
PART 1 (OPEN TO THE PUBLIC)
ITEM NO.


REPORT OF THE LEAD MEMBER FOR CORPORATE SERVICES


TO:
Cabinet Briefing, 16th March 2004


Council, 17th March 2004 



TITLE :
2004/05 TREASURY MANAGEMENT STRATEGY
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That the Treasury Management Strategy for 2004/05 outlined herein be approved.


EXECUTIVE SUMMARY :

This Treasury Management Strategy report details the expected activities of the Treasury function in the forthcoming financial year (2004/05).  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. 
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2004/05 TREASURY MANAGEMENT STRATEGY 

1.  Introduction

1.1 The Council considers an annual Treasury Management Strategy under the requirement of the CIPFA Code of Practice on Treasury Management, which was adopted by Salford City Council on 20 March 2002.  The 2003 CIPFA Prudential Code for Capital Finance in Local Authorities has now 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 The strategy for 2004/05 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;

 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.

1.3 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 8th March 2003 comprised:



Principal
Average interest rate



£m
%

Fixed rate debt
PWLB
120.2
8.6


stock
95.6
8.0


LOBOs
189.0
3.9



404.8
6.2






Variable rate debt
Market 
36.2
3.3


LOBOs
11.0
10.5



47.2
5.0






Other long-term liabilities

15.3
7.6






Total debt

467.3
6.2











Investments
Managed fund (Investec)
10.0
3.3


Other investments
27.7
4.0






Total investments

37.7
3.8






3.2 These figures represent the Council’s portfolio following significant rescheduling activity carried out in February 2004, discussed in section 7 below.

4.
Prospects for Interest Rates

4.1 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.

4.2  Sector View interest rate forecast – December 2003

(%)
Q4 2003
Q1 2004
Q2 2004
Q3 2004
Q4 2004
Q1 2005
Q2 2005
Q3 2005
Q4 2005
Q1 2006

Base Rate
3.75%
4.00%
4.00%
4.25%
4.25%
4.50%
4.50%
4.50%
4.50%
4.50%

5yr Gilt Yield
4.75%
4.75%
4.75%
4.75%
4.75%
4.75%
4.75%
4.75%
4.75%
4.75%

10yr PWLB
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%

25yr PWLB
5.00%
4.75%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%

4.2 There is an upside risk that base rate might rise more quickly in 2004 if world economic recovery is stronger and faster than forecast.  In addition, there is a risk that PWLB rates between 10 and 25 years could fall by up to 0.50% below the above forecasts for limited periods if there were exceptional selling pressure on equities. 

       Shorter-term rates

4.3 Base rate was cut by 0.25% in July 2003, to a new 48-year low of 3.5% due to hesitant recovery after the Iraq war and a climbing pound.  With hindsight, this now appears to have been an over-cautious move by the Monetary Policy Committee (MPC), as this cut was reversed in November.  However, the Chancellor has committed himself to announce a switch of inflation target for the MPC in the Pre-Budget Report in December 2003, from plus or minus 1% around 2.5% on RPIX, to probably 2% on HICP (harmonised index of consumer prices).  HICP has been running at 1.1% to 1.6% throughout 2003 and is forecast to average 1.4% in 2003 and 1.7% in 2004, i.e. below the likely target.  In addition, wage inflation and producer price inflation are running at benign levels and oil prices are likely to come down from current high levels.  There is therefore likely to be little inflationary pressure to raise base rate.  In addition, the upside potential for base rate is limited by the heightened sensitivity of consumers to interest rate rises due to the huge increase in personal borrowing in recent years. 

4.4 In view of the likely fragility of consumer demand in 2004 in the UK, and due to the likelihood of growth in the US falling back in 2004 to only a modest rate and weak growth expected in the Eurozone in 2004, it is expected that base rate will only rise to 4.25% by the end of 2004 after being at 4.0% for most of the year.   

       Longer-term interest rates

4.5 PWLB rates were at low levels during the first half of 2003 due to investor fears over the Iraq war which depressed share values and gilt yields.  Equity values have increased by about 25-30% from the low point to which they plummeted before the Iraq war, on expectations that the surge in economic recovery in the second half of 2003 will last well into 2004 and beyond and so boost corporate earnings.  Gilt prices have consequently fallen, causing increases in gilt yields and long-term PWLB rates which incurred a sharp unexpected increase in October 2003 on a surge in optimism on US economic recovery; this pushed the PWLB 25 year lower quota rate up to 5.0% - 5.15% and it is forecast that this rate will stabilise around 5.0% for most of 2004/05.  A rise in long-term PWLB rates to more normal levels, with the 20-25 year lower quota rate returning consistently to the band of 5.00% to 5.40%, looks unlikely in 2004/05.

