	PART 1

(OPEN TO THE PUBLIC)
	ITEM NO.


	REPORT OF THE LEAD MEMBER FOR CUSTOMER AND SUPPORT SERVICES



	TO:    COUNCIL, 21st September 2005



	TITLE:   TREASURY MANAGEMENT ANNUAL REPORT 2004/2005 AND 

               STRATEGY UPDATE 2005/2006



	RECOMMENDATION:


Members are requested to approve the annual report for 2004/2005 and the updated strategy for 2005/2006.



	EXECUTIVE SUMMARY:

Part 1 of this report provides details of treasury management activity in 2004/2005 whilst Part 2 provides a progress report on the treasury management strategy for 2005/2006.



	BACKGROUND DOCUMENTS:

Various working papers in the Finance Division including;-

· T.M. strategy 2004/2005 reported to Council on 17th March 2004

· T.M. strategy 2005/2006 reported to Council on 18th May 2005

· T.M.P’s 1 to 12 and supporting schedules

· T.M. Code of Practice (CIPFA)



	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 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 2005/2006 was approved by Council on 18th May 2005, 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 2004/2005

PART 2
Treasury Management Strategy Update 2005/2006.

Part 1

1 ANNUAL REPORT ON TREASURY MANAGEMENT 2004/2005

1.1 The Treasury Management Strategy for 2004/2005 was approved by Council on 17th March 2004. The strategy was reviewed and a report was presented to the Quality and Performance Scrutiny Committee on 20th October 2004. 

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 following the end of the year.

1.3 This annual report provides a review of 2004/2005 and highlights the following major issues arising during the year:-:

· the Council’s treasury position as at 31st March 2005

· the outturn for 2004-05

· compliance with treasury limits

· investment strategy and outturn for 2004-05

· debt rescheduling


1.4   Members should be aware that the Council has fully complied with the CIPFA Code recommendations


2 Current Portfolio Position

2.1 The Council’s debt position at the beginning and end of year was as follows:

	
	31 March 2004
	
	31 March 2005
	

	Loan Type
	Principal
	Average
	
	Principal
	Average
	

	
	
	Rate
	
	
	Rate
	

	
	£m
	%
	
	£m
	%
	

	
	
	
	
	
	
	

	PWLB
	120.0 
	8.57 
	
	156.8 
	7.62 
	

	Temporary
	00.0 
	0.00 
	
	00.0 
	0.00 
	

	Market Loans
	236.2 
	4.12 
	
	236.2 
	4.28 
	

	Stock
	95.6 
	8.05 
	
	95.6 
	8.05 
	

	
	
	
	
	
	
	

	Gross Total
	451.8 
	6.14 
	
	488.6 
	6.09 
	

	
	
	
	
	
	
	

	Temporary Deposits
	(18.0)
	3.85 
	
	(60.8)
	4.94 
	

	
	
	
	
	
	
	

	Net Total
	433.8 
	6.23 
	
	427.8 
	6.25 
	


3 Interest Rate Movements in 2004-05

3.1 Shorter-term interest rates – The base rate rose in 0.25% steps from February 2004 to reach 4.75% in August where it remained for the rest of the financial year. 
3.2 Longer-term interest rates – PWLB 25-30 year rates started the year at 4.90% and then hovered around 5.0 to 5.15% in May and June before falling back, and falling sharply in November /December to reach 4.5% by the end of 2004. During February and March 2005 the rate rose again to peak at 4.85% as high oil prices renewed inflation concerns.
4 Treasury Borrowing in 2004-05

4.1 At the time of preparation of the 2004/2005 Revenue Budget it was estimated that the capital financing requirement (CFR) for the year would be £18.331m. The CFR has been reviewed and the actual CFR at year end was £20.797m, brought about by additional supported borrowing during the year. Furthermore the estimated CFR for 2005/2006 is £27.603m thus making the estimated combined CFR for both financial years £45.850m.

