	PART 1

(OPEN TO THE PUBLIC)
	ITEM NO. 9


	REPORT OF THE HEAD OF FINANCE



	TO:    BUDGET SCRUTINY COMMITTEE ON WEDNESDAY 4TH JULY 2007.



	TITLE:   TREASURY MANAGEMENT ANNUAL REPORT 2006/2007       



	RECOMMENDATION:


Members are requested to approve the annual report for 2006/2007.

	EXECUTIVE SUMMARY:

This report provides details of treasury management activity in 2006/2007.  The key highlights are :- 

· New borrowing to finance capital expenditure has been intentionally restricted to position the Council positively for the potential LSVT of housing stock. 

· Debt rescheduling opportunities were taken during the year where these offered savings, but market conditions did not offer major restructuring opportunities.  

· The investment via fund managers, which commenced in 2005-06, has continued throughout this financial year but the returns have been disappointing, though not out of step with competitors’ performance.  
· In-house managed investments achieved returns slightly ahead of its 7-day benchmark
· Net borrowing costs exceeded the approximate outturn by £176K  mainly due to  the underperformance of the SWIP investment portfolio.  

· New leases totalling £8M for replacement vehicles were entered into.                                             


	BACKGROUND DOCUMENTS:

Various working papers in the Finance Division including:-

· T.M. strategy 2006/2007 reported to Council on 15th March 2006

· T.M.P’s 1 to 12 and supporting schedules

· T.M. Code of Practice (CIPFA)



	CONTACT OFFICER: Elaine Marks-Parker           Tel No.  793 3224



	ASSESSMENT OF RISK

The monitoring and control of risk underpins all treasury management activities. The main risks are of adverse or unforeseen fluctuations in interest rates and security of capital sums.

SOURCE OF FUNDING

Revenue Budget



	LEGAL ADVICE OBTAINED

Not applicable



	FINANCIAL ADVICE OBTAINED

This report has been prepared by the Finance Division of Customer and Support Services.



	WARD(S) TO WHICH REPORT RELATE(S):   None specifically



	KEY COUNCIL POLICIES:  Treasury Management Strategy and Budget        

                                             Strategy.




REPORT DETAIL

OVERVIEW

On 20th March 2002, the Council adopted CIPFA’s Code of Practice on Treasury Management in the Public Services and in 2003, the 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.

Two of the key requirements of the Code are that the Council receives:

a) an annual strategy and plan at the start of the year, and

b) an annual report on the previous year’s activities after its close.


The Treasury Management Strategy report for 2006/2007 was approved by Council on  15th March 2006, satisfying requirement a). The purpose of this report is to provide details of treasury management activities during the year satisfying requirement b).

1 ANNUAL REPORT ON TREASURY MANAGEMENT 2006/2007 

1.1 The Treasury Management Strategy for 2006/2007 was approved by Council on 15th March 2006. The strategy was reviewed and a report was presented to Council on 1st November 2006.

1.2 The CIPFA Treasury Management in the Public Services Code of Practice 2001 adopted by the City Council on the 20th March 2002 requires that an Annual Report on Treasury Management be presented to Council following the end of the financial year.

1.3 This annual report provides a review of 2006/2007 and highlights the following major issues arising during the year:-:

· the Council’s treasury position as at 31st March 2007

· the outturn for 2006-07

· compliance with treasury limits

· investment strategy and outturn for 2006-07

· debt rescheduling


1.4 Members should be aware that the Council has fully complied with the CIPFA Code recommendations.

2 CURRENT PORTFOLIO POSITION

2.1 The Council’s debt position at the beginning and end of year was as follows:

	
	31 March 2006
	
	31 March 2007
	

	Loan Type
	Principal
	Average
	
	Principal
	Average
	

	
	
	Rate
	
	
	Rate
	

	
	£m
	%
	
	£m
	%
	

	
	
	
	
	
	
	

