected to become still cheaper during 2006 and so the gap will widen further between long term fixed and variable rates.  Long term rates are not currently expected to move significantly in 2005/06 but may drift to the downside.  These expectations give the possibility of adopting two contrasting views.

6.3 EITHER that short term variable rates will be good value compared to long term rates, and are likely to remain so for potentially at least the next couple of years.  Best value will therefore be achieved by borrowing short term at variable rates in order to minimise borrowing costs in the short term or to make short term savings required in order to meet budgetary constraints.

6.4 OR that the risks intrinsic in the shorter term variable rates (when compared to historically relatively low long term fixed funding which may be achievable in 2005/06) are such that the Council will maintain a stable, longer term portfolio by drawing longer term fixed rate funding at a marginally higher rate than short term rates.

6.5 Currently the former approach (6.2) appears the more attractive, and is reflected in current treasury management practice, but the margin between the two approaches is narrow and this would change were PWLB fixed rates to fall.  A suitable trigger point for considering new fixed rate long term borrowing would be about 4.5%, should this be required.  In view of the fact that the majority of the borrowing requirement for 2005/06 has already been taken in advance, this may prove to be academic, unless the borrowing requirement increases for any reason or there is an opportunity to pre-borrow for 2006/07.

6.6 Caution will be adopted with 2005/06 treasury operations.  The Head of Finance will monitor the interest rate market and adopt a pragmatic approach to any changing circumstances, reporting any decisions to Lead Member and Cabinet at the next available opportunity.  

       Sensitivity of the forecast 

6.7 The main sensitivities of the forecast are likely to be the two scenarios below. Treasury officers, in conjunction with Sector Treasury Services advisers, will continually monitor both the prevailing interest rates and the market forecasts, adopting the following responses to a change of view.

6.8 If it was felt that there was a significant risk of a sharp rise in long and short term rates, perhaps arising from a greater than expected increase in world economic activity, then the portfolio position would be re-appraised, with the likely action that fixed rate funding would be drawn while interest rates are still relatively cheap.

6.9 If it was felt that there was a significant risk of a sharp fall in long and short term rates, due for example to growth rates remaining low or weakening, then long term borrowings would be postponed, and consideration given to rescheduling from fixed-rate funding into variable-rate or short funding until the appropriate moment to take advantage of lowered long-term fixed rates.

7.  Proposed Annual Investments Strategy

Investment Policies

7.1  The Council will have regard to ODPM Investment Guidance and CIPFA’s Treasury Management Code. It will conduct its investment activities in accordance with Treasury Management Practice statements maintained by treasury officers.
7.2  The Council’s investment priorities will be the security of capital and the liquidity of investments.  

7.3  The Council will also aim to achieve the optimum return on its investments, commensurate with proper levels of security and liquidity.

7.4  The borrowing of monies purely to invest or on‑lend and make a return is unlawful and this Council will not engage in such activity.
7.5  Investments will be categorised as “specified” or “non-specified” Investments.  As they will carry minimal security and liquidity risks, treasury officers will undertake specified investments freely, so long as they are made in Sterling and their duration is less than 365 days.   Non-specified investments will be undertaken within the parameters set out in this strategy.

Specified and Non-Specified Investments

7.6 In order to demonstrate a very prudent approach and impeccable financial probity, it is recommended that specified investments should be those which carry the highest creditworthiness ratings.  

7.7 Specified investments will be those which carry at least the ratings set out below.  The main measure will be Moody’s; Fitch and Poor’s ratings will be used when a Moody’s rating does not exist.  Appendix A contains a short explanation of Moody’s rating system.   

7.8 Proposed minimum ratings for Specified Investments.  


Moody’s
Moody’s
Fitch & Poor’s
Fitch & Poor’s

Sector
Long -Term
Short -Term
Long -Term
Short -Term







UK clearing banks
Aa
P-1
AA
F1

UK Building Societies
Aa
P-1
AA
F1

European Banks
Aaa
P-1
AAA
F1

Money-Market Funds
Aaa
P-1
AAA
F1

Local Authorities
na
na
na
na

Debt Management Office 
na
na
na
na

7.9 In accordance with the guidance, all local authorities and the Debt Management Office will count as specified investments, even though they do not carry a formal rating.  

