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TREASURY MANAGEMENT STRATEGY FOR 2006/07

Report by Head of Finance & Procurement

Introduction

1. The Local Government Act 2003 requires the Council to set out its treasury strategy for borrowing and to prepare an Annual Investment Strategy specifying the Council’s policies for managing its investments and for giving priority to the security and liquidity of those investments.

2. The suggested strategy for 2006/07 in respect of the following aspects of the treasury management function is based upon the Treasury officers’ views on interest rates, supplemented with leading market forecasts provided by the Council’s treasury advisor.

The strategy covers:

· Prudential Indicators;

· the current treasury position;

· the borrowing requirement;

· prospects for interest rates;

· the borrowing strategy;

· debt restructuring; and 

· the investment strategy

Prudential Indicators 2006/07 – 2008/09

3. The Prudential Code requires the Council to set Prudential Indicators for the next three years to ensure that the Council’s capital investment plans are affordable, prudent and sustainable.

4. The indicators that are relevant in setting an integrated treasury management strategy are shown in Annex 1.

5. Local authorities are required to set upper limits on fixed and variable interest rate exposures.

The Prudential Code recognises that for authorities with substantial cash balances the calculation of exposure limits can be a negative figure.  This can result in fixed interest rate exposure for net borrowing being above 100%.  An example is given below:

E.g.
if
fixed rate debt = £300m
fixed investment = £100m



variable rate debt = £50m
variable investments = £55m

Fixed interest exposure for net borrowing =
£300m - £100m  = 102.56%




£350m - £155m

Variable interest exposure for net borrowing =
£50m - £55m      =  -2.56%




£350m - £155m

6. In order to allow the authority to invest a higher proportion of its cash balances in variable rate instruments, without being forced to increase the proportion of variable rate borrowing, the maximum fixed interest rate exposure limit has been set at 150%.

7. The Treasury Management Strategy report is required to state whether or not the authority has adopted the CIPFA Code of Practice for Treasury Management.  The Council formally adopted the code on 1 April 2003.

The Current Treasury Position

8. The Council’s Treasury portfolio position at 30 December 2005 comprised:



Principal
Average Rate



£
%

Fixed Rate Funding




PWLB
318,383,000
5.10


Money Market Loans
20,000,000
3.64


Other Long Term Liabilities
0


TOTAL DEBT
338,383,000
4.96

TOTAL INVESTMENTS
153,793,736
4.63

(Investments include approximately £8.4m of pension fund cash)

The Borrowing Requirement

9. In order to finance the Capital Programme, the Council’s long-term debt is projected to increase from £338 million from April 2006 to £375 million at 31 March 2007; a net increase of £37 million or 10.95%.  In addition to new borrowing the Council has £5 million of maturing debt that will need to be replaced.


2005/06

£’000

Probable
2006/07

£’000

Estimate
2007/08

£’000

Estimate
2008/09

£’000

Estimate

New Borrowing
48,000
31,842
18,601
15,875

Replacement Borrowing
6,000
5,000
5,000
6,000

TOTAL


54,000
36,842
23,601
21,875

Prospects for Interest Rates

10. The Council employs Sector Treasury Services to provide investment advice to the Authority, and part of their service is to assist the Council to formulate a view on interest rates.  Annex 2 draws together a number of current City forecasts for short and long-term interest rates.  The following table and bullet points give the Sector central view.

%
Dec

2005
Mar

2006
June

2006
Sept 

2006
Dec

2006
Mar

2007
June

2007
Sept 

2007
Dec

2007

Base Rate


4.50
4.50
4.25
4.25
4.00
4.25
4.50
4.75
4.75

5yr PWLB Rate
4.25
4.00
4.00
4.25
4.50
4.75
4.75
4.75
4.75

10yr PWLB Rate
4.50
4.25
4.50
4.75
4.75
4.75
4.75
4.75
4.75

25yr PWLB Rate
4.50
4.50
4.50
4.50
4.75
4.75
4.75
5.00
5.00

11. Sector’s interest rate view is that base rate will:

· remain at 4.5% until the end of Quarter 1 2006

· fall to 4% by the end of quarter 4 2006

· edge up by 0.25% in Q1, Q2 and Q3 of 2007 to end the year at 4.75%.

