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Report of the City Treasurer


To:

Lead Member for Customer and Support Services 
                        on 12th October 2009

Title:
2009/2010 Treasury Management Strategy – Investment Limits

Recommendations:

That the temporary increase in investment limits be noted.


Executive summary:

The Treasury Management Strategy for 2009-10 which was approved by Council on 18th March 2009 set out the parameters within which the Council’s available cash resources would be invested until required to meet expenditure.  These included a maximum limit of £10M with any individual approved counterparty.

During September the funds available to invest rose and it became necessary for the City Treasurer to increase the limit from £10M to £11M in order for the monies to be invested short term to earn interest for the Council whilst maintaining the security of the investment.

Background documents:

Treasury Management Practice statements TMP1 to TMP12.
Treasury Management Strategy Report to Council on 18th March 2009.

Other working papers within the Finance Division.


Contact officers:  

Chris Hesketh


Tel No: 0161 793 2668

Elaine Marks-Parker

Tel No: 0161 793 3224


Assessment of risk:  

The monitoring and control of risk underpins treasury management activities.  The main risks are of adverse or unforeseen fluctuations in interest rates and loss of capital.  Risk control measures mitigate these risks.


Source of funding:  

Revenue budget


Legal advice obtained:  

Not applicable


Financial advice obtained:  

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


Ward(s) to which report relates:  

None specifically


Key Council policies:  

Budget Strategy (Revenue Budget and Capital Programme); Treasury Management Policy


Report detail:

Overleaf






2009/10 Treasury Management Strategy – Investment Limits
1. Introduction
1.1. The Treasury Management Strategy Report 2009/10 approved by the Council on 18th March 2009 set out the parameters within which the Council’s treasury management activities will be undertaken.  
1.2. Section 7 of the report detailed the parameters under which the Council’s available cash resources would be invested to earn interest to support the Revenue budget and is attached at Appendix 1.
1.3. Within these parameters was a limit on the funds which may be placed with any individual counterparty thus limiting the Council’s exposure to the risk of failure of an institution with which it has cash invested.
1.4. The minimum criteria for specified investments are contained in the table below.

	
	Fitch 
	Maximum 
	Maximum

	Sector
	Rating
	Investment
	Period

	
	L/T
	S/T
	Ind
	Supp
	
	

	UK Banks
	AA-
	F1+
	B/C
	2
	£10m
	364 days

	UK Building Societies
	AA-
	F1+
	B/C
	2
	£10m
	364 days

	European Banks
	AA-
	F1+
	B/C
	2
	£10m
	364 days

	Money-Market Funds
	AAA
	
	
	
	£10m
	3 months

	Local Authorities
	n/a
	n/a
	n/a
	n/a
	£10m
	364 days

	Debt Management Office 
	n/a
	n/a
	n/a
	n/a
	£10m
	364 days



The minimum long term rating for non-specified investments is A. Investments for periods of more  than 1 year are non-specified regardless of the ratings of the counterparty.

1.5. The approved limit was set at £10M. 
The procedure for varying the approved investment limits is set out in section1.5.2 of the Council’s Treasury Management Practices and states “The City Treasurer may, from time to time, amend the limits in 1.5.1 c to g above, taking into account advice from the Treasury Manager.  The Treasury Manager shall on such an occasion update the counterparty list.”
2. Breach of Limit

2.1. During September 2009 a number of short term loans were raised to finance the repayment of a PWLB loan of £50M which falls due for repayment on 23rd October 2009.
2.2. This temporarily increased the short term funds available for investment.

2.3. Due to the turmoil in the financial markets during recent months the number of counterparties which meet the Council’s criteria has reduced substantially.
2.4. On 18th September 2009 the Council had cash funds to invest but there were no available counterparties with which to invest because the limit had been reached with all counterparties fulfilling the Council’s criteria who were in the market to take deposits.
2.5. Permission was sought by treasury management staff from the City Treasurer to increase the counterparty limit from £10M to £11M on a temporary basis to enable the funds to be invested with counterparties which meet the Council’s criteria.
3. Conclusion
3.1. The  counterparty limit has been temporarily increased to £11M with the agreement of the City Treasurer to facilitate the investment of the Council’s cash balances with institutions which meet the Council’s criteria as set out in the treasury Management Strategy report for 2009-10.

4. Recommendation
4.1. It is recommended that the actions of the City Treasurer in increasing the investment counterparty limit be approved.

