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Report of the Portfolio Holder for

Corporate Governance & Service Improvement

TREASURY MANAGEMENT STRATEGY AND PRUDENTIAL INDICATORS.

Purpose

To comply with the requirement of the Council’s Treasury Management Policy in reporting to Committee the proposed strategy for the forthcoming year and the Local Government Act 2003 with the reporting of the Prudential Indicators.

Executive Summary

The Local Government Act 2003 (LGA 2003) requires the Council to produce prudential indicators in line with the Prudential Code.  

This report outlines the Council’s prudential indicators for 2008/09 – 2010/11 and sets out the expected Treasury operations for this period.  This report and associated tables fulfil the statutory requirement of the LGA 2003 by:
· Reporting the prudential indicators as required by the CIPFA Prudential Code for Capital Finance in Local Authorities (Appendix B);

· Setting the Treasury Strategy in accordance with the CIPFA Code of Practice on Treasury Management (Appendix C);

· Setting the Investment Strategy (in accordance with the Department for Communities and Local Government (CLG) investment guidance) (Appendix C). 
The main issues for Members to note are:

· The Debt Strategy is to maintain external borrowing in line with the Capital Finance Requirement.  This is a continuation of the current strategy.

· The maximum investments deposited for periods in excess of 364 days is proposed to be decreased to £9m for 2008/09 (£10m in 2007/08). This limit has reduced by £1m and reduces by £1m each year thereafter to reflect the use of balances and ensures that there are sufficient cashflow resources available to meet the Council’s expenditure plans without the need for temporary borrowing.
· A new table (Table 16 page 17) discloses the impact of risks on the Council’s Treasury management activity. Whilst most of the risks facing the Treasury Management service are addressed elsewhere in this report (credit risk, liquidity risk, market risk, maturity profile risk), the impact of interest rate risk is discussed but not quantified. The table highlights the estimated impact of a 1% increase/decrease in all interest rates to treasury management costs/income for next year. That element of the debt and investment portfolios which are of a longer term, fixed interest rate nature will not be affected by interest rate changes.
· Draft CLG Regulations are currently issued for comment which, if implemented, will require full Council to approve a Minimum Revenue Provision (MRP) Statement. This will need to be approved in advance of each year. Whilst the regulations will revoke current MRP requirements, Councils are allowed to continue historical accounting practice. A variety of options are provided to Councils to replace the existing Regulations, so long as there is a prudent provision. The timetable for implementation is very tight and so Members are asked to approve the policy shown in Appendix B based on the draft Regulations. Should the final regulations change this Statement, it will be re-submitted for approval.

· Investment Strategy - Lowest Common Denominator (LCD) – Our Treasury advisors Butlers have been advocating for much of 2007 that a change to the counterparty selection / limit application process and to adopt a Lowest Common Denominator approach. The basis for adopting this approach is twofold:

1. Moody’s adopted a Joint Default Analysis approach to assigning counterparty

ratings in 2007. The result was to raise the long term rating of a substantial number of financial institutions it rates. These changes meant that the correlation between ratings from the three major rating agencies became more varied. 

2. Financial turmoil occurring in the second half of 2007 has reinforced the need for the Council to ensure it has adopted a security-biased approach to its investment strategy. This approach tallies with the fundamentals of local authority investing - Security first, Liquidity second and Yield, although important, third. The LCD methodology will ensure that counterparties will have to be well rated by all three rating agencies (where rated), rather than just by one or two.
A summary of the main indicators is attached at Appendix A.

Implications of the Report

There are no financial implications or staffing implications arising from the report.

Based on current forecasts the Corporate Director Resources does not predict any issues over the medium term which will affect the performance or delivery of the Council’s Treasury function and, through the production of these prudential indicators (summarised at Appendix A), will manage its function with minimal risk.  The Council will also engage the support of Butlers, the Council’s Treasury Management advisers, to assist in the management of it’s debt and investments over the year.

In light of the above, the risk is assessed as medium to low.
Recommendations

That Council:

1. Adopt the Prudential Indicators and Limits for 2008/09 to 2010/11 contained within Appendix B (and summarised in Appendix A) of the report. 
2. Approve the Minimum Revenue Provision (MRP) Statement contained within Appendix B which sets out the Councils policy on MRP.
3. Approve the Treasury Management Strategy 2008/09, and the Treasury Prudential Indicators contained within Appendix C.
4. Approve the Investment Strategy 2008/09 contained in the Treasury Management Strategy (Appendix C), and the detailed criteria included in Annex C1.  
	Background Papers:-
	Local Government Act 2003

	
	CIPFA Code of Practice on Treasury Management in Public Services

	
	Annual Treasury Report 2006/07

	
	Budget & Medium Term Financial Strategy 2008/09

	
	CLG Housing Determinations and Local Government Finance Settlement 2008/09


Appendix A

Summary of Main Prudential Indicators.
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2008/09

2009/10

2010/11

Revised

Estimated

Estimated

Estimated

Table 1 

Page 6

Total Capital Expenditure (fund 

detail incl’ financing can be 

seen in table 9)