12. The risk in this forecast is to the downside in that the cuts in interest rates could occur earlier than the forecast suggests, although this will not necessarily affect the timing of the first upward move in Q1 2007.

Economic Background

13. UK

· UK now in the downswing of the economic cycle.  GDP growth is expected to weaken from 3.2% in 2004 to about 1.7% in 2005 before rising to about 2.0% in 2006.
· Slowdown in household spending and rise in unemployment during 2005 
· House price inflation has fallen to very low levels and may now stabilise
· Rise in inflation concerns; high oil prices has pushed inflation up over the target of 2%, but this is a one off effect that will fall out even if oil prices remain at current levels
· Increasing concerns that the public sector deficit will exceed targets significantly and lead to increases in taxation
14. International

· Boom in world commodity prices driven by strong growth in China and India; potential for further increases in prices but supply side increases and improvements in technology are likely to reduce prices in the medium term

· Inability of oil producers to spend their huge cash surpluses and reluctance of Asian companies to run current account deficits will suppress world demand and dampen world growth

· US – continuation of measured rate increases by the Federal Reserve (Fed) coupled with concerns about rising inflation.  Fed rate may now peak at 4.5%.

· US GDP growth expected to weaken from 4.4% in 2004 to 3.4% in 2005 and 2.5% in 2006.

· ECB had held base rate at 2.00% since June 2003; increase in December to 2.25% but indicated that ‘this was not the first of a series of increases’.

· European consumers lack confidence to increase their spending; GDP growth is expected to increase weakly and to continue to under perform the UK and US economies.

Interest Rate Forecast

15. The indicators are sending very mixed signals to the market.  On the one hand, weak consumers’ expenditure, downbeat growth in the economy, the likelihood that the effect of oil price strength upon inflation will be temporary, and a pronounced weakening in consumer borrowing in recent months, all indicates a further cut in interest rates.  However, the Bank of England believes that recent weak growth has been a temporary “soft spot”, is concerned that the rise in oil prices might begin to affect inflation expectations and hence have second-round effects on inflation, and it is certainly anxious not to re-ignite a housing boom, all of which could lead to an increase in interest rates.

There is, therefore, much dispute over the outlook for interest rates.

Borrowing Strategy

16. The principal objective for the management of debt is to borrow at the most advantageous terms for the Authority in order to finance the capital programme, to achieve the lowest level of interest payable, minimise the volatility of the average rate of interest and control risk.

17. From 7 December 2005, PWLB extended the maximum period for fixed rate loans from 30 years to 50 years.  This is as a result of the Government issuing a 50-year gilt.

Currently 30 – 50 years is the cheapest part of the yield curve, therefore fixed term borrowings in this period may be attractive to the authority in the 2006/07 financial year.

18. It is likely that short-term variable rates will offer good value compared to long-term rates for the next couple of years.  Short-term variable rate borrowing could reduce borrowing costs during 2006/07.  However, the risks intrinsic in the shorter-term variable rates are such, when compared to historically relatively low long-term fixed funding, which may be achievable in 2006/07, that Council will maintain a stable, longer-term portfolio by drawing longer-term fixed rate funding at marginally higher rates than short-term borrowings.

19. The strategy for 2006/07 will be to borrow fixed rate, long dated borrowings in the first half of the financial year before PWLB rates increase.  This applies particularly to the 10-year area where the forecast indicates the rate will fall to 4.25% at the start of the financial year.

20. The Council will continue to use Lender Option/Borrowers Option loans (LOBOs) where they offer better value compared to fixed rate debt during 2006/07.  It is recommended that the Council approve the use of LOBO loans for a maximum of 20% of the portfolio.  This is an increase from 10% in the current strategy.

