
PART 1 (OPEN TO THE PUBLIC)
ITEM NO.


REPORT OF THE LEAD MEMBER FOR CORPORATE SERVICES


TO:
Cabinet Briefing,  12th March 2002


Cabinet, 
       19th March, 2002


Council, 
       20th March, 2002 



TITLE :
2002/03 TREASURY MANAGEMENT POLICY AND STRATEGY


RECOMMENDATIONS :

ADOPTION OF CIPFA’S TREASURY MANAGEMENT IN THE PUBLIC SERVICES: CODE OF PRACTICE  2001

1 The City of Salford adopts the key recommendations of CIPFA’s Treasury Management in the Public Services: Code of Practice (the Code) 2001 as described in section 4 of that Code. 

2 Accordingly, the City of Salford will create and maintain, as the cornerstones for effective treasury management:

– 
a Treasury Management Policy Statement, stating  the policies and objectives of its treasury management activities 

– 
suitable Treasury Management Practices (TMP1 to TMP12), setting out the manner in which the organisation will seek to achieve those policies and objectives, and prescribing how it will manage and control those activities. 

3
The City Council will receive reports on its treasury management policies, practices and activities including, as a minimum, an annual strategy and plan in advance of the year, and an annual report after its close, in the form prescribed in its Treasury Management Practices.

4 The City Council delegates responsibility for the implementation and monitoring of its treasury management policies and practices to the Lead Member for Corporate Services, and for the execution and administration of treasury management decisions to the Director of Corporate Services who will act in accordance with the Treasury Management Policy Statement and Treasury Management Practices, and with CIPFA’s Standard of Professional Practice on Treasury Management.

TREASURY MANAGEMENT POLICIES 2002/03

5 That the Treasury Management policies for 2002/03 be approved.

BORROWING AND INVESTMENT STRATEGY 2002/03

6 That the Treasury Management Strategy for 2002/03 be noted.

DETERMINATION OF BORROWING LIMITS FOR 2002/03

7 That the following borrowing limits for 2002/03 be approved :





· A maximum borrowing limit of £543.523m

· A short term borrowing limit of £108.705m

· That no more than 50% of the outstanding debt is held as variable rate loans


EXECUTIVE SUMMARY :

This report is in 4 parts:-

PART 1:  ADOPTION OF CIPFA’S TREASURY MANAGEMENT IN THE PUBLIC SERVICES: CODE OF PRACTICE  2001
CIPFA has issued a new code of practice on Treasury Management in the Public Services and has recommended a start date of 1 April 2002 for its implementation.  This code replaces that previously issued in 1996.

The new code requires that public sector organisations do the following: -

1. Adopt the Code by passing four clauses (as above).

2. Prepare a brief Treasury Management Policy Statement.

3. Prepare up to 12 Treasury Management Practices covering the various areas of treasury management activities.

4. Attach schedules to each Treasury Management Practice as appropriate to describe how treasury management activities are actually carried out.  This replaces the treasury management systems document under the previous code.

Only item 1. above is required to be submitted to the City Council.  This reflects changes in corporate management structures since 1996.

PART 2: TREASURY MANAGEMENT POLICIES 2002/03

This part is in the format of a Treasury Management Policy Statement under the 1996 Code of Practice.  It temporarily fulfills the role of the Treasury Management Practices, currently being drafted, in accordance with the 2001 Code of Practice.  It sets out the framework upon which Treasury Management policies are based.  Such a framework is required to provide sound and effective Treasury Management decisions, while maintaining the ability to report on and to review the performance of the various functions carried out.

PART 3: BORROWING AND INVESTMENT STRATEGY 2002/03

This deals with the raising of capital finance, investment of surplus monies and the management of cash flow for 2002/2003.  Along with part 4, it meets the requirement of the 2001 Code of Practice to produce an annual strategy in advance of the financial year.

PART 4: DETERMINATION OF BORROWING LIMITS FOR 2002/03

Section 45 of the Local Government and Housing Act 1989 requires the City Council to determine the following fundamental borrowing limits for the ensuing year.

