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ITEM CA5
CABINET – 21 JULY 2009

Treasury Management outturn 2008/09

Report by Assistant Chief Executive & Chief Finance Officer

Introduction

1. The Chartered Institute of Public Finance and Accountancy’s (CIPFA’s) ‘Code of Practice on Treasury Management 2001’ was adopted by this Council on 1st April 2003.  One of the primary requirements of the code is the receipt by Cabinet of an annual report on its treasury management activities during the previous year. This report fulfils that requirement for the financial year 2008/09.

2. The following annexes are attached

Annex 1
Lending List Changes 

Annex 2
Debt Financing 2008/09

Annex 3
PWLB interest rate graph

Annex 4
PWLB debt Raised and Maturing

Annex 5
Prudential Indicator Outturn.


Strategy 2008/09

3. The Treasury Management Strategy for 2008/09 was based on an average base rate forecast of 5%.

4. Long-term borrowing rates were forecast to remain fairly stable throughout the year, fluctuating around 4.6%.  The Strategy was to spread borrowing during the year taking advantage of temporary dips in the interest rate where possible.  If conditions were favourable up to £20million may have been borrowed in advance to fund planned capital expenditure during 2009/10.

5. The Strategy was to continue to use the services of the two external fund managers, SWIP and Investec.

Market Background

6. The financial year beginning 1st April 2008 can only be described as unparalleled and exceptional, with events that occurred in early autumn of 2008 taking the world’s banking system to the brink of collapse, causing interest rates around the world to plummet.  Bank rate started the year at 5.25% with expectations that there would be a drop to 5.00% in quarter 2 of 2008, and a further drop to 4.75% in quarter 3 of 2008. The first base rate reduction in 2008/09 occurred on 10th April when Bank of England reduced rates to 5.00%.

7. In the early part of 2008/09 the reluctance amongst bank to lend to each other, commonly known as the ‘Credit Crunch’, was still causing a large dislocation between money market rates and the official Bank Rate. This trend continued through the summer enabling the Council to obtain returns above the budgeted level.

8. On 15th September 2008 the US investment bank, Lehman Brothers, was allowed to file for bankruptcy in the total absence of any other institution being willing to buy it due to its perceived high levels of toxic debt. The lack of US Government support for the Lehman Brothers sent shock waves through the financial markets, threatening to completely destabilise them, and caused an even wider dislocation in the money market rates.

9. In early October 2008 all 4 Icelandic Banks went into administration or receivership, further details can be found at paragraph 27.

10. The Monetary Policy Committee (MPC), who meet monthly to set the official Bank Rate, cut the rate on 9th October 2008 to 4.50%, however this had little effect on money market rates, as the dislocation widened further. On 13th October the UK Government announced that it was pumping £37bn in to three of the UK’s largest banks, RBS, Lloyds and HBOS in an attempt to stimulate the flow of money in the economy.

11. The focus of the MPC started to shift in October from concerns about high inflation, to concerns about recession, depression and deflation. In an attempt to counter or ease the impact of these events, the MPC proceeded to cut the official Bank Rate over a 5 month period to an all time low of 0.50%.

12. January 2009 saw further support for the banking sector with the Government purchasing 43.5% of the newly formed Lloyds Banking Group (including Lloyds TSB and HBOS). The Government also announced other measures intended to kick start the economy, such as quantitative easing.
	Financial Year 2008/09
	Official Bank Rate

	1 April 2008 – 8 April 2008
	5.25%

	9 April 2008 – 8 October 2008
	5.00%

	9 October 2008 – 5 November 2008
	4.50%

	6 November 2008 – 3 December 2008
	3.00%

	4 December 2008 – 7 January 2009
	2.00%

	8 January 2008 – 4 February 2009
	1.50%

	5 February 2009 – 4 March 2009
	1.00%

	5 March 2009 – 31 March 2009
	0.50%


13. Rapidly changing credit ratings (including future outlooks for counterparties), and increased uncertainty regarding the level of risk associated with banks and building societies has resulted in frequent changes to the approved lending list.  In order to further reduce counterparty risk amendments to the approved list of borrowers included, reductions to lending limits, shortened duration limits and in some cases temporary suspension or removal from the Lending List. This dramatic tightening of the Lending List has reduced opportunities to place deposits with banks and building societies and has led to a significant increase in deposits with the Governments Debt Management Office in the latter half of the financial year.  Details of changes to the Lending List during the year are set out in Annex 1. 