	PWLB
	174.6
	7.25 
	
	162.4 
	7.65 
	

	Temporary
	00.0 
	0.00 
	
	24.6 
	5.34 
	

	Market Loans
	236.2 
	4.24 
	
	236.2 
	4.11 
	

	Stock
	95.6 
	8.05 
	
	95.6 
	8.05 
	

	
	
	
	
	
	
	

	Gross Total
	506.4 
	5.99 
	
	518.8
	6.00
	

	
	
	
	
	
	
	

	Temporary Deposits
	(59.1)
	4.12
	
	(47.7)
	4.12
	

	
	
	
	
	
	
	

	Net Total
	447.3 
	6.23
	
	471.1
	6.19
	

	
	
	
	
	
	
	


3 INTEREST RATE MOVEMENTS IN 2006-07

3.1 Shorter-term interest rates – The base rate started 2006/2007 at 4.5%, having fallen from 4.75% in August 2005. It rose to 5.0% in November 2006 and to 5.25% in January 2007 where it remained to year end.
3.2 Longer-term interest rates – PWLB 25-30 year rate started the year at 4.30% and fluctuated between 4.20% and 4.65% where it was at year end. Fifty year gilts were launched by the Government in 2005 and on 7th December 2005, the PWLB introduced new borrowing maturity periods longer than 25 to 30 years and up to a maximum of 45 to 50 years. This maximum term band started the year at a rate of 4.20% falling to  4.05% in September, reaching its peak of 4.5% in March and finishing the year at 4.45%
4 TREASURY BORROWING IN 2006-07

4.1
At the time of preparation of the 2006/2007 Revenue Budget it was estimated that the capital financing requirement (CFR) for the year would be £19.771m. The CFR has been reviewed and the approximate CFR was estimated to be £19.051m but the actual CFR at year end was £18.632m. This reduction has been mainly brought about by slippage of capital expenditure that was earmarked for funding by borrowing.

4.2  The Council’s borrowing strategy in 2006-07 has been influenced by the potential impact of the prospective Large Scale Voluntary Transfer of part of the housing stock, subject to the outcome of the forthcoming ballot of the tenants concerned.  In the event of the outcome of the ballot being in favour of a transfer to City West Housing Trust  the debt relating to that portion of the stock will be repaid by DCLG to PWLB.  The current level of PWLB debt outstanding is of a similar magnitude to that which would be repaid.  The Council’s Treasury Management advisers have recommended that, as far as possible, this balance should be maintained.  This advice has been followed.

4.3  In July 2006 an opportunity arose to repay £20m of PWLB debt to obtain a discount of £453,744.

4.4  In September 2006 PWLB interest rates fell to their lowest point since the beginning of the financial year against a background of an increase in Bank base rate in August.  It was considered opportune to take a loan of £8m over 49 years at 4.2% whilst maintaining the balance referred to above.

4.5 A further opportunity arose in February 2007 to reschedule £25.5m of PWLB debt and generate a discount of £688,495.

5   COMPLIANCE WITH TREASURY LIMITS

5.1    During the financial year the Council operated within the treasury limits and prudential indicators set out in the Council’s Treasury Policy Statement and Treasury Strategy Statement (Appendix 1)

6. MATURITY PROFILE

6.1 The parameters approved  by members in November 1992 set an absolute limit of no more than 15% of the Council’s loan debt to fall due in any one year. The current intention is to work within a limit of 7.5%.

6.2 The maturity profile as at 31st March 2007 (Appendix 2), indicates that the working limit will be exceeded in 2053/2054 when two of the market LOBO loans taken in February 2004 will mature.