4.2 During the course of the year PWLB interest rates have been near to or at the lowest point and therefore eight PWLB maturity loans were taken totalling £45.800m thus funding the CFR for 2004/2005 and 2005/2006. Borrowing costs of 5.0% had been built into the capital financing budget and whilst securing the revenue budget it is also anticipated that the loans will provide future rescheduling opportunities. The loans taken are as follows:-

	 Date
	Principal
	Interest Rate
	Maturity date

	
	
	
	

	12/08/04
	£5.0m
	4.80%
	30/09/29

	12/08/04
	£7.5m
	4.80%
	30/06/34

	29/09/04
	£6.3m
	4.75%
	30/04/34

	06/10/04
	£5.0m
	4.70%
	06/10/05

	24/12/04
	£5.0m
	4.50%
	15/10/31

	24/12/04
	£5.0m
	4.50%
	31/10/34

	15/02/05
	£6.0m
	4.50%
	31/10/34

	15/02/05
	£6.0m
	4.50%
	31/12/31

	
	
	
	

	Total 
	£45.8m
	
	


4.3 On 10th August 2004 three PWLB loans totalling £8.700m were repaid prematurely providing a net annual interest saving of £0.082m and securing a total discount of £0.207m, shared £0.096m to general fund and £0.112m to HRA. The loans have not been replaced and therefore the whole of the general fund element of discount can be scored in one year. As part of the treasury management strategy the transaction has been financed by effectively running down temporary investments. As investment rates have been lower than borrowing costs during the year this strategy has the beneficial effect of funding new borrowing at the lower investment rate. 

5 Compliance with Treasury Limits

5.1 During the financial year the Council operated within the treasury limits and prudential indicators set out in the Council’s Treasury Policy Statement and Treasury Strategy Statement

6. Maturity Profile

6.1 The parameters approved  by members in November 1992 set an absolute limit of no more than 15% of the Council’s loan debt to fall due in any one year. The current intention is to work within a limit of 7.5%.

6.2 The maturity profile as at 31st March 2005 (appendix 2), indicates that the working limit will be exceeded in 2053/2054 when two of the market lobo loans taken in February 2004 will mature.

6.3 It should be noted that the appropriate action will be taken in accordance with treasury management practices to reduce the excess to within working limits as the opportunities arise to reschedule the loans.

7. Investment Strategy for 2004-05

7.1  The Council’s temporary cash balances are 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.

7.2  The 2004/2005 revenue budget estimate assumed an average interest rate of 4.50% would be obtained on investments averaging £10.0m giving investment income of £0.450m. Primarily as a result of the additional borrowing undertaken (para 4) and the subsequent increase in investment activity it was necessary to update the temporary investment return when the capital financing approximate was carried out. The revised figure was £2.367m. At outturn the actual return was £2.436m at the average rate of 4.723% and at the average level of investments of £51.577m. The rate of return compares favourably with the bench mark London Inter-Bank (Libid) rates:-
	
	Average Investment
	Net Return 
	7 Day Libid Return *
	3 Month Libid Return *

	Temporary Investments
	£51.577m
	4.723%
	4.50%
	4.71%


* 
 sourced from the Sector Investment Advice.  

7.3   The level of investments held at 31st March 2005 was £60.3m.

8. Leasing

8.1   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.

8.2  Leases entered into during the year amounted to £0.471m in capital value and £0.149m in annual rentals. Details of the leases are as follows:-

	Leasing Co
	Asset
	Capital Value
	Period of Rental Years

	Bank of Scotland
	Vehicles
	£0.035m
	7

	Key Finance
	Web Management System
	£0.114m
	5

	Chrystal
	SAP
	£0.322m


	3

	TOTAL
	
	£0.471m
	


8.3  Total lease rental payments during 2004/2005 amounted to £1.959m.

8.4   As at 31st March 2005 the Council had a commitment to meet the following leasing charges, which have been built into appropriate services/DSO budget plans:-



	Period
	£m

	2005-2006
	0.941

	2006-2007
	0.523

	    2007-2008 to

2009-2010
	0.317

	
	


