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(OPEN TO THE PUBLIC)
	ITEM NO 10


	REPORT OF THE CITY TREASURER


	TO:    BUDGET SCRUTINY COMMITTEE – 30TH OCTOBER 2007  



	TITLE:   TREASURY MANAGEMENT STRATEGY UPDATE 2007/2008


	RECOMMENDATION:


Members are requested to approve the updated strategy for 2007/2008.



	EXECUTIVE SUMMARY:

This report provides a progress report on the treasury management strategy for 2007/2008.



	BACKGROUND DOCUMENTS:

Various working papers in the Finance Division including;-

· T.M. strategy 2007/2008 reported to Council on 21st March 2007 
· 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 in the Finance Division of Customer & 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 2007/2008 was approved by Council on 21st March 2007, satisfying requirement a). 

This report updates members on the treasury management strategy for the current year, in the light of borrowing and investment activity to date.

TREASURY MANAGEMENT POLICY AND STRATEGY UPDATE 2007/08
1  Introduction

1.1 The Treasury Management Policy and Strategy for 2007/2008 was considered at the meeting of Cabinet held on 7th March 2007 and approved at the meeting of City Council on the 21st March 2007. Members should note that the strategy includes the Annual Investment Strategy, which is a separate requirement under the Local Government Act 2003.

1.2 This report reviews the strategy in the light of the borrowing and investment activity to date.

2 Treasury Limits for 2007/2008 to 2009/2010

2.1 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 with sustainable limits; in particular that the impact upon its future council tax / rent levels is acceptable.

2.2 The Prudential Code requires the Council to set a number of Prudential Indicators. The indicators were included in the 2007/2008 Revenue Budget and Capital Programme report and approved by Council on 21st February 2007.
2.3 In summary the Prudential Indicators are as follows:-

 a) Authorised Limit for External Debt (appendix 3)
 b) Operational Boundary for External Debt (appendix 4)
 c) Treasury Management Indicators (appendix 5)
 d) Comparison of Net Borrowing and Capital Financing Requirement (appendix 6)


2.4 The indicators have not been breached so far this year, nor do they require amendment at this stage.

3 Treasury Management Activity

3.1 In 2007/2008 the estimated capital financing requirement (CFR) is £5.251M
3.2 As can be seen from appendix 7 long term PWLB interest rates (45-50 years) have fluctuated from their starting point of 4.45% at the beginning of April, rising to their highest point of 4.90% in early June, followed by a pattern of minor adjustments up and down before peaking again at 4.90% in mid July, before a period of slow decline to their lowest point of 4.45% in August and then rising to their present level of 4.70%. 

3.3 Base rate started the year at 5.25%.  It was increased by the MPC on 9th May 2007 to 5.5% and again on 4th July to 5.75%
3.4 The borrowing strategy set out in the Treasury Management Annual Report was heavily influenced by the possibility of a Large Scale Voluntary Transfer of part of the Council’s Housing Stock.  A ballot of tenants concerned has produced a positive vote in favour of the transfer which is expected to take place in the 2008-09 financial year.

3.5 On transfer of the Housing Stock it is anticipated that the debt outstanding from PWLB will be redeemed by DCLG together with any associated premium.

3.6 Borrowing from PWLB has been limited to one loan of £6M to finance this year’s Capital financing requirement.
4. Investments 

4.1 In previous years 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.  However, 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.

4.2 A detailed report on the performance of the fund managers to date is included elsewhere on the agenda of this committee.  In brief, the economic climate has not favoured Fund Managers in general and the performance of SWIP has been disappointing although not significantly different from other fund managers over the period of the investment.
4.3 Investment income earned as at 12th October 2007 compared to the revenue budget assumption is set out in the following table:-

	
	Budget Assumption
	
	Actual
	

	
	Full Year
	To 12th Oct 07
	To 12th Oct 07
	Variance

	
	£m
	£m
	£m
	£m

	Internally Managed
	1.753
	0.936
	1.203
	0.267 FAV

	Externally Managed
	1.100
	0.588
	0.538
	(0.050) ADV

	Total
	2.853
	1.524
	1.741
	0.217 FAV


4.4 During the early part of the year short term investment rates were in line with Base Rate at around 5.25%. They continued in line with Base Rate until early July when they increased as a result of the uncertainty in the Money Markets mainly due to the knock on effects of factors concerning US money markets and lending policies.  Short term rates then more closely tracked the rate at which money was available to the banks from the Bank of England at the penalty rate of 1% over Base Rate (6.75%).  This reflected a shortage of 3 month cash in the wholesale money market as banks were reluctant to lend to each other in the climate prevailing.  Advantage was taken of the increased rates on offer by investing available cash for periods of 3 months.
4.5 So far this year the average balance on investments has been £62.798M which is  only marginally higher than the budget expectation of £61.759M.The increase in yield is, therefore, mostly due to interest rates being higher than anticipated at budget time.

4.6 The average rate of return achieved to date on investments managed in house is 5.78%,marginally better than the benchmark 7 day libid rate of 5.65% and worse than the 3 month libid rate of 6.01%. The average rate of return on the investment with fund managers is 5.08%.

5. Restructure of Debt

5.1   No Market loans have been restructured so far this financial year.

5.2  On 18th June 2007 3 PWLB loans totalling £18.8M at rates of 4.75% and 4.8% were repaid generating a discount of £942,226.  They were replaced on 3rd July 2007 with one loan of £18.8M at 4.6% for 45.5 years. 