6.3  It should be noted that the appropriate action will be taken in accordance with treasury management practices to reduce the excess to within working limits as the opportunities arise to reschedule the loans.
7      RESTRUCTURE OF DEBT

7.1  As part of the treasury management strategy, the opportunity was taken to restructure two existing market (LOBO) loans which entered the ‘step up’ period of the loan. The details are as follows

a) Depfa Bank - £21m
This loan was taken on 1st March 2004 and was due to mature on 1st March 2054. Under the term of the loan the first two years were fixed at 4.20% and thereafter at 4.75% subject to the two yearly lender borrower option. Consequently at the time of the restructure on 1st September 2006 the coupon rate was running at 4.75%.The replacement loan, once again provided by Depfa Bank, is to mature on 1st September 2066. The first two years of the new loan are fixed at 3.97% and thereafter at 4.75% for the remainder of the loan subject to the bi-annual  lender borrower option. Whilst securing the revenue budget for two years the restructure provides total interest savings of £0.328m in the first two years , shared between HRA and the General Fund and also the ‘step up’ to 4.75% on a bi-annual call basis is no higher than the ‘step up ‘rate on the original loan.

b) Depfa Bank -£26m

This loan was taken on 9th February 2004 and was to mature on 10th February 2048. The first three years of the loan were fixed at 3.25% and the remaining period at 4.75% subject to the three yearly lender borrower option. Once again at the time of restructure on 9th February 2007, the loan had moved into the ‘step up’ period and was running at 4.75%. The replacement loan provided by Depfa is to mature on 9th February 2077. The terms of the new loan are the first three years fixed at 3.59% and the remaining period at 4.75% subject to the lender borrower option with a three year option. The restructure provides total interest savings of £0.905m over the first three years shared between HRA and the General Fund whilst the ‘step up’ of 4.75% matches the step up of the original loan.
7.2   A summary of the restructured loans is provided by Appendix 4 and Members should note that future opportunities to restructure loans will be considered when they arise.

8 INVESTMENT STRATEGY FOR 2006-07

8.1 The Council’s temporary cash balances have been managed by the treasury management section and invested with those institutions listed in the  Approved Lending List as set out in Treasury Management Practices. The Authority invests for a range of periods dependent on its cash flow and the interest rates on offer. 

8.2  On the 14th December 2005 following a tender exercise and evaluation a £20m investment was placed with the investment fund managers Scottish Widows Investment Partnership (SWIP) for a period of up to 3 years, subject to satisfactory performance.

8.3 The 2006/2007 revenue budget estimate assumed an average interest rate of 4.50% would be obtained on £20m of investments managed by SWIP giving investment income of £0.900m. It was assumed that those balances managed by the treasury management section would average £20.113m at an average rate of 4% giving a further £0.805m of investment income to a total of £1.705m.

8.4 These projections were revised during the preparation of the 2007-08 Revenue Budget to take account of changes in interest rates and the levels of balances available for investment. The revised figure was £3.314m. 

8.5 At outturn the actual return was £3.120m giving an average return of 4.33% on average investments of £71.979m. The final rate of return is disappointing and this is mainly due to the poor performance of the fund managers. 

8.6 The respective in-house and fund manager returns are shown below:-

	
	Return

£m
	Return

%

	SWIP
	0.597
	2.96

	Internally Managed funds
	2.523
	4.87

	Total
	3.120
	4.33


The benchmark by which investment performance is measured is the London Inter-Bank (Libid) rate. The average 7 day compounded Libid rate for 2006/2007 is 4.84% and the average 3 month compounded Libid rate for 2006/2007 is 4.99% and this highlights the under - performance of the fund managers, which will be closely monitored in the current financial year.     

8.7
The performance of the portfolio managed by SWIP has been adversely affected by volatility in the Gilts market in 2006-07.  Information provided by the Council’s Treasury Management advisers indicates that this performance is around the market average when compared to other fund managers.

8.8  On 21st April 2006 a long term investment of £5m was ‘called’ by the borrower, the Royal Bank of Scotland.  It was repaid with the accumulated interest.  A further investment of £5m was made with the same borrower the terms of which were similar to the original deal.  