14. Due to the reduction in money market dealing opportunities and the increased use of the Government’s Debt Management Account Deposit Facility, average interest rates achieved were significantly below those forecast in the Annual Strategy report in the second part of the year. A strategic decision was made to deposit money with longer dated maturities in order to protect the Council against the risk of falling interest rates. It was not known at the time how drastic the drop would be. The impact of the changes in forecast interest rates on the strategic measures budget were reported to Cabinet during the year.  

Treasury Management Activity

Debt Financing

15. The Council’s debt financing for 2008/09 is analysed in Annex 2.

16. The table at Annex 2 shows that the Council’s cumulative total external debt increased during the year from £392.38m on 1 April 2008 to £402.38 on 31 March 2009, a net increase of £10m. The purpose of the increase in borrowing was to finance capital expenditure.  Gross ‘New’ borrowing amounted to £16m all of which was borrowed from PWLB
.  No new money market debt was arranged in 2008/09. 

17. At 31 March 2009, the authority had 75 PWLB loans totalling £352.38m and 10 LOBO
 loans totalling £50m. The average rate of interest paid on PWLB debt was 4.9578% and the average cost of LOBO debt in 2008/09 was 3.7585%. The combined weighted average for interest paid on long-term debt was 4.8081%.  Details of new loans arranged during 2008/09 are shown in Annex 3.

18. In response to changing economic conditions, the borrowing strategy changed from November 2008.  No further long-term borrowing was arranged during the last quarter of the financial year.  The strategy changed so that any new borrowing would be met through internal balances. The principle reason for this was to reduce the difficulty in placing internal balances securely with a reasonable return. Despite relatively low borrowing rates (see Annex 3) it was deemed prudent to use internal balances; however no further borrowing was required.

19. During 2008/09 4 short-term loans were arranged to finance temporary cash flow shortages. The gross short term borrowing for the year was £9.491m with a weighted average maturity of 1.589 days and a weighted average interest rate of 4.1259%.

Maturing Debt
20. The Council repaid £6 million of maturing PWLB loans during the year.  The weighted average interest rate payable on the matured loans was 5.0417%.  The details are set out in Annex 4.

Debt Restructuring

21. The Treasury Management Strategy Report set out the circumstances in which the council would consider restructuring existing long-term debt.  It was not considered advantageous to restructure long-term debt during 2008/9 due to unfavourable interest rates. 

Investment Strategy

22. Security and liquidity of cash was prioritised above the requirement to maximise returns.  The council adopted a cautious approach to lending to financial institutions that were placed on ‘ratings watch’ by the credit rating agency.  Institutions placed on ‘ratings watch negative’ were suspended from the lending list pending the outcome of the ratings review.   During the first half of the financial year the council took advantage of the high interest rates on offer by locking in to longer term deposits at fixed rates of interest.  Post October 2008 lending was in general limited to a maximum duration of 3 months. Short-term cash deposits arranged during the year ranged from overnight to 364 days.  One long term loan of the value of £3m was entered into in 2008/09. The weighted average maturity period of short-term in-house deposits in 2008/09 was 94 days.  

23. The council used fixed and structured deposits, call accounts and a money market fund to deposit its in-house temporary cash surpluses during the early part of 2008/09.  The council did not enter into any structured deposits with variable rates of interest linked to LIBOR
, due to the volatility in the money market. The council ceased using the Money Market Fund with Standard Life after a change in the method of valuing the fund resulted in less favourable terms.

24. Following the collapse of the Icelandic banks, and the high level of uncertainty in the money market, Council agreed a number of changes to the Treasury Management Strategy in November 2008.  The changes to the Investment strategy included agreement to add to the approved lending list nationalised banks with a government guarantee for wholesale deposits; to allow 100% of the investment portfolio to be deposited with the Government’s debt management office, to increase the amount which may be invested with external fund manager Investec and to give delegated power to the Assistant Chief Executive & Chief Finance Officer to change the credit matrix if necessary.