£5.82m

£6.37m

£4.90m

£4.59m

Table 2 

Page 7

Closing capital financing 

requirement

£22.65m

£23.10m

£23.56m

£24.01m

Authorised limit for external 

debt

£30.00m

£31.7m

£32.30m

£32.80m

Operational boundary for 

external debt

£22.44m

£22.94m

£23.44m

£23.94m

Table 6

Ratio of financing costs to net 

revenue stream – General 

Fund

-10.6%

-9.1%

-7.1%

-5.8%

Page 9

Ratio of financing costs to net 

revenue stream – 

HRA

Table 7 

Page 9

Incremental impact of capital 

investment decisions on the 

Band D Council Tax

n/a

£4.27

£5.63

£3.48

Table 8 

Page10

Incremental impact of capital 

investment decisions on weekly 

housing rent

n/a

£0.29

£0.54

£0.53

-5.0%

Table 

Ref & 

Page 

No’

Indicator

Table 5 

Page 8

-5.9%

-5.6%

-5.1%
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Indicator

Upper limits on fixed interest rates

(net debt)

Upper

limits

on

variable

interest

rates

(net

debt)

Lower

Upper

Lower

Upper

Lower

Upper

·

          

Under 12 months

0%

20%

0%

20%

0%

20%

·

          

12 months to 2 years

0%

20%

0%

20%

0%

20%

·

          

2 years to 5 years

0%

25%

0%

25%

0%

25%

·

          

5 years to 10 years

0%

75%

0%

75%

0%

75%

·

          

10 years and above

0%

100%

0%

100%

0%

100%

Maximum principal sums invested

> 364 days at 31

st

 March.

£9m

£8m

£7m

Table

17

Page 18

£2.29m

£2.34m

2.35m

Maturity Structure of fixed interest rate borrowing:

2008/09

2009/10

2010/11

£10.00m

£11.94m

£13.07m



Appendix B

Prudential Indicators

Introduction

The Local Government Act 2003 requires the Council to adopt the CIPFA Prudential Code and produce prudential indicators. This report revises the indicators for 2007/08, 2008/09 and 2009/10, and introduces new indicators for 2010/11. Each indicator either summarises the expected activity or introduces limits upon the activity, and reflects the outcome of the Council’s underlying capital appraisal systems.

Within this overall prudential framework there is a clear impact on the Council’s Treasury Management activity, either through borrowing or investment activity.  As a consequence the Treasury Management Strategy for 2008/09 is included as Appendix C to complement the indicators. This report also includes the prudential indicators relating to the Treasury activity.
The Capital Expenditure Plans

The first of the prudential indicators relates to the Council’s capital expenditure plans summarised below. The total expenditure is partially funded by resources such as capital receipts, capital grants, etc. The remaining unfunded expenditure will form a borrowing need.  A more detailed analysis from which the figures in this report are drawn, breaking down the General Fund and HRA split is shown in Annex B1 to this report.

For 2008/09 capital expenditure of £480k will be grant supported by the Government; any expenditure above this level would be unsupported and would have to be paid for from the Council’s own resources.  Future years support is uncertain and is therefore estimated to continue at the current level. 
When considering the financing of the capital programme there are two main limiting factors which may impact on the Council’s ability to undertake unsupported capital expenditure:
· Whether the revenue resource is available to support in full the implications of capital expenditure, both borrowing costs and running costs.
· The Government may use a long stop control to limit either the total of all Councils’ plans, or in the event of an assessment by Central Government that local plans are unaffordable at a specific Council, it may implement a local control to limit its capital expenditure plans, although no such controls have yet been required.

The key risks to the plans are that the level of Government support has been estimated and is therefore subject to change.  Similarly some of the estimates for other sources of funding, such as capital receipts, may also be subject to change over this timescale.

The Council is asked to approve the summary capital expenditure projections below, details at fund level are at Annex B1. This forms the first prudential indicator:

TABLE 1:

[image: image3.wmf]Indicator

2008/09

2007/08

Estimated

2006/07

Revised

(incl’ 

2009/10

2010/11

Actual

(current 

estimated 

outturn)

re-profile 

est’ from 

2007/08)

Estimated

Estimated

£

£

£

£

£

Total expenditure

9,179,292

5,821,454

6,365,100

4,897,600

4,586,600

  Capital receipts

3,883,213

1,478,539

1,568,950

631,487

520,280

  Capital grants

534,219

617,317

666,697

323,197

290,000

  Major Repairs Reserve

2,605,060

2,638,560

2,741,990

2,792,260

2,843,340

  Revenue

1,676,800

607,038

907,463

670,656

452,980

Net financing need for the 

year (borrowing).

480,000

480,000

480,000

480,000

480,000

Government Support for 

borrowing need

480,000

480,000

480,000

480,000

480,000

Un-supported Borrowing 

(Prudential Borrowing)

0

0

0

0

0

Capital Expenditure 

Financed by:


The Council’s Borrowing Need (the Capital Financing Requirement)

Part of the capital expenditure programme will be financed directly (through Government Grants, capital receipts etc.), leaving a residue which will increase the Council’s external borrowing requirement (it’s Capital Financing Requirement – CFR).  The General Fund CFR is reduced each year by a statutory revenue charge (4%) for the repayment of debt (there is no requirement for an HRA charge).

The second prudential indicator is the Council’s Capital Financing Requirement (CFR).  The CFR is simply the total outstanding capital expenditure which has not yet been paid for from either revenue or capital resources.  It is essentially a measure of the Council’s underlying need for borrowing.  The capital expenditure above which has not immediately been paid for will increase the CFR.
The Council is required to pay off an element of the accumulated General Fund capital spend each year through a revenue charge (the Minimum Revenue Provision), although it is also allowed to undertake additional voluntary payments.