John Spink

City Treasurer










Appendix 1

Extract from the Treasury Management Strategy Report 2009-10

7.  Annual Investment Strategy

Investment policies

7.1 The Council will have regard to the DCLG’s  Guidance on Local Government Investments issued in March 2004 and CIPFA’s Treasury Management in Public Services Code of Practice and Cross Sectoral Guidance Notes. 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 The Council uses Fitch ratings to derive its counterparty criteria.  Where a counterparty does not have a Fitch rating the equivalent Moody’s rating will be used.  All credit ratings will be monitored monthly.  The Council is alerted to changes in Fitch ratings through its use of the Sector creditworthiness service.  If a downgrade results in the counterparty no longer meeting the Council’s minimum criteria its further use will be withdrawn immediately. Conversely, if a counterparty is upgraded to a level which meets the Council’s criteria it will be added to the list.
7.6 Credit ratings are an assessment by professional organisations of a counterparty’s ability to punctually service and repay debt obligations.  They are an indication of the likelihood that investors will get their money back in accordance with the terms on which they invested, though not a guarantee.
7.7 They provide uniform global comparisons of the credit quality of institutions, their financial stability and whether or not there is recourse to a “lender of last resort”.
7.8 Fitch provide a sovereign rating and four ratings for each counterparty:-
a) Sovereign rating – this is a judgement of a sovereign state’s propensity and ability to support its banking system.

b) Short term rating – this has a time horizon of less than 13 months and places greater emphasis on the liquidity necessary to meet financial commitments in a timely manner.

c) Long term rating – this looks at the longer term and assesses credit risk, capacity for payment of financial commitments and the likelihood of the institution being adversely affected by foreseeable events.
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d) Individual rating – this assesses how a bank would be viewed if it were entirely independent and could not rely on external support.  It is designed to assess a bank’s exposure to, appetite for and management of risk and the likelihood that it would run into significant difficulties such that it would require support.

e) Support rating – this is a judgement of a potential supporter’s propensity and ability to support a bank.

7.9 The Council sets its counterparty list based on the following minimum criteria and the  Sector suggested matrices:-

Sovereign rating:

AAA – the highest credit quality

Short term rating:

F1    – the highest credit quality

Long term rating:

A      – high credit quality

Individual rating:

C      –an adequate bank



Support rating:

3      – a moderate probability of support

7.10 The issue of a rating watch by Fitch notifies investors that there is a reasonable probability of a rating change and the likely direction of such a change.  A rating outlook indicates the direction a rating is likely to move over a one or two year period. A brief explanation of Fitch ratings is attached at Appendix A.

7.11 Having regard to the criteria above the Council , in conjunction with Sector, assigns a colour code to each counterparty which indicates the maximum period of investment as follows:-

Green
-
3 months

Red
-
1 year

Gold
-
2 years

Purple
-
5 years

The Sector suggested matrices are attached at Appendix B

7.12 Fully nationalised banks in the UK have credit ratings which do not conform to the credit criteria usually used by local authorities to identify banks which are of high credit worthiness.  In particular, as they are no longer separate institutions in their own right, it is impossible for Fitch to assign them to an individual rating for their stand alone financial strength.  Accordingly, Fitch have assigned an F individual rating which means that at a historical point in time , this bank failed and is not owned by the Government.  However, these institutions are now recipients of an F1+ short term rating as they effectively take on the credit worthiness of the Government itself,  i.e. deposits made with them are effectively being made to the Government.  They have a support rating of 1; in other words, on both counts, they have the highest ratings possible.

7.13 The other situation which could arise is where the banks haven’t been fully nationalised but receives substantial support (greater than 50% ownership) from the UK Government, in which case the individual rating is E, i.e. the Fitch definition is “a bank which requires external support”.
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7.14 However, after the freezing of some local authority investments by Icelandic banks now in receivership, many local authorities are currently concerned about the safety of investments and the ability of authorities to rely on credit ratings as a basis for ensuring that investments can be undertaken safely, especially for longer periods of time.  The approach of this Council is, therefore, to invest in institutions with the highest credit ratings and to spread investments across a range of institutions to reduce the Council’s exposure to credit risk.

Specified and non-specified investments

7.15  Investments instruments identified for use in the financial year are listed below under the “Specified” and “Non-Specified” Investments categories.
7.16 Specified Investments will be sterling denominated and fulfil the following criteria where judged by treasury officers to be appropriate having regard to the security of the principal sum invested.

	
	Fitch 
	Maximum 
	Maximum

	Sector
	Rating
	Investment
	Period

	
	L/T
	S/T
	Ind
	Supp
	
	

	UK Banks
	AA-
	F1+
	B/C
	2
	£10m
	364 days

	UK Building Societies
	AA-
	F1+
	B/C
	2
	£10m
	364 days

	European Banks
	AA-
	F1+
	B/C
	2
	£10m
	364 days

	Money-Market Funds
	AAA
	
	
	
	£10m
	3 months

	Local Authorities
	n/a
	n/a
	n/a
	n/a
	£10m
	364 days

	Debt Management Office 
	n/a
	n/a
	n/a
	n/a
	£10m
	364 days


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

7.18 Non-Specified Investments must be with counterparties rated at least A by Fitch or Moody’s equivalent, and include products such as callable deposits, range accruals, UK government gilts, Treasury Bills and Certificates of Deposit (CDs).
7.19 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 7.16 above, but may be the best available option for late deals.

7.20 The main types of institutions that the Council may wish to deal with for the reasons outlined in 7.19 above are UK and Irish clearing banks (including the Co-op).
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7.21 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 City Treasurer and reported to the Lead Member for Customer and Support Services at the next available opportunity.

Investment strategy: in-house funds

7.22 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).  
7.23 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.  

Investment strategy: managed funds

7.24 The Council no longer uses external fund managers to manage any part of its investments, but will keep under review whether conditions become favourable to use them.

