	PART 1

(OPEN TO THE PUBLIC)
	ITEM NO. 7


	REPORT OF THE LEAD MEMBER FOR CORPORATE SERVICES



	TO:    THE QUALITY AND PERFORMANCE SCRUTINY COMMITTEE

27th SEPTEMBER 2004 AND THE COUNCIL 20TH OCTOBER 2004



	TITLE:   TREASURY MANAGEMENT ANNUAL REPORT 2003/2004 AND 

               BORROWING AND INVESTMENT STRATEGY UPDATE 2004/2005



	RECOMMENDATIONS:


Part 1 - Treasury Management Annual Report 2003/2004
It is recommended that members note the treasury management performance in 2003/2004.

Part 2 – Treasury Management Strategy Review 2004/2005
It is recommended that members note the recent activity and current position for 2004/2005 with regard to the treasury management function.



	EXECUTIVE SUMMARY:

The report provides details of treasury management activity in 2003/2004 and also a update of the treasury management strategy for 2004/2005.



	BACKGROUND DOCUMENTS:

Various working papers in the Finance Division



	CONTACT OFFICER: John  Bilsborough           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 Corporate 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.

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 2004/2005 was approved by Council on 17th March 2004, satisfying requirement a). Part 1 of this report satisfies requirement b).

Part 2 of this report updates members on the treasury management strategy for the current year, in the light of borrowing and investment activity to date.

This report is therefore set out in two parts as follows:-

PART 1
Treasury Management Annual Report 2003/2004

PART 2
Treasury Management Strategy Update 2004/2005.

Members are asked to note the content of the report.


A. WESTWOOD
J. SPINK


Director of Corporate Services
Head of Finance

PART 1

ANNUAL REPORT ON TREASURY MANAGEMENT 2003/2004

1.
INTRODUCTION
1.1
The Treasury Management Strategy for 2003/2004 was approved by Council on 19th March 2003.  The strategy was reviewed and a report was presented to the Quality and Performance Scrutiny Committee on 27th October 2003.

.

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.

1.3 This report provides a review of 2003/04 and highlights the major issues arising during the year. 


1.4 Members should be aware that the Council has fully complied with the CIPFA Code recommendations.
2.
BORROWING LIMITS
2.1
In accordance with the requirements of section 45 of the Local Government and Housing Act 1989, the following limits on borrowing in 2003/04 were set by the City Council at the meeting of 19th March 2003 :-

· an Aggregate Credit Limit (ACL), representing the maximum long and short term borrowing by the Council of £576.708m

· a maximum short term borrowing limit (loans of less than one year) of 20% of the ACL i.e. £115.342m; and

· a maximum amount of variable rate loans of 50% of the total loans outstanding.

2.2
These limits were not exceeded during 2003/04.  The maximum long term borrowing during the year was £465.040m and there was no short term borrowing  during the year.

3.
BORROWING REQUIREMENT AND SOURCES OF FUNDING
3.1
At the time of preparation of the 2003/2004 Revenue Budget it was estimated that the borrowing requirement for the year would be £24.272m.

3.2 The borrowing requirement has been reviewed during the year and the actual borrowing requirement at year end was £202.343m.


3.3 The increase in the borrowing requirement was mainly due to the rescheduling of fourteen PWLB loans totalling £78.215m on 19th February 2004 and also the early repurchase of £84.433m 7% stock, due to mature in 2019, on 26th February 2004.

3.4 Both the rescheduling and the repurchase were replaced by market (LOBO) loans, totalling £162.000m. This resulted in a total interest saving net of premium and commission arising from the transaction of £5.700m which is shared £2.000m to General Fund and £3.700m to HRA, (with a corresponding reduction in housing subsidy).

3.5 As part of the treasury management strategy an existing £21.000m market (LOBO) loan held by Depfa Bank Europe was rescheduled on 1st March 2004. The loan was originally taken on 14th February 2002 and was to mature on 14th February 2042. Under the terms of the loan the first two years was fixed at 2.75% and thereafter at 4.50% subject to the half yearly lender borrower option. The replacement loan, totalling £21.000m, was taken on 1st March 2004 and is to mature on 1st March 2054. The terms of the new loan are the first three years fixed at 4.20 % then 4.75% for the remaining period of the loan with the lender borrower option every two years thus consolidating the revenue budget for the next three years.