· a maximum borrowing limit for 2002/2003

· a short term borrowing limit for 2002/2003 

· the proportion of the outstanding debt to be held as variable rate loans


BACKGROUND DOCUMENTS :

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

Various working papers within the Finance Division.


CONTACT OFFICER : Chris Hesketh


Tel No: 0161 793 2687


WARD(S) TO WHICH REPORT RELATE(S):  None specifically


KEY COUNCIL POLICIES :
Budget Strategy

PART 1

ADOPTION OF CIPFA’S TREASURY MANAGEMENT IN THE PUBLIC SERVICES: CODE OF PRACTICE  2001

1. INTRODUCTION

1. The CIPFA Code of Practice on Treasury Management in Local Authorities was last updated in 1996 and has been substantially revised in 2001 in order to reflect developments since then.  The Institute believes that this major revision is timely for a number of reasons. These include: -

· the increasing size and complexity of the public services’ treasury management activities and the demands placed on them, particularly with regard to effective risk management, by performance measurement and the pursuit of best value

· the growth of cross-sectoral partnerships

· the volatility and sophistication of the financial and money markets

1.2 In addition, various versions of the Code have been issued over time for different sectors in the public service field and it was felt that these should be consolidated into one document encompassing common principles but allowing for variations in their application as appropriate to each sector.

1.3 The Code therefore requires that a report be submitted to the council, board or other appropriate body, setting out four clauses which should be formally passed in order to approve adoption of the new version of the Code.

1.4 The council, board or other appropriate body, will in addition receive each year the following reports: -

· Annual strategy and plan in advance of the year

· Annual report after its close

1.5 The new Code also requires each organisation to draw up a much truncated and more strategic Treasury Management Policy Statement incorporating just three clauses and a revised definition of treasury management activities.   The Code does not require this statement to be approved by the council, board or other appropriate body, but good practice suggests that this would be appropriate.  The Treasury Management Policy Statement is attached as appendix 1.

1.6 The 1996 Code required chief finance officers to draw up a treasury systems document to cover how treasury management activities are actually implemented.  The new Code has laid out a framework of Treasury Management Practices (TMP1 to TMP12) to replace this and to incorporate parts of the previous approach to the treasury management policy statement.  The Code does not require these Treasury Management Practices to be approved by the council, board or other appropriate body and these practice statements are best maintained as working documents supporting the policy to demonstrate how it is put into practice.  A list of the Treasury Management Practices to be codified is attached as appendix 2.  

1.7 The Director of Corporate Services is preparing detailed schedules for each of the Treasury Management Practices, but it should be noted that CIPFA has not yet issued local government sector guidance notes, so they are currently subject to change.  The Treasury Management Practices will be reported to Council upon completion but, in the meantime, the key items have been included in Part 2 of this report.

2. RESOLUTIONS
2.1. CIPFA recommends that public service organisations adopt, as part of their standing orders, financial regulations, or other formal policy documents appropriate to their circumstances, the following four clauses: -

‘1. This organisation adopts the key recommendations of CIPFA’s Treasury Management in the Public Services: Code of Practice (the Code) 2001 as described in section 4 of that Code. 

  2. Accordingly, this organisation will create and maintain, as the cornerstones for effective treasury management :

· a Treasury Management Policy Statement, stating  the policies and objectives of its treasury management activities 

· suitable Treasury Management Practices, setting out the manner in which the organisation will seek to achieve those policies and objectives, and prescribing how it will manage and control those activities. 

3. This organisation (i.e. full board / council) will receive reports on its treasury management policies, practices and activities including, as a minimum, an annual strategy and plan in advance of the year, and an annual report after its close, in the form prescribed in its Treasury Management Practices.

  4. This organisation delegates responsibility for the implementation and monitoring of its treasury management policies and practices to [note 1] …, and for the execution and administration of treasury management decisions to …[note 2] ... who will act in accordance with the organisation’s policy statement and Treasury Management Practices and, if he/she is a CIPFA member, CIPFA’s Standard of Professional Practice on Treasury Management.”

Note 1: name of responsible body  (for example, committee, board or council) or nominated group of individuals.

Note 2: title of responsible officer (for the purposes of this Code, the term ‘responsible officer’ has been used, although it is recognised that, in practice, many different terms exist.)