7.10 Any investments not in sterling, or of duration greater than 364 days, or not satisfying the creditworthiness minima set out in 7.8 above, will be non-specified investments.  The Council is required to set out the types of non-specified investments which it may wish to use during 2004/05, to lay down guidelines on making such investments, and to set limits on the amount of such investments.  

7.11 The main reasons for making a non-specified investment would be:

· Yield: in a circumstance where advantageous interest rates could be secured at a negligible risk;

· Practicalities: for example, the Co-operative Bank’s A/P-1 rating does not satisfy the minima set out in 3.8 above, but may be the best available option for late deals.

7.12 The main types of institutions that the Council may wish to deal with for the reasons outlined in 7.8 above are UK clearing banks (including the Co-op) and building societies that do not meet the creditworthiness minima for specified investments. 

7.13 It is proposed that treasury officers be free to make non-specified investments according to the following guidelines: 

a) The investment will be in £ sterling.

b) The duration will be less than 365 days.

c) Up to £10m in aggregate at any time may be invested for periods of up to seven days with the Council’s bank, the Co-operative Bank plc.

d) In addition, up to £30m in aggregate at any time may be invested in UK banks and building societies with a minimum credit rating of A/P-1 (or A/F1).  No more than £5m at any time may be invested in any one such institution.  Any such investment should secure an additional interest yield when compared with the best available specified investment.

7.14 Appendices B and C set out the counterparty lists of institutions which currently fall under these definitions of specified and non-specified investments.  These lists are maintained by treasury officers in the statements of Treasury Management Practices.  

7.15 In the event that Treasury officers consider an investment outside of these parameters, then advice will be taken from Sector, the Council’s treasury management consultants.  Any such decision will be made by the Director of Customer & Support Services in consultation with the Lead Member, and reported to Council at its next available meeting.

7.16 The Council is alerted to changes in ratings through its use of the Sector creditworthiness service and counterparty lists are adjusted accordingly.  If a downgrade results in the counterparty or investment scheme no longer meeting the Council’s minimum criteria, its further availability for use as a new investment will be withdrawn immediately.  Members should also note that treasury officers have a good appreciation of market conditions from working closely with independent brokers and with Sector.  They will exercise discretion in dealing with any entity where there are indications that there may be imminent changes to its creditworthiness.

Investment Strategy

7.17 Investments will be made with reference to the core balance, cash flow requirements and the outlook for short-term interest rates (i.e. rates for investments up to 12 months).  
7.18 For its cash flow generated balances, the Council will seek to utilise its business reserve accounts and short-dated deposits (1-3 months) in order to benefit from the compounding of interest.  

7.19 Sector is forecasting base rates to be on a falling trend from 5.00% in Q1 and Q2 2005 to 4.50% in Q1 & 2 of 2006.  Treasury officers concur with this forecast and have therefore sought to lock in longer period investments at higher rates for a portion of the investment portfolio, before the predicted fall starts.  Nevertheless, as the Council’s funds are mainly cash-flow derived, maturity periods on investments have been kept within 365 days.  Treasury officers have identified 5% as an attractive trigger rate for lending longer than 364 days.  This trigger will be kept under review and discussed with Sector so that investments can be made at the appropriate time.   

8.  Debt Rescheduling

8.1 Opportunities may exist for restructuring long term debt into short term variable rate debt to produce savings later in the year, particularly once base rate has fallen to 4.5%.  With variable rate borrowing rates likely to fall significantly during 2005/06, it will be best to avoid restructuring into fixed borrowing for short periods (e.g. one year). Long term fixed rates are not expected to rise back above 5.25% during 2005/06.  Consequently long term debt rates at or above 4.90% would warrant reviewing the potential for undertaking debt restructuring.

8.2 Rescheduling could take place for one or more of the following reasons.

· the generation of cash savings at minimum risk;

· in order to help fulfil the borrowing strategy outlined herein; 

· in order to enhance the balance of the long term portfolio; that is, to amend the maturity profile and/or the balance of volatility.

8.3 It should be noted that, in view of the substantial debt restructuring undertaken in February/March of 2004, the opportunity for any significant new rescheduling may be limited.  Any activities will be reported to the lead member for Customer & Support Services at the meeting following its action.