Draft CLG Regulations are currently issued for comment which, if implemented, will require full Council to approve an MRP Statement.  This will need to be approved in advance of each year.  Whilst the regulations will revoke current MRP requirements, Councils are allowed to continue historical accounting practice.  A variety of options are provided to Councils to replace the existing Regulations, so long as there is a prudent provision.  The timetable for implementation is very tight and so Members are asked to approve the following policy, based on the draft Regulations.  Should the final regulations change this Statement, it will be re-submitted for approval.

The Council is recommended to approve the following MRP Statement:
1. For capital expenditure incurred before 1 April 2008 or which in the future will be Supported Capital Expenditure, the MRP policy will be:

· Existing practice - MRP will follow the existing practice based on the CFR (Option 2 in the draft consultation). 
2. From 1 April 2008 for all unsupported borrowing the MRP policy will be:

· Asset Life Method – MRP will be based on the estimated life of the assets, in accordance with the proposed regulations (this option must be applied for any expenditure capitalised under a Capitalisation Directive) (Option 3);

The Council is asked to approve the CFR projections below:
TABLE 2:
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2007/08

2008/09

2009/10

2010/11

Actual

Revised

Estimated

Estimated

Estimated

£’000

£’000

£’000

£’000

£’000

CFR – General Fund

726

697

669

642

617

CFR - Housing

21,475

21,955

22,435

22,915

23,395

Total CFR

22,201

22,652

23,104

23,557

24,011

Movement in CFR

450

451

452

453

454

Net

financing

need

for

the

year 

(Table 1)

480

480

480

480

480

GF MRP and other financing 

movements

-30

-29

-28

-27

-26

Indicator

Capital Financing Requirement



Movement in CFR represented by


The Use of the Council’s Resources and the Investment Position
The application of resources (capital receipts, reserves etc.) to either finance capital expenditure or support the revenue budget will have an ongoing impact on investments unless resources are supplemented each year from new sources (asset sales etc.).  Detailed Below are estimates of the year end balances for each resource and anticipated day to day cash flow balances. This table emphasises that investments will drop over the medium term as fund balances and reserves are being utilised to support revenue activities.
TABLE 3:
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2008/09

2009/10

2010/11

Revised

Estimated

Estimated

Estimated

£m

£’000

£’000

£’000

£’000

Fund balances

5,976

5,793

5,144

4,350

Capital receipts

3,152

2,107

2,010

2,035

Earmarked reserves

5,489

4,824

4,299

4,285

Total Core Funds

14,617

12,724

11,453

10,670

Working Capital *

2,383

1,398

893

802

Expected Investments

17,000

14,122

12,346

11,472

Year end Resources 


* Working Capital balances shown are estimated year end; these may be higher mid-year.
Limits to Borrowing Activity

Within the prudential indicators there are a number of key indicators to ensure the Council operates its activities within well defined limits

For the first of these the Council needs to ensure that its total borrowing net of any investments, does not, except in the short term, exceed the total of the CFR in the preceding year plus the estimates of any additional CFR for 2008/09 and the next two financial years.  This allows some flexibility for limited early borrowing for future years. 

TABLE 4:
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2008/09

2009/10

2010/11

Revised

Estimated

Estimated

Estimated

£’000

£’000

£’000

£’000

Gross Borrowing

22,442

22,942

23,442

23,942

Investments

17,000

14,122

12,346

11,472

Net Borrowing

5,442

8,820

11,096

12,470

CFR

22,652

23,104

23,557

24,011

Closing balances 


The Corporate Director Resources reports that the Council complied with this prudential indicator in the current year and does not envisage difficulties for the future.  This view takes into account current commitments, existing plans, and the proposals in the budget report.

A further two prudential indicators control or anticipate the overall level of borrowing.  These are:

The Authorised Limit for External Debt – This represents a limit beyond which external debt is prohibited, and this limit needs to be set or revised by full Council.  It reflects the level of external debt which, while not desired, could be afforded in the short term, but is not sustainable in the longer term.  This is the statutory limit determined under section 3 (1) of the Local Government Act 2003.
The Operational Boundary for External Debt –This indicator is based on the probable external debt during the course of the year; it is not a limit.  Actual external debt could vary around this boundary for short times during the year. It should act as a monitoring indicator to ensure the authorised limit is not breached.

The Council is asked to approve the following authorised limit and operational boundary:

TABLE 5:
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2008/09

2009/10

2010/11

Revised

Estimated

Estimated

Estimated

£’000

£’000

£’000

£’000

Authorised Limit for External Debt

Borrowing

28,000

29,700

30,300

30,800

Other long term liabilities

2,000

2,000

2,000

2,000

Total

30,000

31,700

32,300

32,800

Borrowing

22,442

22,942

23,442

23,942

Other long term liabilities

0

0

0

0

Total

22,442

22,942

23,442

23,942

Indicator

Operational Boundary for External Debt


Affordability Prudential Indicators

The previous sections cover the overall capital and control of borrowing prudential indicators, but within this framework prudential indicators are required to assess the affordability of the capital investment plans. These provide an indication of the impact of the capital investment plans on the overall Council’s finances.