5.3   On 19th October 2007 a further PWLB loan of £8M was repaid generating a discount of £828,401.  As yet this has not been replaced.
5.4   Members should note that future opportunities to restructure loans will be considered when they arise in the future.
6.      Leasing

6.1   Three operating leases have been arranged to finance vehicles and the replacement of the tractor fleet. The total value of the assets financed under those leases is £342,694. 
6.2   Under the Prudential Code it is necessary to appraise the most beneficial means of funding assets. Experience has shown that for assets such as wheeled bins or I.T.equipment, leasing is no longer the better option and so in the majority of cases funding has been met by unsupported borrowing. 
7      Treasury Management Practices (TMP’s).

7.1 TMP’s set out the way in which the Council will seek to achieve its treasury management policies and objectives, as set out in the Treasury Management Policy Statement, and how it will manage and control its treasury management activities.

7.2   The full list of TMP’s is detailed below:-

           TMP 1                            Treasury Risk Management

           TMP 2                            Best Value and Performance Measurement

           TMP 3                            Decision Making and Analysis                       

           TMP 4                            Approved Instruments, Methods and Techniques

           TMP 5                            Organisation, Segregation of Responsibilities and Dealing 

                                                  Responsibilities

           TMP 6                             Reporting Requirements and Management Information

           TMP 7                             Budgeting Accounting and Audit Arrangements

           TMP 8                             Cash and Cash Flow Management

           TMP 9                             Money Laundering

           TMP 10                           Staff Training and Qualifications

           TMP 11                           Use of External Service Providers

           TMP 12                           Corporate Governance

7.3 As part of ongoing development, it is necessary to review, amend and update the TMP’s from time to time. This review was last undertaken during the previous financial year.
8. Accounting Treatment for LOBO Loans

8.1 There were a number of complex issues under ongoing discussion with the Audit Commission surrounding the accounting treatment for interest on LOBO loans and premiums on the rescheduling of debt. 

8.2 The Statement of Recommended Practice for 2007 (SORP) issued by CIPFA introduced changes to the accounting practice to be applied to financial instruments including LOBO loans.   The SORP represents good accounting practice and as such has statutory force.

8.3 The SORP clearly defines how the accounting treatment for LOBO loans must be applied and it took effect from 1st April 2007.  The DCLG has issued regulations which override certain aspects of the SORP and ameliorate some of the potential adverse implications of the new requirements of the SORP.  

8.4 The issues which were under discussion are resolved by the application of the SORP and the regulations. 
9 Conclusions

9.1 The borrowing strategy set out in the annual Treasury Management report was strongly influenced by the possibility of a large scale voluntary transfer of part of the Council’s Housing Stock.  A ballot of tenants concerned has been conducted and produced a positive vote in favour of the transfer.  Consequently, the original borrowing strategy  remains broadly unchanged.
9.2 Investment income is running ahead of budget and will provide a hedge against some of the service spending pressures reported elsewhere.

JOHN SPINK
CITY TREASURER
Glossary of Terms








Appendix 1

Base Rate – the rate at which the Bank of England offers loans to the wholesale banks, thereby controlling general interest rates in the economy.

Capital Financing Requirement – reflects the local authority underlying need to borrow for a capital purpose.

Consolidated Rate of interest – is the average rate of interest for external borrowing during the year.
Fixed Rate Funding - A fixed rate of interest throughout the time of the loan.  The rate is fixed at the start of the loan and therefore does not affect the volatility of the portfolio, until the debt matures and requires replacing at the interest rates relevant at that time.
Gilts - The loan instruments by which the Government borrows. Interest rates will reflect the level of interest shown by investors when the Government auctions Gilts.

LOBO – Lender Option Borrower Option. Long-term borrowing deals structured in a such a way that a low rate of interest is offered for a short, initial period (anything from 1 year to 5,6 or 7 years), followed by a “step up” to a higher rate of interest (the “back end” interest rate), which is to be charged for the remainder of the loan period. The overall length of LOBOs is usually 40 years, but can be for shorter or longer periods. After the “step up” date, and at set intervals thereafter, the lender (the bank) has the option of increasing the “back end” interest rate. Whenever this option is exercised, if the proposed new interest rate is unacceptable, the borrower (the City Council) can redeem the loan without penalty.

Market - The private sector institutions - Banks, Building Societies etc.
Maturity Profile - an illustration of when debts are due to mature, and either have to be renewed or money found to pay off the debt. A high concentration in one year will make the Council vulnerable to current interest rates in that year.
Monetary Policy Committee – the independent body which determines Base Rate.

PWLB - Public Works Loan Board. An institution managed by the Government to provide loans to public bodies at rates which reflect the rates at which the government is able to sell Gilts.
Variable Rate Funding - The rate of interest either continually moves reflecting interest rates of the day, or can be tied to specific dates during the loan period. Rates may change on a monthly, quarterly or annual basis.
Volatility - The degree to which the debt portfolio is affected by current interest rate movements. The more debt that matures in the year and needs replacing, and the more debt subject to variable interest rates, the greater the volatility.
Yield Curve -  A graph of the relationship of interest rates to the length of the loan. A normal yield curve will show interest rates relatively low for short term loans compared to long term loans. An inverted Yield Curve is the opposite of this.






PAGE  
1