8.9  On 30th January 2006 a £5m investment was placed with HSBC; once again for the maximum period of five years. This particular type of investment is called an ‘escalator’ because in this case the coupon rate is increased to a pre – agreed level on an annual basis. The details of the investment are as follows:-

                                                      Coupon Rate
                                         Year 1                 4.85%

                                         Year 2                 4.95%

                                         Year 3                 5.10%

                                         Year 4                 5.20%

                                         Year 5                 5.40%

Once again the borrower has the option to repay the investment on an annual basis and interest is paid annually. By way of comparison, at the time of the investment the five year fixed rate was 4.80%, one year LIBID 4.53% and the cost of PWLB borrowing over 25 years was 4.10%.

8.10 The level of investments held at 31st March 2007 was £47.7m.(Appendix 3)


9 LEASING

9.1 The Council holds capital assets, consisting mainly of motor vehicles, I.T. equipment and wheeled bins, which are financed by operating leases. Operating leases do not provide for the asset to transfer to the Council and are exempt from ‘on-balance sheet’ treatment. The length of the leases reflect the expected life of the asset and are generally for a period of 5 years for motor vehicles, 3 years for I.T.equipment and 7 years for wheeled bins.

9.2 Leases entered into during the year amounted to £4.895m in capital value and £0.902m in annual rentals. Details of the leases are as follows:-

	Leasing Co
	Asset
	Capital Value
	Period of Rental Years

	Bank of   Scotland
	Vehicles
	£1.557m
	5

	SGEF
	Vehicles
	£2.907m
	5

	JCB
	Vehicles
	£0.431m
	5

	TOTAL
	
	£4.895m
	


9.3  Total lease rental payments during 2006/2007 amounted to £2.440m.

9.4   As at 31st March 2007 the Council had a commitment to meet the following leasing charges, which have been built into appropriate services/DSO budget plans:-


	Period
	£m

	2007-2008
	                   1.473

	        2008-2009
	1.402

	        2009-2010 to 2010-11
	2.769


9.5
Leases are only entered into where adequate budget provision is contained in the service directorate budgets for the annual leasing charges.

10.   CAPITAL FINANCING OUTTURN
10.1
The outturn position for the Capital Financing costs compared to the estimate and approximate is summarised below:-

Capital Financing Net Borrowing Costs 2006-2007
	
	Estimate

£m
	Approximate

£m
	Outturn

£m
	Variance

On Est

£m
	Variance

On App

£m

	HRA
	14.712
	14.603
	14.534
	(0.178)
	(0.069)

	G Fund
	20.584
	19.837
	20.082
	(0.502)
	0.245

	Total
	35.296
	34.440
	34.616
	(0.680)
	0.176


The main variance between the Approximate and the Outturn is due to the underperformance of the SWIP investment portfolio.  The Statement of Recommended Practice (SORP) requires that  gains and losses on investments are not reflected in the accounts until they have been realised normally upon sale of the investment. There were unrealised gains in the portfolio at 31st March in the form of market value exceeding historic cost of the investments.  These will be reflected in future years accounts as and when they are realised.

It should be noted that the HRA borrowing costs are financed by housing subsidy from the Government

11   LOBO LOAN INTEREST AND THE AMORTISATION OF PREMIUMS

11.1 The issues around the accounting treatment of stepped LOBO loans and the amortisation of premiums arising from the rescheduling of debt have been resolved by the introduction of the Statement of Recommended Practice 2007 and Government regulations which came into effect on1st April 2007.  

12    PERFORMANCE SUMMARY

· New borrowing to finance capital expenditure has been intentionally restricted to position the Council positively for the potential LSVT of housing stock. 

· Debt rescheduling opportunities were taken during the year where these offered savings, but market conditions did not offer major restructuring opportunities.  

· The investment via fund managers, which commenced in 2005-06, has continued throughout this financial year but the returns have been disappointing, though not out of step with competitors’ performance.  
· In-house managed investments achieved returns slightly ahead of its 7-day benchmark
· Net borrowing costs exceeded the approximate outturn by £176K  mainly due to the underperformance of SWIP managed investments. 

· New leases totalling £4.895m for replacement vehicles were entered into.                                             

JOHN SPINK

HEAD OF FINANCE
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