The Council is asked to approve the following indicators:

· Actual and Estimates of the ratio of financing costs to net revenue stream – This indicator identifies the trend in the cost of capital (borrowing and other long term obligation costs net of investment income) against the net revenue stream.

TABLE 6:
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2007/08

2008/09

2009/10

2010/11

Actual

Revised

Estimated

Estimated

Estimated

General Fund

-9.3%

-10.6%

-9.1%

-7.1%

-5.8%

HRA

-5.9%

-5.9%

-5.6%

-5.1%

-5.0%

Fund


The negative percentages indicate a surplus of investment income / HRA subsidy after allowing for the cost of borrowing. The ongoing reduction of the surplus within the General Fund indicator is due to investment income reducing each year as balances are utilised to finance revenue.  Table 3 details the predicted closing investment levels for each of these years.

· Estimates of the incremental impact of capital investment decisions on the Council Tax – This indicator identifies the trend in the cost of proposed changes in the three year capital programme recommended in this report compared to the Council’s existing approved commitments and current plans.  The assumptions are based on the budget, but will invariably include some estimates, such as the level of government support, which is not published over a three year period.  The increase in Council tax shown below is not the actual increase of Council tax but merely an indicator as to the cost to the taxpayer to provide the capital programme. These increases, with other inflationary and essential cost increases, are reduced by savings and efficiencies when determining the Council tax increase to be applied.
Incremental impact of capital investment decisions on the Band D Council Tax

TABLE 7:
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Projection

2008/09

2009/10

2010/11

Council Tax – Band D:

£

£

£

Incremental

impact

of

proposed

3yr

capital programme

               4.27 

               5.63 

               3.48 

Therefore

change

in

council

tax

compared to 2007/08 level.

               4.27 

               9.90 

             13.38 




This is calculated from any direct revenue costs/income generated by the proposed capital projects plus any treasury costs (eg loss of investment income due to the financing of the capital expenditure, unsupported borrowing costs.)

· Estimates of the incremental impact of capital investment decisions on Housing Rent levels – Similar to the Council tax calculation this indicator identifies the trend in the cost of proposed changes in the housing capital programme recommended in this budget report compared to the Council’s existing commitments and current plans, expressed as a discrete impact on weekly rent levels.  

Incremental impact of capital investment decisions Housing Rent levels

TABLE 8:
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£

£
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impact
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3yr
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               0.29 

               0.54 

               0.53 

Therefore

change

in

average
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compared to 2007/08 level.

               0.29 

               0.83 

               1.36 




This indicator shows the revenue impact on any newly approved schemes although any discrete impact will be constrained by rent controls.

Annex B1

TABLE 9:
[image: image11.wmf]2006/07

2007/08

2008/09

2009/10

2010/11

Actual

Revised

Estimated

Estimated

Estimated

£

£

£

£

£

Total spend

1,500,827

2,112,470

2,159,900

892,400

752,200

Capital receipts

808,599

1,325,375

1,023,000

335,807

446,480

Capital grants

488,925

617,317

666,697

323,197

290,000

Revenue

203,303

169,778

470,203

233,396

15,720

Total financing

1,500,827

2,112,470

2,159,900

892,400

752,200

Net financing need 

(total borrowing)

0

0

0

0

0

Unsupported 

Borrowing

(Prudential Borrowing)

Total spend

7,678,465

3,708,984

4,205,200

4,005,200

3,834,400

Capital receipts

3,074,615

153,164

545,950

295,680

73,800

Capital grants

0

0

0

0

0

Major Repairs Reserve

2,605,060

2,638,560

2,741,990

2,792,260

2,843,340

Revenue

1,518,790

437,260

437,260

437,260

437,260

Total financing

7,198,465

3,228,984

3,725,200

3,525,200

3,354,400

Net financing need 

(total borrowing)

480,000

480,000

480,000

480,000

480,000

Unsupported 

Borrowing

(Prudential Borrowing)

Total spend

9,179,292

5,821,454

6,365,100

4,897,600

4,586,600

Capital receipts

3,883,214

1,478,539

1,568,950

631,487

520,280

Capital grants

488,925

617,317

666,697

323,197

290,000

Major Repairs Reserve

2,605,060

2,638,560

2,741,990

2,792,260

2,843,340

Revenue

1,722,093

607,038

907,463

670,656

452,980

Total financing

8,699,292

5,341,454

5,885,100

4,417,600

4,106,600

Net financing need 

(total borrowing)

480,000

480,000

480,000

480,000

480,000

Unsupported 

Borrowing

(Prudential Borrowing)

Capital Expenditure – Total

Financed by:

0

0

0

0

0

Capital Expenditure – Housing Revenue Account



0

0

0

0

0

0

0



CAPITAL EXPENDITURE AND THE SOURCES OF FINANCE

Capital Expenditure – General Fund

Financed by:

