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ANNEX 12

Treasury Management Strategy Statement and Annual

Investment Strategy for 2008/2009

Introduction

1. The Local Government Act 2003 requires the Council to ‘have regard to’ the Prudential Code and to set Prudential Indicators for the next three years to ensure that the Council’s capital investment plans are affordable, prudent and sustainable.  The Act requires the Council to set out its treasury strategy for borrowing and to prepare an annual Investment Strategy.  The investment strategy sets out the Council’s policies for managing its investments and for giving priority to the security and liquidity of those investments.

2. The proposed strategy for 2008/09 is based upon interest rate forecasts and advice provided by the Council’s treasury advisor, Sector Treasury Services Limited and the views of the Treasury Officers.

Treasury Limits for 2008/09 to 2010/11

3. It is a statutory duty under Section 3 of the Local Government Act 2003 and supporting regulations, for the Council to determine and keep under review how much it can afford to borrow.  In England and Wales the amount so determined is termed the ‘Authorised Borrowing Limit’.

4. The Council must have regard to the Prudential Code when setting the ‘Authorised Borrowing Limit’.  The ‘Authorised Borrowing Limit’ is set for the forthcoming year and for the two successive financial years.  The Prudential indicators relevant to the setting of an integrated treasury management strategy for 2008/09 to 2010/11 are set out below.

External Debt

5. 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

	
	2007/08

£m

Probable
	2008/09

£m

Estimate
	2009/10

£m

Estimate
	2010/11

£m

Estimate

	Authorised limit for borrowing
	433.000
	486.000
	521.000
	555.000

	Authorised limit for other long-term liabilities
	6.478
	7.000
	7.000
	7.000

	Authorised limit for External debt
	439.478
	493.000
	528.000
	562.000



Operational Limit for External Debt

6. 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

	
	2007/08

£m

Probable
	2008/09

£m

Estimate
	2009/10

£m

Estimate
	2010/11

£m

Estimate

	Operational limit for borrowing
	423.000
	476.000
	511.000
	545.000

	Operational limit for other long-term liabilities
	6.478
	7.000
	7.000
	7.000

	Operational limit for External debt
	429.478
	483.000
	518.000
	552.000


Upper Limit for Fixed Interest Rate Exposure

7. 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

8. Upper limit of funds invested for longer than 364 days is £100million for 2008/09, 2009/10 and 2010/11.

Maturity structure of fixed rate borrowing during 20080/9

	Maturing Period:-
	Lower Limit

%
	Upper Limit

%

	Under 12 months
	
	20

	12 months and within 24 months
	
	25

	24 months and within 5 years
	
	35

	5 years and within 10 years
	10
	40

	10 years and above
	50
	95


9. The Council is also required to indicate if it has adopted the CIPFA Code of Practice on Treasury Management.  It was adopted by the full Council on 1 April 2003.

The Current Portfolio Position as at 30 November 2007

	
	Principal £m
	Average Rate %

	Fixed Rate Funding

   PWLB

   Money Market Loans

   Other Long-Term Liabilities
	330.383

50.000

3.099


	5.00

3.76

	TOTAL DEBT
	383.482
	

	Investments (as at 31 October 2007)
   Average Monthly cash balance

   Externally Managed 
	157.94

  21.47
	5.55

4.69

	TOTAL INVESTMENTS
	179.41
	


The Borrowing Requirement

10. In order to finance the Capital Programme the Council’s long-term external debt is projected to increase from £392.896m in April 2008 to £414.717m by 31 March 2009.

	
	2007/08

£m

Probable
	2008/09

£m

Estimate
	2009/10

£m

Estimate
	2010/11

£’m

Estimate

	Net New Borrowing
	15.907
	21.821
	20.316
	12.097

	Replacement Borrowing
	5.000
	*11.000
	12.000
	*16.000

	TOTAL
	20.907
	32.821
	32.316
	28.097



* replacement borrowing in 2008/09 includes £5m potential repayment of  one LOBO loan and 2010/11 includes a potential £10m repayment of 2 LOBO loans.

Prospects for Interest Rates

11. The Council engages Sector Treasury Services Limited to provide investment advice to the Authority, and part of their service is to assist the Council to formulate a view on interest rates.  Sector’s current view is that Bank Rate will;

· fall to 5.25% in quarter 2 2008; and remain at that level until quarter 2 2009.

· fall to 5% in quarter 3, 2009 and 

· rise to 5.25% in quarter 4 2009.

The Council’s Treasury Management Strategy Team view is that the average base rate for the financial year 2008/09 is forecast to be 5.0%, for 2009/10 to 2011/12 the estimate is 4.75%, and for 2012/13 the forecast is 4.5%.  These estimates have been incorporated into the strategic measures budget estimates.