Appendix 1

TREASURY MANAGEMENT POLICY STATEMENT

The policies and objectives of treasury management activities in the City of Salford are defined as follows: -

1. The City of Salford defines its treasury management activities as:

“The management of the authority’s cash flows, its banking, money market and capital market transactions; the effective control of the risks associated with those activities; and the pursuit of optimum performance consistent with those risks”.

2. The City of Salford regards the successful identification, monitoring and control of risk to be the prime criteria by which the effectiveness of its treasury management activities will be measured. Accordingly, the analysis and reporting of treasury management activities will focus on their risk implications for the City.

3. The City of Salford acknowledges that effective treasury management will provide support towards the achievement of its business and service objectives.  It is therefore committed to the principles of achieving best value in treasury management, and to employing suitable performance measurement techniques, within the context of effective risk management.

Appendix 2

TREASURY MANAGEMENT PRACTICES

The Director of Corporate Services will prepare the following Treasury Management Practices, to which schedules will be attached, to specify the systems and routines to be employed, and the records to be maintained.

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, clarity and segregation of responsibilities, and dealing arrangements


TMP 6   Reporting requirements and management information arrangements



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

PART 2

TREASURY MANAGEMENT POLICIES

1. INTRODUCTION

1.1. This part of the report meets the recommendations set out in the 1996 Code of Practice for Treasury Management in Local Authorities issued by CIPFA for a Treasury Management Policy Statement.  As stated in part 1 of this report, the 2001 code will supersede the 1996 code.   









1.2. Under the 2001 code, the Treasury Management Policy Statement is a much-truncated document and the detail in this part (part 2) of the report will be included in the new Treasury Management Practices. 







 

1.3. The Director of Corporate Services is preparing Treasury Management Practices, but CIPFA has not yet issued full guidance notes so they are subject to change.  



1.4. To ensure that Members are made aware of the key points, this part of the overall report has been included in a style similar to that submitted in previous years.  In future years, it is anticipated that this part will not be included, as all the key points will be covered by Treasury Management Practices..

1.5. This part of the report sets out the City Council’s policy concerning all of its funding or borrowing from external sources and the lending or investment of surplus balances.

1.6. This part of the report also sets out how compliance with Section 45 of the Local Government and Housing Act 1989 (which requires certain fundamental items of financial policy to be determined by the City Council annually) will be achieved and the scheme adopted by the City Council for the delegation of its powers in relation to treasury management. 

2. THE TREASURY MANAGEMENT ACTIVITIES
2.1. Treasury Management comprises the management of all money and capital market transactions in connection with the cash flow of the Council.  The Council may be both a borrower and a lender, for example it may have a temporary cash surplus to invest, whilst it will also be a borrower over the medium and long term to finance capital expenditure.

2.2 Treasury Management comprises the following activities:-

· Long Term Borrowing including -
funding decisions


use of financial instruments


interest rate exposure

· Lending, including the use of external managers

· Cash Flow Management

2.3. This statement sets out the City Council’s policy regarding these activities.

3. LONG TERM BORROWING
3.1. Whenever long term borrowing is contemplated, the City Council will give full consideration to the following matters, where appropriate through delegation to the Lead Member for Corporate Services and the Director of Corporate Services.

3.2. Borrowing Requirement

This is the long term funding needed to meet capital expenditure and to replace maturing debt.  It is assessed annually in advance of each year and will be kept under review during the year.

3.3 Authority to Borrow
Borrowing activity will only take place within permitted limits, including:-

· Legal limits – credit limits as determined under the Local Government and Housing Act 1989 (see Part 3 of this report).

· Council determined limits – e.g. proportion of variable rate debt (see paragraphs 3.5.2)
3.4 Sources of Finance
The following list specifies which borrowing instruments are available for use by local authorities and which of them the City Council may wish to use in 2002/03:-


Available
Possible

Use in

2002/03


Fixed
Variable


PWLB
· 
· 
· 

EIB
· 
· 


Market Long Term
· 
· 
· 

Market Temporary
· 
· 
· 

Local Temporary
· 
· 


Local Bonds
· 



Overdraft Facilities

· 
· 

Negotiable Bonds
· 



Stock Issues
· 
· 


Internal (capital and revenue balances)
· 
· 
· 

Commercial Paper
· 



Medium Term Notes
· 



Leasing
· 

· 

Deferred Purchase

· 


No borrowing may be undertaken of a type which is not included in the above list.

