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REPORT OF THE LEAD MEMBER FOR CORPORATE SERVICES


TO:

Council, 21st April 2004 



TITLE :
2004/05 TREASURY MANAGEMENT - INVESTMENT STRATEGY


RECOMMENDATIONS :

That the Investment Strategy for 2004/05 outlined herein be approved.


EXECUTIVE SUMMARY :

This report supplements the Treasury Management Strategy report approved by Council in March 2004.  It provides further details on the investments element of the overall strategy, in response to ODPM guidance issued on 12 March 2004 (too late for inclusion in the original report).  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. 


BACKGROUND DOCUMENTS :

Local Government Investments: Guidance under s15(1)(a) of the LG Act 2003 (ODPM) 

Local Government and Housing Act 1989

Local Government Act 2003

Treasury Management in the Public Services, Code of Practice and Cross-Sectoral Guidance Notes (CIPFA 2001)

Prudential Code for Capital Finance in Local Authorities (CIPFA 2003)

Treasury Management Practice statements TMP1 to TMP12

Other working papers within the Finance Division.


CONTACT OFFICER:  

Chris Hesketh


Tel No: 0161 793 2668


ASSESSMENT OF RISK:  

The monitoring and control of risk underpins Treasury Management activities.  The main risk is of adverse or unforeseen fluctuations in interest rates. 


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, with assistance from Sector Treasury Services.


WARD(S) TO WHICH REPORT RELATES:  

None specifically


KEY COUNCIL POLICIES:  

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


REPORT DETAIL:








2004/05 TREASURY MANAGEMENT - INVESTMENT 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 strategy for 2004/05 was approved by Council at its last meeting on 16 March 2004.  

1.2 On 12 March 2004, ODPM issued new specific guidance on the investments element of the overall strategy.  Recognising that this would be too late to be included in strategies produced prior to the financial year (which is the normal requirement of the CIPFA code), ODPM gave explicit permission for this element of the strategy to be approved in April.   

1.3 The new requirements add to, but do not otherwise alter, the strategy approved in March.  They simply require a more explicit statement of the types of investment that the Council will use.  The main practical impact on daily treasury management dealings is a minor reappraisal of the Council’s already rigorous list of approved counterparties.

1.4 Paragraphs 2.1 to 2.4 below reprise the investment section of the March report (wherein they were numbered 6.1 to 6.4).  Section 3 following appends the further detail required by the new ODPM guidance. 

2. Investments Strategy (as reported in March)
2.1 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.   

2.2 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.

2.3 Should this be the case, then any investments held may of necessity be for short duration.

2.4 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.

2.5 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.

3.  Specified and Non-Specified Investments (new requirement)

3.1 The power to invest was previously given under the Local Government and Housing Act 1989 and its subordinate regulations, which only allowed the Council to invest in certain “Approved Investments”.  The power is now given by the Local Government Act 2003, and the new ODPM guidance supports this act.  

3.2 The guidance reflects the freedoms implicit in the Act (and explicit in the CIPFA codes of practice) for authorities to conduct their affairs in a manner of their choosing, free of the burden of prescriptive regulations - so long as they act in a prudent manner.

3.3 There are three important considerations in the investment of funds: security of the principal sum, liquidity, and yield.  The guidance emphasises that priority should be given to security and liquidity.  To reflect this, the Council can determine a level of creditworthiness at which an investment can be considered to be a ‘specified investment’.  As they will carry minimal security and liquidity risks, specified investments can be undertaken freely, so long as they are made in Sterling and their duration is less than 365 days.  

3.4 Any other investments will be ‘non-specified investments’.  While the Council is not precluded from making non-specified investments, it must set parameters for its operations, as there may be exposure to a greater degree of risk. 

3.5 As the Council may set its own creditworthiness limit for a specified investment, it would be possible to set a very low limit in order to be able to undertake any transaction with a minimum of controls.  However, it is felt that a very prudent approach is desirable to demonstrate impeccable financial probity and to best reflect the spirit of the new rules.  To this end, it is recommended that specified investments be those which carry the highest creditworthiness ratings.