Borrowing Strategy

12. Sector’s forecasts are based around an expectation that there will normally be variations of +/- 25bps during each quarter around the average interest forecast.  Greater variations can occur as a result of unexpected shocks to financial and political systems.  Current forecasts indicate that PWLB rates may be lower towards the end of the financial year but with little variation in quarterly average rates.  This is likely to mean that attractive rates could be available at any time during the year when there is a temporary dip in rates.

13. Longer-term debt is expected to be cheaper than shorter maturities. The strategy for 2008/09 is to borrow predominantly longer-term fixed debt.  The Council will continue to monitor the interest rate market and adopt a pragmatic approach to changing circumstances.  If it is considered cost-effective to borrow in advance for 2009/10 during 2008/09 then up to a maximum of £20million will be forward borrowed.

LOBOs  (Lender’s option/Borrower’s option)

14. The Council has set a maximum limit of 20% of the debt portfolio to be borrowed in the form of LOBOs.  It is recommended that this remain as the limit for 2008/09. As at 30 November 2007, LOBOs represent 7.7% of the total external debt.

15. The Council has a £5million LOBO with call options in April 2008 and October 2008.  If the lender chooses to increase the current rate of interest payable, the Council will evaluate alternative financing options before deciding whether or not to accept the new rate offered.  It is anticipated that new CIPFA guidance (not yet released) on the 2007 SORP may include changes to accounting requirements that could impact on the refinancing decision. It is likely that in future, when call options are exercised, it will be more advantageous for the borrower to repay the debt, and refinance separately. 

16. If it is anticipated that the lender could exercise their option to request repayment of the loan, or alter the interest rate payable, the Council will consider forward borrowing to replace the debt.  Replacement of a ‘called’ LOBO will be arranged at the most cost effective time, rather than on the same date as the repayment.

Debt Rescheduling

17. The introduction on 1 November 2007, of differential PWLB rates for new borrowing and early loan repayments has meant that restructuring of PWLB debt to new PWLB debt is now much less attractive.  There are unlikely to be many opportunities to make savings by restructuring of PWLB debt into an adjacent interest rate band unless the new rules are changed.

18. The Council will continue to monitor PWLB rates and will actively give consideration during the year to taking advantage of movements in interest rates to reduce the cost of existing debt if opportunities arise.

19. The reasons for any rescheduling will include:

· The generation of real cash savings at minimum risk

· To help fulfil the borrowing strategy outlined above

· To improve the balance of the portfolio (amend the maturity profile and/or the balance of volatility)

Annual Investment Strategy

20. The Council will have regard to the Office of the Deputy Prime Minister’s Guidance on Local Government Investments (“the Guidance”) issued in March 2004 and CIPFA’s Treasury Management in Public Services Code of Practice and Cross Sectoral Guidance Notes (“the CIPFA TM Code”).  The Council’s investment priorities are:-

(a) The security of capital and

(b) The liquidity of its investments

21. The Council will also aim to achieve the optimum return on its investments commensurate with proper levels of security and liquidity.  The borrowing of monies purely to invest or on-lend and make a return is unlawful and this Council will not engage in such activity.

22. Investment instruments identified for use in the financial year are listed below under the ‘Specified’ and ‘Non-Specified’ Investment categories.  The Council uses Fitch ratings to derive its counterparty limits.  The limits are based on a credit matrix previously agreed by the full Council.  The Council’s average daily temporary cash surplus is expected to increase during 2008/09 when schools bank accounts transfer to SAP.

Specified Investments

23. All such investments will be sterling denominated, with maturities up to a maximum of 1 year, meeting the ‘high’ credit 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

	Structured Products (eg. Callable deposits, range accruals, snowballs, escalators etc)
	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

	Short-term Funds
	AAA
	In-house and Fund Managers

	Bond Funds
	AAA
	In-house and Fund Managers

	UK Government Gilts
	AAA
	In-house on a buy and hold basis.  Fund Managers

	Treasury Bills
	N/A
	Fund Managers


Non-Specified Investments

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

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

	Debt Management Agency Deposit Facility (maturities in excess of 1 year)
	N/A
	In-house
	50%
	3 years

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

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

	Term Deposits – Banks and Building Societies

(maturities in excess of 1 year)
	Fitch short-term F1+, Long-term AA-,

Individual rating B, with support rating 2 
	In-house and Fund Managers
	50% in-house;

100% External Funds
	3 years

	Structured Products (eg. Callable deposits, range accruals, snowballs, escalators etc)
	Fitch short-term F1+, Long-term AA-,

Individual rating B, with support rating 2 
	In-house and Fund Managers
	50% in-house;

100% External Funds
	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% in-house;