3.5 Interest Rates
3.5.1. In conjunction with advice from the City Council’s Treasury Management consultants, Sector Treasury Services Ltd. (S.T.S.), regard will be given to:-

· market rates compared to PWLB rates

· fixed rates compared to variable rates, subject to the limits on variable rate debt 

· forecasts of interest rate movements.

3.5.2 In accordance with Section 45 of the Local Government and Housing Act 1989, the City Council has previously determined that its maximum proportion of borrowing which is subject to variable rate interest will be 50% and this limit will continue to apply in 2002/03.

3.6. Loan Period
The most suitable loan repayment period will be selected having evaluated, in conjunction with advice from S.T.S. Ltd., the debt maturity profile, current interest rates and forecasts of interest rate movements.

3.7. Repayment Options

The relative merits of maturity, annuity or equal annual instalments of principal methods of repayment will be evaluated to determine the most suitable method, with careful consideration also being given to any lender’s options proposed.

3.8 Documentation
The adequacy of documentation to ensure the City Council’s interests are protected will be the responsibility of the Director of Corporate Services, where appropriate following consultation with the Head of Law and Administration.

3.9 External Advisers
The City Council employs Sector Treasury Services Ltd. (STS) as treasury management consultants.  The service includes Treasury Management advice and an Investment Advisory Service.

4. INVESTMENT
4.1. The City Council will have regard to the following matters, where appropriate through delegation to the Lead Member for Corporate Services and the Director of Corporate Services.

4.2 Amount Available
The amount available for lending will be determined by reference to:-

· cash flow forecasts determined annually in advance and reviewed during the year,

· the size of funds and balances held and forecast to be held.

4.3 Creditworthiness of Counterparties/Security of Investment
4.3.1. The security of any capital sums which are available for investment is of paramount importance and as such is the overriding issue whenever investments are made.

4.3.2. The City Council makes use of credit ratings and regular credit worthiness reports from STS to ensure that risk is minimised through investment in any single counterparty, and ensure that there is an adequate spread of counterparties.

4.3.3. The following organisations constitute the counterparties with whom, and the limits to which, temporary investments can be made in line with previous City Council decisions :-



Maximum

Investment
Maximum

Period

(i)
UK clearing banks, except Co-op Bank
£10m
364 days

(ii)
Co-op Bank
£10m
7 days

(iii)
Local Authorities
£10m
364 days

(iv)
Building Societies

· total assets £10bn +

· total assets £5bn - £10bn

· total assets £1bn - £5bn
£10m

£10m

£2.5m
364 days

6 months

3 months

(v)
AAA/PI rated European Banks
£10m
3 months

(vi)
AAA/PI rated Money Market Funds *
£10m
3 months

(Note * New legislation will enable local authorities to invest in money market funds, eg corporate bonds, with effect from 1st April, 2002. It is proposed that, to minimise risk, such funds are only placed with organisations of equivalent creditworthiness as are currently used)

No more than 20% of total available investment monies (i.e. invested and to be invested that day) are to be invested in any one institution.

4.4
Period
The period of the investment will be determined by:-

(a) the period for which surplus funds and balances are likely to be available for investment,

(b) the forecast of interest rate movements, and

(c) the timing of interest payments.


In any event, no single investment shall be made for a period exceeding 364 days in compliance with the Local Authorities (Capital Finance) (Approved Investments) Regulations 1990.

4.5 Interest Rate Returns

Within the above-mentioned limits, the comparable returns between different counterparties or between different forms of loan instrument will be assessed to give the best return.

4.6 Documentation
The adequacy of documentation to ensure the City Council’s interests are protected will be the responsibility of the Director of Corporate Services, where appropriate following consultation with the Head of Law and Administration.

4.7 External Managers
The City Council shall continue to make use of external fund managers.  In 1996/97 Hambros Fund Management Ltd. (now Investec Asset Management), were appointed following a competitive tendering process, to manage £20m of surplus funds for an initial period of two years.  In view of the satisfactory performance the appointment has been extended until 4th July 2002 and will be reviewed in 2002/03.