21. The Prudential Code allows the Council to borrow in advance of need to fund the three-year Capital Programme.

It is recommended that the Council approve the use of forward borrowing, especially if it is likely that rates will increase in the following financial year.  

Debt Restructuring

22. Opportunities may exist for restructuring long-term debt to produce savings.  The Council will actively give consideration during the year to taking advantage of small movements in PWLB rates to reduce the cost of existing debt in the portfolio by re-borrowing at lower rates without making significant changes to the type of debt or maturity periods.

23. The reasons for any rescheduling to take place will include:

· the generation of cash savings at minimum risk

· to enhance the balance of the long term portfolio.

24. The Council will only restructure debt where a discount can be achieved.  This is a result of expected changes to accounting practices from 1 April 2007 which will require the Council to write off in that year any premiums/discounts arising from debt restructuring.  Currently it is anticipated that around £0.8 million of net premiums on the balance sheet will have to be written off in 2007/08, this has already been included in the projected Medium Term Financial Plan. 

25. All restructuring will be reported to the Cabinet at the meeting following its action. 

Annual Investment Strategy

Investment Policy

26. The Council will have regard to the ODPM’s Guidance on Local Government Investments issued in March 2004 and CIPFA’s Treasury Management in Public Services Code of Practice and Cross Sectoral Guidance Notes.

27. The Council’s investment priorities are:

(a) the security of capital and

(b) the liquidity of its investments

28. The Council will also aim to achieve the optimum return on its investments commensurate with proper levels of security and liquidity.

29. Investment instruments identified for use in the financial year are listed in Annex 3 under the ‘Specified’ and ‘Non-Specified’ Investment categories.

30. The Council subscribes to the Fitch credit ratings service to establish the credit quality of counterparties and investment schemes.  The Authority has determined the credit criteria it deems to be “high” for each category of investment and only lends to top rated institutions.  All credit ratings will be monitored.  If a downgrade results in the counterparty no longer meeting the Council’s minimum criteria, it’s further use as a new investment will be withdrawn immediately.

31. The Council’s external fund manager(s) (when appointed) is responsible for investing funds on behalf of the Authority.  The agreement between the Council and the manager(s) will formally stipulate the instruments and the limits set to control risk.

Investment Comparisons

32. In 2004/05, the Council achieved average returns of 4.68% on cash managed in-house compared to the average for 26 Shire Counties of 4.62%.  The Authority achieved the third highest returns in this category. 

Investment Strategy

33. Investment will be made with reference to the Council’s core balance and cash flow requirements and the outlook for short-term interest rates.

34. Base rates are forecast to be on a falling trend from 4.50% to reach 4.00% in Quarter 4 2006 but rise again to end Quarter 1 2007 at 4.25%.  The Authority will seek to lock in longer period investments at higher rates before this fall starts.  We will aim to have some investments maturing in Quarter 1 2007 when the interest rate cycle turns up.

35. The Authority will continue to lend for periods of up to 3 years, in order to provide increased returns.

It is recommended that the Council approve in-house lending in excess of 1 year to £20m during 2006/07.  There is no change from 2005/06.

36. The Council reviewed the Lending List in June 2004.  The review included introducing Country Limits for deposits to banks incorporated overseas of 25% of the total outstanding loans.  Sector have since advised that this is not necessary as each institutions individual rating is sufficient to minimise credit and counterparty risk, and we are, in fact, hindering ourselves from maximising returns.

It is recommended therefore, that the Council approve the removal of the Country limits from the Authorities Lending List. 

External Cash Fund Management

37. The Authority is currently looking to appoint two external fund managers.  Each fund manager will be given different benchmarks, one a cash benchmark and one a hybrid cash/gilt benchmark in order to diversify funds, increase returns and minimise risk.

38. The Council will monitor each fund and Sector will offer independent advice on the funds performance and the suitability of each benchmark.

39. It is recommended that the Council approve an initial transfer of £10 million to each fund manager, with the possibility of a further £5 million each, depending on performance of the fund.