3.6 The actual funding of the borrowing requirement and the rescheduling exercise compared to the budget assumption is shown below:-

	
	Budget Assumption
	
	Actual
	
	

	
	
	
	
	
	
	
	

	
	£m
	%
	
	£m
	
	Date
	

	Borrowing requirement
	24.272
	
	
	202.343
	
	
	

	Funding
	
	
	
	
	
	
	

	PWLB – Lower quota
	24.272
	4.75


	
	
	
	
	

	Market (lobo loans)
	
	
	
	  78.000
	
	09/02/04
	

	 
	
	
	
	
	
	
	

	            “
	
	
	
	105.000
	
	26/02/04
	

	
	
	
	
	183.000
	
	
	

	
	
	
	
	
	
	
	

	Balance Unfunded
	
	
	
	  19.343
	
	
	



  Full details of the market (lobo) taken are shown in appendix 1.

3.7  Thus, the borrowing activity during the year focussed around rescheduling of existing debt to take the opportunity to make revenue savings, and investments were used to internally fund the new borrowing for the year.

3.8     Included in the borrowing requirement is the maturity on 13th June 2003 of a PWLB variable loan totaling £12.255m. As part of the treasury management budget strategy for the year it was decided not to replace this loan but to formally apply set aside capital receipts (PCL) to repay the debt.  During the year investment rates were lower than borrowing rates and therefore there has been no new borrowing leaving a borrowing requirement of £7.118m. This has the beneficial effect of funding new borrowing at investment rates, which have been lower than long-term borrowing rates.

4.        MATURITY PROFILE
4.1
The parameters approved by members in November 1992 set an absolute limit of no more than 15% of the City Council’s loan debt to fall due in any one year.  The current intention is to work within a limit of 7.5%.
4.2 The maturity profile at 31st March 2004, attached at appendix 2, indicates that the working limit (though not the absolute limit) will be slightly exceeded in 2015/16, 2047/2048 and also 2053/2054 when two of  the market lobo loans taken in  February 2004 will mature.

4.3 As reported previously action, in accordance with proper treasury management practices, will be taken to reduce these excesses to within the working limits as the opportunities arise to reschedule the loans.

5. INVESTMENT ACTIVITY

5.1
The revenue budget assumed an average interest rate of 4.23% would be obtained on investments averaging £46.414m during 2003/2004, giving investment income of £1.965m. The actual interest earned was £1.947m.

5.2
As members are aware £20m was placed with the external fund manager Hambros (since taken over by Investec), on 5th July 1996. The value of the portfolio as at 1st April 2003 was £23.943m as a result of accrued interest held by Investec. Following on from the Council’s rescheduling strategy as described in paragraph 3 above it was necessary to recall the investment to assist in the Council’s daily cash flow activities. On 9th February 2004, £4.451m was recalled followed by £10.000m on the 26th February 2004. Finally the outstanding balance of £10.090m was recalled on 31st March 2004.

5.3
Over the period 1st April 2003 to 31st March 2004 Investec failed to exceed the local authority 7day rate against which their performance is measured. However their overall performance has exceeded the 7 day rate since their appointment commenced on 5th July 1996 as shown below:-

	
	1st April 2003 to

31st March 2004
	5th July 1996 to

31st March 2004

	
	           %
	            %

	Actual rate of return (net)
	          2.79
	           5.82

	Compound 7 day local authority rate
	          3.58
	           5.27

	
	
	


5.4  The annual average rate of interest received on internally managed investments was 3.74% and the average level of internal investments was £34.978m. The level of investments held at 31st March 2004 was £18.000m. 

6.
LEASING
6.1
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 classification as a credit arrangement.  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.

6.2
Leases entered into during 2003/2004 amounted to £0.842m in capital value and £0.168m in annual rentals.


Details of the leases are as follows :-

	Leasing Co.
	Asset
	Capital

Value

£m
	 Period

of rental

  Years

	Lombard
	Mobile Libraries (2)
	0.139
	      7

	Key Finance
	Enterprise XP
	0.071
	      5

	Alliance& Leicester
	Education ICT
	0.446
	      5

	Key Finance
	Case Management
	0.186

0.842


	      5


6.3
Total lease rental payments during 2003/2004 amounted to £1.959m.

6.4
At 31st March 2004 the Council had a commitment to meet the following leasing charges, which have been built into the appropriate services/DSO’s budget plans:-