0

0

0


TABLE 10:
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2007/08

2008/09

2009/10

2010/11

Actual

Revised

Estimated

Estimated

Estimated

£

£

£

£

£

Opening Balance

756,315

726,062

697,020

669,139

642,373

Net financing need

0

0

0

0

0

MRP

-30,253

-29,042

-27,881

-26,766

-25,695

CFR Closing balance

726,062

697,020

669,139

642,373

616,678

Net movement in CFR

-30,253

-29,042

-27,881

-26,766

-25,695

Opening Balance

20,994,770

21,474,770

21,954,770

22,434,770

22,914,770

Net financing need

480,000

480,000

480,000

480,000

480,000

CFR Closing balance

21,474,770

21,954,770

22,434,770

22,914,770

23,394,770

Net movement in CFR

480,000

480,000

480,000

480,000

480,000

Opening Balance

21,751,085

22,200,832

22,651,790

23,103,909

23,557,143

Net financing need

480,000

480,000

480,000

480,000

480,000

MRP

-30,253

-29,042

-27,881

-26,766

-25,695

CFR Closing balance

22,200,832

22,651,790

23,103,909

23,557,143

24,011,448

Net movement in CFR

449,747

450,958

452,119

453,234

454,305

The Capital Financing Requirement - Total



THE CAPITAL FINANCING REQUIREMENT

The Capital Financing Requirement - General Fund

The Capital Financing Requirement - HRA


Appendix C

Treasury Management Strategy 2008/09 – 2010/11
The Treasury Management service is a key part of the overall financial management of the Council’s affairs. The prudential indicators in Appendix A consider the affordability and impact of capital expenditure decisions, and set out the Council’s overall capital framework. The Treasury Service considers the effective funding of these decisions.  Together they form part of the process which ensures the Council meets the balanced budget requirement under the Local Government Finance Act 1992.  There are specific treasury prudential indicators included in this strategy which need approval.

The Council’s Treasury activities are strictly regulated by statutory requirements and a professional code of practice (the CIPFA Code of Practice on Treasury Management).  This Council adopted the Code of Practice on Treasury Management on 5th March 2002, and as a result adopted a Treasury Management Policy Statement.  This adoption meets the requirements of the first of the treasury prudential indicators.

The policy requires an annual strategy to be reported to Cabinet and Council outlining the expected treasury activity for the forthcoming 3 years.  A key requirement of this report is to explain both the risks, and the management of the risks, associated with the treasury service. A further report is produced after the year-end to report on actual activity for the year.
This strategy covers:
· The Council’s debt and investment projections

· The expected movement in interest rates

· The Council’s borrowing and investment strategies
· Treasury performance indicators
· Specific limits on treasury activity

· Local performance indicators

· Local treasury issues

Debt and Investment Projections 2008/09 – 2010/11
The borrowing requirement comprises the expected movement in the CFR and any maturing debt which will need to be re-financed. The table below shows this effect on the treasury position over the next three years. It also highlights the expected change in investment balances.
TABLE 11:
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Estimated

Estimated
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£’000

£’000

External Debt at

31-Mar

Annual change in debt

0

500

500

500

Total Resources

14,617

12,724

11,453

10,670

Working Capital

2,383

1,399

893

802

Total Investments at  31 

March

17,000

14,122

12,346

11,472

Investment change

-1,230

-2,878

-1,776

-874

Investments



External Debt

22,442

22,942

23,442

23,942


The related impact of the movements in resources and predicted interest rates on the revenue budget are:

TABLE 12:
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-1,492
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Revenue Budgets:


It should be noted that interest charges to the HRA are recoverable through housing subsidy.

Expected Movement in Interest Rates
TABLE 13:
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Butlers’ interest rates forecast to 1 decimal place (January 2008)
Short Term Interest Rates - While the December cut in Bank Rate ultimately came as no great surprise to the financial markets it did reflect the Monetary Policy Committee’s growing unease about the state of the domestic economy.

The November Inflation Report did highlight the threat of a comparatively steep decline in economic activity in 2008. However, until then there had been few decisive signals that this process had commenced in earnest. More recently, the economic data has been transmitting an increasing amount of evidence that this may indeed be the case.

The cooling in the housing market has been noted for some time although it is only in the past few months that the two key indicators on this front (the Nationwide & Halifax Indices) have moved down in unison. The deciding factors behind the MPC’s decision were probably the November CIPS surveys of the manufacturing and service sectors.

Both these indicators pointed towards a marked deceleration in activity on a broad front and may well have been interpreted by the policy doves as a sure sign that the effects of the summer’s credit squeeze are beginning to spread beyond the confines of the financial markets. 

The squeeze on credit represents a sharp and involuntary tightening of domestic monetary policy. The fact that it is likely to take some time to evaporate suggests that consumers’ expenditure (which has still to see the full effects of the adjustment of discounted, fixed-rate mortgages) will eventually respond through a marked contraction. 

This, along with an easing of capacity constraints as the economy slows down, is expected to reduce inflation pressures and ensure Consumer Price Index (CPI) growth reverts to the 2% central target rate over the medium term.

Nevertheless, the Bank of England does note that the upside risks to inflation remain. Many of the current pressures are externally generated (oil, food, commodity prices etc) and will not respond to UK interest rate policy. 

Hopes rest upon the anticipated deceleration in international activity reversing at least some of these trends. In the mean time, the Monetary Policy Committee (MPC) is hoping that domestic inflation expectations do not deteriorate and that weakening household consumption prevents companies passing cost increases on to the retail level. The outcome of this “central case” scenario will not be known for some time.

Longer Term Interest Rates - Bond markets (which underpin the Council borrowing rates) will remain aware of the risks policy makers are taking with inflation for the sake of engineering a gradual and moderate dip in economic activity. Concerns about the health of the financial sector will persist for some time and these will maintain the downward bias to bond yields in the near term. 