5.
Capital Borrowings and the Borrowing Portfolio Strategy
5.1  Based upon the prospects for interest rates outlined in section 4 above, there are a number of strategy options available. The anticipation is that short-term variable PWLB rates will continue to be cheaper than long-term PWLB fixed rate borrowing during 2004/05.  Short term variable rates are expected to rise in line with increases in base rate.  Long term rates are not currently expected to move far, but if there were a major fall in share prices (which is not expected given the general expectations for world economic recovery), then long rates would be susceptible to a corresponding fall.  These expectations give the possibility of adopting two contrasting views.

5.2 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.

5.3 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 2004/05) 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.

5.4 Currently the former approach (5.2) appears the most attractive, and has been reflected in the recent debt rescheduling exercise, but this would change were PWLB fixed rates to fall significantly.  Therefore, caution will be adopted with the 2004/05 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 

5.5 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.

5.6 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.

5.7 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.

6.  Temporary Investments Strategy

6.1 The money market yield curve is currently anticipating a rising base rate for the next year.  The view of treasury officers and Sector advisors is that the market’s expectation for base rates is too high, and therefore investments will be kept long, as much as possible, with a view to locking in higher rates of return than may be available at a later stage when market expectations are corrected.   

6.2 Treasury officers will monitor the advantages and disadvantages of continuing to hold both loans and substantial investments.  Investment returns may be less than the cost of new borrowing during most of the year; it may therefore be beneficial to finance new capital expenditure by running down cash balances.

6.3 Since 1996/97 the Council has made use of external fund managers (Investec).   In February, the majority of the investment was withdrawn to support debt rescheduling activity.  Investec now manages £10m of surplus funds, which compares with a peak of £24m up until January 2004.

6.4 Any investments will be made in accordance with government regulations and the Council’s Treasury Management Practices, in particular only with entities in the approved counterparty list.

7.  Debt Rescheduling

7.1 In February 2004, the Council undertook significant debt rescheduling.  £78.2m of PWLB loans were repaid (at a premium of £22.4m) and replaced by the equivalent value of LOBO loans, primarily to secure a £1.1m interest revenue saving.  £84.4m of Council stock was repurchased (at a premium of £16.2m) and again replaced with the equivalent value of LOBO loans, securing a further interest saving of £0.4m.  The premiums were financed by a recall of Council investments, and the savings quoted are net of loss of investment interest, commission and fees. 

7.2 These transactions took place in accordance with the 2003/04 Treasury Management Strategy.  Finance officers, in conjunction with Sector Treasury Services advisors, assessed the risks associated with this activity as low.  Complete details were reported to Budget Scrutiny Committee on 3rd March 2004.

7.3 With variable rate borrowing and fixed borrowing for short periods (e.g. one year) at rates below 4.5%, future opportunities may exist for restructuring long term debt into short term debt to produce savings.  Fixed rates are not expected to rise back up to about 5.25% to 5.5% during 2004/05.  Consequently long term debt rates at or above 4.90% would warrant reviewing the potential for undertaking debt restructuring.  Any position taken on rescheduling will be in accordance with the strategy position outlined in section 5 above. The reasons for any rescheduling to take place will include:

 the generation of cash savings at minimum risk;

 in order to help fulfil the strategy outlined in section 5 above; 

 in order to enhance the balance of the long term portfolio (amend the maturity profile and/or the balance of volatility).

7.4  All rescheduling will be reported to the Council at the meeting following its action.

8.  Treasury Limits for 2004/05 to 2006/07

8.1 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. 

8.2 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, but also extending the period covered from one to three years.  These indicators were included in the 2004/05 Revenue Budget and Capital Programme and approved by Council on 18 February 2004.  This report reprises those indicators specifically relating to borrowing and investment activities.
8.3 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: image1.wmf]2004/05

2005/06

2006/07

£m

£m

£m

Borrowing

750

780

810

Other long term liabilities

10

25

50

Total

760

805

860


8.4  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.


[image: image2.wmf]2004/05

2005/06

2006/07

£m

£m

£m

Borrowing

570
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Other long term liabilities
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25
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Total

580

625

680


8.5  Prudential Indicators for Treasury Management

(Overleaf)
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Limits on Interest Rate Exposure

Upper Limit on Fixed Interest Rate Exposure

100
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100

Upper Limit on Variable Interest Rate Exposure

50

50
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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

2004/05

2005/06

2006/07

£m

£m

£m

Limits on Long-Term Investments

Upper limit for investments of more than 364 days

15

15

15


9. Conclusion

9.1 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 2004/05.

9.2 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.

ALAN WESTWOOD CPFA

DIRECTOR OF CORPORATE SERVICES
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				2004/05		2005/06		2006/07

				£m		£m		£m

		Borrowing		570		600		630

		Other long term liabilities		10		25		50

		Total		580		625		680
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				2004/05		2005/06		2006/07

				£m		£m		£m

		Borrowing		750		780		810

		Other long term liabilities		10		25		50

		Total		760		805		860
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				2004/05		2005/06		2006/07

				%		%		%

		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

				2004/05		2005/06		2006/07

				£m		£m		£m

		Limits on Long-Term Investments

		Upper limit for investments of more than 364 days		15		15		15