	
	£m

	2004/2005
	1.219

	2005/2006
	0.790

	2006/2007 to 2007/2008
	0.621


7.
CAPITAL FINANCING
7.1
The outturn position for the Capital Financing costs compared to the estimate and approximate is summarised below:-

                                            CAPITAL FINANCING 2003-2004

	
	Estimate

£m
	Approximate

£m
	Outturn

£m
	Variance

£m

	Borrowing Costs
	
	
	
	

	   HRA
	24.351 
	23.699 
	23.732 
	 0.033  

	   GFund
	22.096 
	20.994 
	20.889 
	(0.105)   

	
	46.447    
	 44.693
	44.621  
	(0.072)



	
	
	
	
	

	Investment Income
	
	
	
	

	   HRA
	(0.300)
	(0.382)
	(0.248)
	 0.134

	   GFund
	(2.062)
	(1.413)
	(1.696)
	(0.283)  

	
	(2.362)
	(1.795)
	(1.944)
	(0.149)  

	Net borrowing costs
	44.085 
	42.898 
	42.677 
	(0.221)  



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

8.
RECOMMENDATION
8.1
It is recommended that members note the treasury management performance in 2003/2004, and in particular the revenue savings achieved from the debt rescheduling activity undertaken in February 2004.

PART 2

TREASURY MANAGEMENT POLICY AND STRATEGY UPDATE 2004/05

1.
INTRODUCTION
1.1
The Treasury Management Policy and Strategy for 2004/2005 was considered at the meeting of Cabinet held on 16th March 2004 and approved at the meeting of the City Council on 17th March 2004. Amendments to the investments element of the strategy in line with new government legislation, were approved by Council on 21st April 2004.

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

2. TREASURY LIMITS FOR 2004/05 TO 2006/07

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 within 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, certain of which replace the borrowing/variable interest limits previously determined as part of the strategy statement. The indicators  were included in the 2004/2005 Revenue Budget and Capital Programme report and approved by Council on 18th February 2004.

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 CFR (appendix 6)





3.
TREASURY MANAGEMENT ACTIVITY
3.1
In 2004/2005 the estimated borrowing requirement is £18.099m plus the brought forward outstanding borrowing requirement of £7.118m from 2003/2004 making a total borrowing requirement of £25.217m.The initial assumption with regard to the borrowing requirement for 2004/05 as determined for the revenue budget was that the City Council would need to borrow £18.331m and that this would be taken from the PWLB at the beginning of the year at an interest rate of 5% based upon estimated long term interest rates at the time of preparing the budget.

3.2
Following the base rate increase to 4.75% on 5th August 2004, the long term PWLB rates (25-30 years) dipped to 4.80% on 9th August 2004, having previously reached 5.10% since 1st April. After consultation with Sector Treasury Services, the Council’s treasury advisers, it was decided that this may be an opportune time to take a proportion of the long term borrowing requirement as there were a number of factors indicating that long-term borrowing rates were at or near to their low point. On this basis it was decided to draw down from PWLB 50% of the requirement totalling £12.500m. The date of the advance was 12th August 2004 and this consisted of two loans:-











£5m    @ 4.80% (25.5 years maturity loan) maturing 30/09/2029









£7.5m @ 4.80% (30 years maturity loan) maturing 30/06/2034








           Long-term rates have since increased marginally to 4.90%.










3.3
The PWLB is the major source of local authority borrowing as it traditionally offers more competitive rates than the money market.  From 1st April 2004 changes were made to the PWLB lending policy consistent with the new system of local government finance. The new regime whilst providing local authorities greater borrowing freedom expects them to act prudently. As a result of the enhanced borrowing freedom the system of quota entitlement will be abolished. Local authorities are expected to act lawfully and the PWLB commissioners will request certain information to ensure the local authority is acting within its powers. PWLB will continue to act as lender of the last resort and the aim of its lending policy is that it should be able to meet  authorities’ legitimate need for long term borrowing under the Local Government Act 2003.

3.4
Appendix 7 shows the latest interest rates for all types and period of PWLB loan, whilst appendix  8 illustrates the latest interest rate forecasts.  