However, investors may be unsettled by the risks central banks are taking with long-term inflation control in their attempts to shore up faltering activity. Worries about inflation prospects in the medium to long term are expected drive yields higher through 2008/09 and beyond. 
Borrowing and Debt Strategy 2008/09 to 2010/11
The uncertainty over future interest rates increases the risks associated with treasury activity.  As a result the Council will take a cautious approach to its treasury strategy.

Long-term fixed interest rates are expected to be higher over the medium term. The Corporate Director Resources, under delegated powers, will take the most appropriate form of borrowing depending on the prevailing interest rates at the time, taking into account the risks shown in the forecast above.  It is likely that longer term fixed rates will be considered earlier if borrowing rates deteriorate.

With the likelihood of increasing interest rates debt restructuring is likely to take place later in the financial year or in future years, although the Corporate Director Resources and Treasury consultants will monitor prevailing rates for any opportunities during the year.  
A key change in the options for borrowing and rescheduling occurred on 1 November 2007 when the PWLB changed its interest rate structure to a more sensitive pricing method and also increased the relative cost of repaying debt.  This will prompt a more cautionary approach to both borrowing and rescheduling. 
TABLE 14:
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Investment Counterparty and Liquidity Framework
The primary principle governing the Council’s investment criteria is the security of its investments, although the yield or return on the investment is also a key consideration.  After this main principle the Council will ensure:
· It has sufficient liquidity in its investments.  For this purpose it will set out procedures for determining the maximum periods for which funds may prudently be committed.  These procedures also apply to the Council’s prudential indicators covering the maximum principal sums invested. 
· It maintains a policy covering both the categories of investment types it will invest in, criteria for choosing investment counterparties with adequate security, and monitoring their security.  This is set out in the Specified and Non-Specified investment sections below.

The Corporate Director Resources will maintain a counterparty list in compliance with the following criteria and will revise the criteria and submit them to Council for approval as necessary.  This criteria is separate to that which chooses Specified and Non-Specified investments as it selects which counterparties the Council will choose rather than defining what its investments are. The rating criteria use the lowest common denominator method of selecting counterparties and applying limits.

· Banks – the Council will use banks which have at least the following Fitch or equivalent ratings:

- Short Term: F1  &  Long Term: A+/-
· Bank Subsidiary and Treasury Operations – the Council will use these where the parent bank has the necessary ratings outlined above.
· Building Societies – the Council will use all societies with assets in excess of £500 million.

· Money Market Funds – AAA Rated.

· UK Government (including gilts and the DMO)

· Local Authorities, Parish Councils etc
· Supranational institutions (as defined in Annex C1)
The time limits for institutions on the Council’s Counterparty List are as follows (these will cover both Specified and Non-Specified Investments):

TABLE 15:
	
	Fitch
	Moody’s
	Standard & Poor’s
	Building Society Assets
	Time Limit
	Max’ Deposit with body

	
	Short Term
	Long Term
	Short Term
	Long Term
	Short Term
	Long Term
	
	
	

	Specified Investments

	Bank/ Building Society
	F1
	-
	P-1
	-
	A-1
	-
	-
	1 year
	£4m

	Money Market Fund
	AAA
	AAA
	AAA
	-
	n/a
	£4m

	Other Local Authority
	-
	-
	-
	-
	1 year
	£3m

	Non Specified Investments

	* Non-rated subsidiary of an F1 (or equiv’) rated institution
	-
	-
	-
	-
	6 mths
	£2m

	Non-rated Building Society
	-
	-
	-
	-
	-
	-
	>£500m
	9 mths
	£3m

	
	-
	-
	-
	-
	-
	-
	>£1bn
	1 year
	£4m

	Long Term Bank/ Building Society
	F1
	A-
	P-1
	A3
	A-1
	A
	<£4bn
	2 years
	£4m

	
	F1
	A-
	P-1
	A3
	A-1
	A
	>£4bn
	3 years
	£4m

	
	F1
	AA-
	P-1
	Aa3
	A-1
	AA-
	-
	4 years
	£4m

	
	F1
	AAA
	P-1
	Aaa
	A-1
	AAA
	-
	5 years
	£4m

	Bank Treasury Department
	-
	-
	-
	-
	-
	As per parent 


The criteria for Specified and Non-Specified investments are also shown in Annex C1 for approval. 

In the normal course of the Council’s cash flow operations it is expected that both Specified and Non-specified investments will be utilised for the control of liquidity as both categories allow for short term investments.  

The use of longer term instruments (greater than one year from inception to repayment) will fall in the Non-specified investment category.  These instruments will only be used where the Council’s liquidity requirements are safeguarded.  This will also be limited by the investment prudential indicator shown below in Table 16.

Investment Strategy 2008/09 – 2010/11
Expectations on shorter-term interest rates, on which investment decisions are based, show a likelihood of the recent Bank Rate of 5.75% being the peak with the next fall from the current 5.50% expected in early 2008.  The Council’s investment decisions are based on comparisons between the rises priced into market rates against the Council’s and advisers own forecasts. It is likely that investment decisions will be made for longer periods with fixed investments rates to lock in good value and security of return if opportunities arise, subject to over riding credit counterparty security. The Corporate Director Resources, under delegated powers, will undertake the most appropriate form of investments depending on the prevailing interest rates at the time, taking into account the risks shown in the forecast above. 
Sensitivity to Interest Rate Movements 
Future Council accounts will be required to disclose the impact of risks on the Council’s Treasury Management activity.  Whilst most of the risks facing the Treasury Management service are addressed elsewhere in this report (credit risk, liquidity risk, market risk, maturity profile risk), the impact of interest rate risk is discussed but not quantified.   The table below highlights the estimated impact of a 1% increase/decrease in all interest rates to Treasury Management costs/income for next year.  That element of the debt and investment portfolios which are of a longer term, fixed interest rate nature will not be affected by interest rate changes.