5. CASH FLOW MANAGEMENT
5.1The short term cash flow requirements are determined by reference to daily calculations of likely surpluses or deficits, in liaison with the City Council’s bankers.

5.2
Temporary surpluses will be invested with the counterparties and within the limits referred to at paragraph 4.3.3 above, having had regard to the duration of the surplus and comparative returns.

5.3
Temporary deficits are covered by borrowing from the money market through appropriate variable loan instruments as shown at paragraph 3.4 above, having had regard to the likely period of the deficit, interest rates, terms and availability of short term funds and the adequacy of the short term borrowing limit.

6. TREASURY MANAGEMENT STRATEGY
6.1 An annual Borrowing and Investment Strategy report is prepared by the Director of Corporate Services for the approval of the Lead Member for Corporate Services as the means of applying the City Council’s Treasury Management Policy.

6.2The Borrowing and Investment Strategy for 2002/03 is contained in Part 3 of this report.

7. POLICY ON DELEGATION
7.1. The scheme of delegation for the operation of Treasury Management Policy is as follows, updated for the recently approved changes to the Finance senior management structure (changes are shown in bold print) :-

Delegated Power
Exercised by

· 
Approval and amendment of Treasury Management Policy Statement
Full Council



· 
Determination of Annual Borrowing Limits
Full Council



· 
Amendment of list of approved institutions and limits
Director of Corporate Services in consultation with Lead Member for Corporate Services



· 
Approval of Annual Borrowing and Investment Strategy
Director of Corporate Services in consultation with Lead Member for Corporate Services



· 
Application of approved strategy
Director of Corporate Services



· 
Treasury dealing with counterparties



(a)  action by
Capital and Treasury Management Team staff or IT Accountant.




(b)  countersigned by
Director of Corporate Services, Head of Finance, Assistant Director of Corporate Services (Accountancy & Exchequer), Assistant Director of Corporate Services (Police, Audit and Revenue), or Principal Group Accountant (Corporate Services)



· 
Authorisation of cash transfers



(a)  action by
Capital and Treasury Management Team staff or IT Accountant




(b)  countersigned by
Director of Corporate Services, Head of Finance, Assistant Director of Corporate Services (Accountancy & Exchequer), Assistant Director of Corporate Services (Police, Audit and Revenue), or Principal Group Accountant (Corporate Services)



· 
Computer Transmission of cash transfers



(a)  authorised by
Head of Finance, Assistant Director of Corporate Services (Accountancy & Exchequer), Assistant Director of Corporate Services (Police, Audit and Revenue), Principal Group Accountant (Corporate Services), Group Accountant (Corporate Services)




(b)  action by


Capital and Treasury Management Team staff or IT Accountant



· 
Borrowing and lending documentation
Director of Corporate Services



· 
Bank and dealing mandates
Director of Corporate Services



· 
Authorisation of terms of reference of external managers
Director of Corporate Services in consultation with Lead Member for Corporate Services

8. REVIEW AND REPORTING
8.1Before the commencement of each financial year, the City Council will consider and determine:-

(a) its Treasury Management Policy Statement, and

(b) its Borrowing Limits,

for the forthcoming year.

8.2In addition, the Director of Corporate Services will present a report to the Lead Member for Corporate Services on the Annual Borrowing and Investment Strategy for the City Council before the commencement of the financial year.

8.3The Director of Corporate Services will report to the Lead Member for Corporate Services and the Quality and Performance Scrutiny Committee on Treasury Management activities half-yearly and one such report will be an Annual Report on Treasury Management for presentation by 30th September of the succeeding financial year.

8.4Other matters will be drawn to the attention of the City Council or the Lead Member for Corporate Services as appropriate.

PART 3

BORROWING AND INVESTMENT STRATEGY 2002/03

1.
INTRODUCTION
1.1 This part of the report, along with part 4, meets the requirement of CIPFA’s Treasury Management in the Public Services: Code of Practice (the Code) 2001 to produce an annual strategy in advance of the financial year.