25. In March 2009 the Treasury Management Strategy Team considered the option of collapsing existing deposits held with Irish banks. It was decided that the penalties payable and loss of interest receivable outweighed the benefits of early repayment, i.e. reduced risk to capital.  However, because of concerns over credit ratings Irish institutions were suspended from the approved lending list on 25th November 2008. No new in-house deposits were subsequently arranged.

26. In compliance with latest CIPFA guidance on deposits held with Icelandic banks when the 2008/09 accounts were finalised, included is an amount which represents the potential lost deposit and associated interest on amounts placed with Landsbanki. The guidance sets out that 5% of the deposit should be impaired to reflect the sum at risk of not being returned (ie. £0.05 in each £1.00).  It is expected that between 90% and 100% of the deposit of £5m should be returned in stages over the next two years.   A further accounting adjustment transfers the impairment to the Financial Instrument Adjustment Account so that there is no impact on the County Fund in 2008/09.

The Council’s Lending List
27. The Council’s in-house cash balances are deposited with institutions that meet the Council’s approved credit rating criteria.  The approved Lending List is regularly updated during the year to reflect changes in bank and building society credit ratings.  Changes are reported to Cabinet each month.  The approved lending list may also be further restricted by officers, in response to changing conditions and perceived risk.  Annex 1 shows the amendments incorporated into the Lending List during 2008/09, in accordance with the approved credit rating criteria and additional temporary restrictions.

28. There were no breaches of the lending limits in 2008/09.  

29. A maximum country limit of 20% of the investment portfolio was imposed on deposits in any one foreign country to reduce credit risk.  

30. As at 31st March 2009 the Council had £20m deposited with banks that no longer met the Council’s credit rating criteria. £5m of this total is currently frozen with the Icelandic Bank – Landsbanki.  The remaining £15m (£10m with Bank of Scotland and £5m with RBS) has since matured and been repaid to the Council. In addition, the Council had £49m deposited with institutions that still met the minimum credit criteria, but were suspended from the lending list by the Strategy Team over concerns of their future credit ratings.

Investment Outturn
31. The average daily balance of surplus cash invested in-house was £213m in 2008/09.  The Council achieved an average in-house return for the year of 5.16%, producing gross interest receivable of £10.98million.  Temporary surplus cash includes; pension fund cash (approximately £23.4m at year-end); developer contributions; council reserves and balances; trust fund balances; and various other funds to which the Council pays back the interest earned on the average fund balance at each financial year end.

32. The Council uses the seven-day inter-bank sterling rate as its benchmark to measure its own in-house investment performance.  During 2008/09 the average seven-day interbank sterling rate was 3.69%. The Council’s average in-house return thus exceeded the benchmark by 1.47%. It is often easier to beat a benchmark in a falling interest rate environment, however a strategic decision to arrange long term deposits whilst rates were still high was made in the early part of the financial year. The Council operates a number of call accounts to deposit short-term cash surpluses during 2008/09 the average balance held on call was £1.44million.  The Council ceased using the Money Market Fund on 3rd April 2009 due to a change in valuation method.

External Fund Managers 

33. During the year, the Council continued to use the services of two external fund managers: Investec Asset Management Limited and Scottish Widows Investment Partnership Limited (SWIP).  Each fund manager manages £10m of the Council’s cash, plus their accumulated returns. Investec began managing the fund on 13 April 2006 and SWIP on 13 July 2006. The fund managers were given slightly different investment criteria and, accordingly, their performance is measured against different benchmarks.  

34. Both of the fund managers outperformed their respective benchmarks, and also outperformed the in-house return in 2008/09. In previous years there has been some concern regarding the return from the external fund managers as they have failed to beat the in house return. SWIP’s annualised return for the year was 5.43% net of management charges compared to their annualised benchmark return of 3.65%. Investec’s return for the year net of management charges was 7.78%, compared with a benchmark of 6.56%.  Both fund managers and their respective benchmarks benefited from the volatility in the financial markets and the preference of investors for low risk investments. It is not expected that the high return made by the external fund managers in 2008/09 will continue. 
35. In November 2008, the Treasury Management Strategy was amended to allow an additional £20million to be invested with Investec in a new sub-fund trading in UK Government Gilt Edged Securities. This option was not exercised due to changes in market conditions and forecast returns.
External Performance Indicators and Statistics

36. The County Council is a member of the CIPFA Treasury and Debt Management Benchmarking Club and completed returns for the financial year 2008/09.  The results of this exercise have not yet been published.