Table 16:
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Treasury Management Prudential Indicators and Limits on Activity

There are four further treasury prudential indicators. The purpose of these prudential indicators is to contain the activity of the treasury function within certain limits, thereby managing risk and reducing the impact of an adverse movement in interest rates.  However if these are set to be too restrictive they will impair the opportunities to reduce costs.  The indicators are:

· Upper limits on variable interest rate exposure – This indicator identifies a maximum limit for variable interest rates based upon the debt position net of investments. 
(Additional local indicators are also shown purely for either debt or investments.  Due to the complexity of the calculation of this indicator, further information/ guidance on the values can be obtained from Corporate Finance.)
· Upper limits on fixed interest rate exposure – Similar to the previous indicator this covers a maximum limit on fixed interest rates.
(Additional local indicators are also shown purely for either debt or investments.  Due to the complexity of the calculation of this indicator, further information/ guidance on the values can be obtained from Corporate Finance.)

· Maturity structures of borrowing – These gross limits are set to reduce the Council’s exposure to large fixed rate sums falling due for refinancing, and are required for upper and lower limits.

· Total principal funds invested for greater than 364 days – These limits are set to reduce the need for early sale of an investment, and are based on the availability of funds after each year-end.

The Council is asked to approve the following prudential indicators:

TABLE 17:
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Lower

Upper

Lower

Upper

Lower
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Under 12 months 

*

 

(see below)

0%

20%

0%

20%

0%

20%

12 months to 2 years

0%

20%

0%

20%

0%

20%

2 years to 5 years

0%

25%

0%

25%

0%

25%

5 years to 10 years

0%

75%

0%

75%

0%

75%

10 years and above

0%

100%

0%

100%

0%

100%

Max’

principal

invested

>

364

days

Upper

Upper

Upper

2008/09

2009/10

2010/11

Interest Rate Exposures

£10.00m

£11.94m

£13.07m

100%                   

100%

100%                   

100%

100%                   

100%







£2.29m

£2.34m

2.35m

10%                    

40%

10%                    

40%

10%                    

40%

Maturity Structure of fixed interest rate borrowing

Maximum principal sums invested > 364 days at end of financial year

£9m

£8m

£7m


* This indicator has been reduced to 20% from the 40% in 2007/08 previously allowed to provide the flexibility needed to undertake temporary borrowing in the event of a stock transfer.
Local Performance Indicators

The Code of Practice on Treasury Management requires the Council to set performance indicators to assess the adequacy of the treasury function over the year.  These are distinct historic indicators, as opposed to the prudential indicators, which are predominantly forward looking.  The Council will therefore also report on these local performance indicators:

· Debt – Average rate movement year on year

· Investments – Internal returns above the 7 day LIBID & 3 month LIBID rates

· Bank Balances – The average daily un-invested bank balances to be less than £5k.

The results of these indicators will be reported in the Treasury Annual Report for 2007/08.
Annex C1

Treasury Management Practice (TMP) 1 (5) – Credit and Counterparty Risk Management

The Office of the Deputy Prime Minister (now CLG) issued Investment Guidance on 12th March 2004, and this forms the structure of the Council’s policy below. These guidelines do not apply to either trust funds or pension funds which are under a different regulatory regime.

The key intention of the Guidance is to maintain the current requirement for Councils to invest prudently, and that priority is given to security and liquidity before yield.  In order to facilitate this objective the guidance requires this Council to have regard to the CIPFA publication Treasury Management in the Public Services: Code of Practice and Cross-Sectoral Guidance Notes.  This Council adopted the Code on 5th March 2002 and will apply its principles to all investment activity.  In accordance with the Code, the Corporate Director Resources has produced its Treasury Management Practices.  This part, TMP 1(5), covering investment counterparty policy requires approval each year.

Annual Investment Strategy - The key requirements of both the Code and the investment guidance are to set an annual investment strategy, as part of its annual treasury strategy for the following year, covering the identification and approval of following:

· The strategy guidelines for decision making on investments, particularly non-specified investments.

· The principles to be used to determine the maximum periods for which funds can be committed.

· Specified investments the Council will use.  These are high security (i.e. high credit rating, although this is defined by the Council, and no guidelines are given), and high liquidity investments in sterling and with a maturity of no more than a year.

· Non-specified investments, clarifying the greater risk implications, identifying the general types of investment that may be used and a limit to the overall amount of various categories that can be held at any time.

This strategy is to be approved by full Council.

The investment policy proposed for the Council is:

Strategy Guidelines – The main strategy guidelines are contained in the body of the Treasury Strategy Statement.

Specified Investments – These investments are sterling investments of not more than one-year maturity, or those which could be for a longer period but where the Council has the right to be repaid within 12 months if it wishes.  These are low risk assets where the possibility of loss of principal or investment income is small.  These would include investments with:

1. The UK Government (such as the Debt Management Office, UK Treasury Bills or a Gilt with less than one year to maturity).