9.  Treasury Limits for 2005/06 to 2007/08

9.1 It is a statutory duty under s3 of the Local Government Act 2003 for the Council to determine its affordable borrowing limits.  In determining its limits, the Council must have regard to the Prudential Code and ensure that total capital investment remains within sustainable limits, in particular that the impact upon its future council tax/rent levels is acceptable. 

9.2 A number of Prudential Indicators were included in the 2005/06 Revenue Budget and Capital Programme approved by Council on 2 March 2005.  Those of the indicators that specifically relate to borrowing and investment activities are set out below.

9.3 Authorised Limit for External Debt
This limit represents the total level of external debt (and other long-term liabilities, such as finance leases) the Council is likely to need in each year to meet all possible eventualities that may arise in its treasury management activities.


[image: image2.wmf]2005/06
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£m

Borrowing

626

667

712

Other long term liabilities

10

15

20

Total

636

682

732


9.4  Operational Boundary for External Debt
This limit reflects the estimate of the most likely prudent, but not worst case, scenario without the additional headroom included within the authorised limit.  The operational boundary represents a key benchmark against which detailed monitoring will be undertaken by treasury officers.
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9.5 Prudential Indicators for Treasury Management
(Overleaf)
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under 12 months
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0

12 and within 24 months

50

0
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5 years and within 10 years

50

0
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100

40

in addition, the following local limits will apply :-

Variable rate debt maturing in any one year

30

0

2005/06

2006/07

2007/08

£m

£m

£m

Limits on Long-Term Investments

Upper limit for investments of more than 364 days

15

15

15


10.  Conclusion

10.1 The Strategy will provide a framework by which treasury officers can effectively manage the risks and rewards associated with the borrowing and investment of the Council’s funds throughout 2005/06.

10.2 The Strategy will provide a prudential framework in which treasury officers will conduct operations, while providing the flexibility to take advantage of shifts in the national economy to secure additional returns.

10.3 It is recommended that the Treasury Management Strategy 2005/06 outlined herein is approved.  This Strategy incorporates the Annual Investment Strategy 2005/06 including

· the creditworthiness limits proposed for specified investments;

· the procedures and limits governing non-specified investments.

ALAN WESTWOOD CPFA

DIRECTOR OF CUSTOMER AND SUPPORT SERVICES

Appendix A

A Brief Explanation of Moody’s Credit Ratings

Long-term ratings:

Aaa
‘Gilt-edged’ bonds of the best quality.  Principal is secure.

Aa
High quality.  May not have as large margins of protection as the best bonds.

A
Many favourable attributes.  Adequate security, but elements may be present which suggest a susceptibility to impairment some time in the future.

Baa 
These bonds, and the next two classes, are of medium standing, and contain speculative elements


Ba
As above, but more undesirable characteristics

B
As above, but even more undesirable characteristics

Caa
These bonds, and the next two classes, are speculative.  There is a significant danger to the security of the principal sum.

Ca
As above, but more undesirable characteristics

C
As above, but even more undesirable characteristics

Short-term ratings:

Prime-1 (P-1)
‘Superior ability for repayment of senior short-term debt obligations’.  Often evidenced by leading market position, conservative capital structure, assured sources of alternative liquidity etc.

Prime-2 (P-2)
‘Strong ability for repayment of senior short-term debt obligations’.  Evidenced by similar characteristics to P-1 but to a lesser extent.

Prime-3 (P-3)
‘Acceptable ability for repayment of senior short-term debt obligations’.  Some of the characteristics of P-1 and P-2 may be present.  The effect of industry characteristics and market compositions may be more pronounced.

Not Prime
Basically, anyone else.

Appendix B

SPECIFIED INVESTMENTS:
Full individual list of counterparties at March 2005

Any investment in £ sterling, for a period less than 365 days, in any of these entities, is a specified investment. 