1.2 The Borrowing and Investment Strategy covers the following areas:-

· Capital Finance

· Investments

· Investment Versus Debt Redemption

· Debt Rescheduling

1.3 The proposed strategy is subject to the City Council’s Treasury Management Policy Statement and also the technical advice provided by the City Council’s Treasury Management advisers, STS Ltd.

2.
OBJECTIVES

2.1
To maintain a flexible approach for unexpected changes in the financial circumstances of the authority, interest rate cycle, relevant legislation/regulations or other events.

2.2 To minimise the revenue costs of capital financing.

2.3 To effect funding within any one financial year at the cheapest rate possible.

2.4 To borrow an approved type of loan, consistent with those identified in Part 2, paragraph 3.4, in order for the City Council to maintain ongoing capital savings/benefits.

2.5 To maintain a prudent level of volatility bearing in mind both current interest rates and prevailing interest rate forecasts.

2.6 To reschedule/repay debt at the highest rate or optimum time to yield the highest discount or lowest premium whilst allowing for any temporary investment advantage/cost, thereby maximising overall savings for the City Council.

2.7 To keep under constant review advice on capital receipts taking into account whether continued investment or selective debt redemption would maximise financial benefits for the City Council.

2.8 To maximise the use of available PWLB quota with a view to achieving optimal financial benefit for the City Council whilst actively reviewing the outstanding debt maturity profile in nominal and real terms.

2.9 Any investment action to be in keeping with interest rate projections, liquidity requirements, risk aversion and debt management options.

2.10 To reduce the maturity in 2018/19 to no more than the absolute maturity limit, i.e. from £107m to £63m, should circumstances prove favourable.

3. CAPITAL FINANCE
The assumptions used in the preparation of 2002/2003 budget are outlined below:-

3.1 Borrowing Requirement and Sources of Funding
The estimated borrowing requirement for 2001/2002 and 2002/2003 and the sources of funding are as follows:-


2001/2002
2002/2003


£m
£m



Borrowing requirement







Capital Expenditure plus maturing debt

46.9

13.0

Under borrowing from 2000/2001

3.6




-----

-----

Total requirement

50.5


-----

13.0


-----





Sources of funding







PWLB

4.2

13.0

Market (lobo loans)

46.0





-----

-----

Total funding

50.2


-----

13.0


-----

3.2 Interest Rates
The Council appointed Sector Treasury Services as a treasury adviser to the Council and part of their service is to assist the Council to formulate a view on interest rates.  A brief summary of Sector’s general advice is as follows.

Shorter term rates - The downturn in 2001 in the US economy, and also in world growth, is expected to only modestly turn round in 2002.  Base rate is therefore expected to rise only gently in 2002 from a probable base of 4.00% in quarter 1.  It is then expected to remain at this level in 2003.  

Longer-term interest rates – PWLB rates fell to remarkably low levels in the second half of 2001 due to the downturn in America, which was then compounded by the terrorist attacks.  PWLB rates have recovered back up to neutral levels with 20-25 year lower quota rate at around 5.0 – 5.25%.  These rates are expected to remain throughout 2002 (assuming there are no further huge terrorist attacks to shock the world).  There could be technical factors which overlay from time to time the above general trend.  

Taking this advice, along with other indicators, it is anticipated that forecasts for shorter term rates indicate a possible increase in base rates to 4.50% during the third quarter of 2002, remaining at that level for the rest of the year.  However, longer term rates (for 10 year gilts) will move downwards by around 0.20% over the coming year from 5.20% to 5.00%.

The 2002/2003 revenue budget assumes the borrowing requirement will be taken at an interest rate of 5.25%.

3.3 Maturity Profiles
The parameters approved by members in 1992 set a limit of no more than 15% of the City Council’s loan debt to fall due in any one year.  The current intention is, where possible, to operate to a limit of 7.5%.

The current maturity profile, analysed between fixed and variable interest rates is attached at Appendix 3.  This shows that if no action is taken in the interim (i.e. through rescheduling) the working limit will be slightly exceeded in 2015/2016, while the absolute limit will be exceeded in 2018/19 when the first stock issue matures.