3.6 Creditworthiness is commonly assessed by ratings issued by certain leading independent financial bodies.  The commonest (and those used by Council treasury officers and Sector, the Council’s treasury consultants) are Moody’s, and Fitch and Poor’s.  Each issues ratings for both long- and short-term credit risk.

3.7 This strategy proposes that specified investments be those which carry at least the ratings set out below.  The main measure will be Moody’s; Fitch and Poor’s ratings will be used when a Moody’s rating does not exist.  Appendix A contains a short explanation of Moody’s rating system.   

3.8 Proposed minimum ratings for Specified Investments

	
	Moody’s
	Moody’s
	Fitch & Poor’s
	Fitch & Poor’s

	Sector
	Long -Term
	Short -Term
	Long -Term
	Short -Term

	
	
	
	
	

	UK clearing banks
	Aa
	P-1
	AA
	F1

	UK Building Societies
	Aa
	P-1
	AA
	F1

	European Banks
	Aaa
	P-1
	AAA
	F1

	Money-Market Funds
	Aaa
	P-1
	AAA
	F1

	Local Authorities
	na
	na
	na
	na

	Debt Management Office
	na
	na
	na
	na


In accordance with the guidance, all local authorities and the DMO will count as specified investments, even though they do not carry a formal rating.  Appendix B sets out a counterparty list of those institutions which currently fall under this definition of specified investments. 

3.9 Any investments not in sterling, or of duration greater than 364 days, or not satisfying the creditworthiness minima set out in 3.8 above, will be non-specified investments.  The Council is required to set out the types of non-specified investments which it may wish to use during 2004/05, to lay down guidelines on making such investments, and to set limits on the amount of such investments.  

3.10 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 3.8 above, but may be the best available option for late deals.

3.11 The main types of institutions that the Council may wish to deal with for the reasons outlined in 3.10 above are UK clearing banks (including the Co-op) and building societies that do not meet the creditworthiness minima for specified investments. 

3.12 It is proposed that treasury officers be free to make non-specified investments according to the following guidelines: 

a) The investment will be in £ sterling.

b) The duration will be less than 365 days.

c) Up to £10m in aggregate at any time may be invested for periods of up to seven days with the Council’s bank, the Co-operative Bank plc.

d) In addition, up to £30m in aggregate at any time may be invested in UK banks and building societies with a minimum credit rating of A/P-1 (or A/F1).  No more than £5m at any time may be invested in any one such institution.  Any such investment should secure an additional interest yield when compared with the best available specified investment.

Appendix C sets out a counterparty list of institutions which would currently fall within the parameters set out in c) and d) above.  

3.13 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 Director of Corporate Services in consultation with the Lead Member, and reported to Council at its next available meeting.

3.14 Treasury officers will monitor credit ratings at least monthly, and will immediately amend both lists of counterparties to reflect current ratings.  Members should also note that treasury officers have a good appreciation of market conditions from working closely with independent brokers and with Sector.  They will exercise discretion in dealing with any entity where there are indications that there may be imminent changes to its creditworthiness. 

4. Conclusions and Recommendations

4.1 The Investments Strategy will provide a framework by which treasury officers can effectively manage the risks and rewards associated with the investment of the Council’s funds throughout 2004/05.

4.2 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.

4.3 It is recommended that:

· the general strategy outlined herein is approved;

· the creditworthiness limits proposed for specified investments are approved;

· the procedures and limits governing non-specified investments are approved.

ALAN WESTWOOD CPFA

DIRECTOR OF CORPORATE SERVICES

Appendix A

A Brief Explanation of Moody’s Credit Ratings

Long-term ratings:

Aaa
‘Gilt-edged’ bonds of the best quality.  Principal is secure.

Aa
High quality.  May not have as large margins of protection as the best bonds.

A
Many favourable attributes.  Adequate security, but elements may be present which suggest a susceptibility to impairment some time in the future.

Baa 
These bonds, and the next two classes, are of medium standing, and contain speculative elements


Ba
As above, but more undesirable characteristics

B
As above, but even more undesirable characteristics

Caa
These bonds, and the next two classes, are speculative.  There is a significant danger to the security of the principal sum.