9.
Capital Financing
9.1
The outturn position for the Capital Financing costs compared to the estimate and approximate is summarised below:- 

Capital Financing Net Borrowing Costs 2004-2005



	
	Estimate

£m
	Approximate

£m
	Outturn

£m
	Variance

On Est

£m
	Variance

On App

£m

	HRA
	14.461
	14.395
	14.411
	(0.050)
	0.16

	G Fund
	21.084
	19.020
	17.320
	(3.764)
	(1.700)

	Total
	35.545
	33.415
	31.731
	(3.814)
	(1.684)


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

10.   Conclusion

10.1 The treasury management performance during the year has produced substantial revenue savings to the General Fund. The strategy of borrowing in advance of requirement at low interest rate levels has assisted in achieving a reduction in the consolidated rate of interest from 7.50% in 2003/2004 to 6.14% in 2004/2005.

Part 2

Treasury Management Policy and Strategy Update 2005/2006

1  Introduction

1.1 The Treasury Management Policy and Strategy for 2005/2006 was considered at the meeting of Cabinet held on 26th April 2005 and approved at the meeting of City Council on the 18th May 2005. 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 2005/2006 to 2007/2008

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 2005/2006 Revenue Budget and Capital Programme report and approved by Council on 3rd March 2005.

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)


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

3 Treasury Management Activity

3.1 In 2005/2006 the estimated capital financing requirement (CFR) is £27.603m. Members will recall that the CFR was drawn down in advance of requirement in 2004/2005 taking advantage of favourable PWLB interest rates.

3.2 On 3RD June 2005 PWLB rates in the five year period dipped to 4.30% providing the opportunity to borrow in advance the CFR for 2006/2007. Based on latest estimates the ‘core’ borrowing requirement for 2006/2007 is £20m and the cost of funding built into the revenue budget is 5%. Following advice from Sector that rates were near to or at the lowest point, a PWLB maturity loan for £20m was taken over 5 years at the rate of 4.30% thus securing the 2006/2007 revenue budget. 

3.3 It should be noted that borrowing in advance provided additional investment opportunities and investments were placed in periods ranging between 6 months and 1 year securing investment returns ranging between 4.66% and 4.77%.

3.4 As can be seen from appendix 7 long term PWLB interest rates (over 30 years) have gradually decreased throughout the year. Starting at 4.70%, increasing marginally to a peak of 4.75% in early April, reducing to a low of 4.35% in early June and early July, and coming back to 4.45% at the end of July. Base rates which have been on hold at 4.75% since August 2004 were cut by the Monetary Policy Committee by 0.25% on 1st August 2005. Sector’s latest forecast predicts that the base rate will remain at 4.50% until June 2006 when it will reduce to 4.25%, followed by a further cut to 4% by December 2006.

4. Investments 

4.1 The revenue budget assumed that an average interest rate of 4.5% would be earned on investments which would average £35.6m, giving investment income of £1.606m.


4.2 Investment income earned as at 29th June 2005 compared to the revenue budget assumption is set out in the following table:-

	
	Budget Assumption
	
	Actual
	

	
	Full Year
	To 29th July 2005
	To 29th July 2005
	Variance

	
	£m
	£m
	£m
	£m

	Internally Managed
	1.606m
	0.497m
	1.186
	0.689m


4.3 During the first quarter of the year short term investment rates have hovered around 4.75%. However in the second quarter short term rates have struggled to maintain this rate and towards the end of July rates reduced to around 4.60% / 4.55%, the money markets having factored in a possible base rate cut. 

4.4 So far this year the average balance on investments is £76.541m, which has been inflated by investing the advanced borrowing of £20m taken for 2006/2007, hence the increased investment return. The increase in balances is mainly due to slippage in expenditure on capital schemes and also long term borrowing in advance of requirement.


4.5 The average rate of return on investments achieved todate is 4.65%,marginally worse than the benchmark 7 day libid rate of 4.69% and the 3 month libid rate of 4.73%.