3.5 On 10th August 2004 three PWLB loans totaling £8.700m were prematurely repaid providing net annual interest savings £0.082m and securing a total discount of £0.207m, shared £0.096m to general fund and £0.111m to HRA. It is not intended to replace the loans and therefore the whole of the general fund element of discount can be scored in the current financial year. As part of the treasury management strategy the transaction has been financed by application of the PCL, effectively running down the Council’s temporary investments. As investment rates have been lower than borrowing costs so far this year the application of PCL has the beneficial effect of funding new borrowing at the lower investment rate. 

3.6
As can be seen from appendix 9 long term PWLB interest rates have fluctuated within an extremely narrow margin between April and early September 2004. Rates have varied between 4.80% and 4.90% peaking at 5.10% in mid May. Current forecasts are that long term interest rates will rise to 5% by December staying at this level for the remainder of this financial year.

4.
INVESTMENTS

4.1 The revenue budget assumed that an average interest rate of 4.50% would be obtained on investments, which would average £10.000m during 2004/2005, giving investment income of £0.450m.

4.2
Investment income earned todate compared to the revenue budget assumption is detailed below.


                                            INVESTMENT INCOME
	
	    Budget Assumption
	                Actual

	
	Full Year
	To 6th August         2004
	To 6th August 2004
	Variance

	
	     £m
	   £m
	   £m
	  £m

	Internally Managed
	   0.450
	0.158
	0.554
	0.396 


4.3 
During the first half of the year short term investment rates have struggled to exceed 4.50% with an average rate of 4.10% achieved, compared with an average three month LIBID rate of 4.18%. However, so far this year, the average balance on investment rate is £37.323m, hence the increased investment return. The increase in balances is mainly due to slippage in expenditure on capital schemes and the increased value of right-to-buy sales. It is expected that as the year progresses and capital spend increases the balances will fall back substantially to the budgeted level of £10.000m. 

5.          LEASING
5.1
The following operating lease has been arranged to date:-



	Leasing Company
	Asset
	Capital

Value

£m
	Period of

Rental

Years

	Chrystal Consulting. 
	Upgrade SAP    

System
	0.322
	    3 


6        TREASURY MANAGEMENT PRACTICES

6.1
The Council formally adopted the CIPFA Treasury Management in the Public Services: Code of Practice 2001 and reported to the Council with full details of the code on 20th March 2002.

6.2
As part of the code it was necessary for the Director of Corporate Services to prepare the following Treasury Management Practices (TMPs). The full list of TMPs and schedules is set out below:-

TMP 1
Treasury Risk Management

TMP 2   Best Value and Performance Measurement


TMP 3 
Decision Making 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


6.3
TMPs set out the manner 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. 

6.4     As part of ongoing development, it will be necessary to amend and update the TMPs from time to time. On 12th March 2004 the ODPM issued new guidance on investments. This required a more explicit statement of the types of investment that the Council will operate. The practical impact on daily treasury management dealings is a minor reappraisal of the existing list of approved counterparties. A full report on the Investment Strategy was approved by Council on 21st April 2004. TMP 1.5, Credit and Counterparty Policies, has been updated to reflect these changes.


      6.5   Under the Local Government Act 2003 Local Authorities can invest for periods in excess of 365 days. Sector Treasury Services have advised that attractive investment returns can be made in these periods by investing in either Supranational Bonds or Multilateral Development Bank Bonds. Both types of bond are secure Approved Instruments and are AAA rated.  In order to invest in these bonds it has been  necessary to amend the TMPs under powers delegated to the Director of Corporate Services by the approved treasury management policy as follows:-







a) TMP4 section 4.3  is amended to allow deposits in excess of 364 days  


b) TMP4 section 4.5 Supranational Bond and Multilateral Development     Bank should be included in the schedule of approved Methods and Sources of Raising Capital Finance. 

7.       GERMAN  LANDESBANKS







 Notification has been received that from 17th July 2005, there will be changes in the long term credit ratings for Landesbanks on cessation of their Federal Government guarantees. There is no cause for immediate concern but there is a need to be aware that credit ratings for these banks will probably be down graded when the support is withdrawn. It should be noted that the revised ratings could still be better than the UK banks / building societies which are currently included on the Council’s Approved Investment list. There are four AAA / P1 rated Landesbanks included in the list at the present time. This situation will be monitored by treasury officers and subsequent changes in credit ratings will be reported to Members when information is available.

8.        RECOMMENDATIONS

It is recommended that members note the recent activity and current position for 2004/2005 with regard to the Treasury Management function.
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