40. The instruments that each fund manager will be able to invest in are shown in Annex 3.

Overall Summary

41. The proposed Treasury Management Strategy for 2006/07 may be summarised overall as follows:

(a) increase external debt by £37 million to finance the capital programme;

(b) to borrow from PWLB or the money market at the most advantageous rates for the Authority;

(c) to actively take advantage of small movements in PWLB rates in order to restructure debt;

(d) to take advantage of higher market rates by investing for longer periods;

(e) to invest a total of £20 million with two external fund managers, with the possibility of increasing the total amount to £30 million.

RECOMMENDATIONS

42. The Cabinet is RECOMMENDED to endorse:

(a) the Prudential Indicators in Annex 1 to the report;

(b) the use of Lender Option/Borrower Option loans restricted to 20% of the portfolio;

(c) the use of forward borrowing;

(d) the restriction of in-house lending for periods in excess of 1-year to £20 million;

(e) the removal of the Country Limits from the Lending List;

(f) the transfer of £10 million to each of the selected external fund managers, with the possibility of transferring another £5 million to each

and RECOMMEND the Council to approve the Treasury Management Strategy accordingly.

SUE SCANE 

Head of Finance &Procurement

Background Papers:
Nil

Contact Officer:

Katy Morris Tel:01865 815684

January 2006

ANNEX 1

Prudential Indicators for 2006/07 – 2008/09 

The following prudential indicators are relevant for the purposes of setting an integrated treasury management strategy.

External Debt

It is recommended that the Council approve the following authorised limits for its total external debt gross of investments for the next 3 financial years.

Authorised limit for external debt


Authorised limit for external debt


2004/05

£m

Actual
2005/06

£m

Probable
2006/07

£m

Estimate
2007/08

£m

Estimate
2008/09

£m

Estimate

Authorised limit for borrowing
336,834
394,853
410,225
433,826
455,701

Authorised limit for other long-term liabilities
7,500
8,000
8,000
8,000
8,000

Authorised limit for external debt
344,334
402,853
418,225
441,826
463,701

Operational limit for external debt

The proposed operational boundary for external debt is based on the same estimates as the authorised limit.  It reflects the most likely, prudent but not worst-case scenario.


Operational limit for external debt


2004/05

£m

Actual
2005/06

£m

Probable
2006/07

£m

Estimate
2007/08

£m

Estimate
2008/09

£m

Estimate

Operational limit for borrowing
326,834
384,853
400,225
423,826
445,701

Operational limit for other long-term liabilities
7,500
8,000
8,000
8,000
8,000

Operational limit for external debt
334,334
392,853
408,225
431,826
453,701

Upper Limit for Fixed Interest Rate Exposure

The limit on principal sums borrowed at fixed rates less principal sums invested at fixed rates as a percentage of net borrowing.

Fixed Interest Net Borrowing Upper Rate
150%

Variable Interest Net Borrowing Upper Rate
25%

Total Principal Sums Invested for longer than 364 days

Upper limit of funds invested for longer than 364 days is £55 million for 2006/07, 2007/08 and 2008/09.

Maturity Structure of Borrowing during 2006/07

Maturing Period:-
Lower Limit %
Upper Limit %

Under 12 months
0
20

12 months – 24 months
0
25

24 months – 5 years
0
35

5 years – 10 years
10
40

10 years +
50
95

ANNEX 2

Interest Rate Forecasts

The data below shows a variety of forecasts published by a number of institutions.  The first three are individual forecast including those of UBS and Capital Economics.  The final one represents summarised figures drawn from the population of all major city banks and academic institutions.