4.6 Members are advised that on 21st April 2005 a long term investment of £5m was placed with the Royal Bank of Scotland. This type of investment is known as an ‘De-escalator’ and the details are as follows:-  

                                               Coupon rate              Year 1                      5.65%

                                               Coupon rate              Year 2                      5.40%

                                               Coupon rate              Year 3                      5.20%

                                               Coupon rate              Year 4                      5.15%

                                               Coupon rate              Year 5                      5.15%

        The borrower has the option to repay the loan on the annual rollover date having given two business days notice. By way of comparison the 364 day investment rate on 21st April was 5.12% and the cost of  PWLB borrowing for 25 years was 4.85%.

5. Restructure of Debt

5.1 As part of the treasury management strategy the opportunity has been taken to restructure two existing market (LOBO) loans which have entered into the ‘step up’ period of the loan. The details are as follows:- 

a) Depfa Bank - £25m
        This loan was taken on 13th December 2001 and was to mature on 13th December 2041. Under the terms of the loan the first three years were fixed at 3.70% and thereafter at 4.50% subject to the half yearly lender borrower option. Consequently at the time of the restructure on 13th June 2005 the coupon rate was running at 4.50%. The replacement loan, once again provided by Depfa Bank, totalling £25m is to mature on 13th June 2060. The terms of the new loan are the first two years fixed at 4.20% and thereafter at 4.50% for the remainder of the loan subject to the half yearly lender borrower option. Whilst securing the revenue budget for two years the restructure provides total interest savings of £0.150m in the first two years, shared between HRA  and the General Fund and also the ‘step up’ to 4.50% on a half yearly call basis matches the ‘step up’ rate on the original loan. 

b) Barclays Bank - £6.2m

This loan was taken on 29th July 2002 and was to mature on 29th July 2042. Under the terms of this loan the first two years were fixed at 2.40% and the remaining period at 4.99% subject to the half yearly lender borrower option. Once again at the time of restructure on 29th July 2005, the loan had moved into the ‘step up’ period and was running at 4.99%. The replacement loan, provided by Barclays, is to mature on 29th July 2065. The terms of the new loan are the first three years fixed at 4.25% and the remaining period at 4.99% subject to a lender borrower option with a five year option. This restructure provides total interest savings of £0.137m over the first three years shared between HRA and the General Fund whilst the ‘step up’ of 4.99% matches the ‘step up’ on the original loan.

5.2   Members should note that future opportunities to restructure loans will be considered when they arise in the future.

6.      Leasing

6.1    There has been no operating leases arranged to date.

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. For information appendix 8 provides an up to-date schedule of unsupported borrowing. It is probable that operating leasing would still be beneficial with regard to the acquisition of motor vehicles as this type of asset would retain a true residual value. However so far this financial year no vehicles have been acquired and hence no operating leasing has been arranged.

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 is currently under process and changes to TMP’s will be subject to a separate report  to be presented at a later date.

8. Accounting Treatment for Lobo Loans

8.1 There are 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. This has become a national issue with discussions taking place with CIPFA over the appropriate accounting treatment and these discussions are still continuing. Officers are convinced that the treatment adopted in 2003/2004 and 2004/2005 accounts is correct and is consistent with that adopted by other GMAMT and Core Cities authorities and accords with the best advice from the Council’s advisers. Accounts Committee have considered and accepted this position in signing off the pre-audit Statement of Accounts for 2004/2005. Auditors are currently withholding judgement pending clarification by CIPFA but are expecting any potential risks to be considered by senior officers and members. To assist in this, brief summaries have been provided in appendices 9 and 10, which outline the issues.

9  Conclusion

9.1   The strategy of borrowing in advance of requirement at the rate of 4.30% compared to a budgeted rate of 5% will provide long term certainty for the capital financing revenue budget and members should be aware that treasury officers will continue to look for opportunities to reschedule debt provided it is considered prudent to do so.

ALAN WESTWOOD

STRATEGIC DIRECTOR CUSTOMER AND SUPPORT SERVICES
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.
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