Prudential Indicators for Treasury Management
37. During the financial year the Council operated within the treasury limits and Prudential Indicators set out in the Council’s Treasury Management Strategy Report.  The outturn for the Prudential Indicators is shown in Annex 5.

Audit Commission Recommendations

38. Following the collapse of the Icelandic banks and the level of exposure to which Local Authorities were subject to, the Audit Commission has issued the following recommendations for Treasury Management in Local Authorities. Below is a comparison of how Oxfordshire County Council currently compares to those recommendations.

	Audit Commission recommends that Local Authorities should:
	Current Oxfordshire County Council practice

	Be explicit about the level of risk it accepts and the balance between security and liquidity and yield. And decide whether or not it has the appetite and/or capability to be able to manage risk by placing money with financial institutions
	The types of instruments that the Council deems to be of acceptable risk are approved by full council annually. The limits applicable to each instrument are also set out and approved within the Specified & Non Specified section of the Strategy Report. 

The Council’s methodology for counterparty selection is agreed as part of the Strategy Report.

Further restrictions can be applied if the Treasury Management Strategy Team deem them appropriate, and will review them on a monthly basis

	Ensure treasury management policies:
	

	Follow the CIPFA code of practice
	Oxfordshire County Council follows the CIPFA code of practice

	Are scrutinised in detail by a specialist committee, usually the audit committee
	The Treasury Management function is currently subject annual internal and external audit review. The Treasury Management function has been reported to Cabinet on a monthly basis since January 2008 and the detail is fully scrutinised. While we are now considering the Audit Committee as well we believe that Cabinet should continue to receive the report in their decision making role.

	Are monitored regularly
	The Treasury Management Strategy Team monitors treasury management policies on, at least, a monthly basis. The membership of the team includes the Assistant Chief Executive & Chief Finance Officer, Head of Finance & Procurement, Assistant Head of Finance, Financial Manager and Principal Financial Manager of Treasury Management & Pension Fund Investments.

	Ensure elected members receive regular updates on the full range of risks being run
	Any changes to strategy or the counterparties on the approved Lending List are reported to Cabinet monthly

	Ensure the treasury management function is appropriately resourced commensurate with the risks involved. Staff should have the right skills and have access to information and external advice
	All members of the Treasury Management team are qualified accountants or qualified accounting technicians with considerable experience in Treasury Management. All members of the Treasury Management team have access to external advice and information provided by the Trading and Media information provider - Reuters

	Train the elected members who have accountability for the stewardship of public money so that they can effectively scrutinise and be accountable for the treasury management function
	Arrangements for training elected members are currently being developed by the Strategy Team.

Monthly briefings for the Finance Portfolio holder are held.

	Ensure that the full range of options for managing funds is considered, and note that early repayment of loans, or not borrowing money ahead of need, may reduce risk
	The Treasury Management Strategy Team considers the full range of options for management funds on a monthly basis. E.g. in November 2008 the Cabinet Member for Finance and the  strategy team decided not to take any more external borrowing in order to reduce risk of capital loss.

	Use the fullest range of information before deciding where to deposit funds
	The current treasury management strategy uses the credit ratings of Fitch to determine the Council’s lending list, however the Treasury Management Strategy Team also considers the credit ratings from the two other main credit rating agencies (Standard & Poors and Moodys), and where appropriate Credit Default Swaps and Share Price 

	Be clear about the role of external advisors, and recognise that local authorities remain accountable for decisions made
	The Treasury Management Strategy Team are aware of the limitations of external advisors, and will challenge and review any advice given before making a decision

	Look for economies of scale between authorities or with pension funds, while maintaining separation of those funds
	The Treasury Management function and Pensions Investment function already operate as a combined team.

We would consider pooling resources with any of the District Councils if it were deemed beneficial and appropriate.


Financial and Legal Implications

39. The combined activities of debt and investment management contribute to the strategic measures element of the Council’s budget. In the Medium Term Financial Plan, the income budget for ‘Interest on Balances’ in 2008/09 was £4.935m. The actual outturn for 2008/09 was £8.241m an increase of £3.306m. The increase is mainly due to higher than budgeted interest receivable, even though rates dropped dramatically at the end of the calendar year.