2. Supranational bonds of less than one year’s duration.

3. A Local Authority, Parish Council or Community Council.

4. Pooled investment vehicles (such as Money Market Funds) that have been awarded a high credit rating by a credit rating agency.
5. A body that has been awarded a high credit rating by a credit rating agency (such as a bank or building society). 

For category 4 this covers pooled investment vehicles (such as MMF’s) rated AAA by Standard and Poor’s, Moody’s or Fitch rating agencies.

For category 5 this covers bodies with a minimum rating of F1 (or the equivalent) as rated by Standard and Poor’s, Moody’s or Fitch rating agencies.  Within these bodies, and in accordance with the Code, the Council has set additional criteria to limit the time for a category 5 deposit to 364 days and a monetary limit of £4m per body.

Non-Specified Investments – Non-specified investments are any other type of investment (i.e. not defined as Specified above).  The identification and rationale supporting the selection of these other investments and the maximum limits to be applied are set out below.  Non specified investments would include any sterling investments with:

	All Non Specified Investment Categories
	Comment

	1
	Supranational Bonds greater than 1 year to maturity

· Multilateral development bank bonds – These are bonds defined as an international financial institution having as one of its objects economic development, either generally or in any region of the world (e.g. European Investment Bank etc.).  

· A financial institution that is guaranteed by the United Kingdom Government (e.g. The Guaranteed Export Finance Company {GEFCO})

The security of interest and principal on maturity is on a par with the Government and so very secure, and these bonds usually provide returns above equivalent gilt edged securities. However the value of the bond may rise or fall before maturity and losses may accrue if the bond is sold before maturity.  
	Would not use due to size of investment portfolio limiting benefit to authority.

	2
	Gilt edged securities with a maturity of greater than one year.  These are Government bonds and so provide the highest security of interest and the repayment of principal on maturity. Similar to category (1) above, the value of the bond may rise or fall before maturity and losses may accrue if the bond is sold before maturity.
	

	3
	Building societies not meeting the basic security requirements under the specified investments.  The operation of some building societies does not require a credit rating, although in every other respect the security of the society would match similarly sized societies with ratings.  The Council may use such building societies which have a minimum asset size of £500m, but will restrict these types of investments to a maximum of 1 year.
	Category 3 + 4 must not be in excess of 60% of the total investment portfolio.

	4
	Any non rated subsidiary of a credit rated institution included in the specified investment category. 
	

	5
	Any bank or building society that has a minimum long term credit rating of A+/-, or equivalent, for deposits with a maturity of greater than one year (including forward deals in excess of one year from inception to repayment).
	£10m max’ principal outstanding as at
31st March 2008.

	6
	Share capital or loan capital in a body corporate – The use of these instruments will be deemed to be capital expenditure, and as such will be an application (spending) of capital resources.  Revenue resources will not be invested in corporate bodies.
	Unlikely to use due to size of portfolio and high risk associated.  Would also require additional approval as deemed as capital expenditure.


Within categories 3, 4 and 5, and in accordance with the Code, the Council has developed additional criteria to set the overall amount of monies which will be invested in these bodies.  All investments will be made in sterling to eliminate exchange rate risk.  This criteria is detailed in the table below.

 TABLE 18:

	
	Limits

	A) Bank of Building Society with a Long Term Credit Rating of AAA+/- or equivalent
	5 yrs
	£4m

	B) Bank of Building Society with a Long Term Credit Rating of AA+/- or equivalent
	4 yrs
	£4m

	C) Bank with a Long Term Credit Rating of A+/- or equivalent
	3 yrs
	£4m

	D) Building Society with a Long Term Credit Rating of A+/- or equivalent AND assets > £4bn
	3 yrs
	£4m

	E) Building Society with a Long Term Credit Rating of A+/- or equivalent AND assets < £4bn
	2 yrs
	£4m

	F) Non-rated Building Society with assets > £1bn
	1 yr
	£4m

	G) Non-rated Building Society with assets > £500m
	9 mths
	£3m

	H) Non-rated subsidiary of a high rated parent included in specified criteria (minimum F1+/-)
	6 mths
	£2m


The Monitoring of Investment Counterparties - The credit rating of counterparties will be monitored regularly.  The Council receives credit rating advice from its advisers, Butlers, on a daily basis as and when ratings change, and counterparties are checked promptly.  On occasion ratings may be downgraded when an investment has already been made.  The criteria used are such that a minor downgrading should not affect the full receipt of the principal and interest.  Any counterparty failing to meet the criteria will be removed from the list immediately by the Corporate Director Resources, and if required new counterparties which meet the criteria will be added to the list.

Use of External Fund Managers – At present the Council does not use Money Market Funds (MMF) but the Corporate Director Resources will, with the assistance of Butlers (the Council’s Treasury Management advisers), review the potential use of external fund managers for part of its investment portfolio.  Fund managers use both specified and non-specified investment categories, and are contractually committed to keep to the Council’s investment strategy.  Should an MMF be appointed, the performance of each manager would be reviewed at least quarterly by the Corporate Director Resources reported to the Cabinet as part of the Quarterly Heathcheck reports.  The fund managers would also be contractually required to comply with the annual investment strategy.  












1
22
2