Sector
Borrower

A.
UK clearing banks


(Aa/P-1)
Abbey National plc

Alliance & Leicester plc

Bank of Scotland

Barclays Bank plc

Cheltenham and Gloucester plc

Halifax plc

HBOS Treasury Services plc

HSBC Bank plc

Lloyds TSB Bank plc

National Westminster Bank plc

Royal Bank of Scotland plc



B.
Local authorities
Any local authority or parish council (but 'capped' or 'sensitive' authorities must be cleared beforehand by Director/Head of Finance).



C.
UK building societies 


(Aa/P-1)
Nationwide BS



D.
European banks


(Aaa/P-1)
(D)

Bayersiche Landesbank Girozentrale

(D)

Landesbank Baden - Wurttemburg

(D)

Landesbank Hessen Thuringen Girozentrale

(D)

Landwirtschaftliche Rentenbanl

(NL)
Bank Nederlandse Gemeenter

(NL)
Rabobank International



E.
Money market funds


(Aaa/P-1)
AIM Global

Barclays Global



F.
UK Government
Debt Management Office 

Treasury officers are free to make specified investments in accordance with the Investments Strategy without any further approval.  However, in order to maintain a cautious and prudent approach, it is intended that wherever possible (ie without significant detriment to yield) no more than £5 million be invested in any one institution.

Appendix C

NON-SPECIFIED INVESTMENTS:
Full individual list of counterparties at March 2004

Any investment that: is not in £ sterling; or is for a duration greater than 364 days; or does not meet the creditworthiness criteria for a 'specified investment', is a 'non-specified investment'.  

The following counterparty list is of those entities which it is felt that treasury officers are most likely to deal with in 2004/05.

Sector
Borrower

A.
UK clearing banks


(A/P-1)
Co-operative bank plc

Bradford and Bingley

Bristol and West plc

Northern Rock plc



C.
UK building societies


(A/P-1)
Britannia BS

Chelsea BS

Cheshire BS

Coventry BS

Derbyshire BS

Dunfermline BS

Leeds and Holbeck BS

Norwich and Peterborough BS

Portman BS

Principality BS

Skipton BS



Treasury officers are free to make non-specified investments in accordance with the following parameters:

a) The investment will be in £ sterling.

b) The duration will be less than 365 days.  Furthermore, in order to maintain a cautious and prudent approach, it is intended that wherever possible the duration will not be greater than three months, or other period (of less than 365 days) judged by treasury officers to be appropriate, having regard to security, yield, and available choice of investment.

c) Up to £10m in aggregate at any time may be invested for periods of up to seven days with the Council’s bank, the Co-operative Bank plc.

d) In addition, up to £30m in aggregate at any time may be invested in UK banks and building societies with a minimum credit rating of A/P-1 (or A/F1).  No more than £5m at any time may be invested in any one such institution.  Any such investment should secure an additional interest yield when compared with the best available specified investment.  

In the event that Treasury officers consider an investment outside of these parameters, then advice is to be taken from Sector, the Council’s treasury management consultants.  The final decision will rest with the Director of Customer & Support Services in consultation with the Lead Member, and be reported to Council at its next available meeting.
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				2005/06		2006/07		2007/08

				£m		£m		£m

		Borrowing		576		617		662

		Other long term liabilities		10		15		20

		Total		586		632		682
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				2004/05		2005/06		2006/07		2007/08

				probable		est		est		est

				£m		£m		£m		£m

		Borrowing requirement		18.246		27.603		19.685		18.516
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				2005/06		2006/07		2007/08

				%		%		%

		Limits on Interest Rate Exposure

		Upper Limit on Fixed Interest Rate Exposure		100		100		100

		Upper Limit on Variable Interest Rate Exposure		50		50		50

						All Years

						Upper		Lower

						Limit		Limit

		Maturity structure for fixed rate borrowing				%		%

		under 12 months				50		0

		12 and within 24 months				50		0

		24 months and within 5 years				50		0

		5 years and within 10 years				50		0

		10 years and above				100		40

		in addition, the following local limits will apply :-

		Variable rate debt maturing in any one year				30		0

				2005/06		2006/07		2007/08

				£m		£m		£m

		Limits on Long-Term Investments

		Upper limit for investments of more than 364 days		15		15		15
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				2005/06		2006/07		2007/08

				£m		£m		£m

		Borrowing		626		667		712

		Other long term liabilities		10		15		20

		Total		636		682		732