40. The expected return for Interest on Balances for 2009/10 is £2.1m. This position will be reviewed throughout the year.

RECOMMENDATION

41. The Cabinet is RECOMMENDED to note the Council’s treasury management activity carried out in 2008/09
SUE SCANE

Assistant Chief Executive & Chief Finance Officer

Contact officer: 
Tim Chapple 
 Tel: 01865 323980

July 2009

ANNEX 1
Lending List Changes during 2008/09

Counterparties added/reinstated

Abbey

Alliance and Leicester plc

Arab National Bank

Heritable Bank plc

Landsbanki Islands

Shinhan Bank

Sumitomo Mitsui Banking Corporation Europe Ltd

Sumitomo Trust & Banking Co Ltd

Wells Fargo Bank NA
Counterparties removed/suspended

	Abbey

ABN AMRO Bank N.V.

Alliance and Leicester plc

Allied Irish Banks plc

Anglo Irish Bank Corporation plc

Australia and New Zealand Banking Group

Banco Santander S.A.

Bank Morgan Stanley 

Bank of America NA

Bank of Ireland plc

Bank of Scotland

BNP Paribas 

Bradford & Bingley

Britannia Building Society

Citibank NA

Clydesdale Bank plc

Commonwealth Bank of Australia

Confederacion Espanola de Cajas de Ahorros

Credit Lyonnais

Credit Suisse

DEPFA Bank plc

Deutsche Bank AG

Dexia Bank Belgium

Dexia Banque International a Luxembourg


	Dexia Credit Local

Dexia Kommunalkredit Bank AG

EBS Building Society

Egg Banking Plc

Emirates Bank International

First Active Plc

Fortis Bank

Glitnir Banki hf

Heritable Bank Ltd

Hong Kong and Shanghai Banking Corporation plc

HSBC Bank plc

HSBC Bank USA

HSBC Trinkaus and Burkhardt AG

Kaupthing Bank hf

Kaupthing Singer & Friedlander Ltd

Landsbanki Islands

Lehman Brothers

MBNA Europe Bank Ltd

Mellon Bank NA

National Bank of Abu Dubai 

National Bank of Kwait (International) plc

National Westminster Bank Plc

Nordea Bank Finland Plc

Prinipality Building Society




Lending limits & Maturity limits increased

New Lending limit
Maximum Maturity

DMADF
100% of Portfolio
3 Years

Society General
No Change
3 Years

Northern Rock
£15m
3 mths



Lending limits & Maturity limits decreased



New Lending limit
Maximum Maturity

Banco Populare Espanol
£22m
3 years

Bank of America N.A
£22m
3 years 

Bank of Scoland
£10m
3 mths

Calyon
£10m
6 mths

Citibank N.A
£22m
3 years

Credit Foncier de France
No Change
3 mths

Lehman Brothers Inc

£10m
3 mths

Lloyds TSB

£10m
3 mths

Skandinaviska Endkilda Banken AB
£10m
3 mths
ANNEX 2
OXFORDSHIRE COUNTY COUNCIL DEBT FINANCING 2008/09

Debt Profile

£m

1.
PWLB
87%
342.38

2.
Money Market LOBO loans
13%
50.00
3.
Sub-total External Debt


392.38

4.
Internal Balances
    0%
-0.25

5.
Actual Debt at 31 March 2008
100%
 392.14

6.
Government Supported Borrowing
27.32

7.
Unsupported Borrowing
0.63

8.
Borrowing in Advance
0.00

9.
Minimum Revenue Provision
-15.69

10.
Actual Debt at 31 March 2009
 404.40

Maturing Debt

11.
PWLB loans maturing during the year 


6.00

12.
PWLB loans repaid prematurely in the course of debt restructuring

0.00


13.
Total Maturing Debt 


6.00

New External Borrowing

14.
PWLB Normal


16.00

15.
PWLB loans raised in the course of debt restructuring


0.00
16.
Money Market LOBO loans


  0.00

17.
Total New External Borrowing


16.00

Debt Profile Year End

18.
PWLB
87%
 352.38

19.
Money Market LOBO loans
12%
50.00
20.
Sub-total External Debt

402.38

21.
Internal Balances
     1%
2.02   

22.
Actual Debt at 31 March 2009
 100%
404.40

Line

1 – 5
This is a breakdown of the Council’s debt at the beginning of the financial year (1 April 2008).  The PWLB is a government agency operating within the Debt Management Office. LOBO (Lender’s Option/ Borrower’s Option) loans are long-term loans, with a maturity of up to 60 years, which includes a re-pricing option for the bank at predetermined time intervals. Internal balances include provisions, reserves, revenue balances, capital receipts unapplied, and excess of creditors over debtors.