Ca
As above, but more undesirable characteristics

C
As above, but even more undesirable characteristics

Short-term ratings:

Prime-1 (P-1)
‘Superior ability for repayment of senior short-term debt obligations’.  Often evidenced by leading market position, conservative capital structure, assured sources of alternative liquidity etc.

Prime-2 (P-2)
‘Strong ability for repayment of senior short-term debt obligations’.  Evidenced by similar characteristics to P-1 but to a lesser extent.

Prime-3 (P-3)
‘Acceptable ability for repayment of senior short-term debt obligations’.  Some of the characteristics of P-1 and P-2 may be present.  The effect of industry characteristics and market compositions may be more pronounced.

Not Prime
Basically, anyone else.

Appendix B

SPECIFIED INVESTMENTS:
Full individual list of counterparties at March 2004

Any investment in £ sterling, for a period less than 365 days, in any of these entities, is a specified investment. 

	Sector
	Borrower

	A.
UK clearing banks


(Aa/P-1)
	Abbey National plc

Bank of Scotland

Barclays Bank plc

Cheltenham and Gloucester plc

Halifax plc

HBOS Treasury Services plc

HSBC Bank plc

Lloyds TSB Bank plc

National Westminster Bank plc

Royal Bank of Scotland plc



	B.
Local authorities
	Any local authority or parish council (but 'capped' or 'sensitive' authorities must be cleared beforehand by Director/Head of Finance).



	C.
UK building societies 


(Aa/P-1)
	Nationwide BS



	D.
European banks


(Aaa/P-1)
	(D)

Bayersiche Landesbank Girozentrale

(D)

Landesbank Baden - Wurttemburg

(D)

Landesbank Hessen Thuringen Girozentrale

(D)

Landwirtschaftliche Rentenbanl

(NL)
Bank Nederlandse Gemeenter

(NL)
Rabobank International



	E.
Money market funds


(Aaa/P-1)
	AIM Global

Barclays Global



	F.
UK Government
	Debt Management Office 


Treasury officers are free to make specified investments in accordance with the Investments Strategy without any further approval.  However, in order to maintain a cautious and prudent approach, it is intended that wherever possible (ie without significant detriment to yield) no more than £5 million be invested in any one institution.

Appendix C

NON-SPECIFIED INVESTMENTS:
Full individual list of counterparties at March 2004

Any investment that: is not in £ sterling; or is for a duration greater than 364 days; or does not meet the creditworthiness criteria for a 'specified investment', is a 'non-specified investment'.  

The following counterparty list is of those entities which it is felt that treasury officers are most likely to deal with in 2004/05.

	Sector
	Borrower

	A.
UK clearing banks


(A/P-1)
	Co-operative bank plc

Alliance and Leicester plc

Bradford and Bingley

Bristol and West plc

Northern Rock plc



	C.
UK building societies


(A/P-1)
	Britannia BS

Chelsea BS

Cheshire BS

Coventry BS

Derbyshire BS

Dunfermline BS

Leeds and Holbeck BS

Norwich and Peterborough BS

Portman BS

Principality BS

Skipton BS




Treasury officers are free to make non-specified investments in accordance with the following parameters:

a) The investment will be in £ sterling.

b) The duration will be less than 365 days.  Furthermore, in order to maintain a cautious and prudent approach, it is intended that wherever possible the duration will not be greater than three months, or other period (of less than 365 days) judged by treasury officers to be appropriate, having regard to security, yield, and available choice of investment.

c) Up to £10m in aggregate at any time may be invested for periods of up to seven days with the Council’s bank, the Co-operative Bank plc.

d) In addition, up to £30m in aggregate at any time may be invested in UK banks and building societies with a minimum credit rating of A/P-1 (or A/F1).  No more than £5m at any time may be invested in any one such institution.  Any such investment should secure an additional interest yield when compared with the best available specified investment.  

In the event that Treasury officers consider an investment outside of these parameters, then advice is to be taken from Sector, the Council’s treasury management consultants.  The final decision will rest with the Director of Corporate Services in consultation with the Lead Member, and be reported to Council at its next available meeting.
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