4. INVESTMENTS

The budget assumes that funds and balances averaging £28m will be available for investment during the year at an average rate of 4.12% giving £1.2m of the investment income.

Surpluses are invested for appropriate periods to secure the best perceived returns consistent with the investment policy outlined in Part 1.

£23.5m of the total £28m estimated to be available for investment is placed with the external cash manager and performance is reviewed during the year.  If necessary, those funds can be recalled to manage the day to day cash flow requirements.  The balance of investments estimated at £4.5m is managed internally.

5. INVESTMENT VERSUS DEBT REDEMPTION
Under the Local Government and Housing Act 1989 local authorities are required to set aside a proportion of their capital receipts to repay debt as Provision for Credit Liabilities (PCL).  What the Act does not stipulate is the timing of the repayment.

In May 1997, the Government determined the method by which the PCL would be released.  The spending allowed will not be directly related to the PCL being maintained, whether cash backed or invested internally.  There are primarily four potential treasury issues relating to the continued holding of the PCL:-

· PWLB charges local authorities an interest premium of up to 0.5% on the amount of their borrowings up to the amount of their PCL as a disincentive against investment instead of using it for debt redemption;

· there is a creditworthiness risk relating to the maintenance of both investments and debt;

· there may be some General Fund benefit in the repayment of debt, depending upon the prevailing level of investment and borrowing rates;

· the impact of housing subsidy rules which influence the relative share of capital financing costs and benefits between the General Fund and HRA.

£33m of set aside receipts were formally applied in debt redemption in 1997/98.

There is £12.9m of receipts set aside as at 31st March 2001 awaiting the appropriate opportunity to be used for debt redemption.

As further capital receipts have to be set aside a judgment will be taken as to the best time to apply the receipt in debt redemption in the light of the above factors.  Currently, circumstances favour investment.

6. DEBT RESCHEDULING
The rescheduling strategy commenced in September 1992 had two distinct elements:-

(a) to initially convert fixed rate loans to variable rate loans, in order to take advantage of lower interest rates and discounts, and

(b) to convert back to fixed rates when long term interest rates were at, or near to, their lowest point.

With effect from 1st April 1995, the Housing Subsidy Determination Regulations have amended the rules governing the Housing Subsidy element, which reimburses debt charges to the Housing Revenue Account (HRA).  The HRA will now share any discounts or premiums generated from the debt rescheduling exercise, although a corresponding reduction or increase in housing subsidy will result in a neutral effect on the HRA.  This reduces the benefit to the General Fund which may be derived from debt rescheduling.

In 2000/2001 the opportunity was taken to reschedule £46.1m of debt with interest rates between 4.25% and 4.5%, and to replace it with variable debt, maturing in one year, at the starting interest rate of 5.875%.  The reasons for this were:

· a ‘windfall’ discount of £1.1m was received (partly offset by an increase in interest payments of £0.3m)

· it was anticipated that interest rates would fall, so that upon maturity of the one year loan, new fixed rate loans could be taken at a rate lower than that of the original loans.

The decision proved to be justified as the rate decreased steadily throughout the year and the final rate on maturity was 4.0625%.  

In order to fund the 46.1m variable debt maturing on 31st January 2002, two market loans for £25m and £21m were taken from Depfa Bank Europe.  Both loans were Lobos (lender borrower options), which means that, after the initial fixed period, the lender has the right to amend the rate in the second period of the loan.  If this right is exercised the borrower, if unable to agree the new rate, can repay the loan in full without penalty.  Normally the Council would not take lobo loans, because of the lack of control.  However, in this case the rates of interest were favourable and too good an opportunity to miss.  During the same period the loans were taken, PWLB low quota rates ranged from 4.875% – 5% for a 25 year maturity.

Details of the loans are as follows:-


Amount
Date Taken
Deed
Fixed

period
Rate
Remaining

Period
Rate

1
£25m
13/12/01
40 yrs
3 yrs
3.70%
37 years
4.50%

2
£21m
14/02/02
40 yrs
2 yrs
2.75%
28 years
4.50%



N.B.
It is anticipated that, after the initial period, both loans may provide opportunities for future rescheduling, given that the lender exercises their right to amend the interest rate.
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