6 ‘Government Supported Borrowing’ is the amount that the Council can borrow in any one year to finance the capital programme.  This is determined by Central Government, and in theory supported through the Revenue Support Grant (RSG) system.

7 ‘Unsupported Borrowing’ reflects Prudential Borrowing taken by the authority whereby the associated borrowing costs are met by savings in the revenue budget. 

8 ‘Borrowing in Advance’ is the amount the Council borrowed in advance during 2008/09 to fund future capital finance costs.

9 The amount of debt to be repaid from revenue.  The sum to be repaid annually is laid down in the Local Government and Housing Act 1989, which stipulates that the repayments must equate to at least 4% of the debt outstanding at 1 April each year.  

10 The Council’s total debt by the end of the financial year at 31 March 2009, after taking into account new borrowing, debt repayment and movement in funding by internal balances.

11 The Council’s normal maturing PWLB debt.

12 PWLB debt repaid early during the year.

13 Total  debt repaid during the year.

14 The normal PWLB borrowing undertaken by the Council during 2008/09.

15 New PWLB loans to replace debt repaid early.

16 The Money Market borrowing undertaken by the Council during 2008/09.

17 The total external borrowing undertaken.

18-22   The Council’s debt profile at the end of the year.
ANNEX 3
PWLB Interest Rates 2008/09 for 49.5 to 50 year loans

[image: image1.emf]PWLB Fixed Interest Rates 1 to 50+ Years 
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Interest Rate %

49.5 - 50 year

£6M @ 

4.46%

£10M @ 

4.39%


New borrowing undertaken during 2008/09.
ANNEX 4
Long-term debt Raised and Maturing 2008/09

Normal Debt Financing PWLB: Loans Raised
	Date
	Amount £m
	Interest Rate%
	Termination Date

	04/08/2008
	6
	4.46
	13/07/2058

	15/08/2008
	10
	4.39
	26/03/2058

	Total
	16
	
	


Public Works Loan Board: Loans Maturing in 2008/09

	Date
	Amount £m
	Rate %



	31/01/2009
	2
	5.875

	01/11/2008
	4
	4.625

	Total
	6
	



ANNEX 5
Prudential Indicators Outturn 31 March 2009
Authorised and Operational Limit for External Debt

Authorised Limit for External Debt

£493,000,000

Operational Limit for External Debt

£483,000,000

Actual External Debt at 31 March 2009

£433,528,382

External debt includes Pension Fund cash invested in-house and long-term liabilities.   

Fixed Interest Rate Exposure




Fixed Interest Net Borrowing limit 

150%

Actual at 31 March 2009 

   77%

Variable Interest Rate Exposure

Variable Interest Net Borrowing limit

  25%

Actual at 31 March 2009

  23%

Sums Invested over 365 days

Total sums invested for more than 364 days limit
£100,000,000

Actual sums invested for more than 364 days
£  3,000,000

Maturity Structure of Borrowing 

Limit

Actual

Under 12 months
  0% - 20% 
1.24%

12 – 24 months
  0% - 25% 
2.98%

24 months – 5 years
  0% - 35% 
13.17%

5 years to 10 years
10% - 40%
11.18%

10 years +
50% - 95%
71.42%

� The Public Works Loan Board is a Government agency operating within the United Kingdom Debt Management Office and is responsible for lending money to Local Authorities.





� LOBO (Lender’s Option/Borrower’s Option) Loans are long-term loans which include a re-pricing option for the bank at predetermined intervals.


� LIBOR The London Interbank Offered Rate is the rate at which banks borrow funds from each other, in marketable size in the London interbank money market.  The rate constantly changes throughout each day.
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