Sector interest rate forecast – October 2005

%
Dec

2005
Mar

2006
June

2006
Sept

2006
Dec

2006
Mar

2007
June

2007
Sept

2007
Dec

2007

Base Rate


4.50
4.50
4.25
4.25
4.00
4.25
4.50
4.75
4.75

5yr PWLB Rate
4.25
4.00
4.00
4.25
4.50
4.75
4.75
4.75
4.75

10yr PWLB Rate
4.50
4.25
4.50
4.75
4.75
4.75
4.75
4.75
4.75

25yr PWLB Rate
4.50
4.50
4.50
4.50
4.75
4.75
4.75
5.00
5.00

Capital Economics interest rate forecast – October 2005

%
Dec

2005
Mar

2006
June

2006
Sept

2006
Dec

2006
Mar

2007
June

2007
Sept

2007
Dec

2007

Base Rate


4.50
4.00
3.75
3.50
3.50
3.75
4.00
4.25
4.50

5yr PWLB Rate
4.00
3.80
3.70
3.60
3.70
3.90
4.50
4.60
4.60

10yr PWLB Rate
4.25
4.15
4.15
4.25
4.35
4.15
4.75
4.85
4.75

25yr PWLB Rate
4.35
4.45
4.45
4.45
4.55
4.55
4.60
4.60
4.60

UBS Economic interest rate forecast – October 2005 

%
Dec

2005
Mar

2006
June

2006
Sept

2006
Dec

2006
Mar

2007

Base Rate


4.50
4.50
4.50
4.75
4.75
4.75

10yr PWLB Rate
4.67
4.70
4.80
4.85
4.90
-

25yr PWLB Rate
4.78
4.85
4.87
4.95
5.00
-

Survey of Economic Forecasts

HM Treasury – October 2005 summary of forecasts of 26 City and 14 academic analysts for Q4 2005 and 2006.  (2007 – 2009 are as at August 2005 but are based on 18 forecasts).

Independent
Quarter ended
Annual average base rate

Forecasters
Dec 2005
Dec 2006
2007
2008
2009

BoE Base Rate
4.41
4.20
4.51
4.72
4.78

Highest Base Rate
4.50
5.00
5.50
6.00
6.60

Lowest Base Rate
4.20
3.25
4.00
3.83
3.75

ANNEX 3

Specified Investments

All such investments will be sterling denominated, with maturities up to a maximum of 1 year, meeting the ‘high’ rating criteria where applicable.

Investment Instrument
Minimum Credit Criteria
Use

Debt Management Agency Deposit Facility


N/A
In-house

Term deposits – UK Government


N/A
In-house

Term Deposits – other Local Authorities


N/A
In-house

Term Deposits – Banks and Building Societies
Fitch short-term F1, Long-term A, individual rating C, with support rating 2 or individual rating B, with support rating 3
In-house and Fund Managers

Certificates of Deposit issued by Banks and Building Societies


A1 or P1
In-house on a buy and hold basis.

Fund Managers

Money Market Funds


AAA
In-house and Fund Managers

UK Government Gilts


AAA
In-house on a buy and hold basis

Fund Managers

Treasury Bills



Fund Managers

Non-Specified Investments

A maximum of 50% of the portfolio will be held in non-specified investments.

Investment Instrument
Minimum Credit Criteria
Use
Max % of total investments
Maximum Maturity Period

Term deposits – UK Government with maturities in excess of 1 year
N/A
In-house
50%
3 years

Term deposits – other Local Authorities with maturities in excess of 1 year
N/A
In-house
50%
3 years

Term deposits – Banks and Building Societies with maturities in excess of 1 year 
Short-term rating F1+, long-term rating AA-, individual rating B, support 2
In-house and Fund Managers
50%

100% of External Fund
3 years

Certificates of deposit issued by Banks and building Societies
A1 or P1
In-house on a buy and hold basis

Fund Managers
50%

100% of External Fund
10 years

UK Government Gilts with maturities in excess of 1 year
N/A
In-house on a buy and hold basis

Fund Managers
50%

100% of External Fund
30 years

Bonds issued by multilateral development banks
AAA
In-house on a buy and hold basis.

Fund Managers
50%

(100% of External Fund)
30 years

Bonds issued by a financial institution which is guaranteed by the UK Government

In-house on a buy and hold basis.

Fund Managers
50%

(100% of External Fund)
30 years

Sovereign bond issues
AAA
In-house on a buy and hold basis

Fund Managers
50%

100% of External Fund
30 years

The External Fund will have a maximum average duration of 3 years.
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