100% External Funds
	3 years in-house,

10 years fund managers

	UK Government Gilts with maturities in excess of 1 year
	AAA
	In-house on a buy and hold basis.  Fund Managers
	50% in-house; 100% External Funds
	3 years in-house, 10 years fund managers

	Bonds issued by Multilateral development banks
	AAA
	In-house on a buy and hold basis.  Fund Managers
	50% in-house;

100% External Fund
	3 years in-house, 10 years fund managers

	Bonds issued by a financial institution which is guaranteed by the UK Government
	AAA
	In-house on a buy and hold basis.  Fund Managers
	50% in-house; 100% External Fund
	3 years in-house, 10 years fund managers

	Supranationals
	N/A
	Fund Managers
	100% of External Fund
	30 years

	Bond Funds
	AAA
	In-house and Fund Managers
	50% In-house; 100% External Funds
	30 years

	Soverign Bond Issues
	AAA
	In-house on a buy and hold basis. Fund Managers
	50% in-house; 

100% External Funds 
	30 years


25. The External Fund will have a maximum average duration of 3 years for Investec and 5 years for SWIP.

26. Buy and hold may also include sale at a financial year end and repurchase the following day in order to accommodate the requirements of SORP 2007.

27. The County Council restricts its money market deposits to highly credit rated banks and building societies and other low risk borrowers. The current lending list criteria and credit limits were based on an average daily temporary cash surplus of £160m. It is recommended that the Council’s in-house lending limits be raised to accommodate the potential increase in balances when school bank accounts are transferred to SAP. 

28. It is therefore proposed that the counterparty limits be revised to accommodate the anticipated increase in the average daily temporary cash surplus balances.  The matrix showing the current limits and proposed new limits is set out below.

	Short Term Rating F1+, Long Term Rating AAA, AA+, AA, AA-

	
	Support

	Individual
	1
	2
	3
	4

	A - Current
	£25m*
	£25m*
	£18m
	

	A - Proposed
	£30m*
	£30m*
	£22m
	

	A/B - Current
	£25m*
	£18m*
	£8m 
	

	A/B - Proposed
	£30m
	£22m*
	£10m
	

	B - Current
	£18m*
	£18m*
	£8m
	

	B - Proposed
	£22m*
	£22m*
	£10m
	

	B/C - Current
	£12m 
	£12m 
	
	

	B/C - Proposed
	£15m
	£15m
	
	

	C - Current
	£8m
	£8m
	
	

	C - Proposed
	£10m
	£10m
	
	


	Short Term Rating F1, Long Term Rating A+, A

	
	Support

	Individual
	1
	2
	3
	4

	A - Current
	£12m 
	£12m 
	£8m
	

	A - Proposed
	£15m
	£15m
	£10m
	

	A/B - Current
	£12m 
	£12m 
	£8m 
	

	A/B - Proposed
	£15m
	£15m
	£10m
	

	B - Current
	£12m 
	£12m 
	£8m 
	

	B - Proposed
	£15m
	£15m
	£10m
	

	B/C - Current
	£8m 
	£8m
	
	

	B/C - Proposed
	£10m
	£10m
	
	

	C - Current
	£8m 
	£8m
	
	

	C - Proposed
	£10m
	£10m
	
	


* In addition to the standard limit, the highest rated institutions have an additional £5m limit restricted to overnight and call account deposits.

Other institutions included on the councils lending list

29. In addition to highly credit rated banks and building societies the authority also invests in AAA rated Money Market funds and places deposits with some public sector organisations.  It is recommended that the lending limits for Money Market Funds also be raised from £25m to £30m to reflect the predicted increase in the level of temporary surplus cash balances.

Structured Products

30. The Council currently has £20m of Structured products within its investment portfolio. Structured products involve varying degrees of additional risk over fixed rate deposits, with the potential for higher returns.  It is recommended that the authority continue to use structured products up to a maximum of 10% of the investment portfolio.  The Council will continue to monitor structured products and consider restructuring opportunities as appropriate.

31. The Council currently has £21.47m invested with external fund managers (as at 30th October 2007).  £10.713m with Scottish Widows Investment Partnership (SWIP) and £10.757m with Investec.  The aim of the funds is to outperform the Council’s in-house investment performance over a three year period.

32. The benchmark for SWIP is the 7 day LIBID (London Interbank BID rate) compounded weekly.  The benchmark for Investec is a composite index of 70% of 3 month LIBID and 30% Merrill Lynch 0-5 year gilt index.  The Council will continue to monitor the performance of the externally managed funds against both their benchmarks and the in-house investment returns.  At 31 October 2007, the performance of the SWIP fund, since inception in July 2006 broadly equalled the in-house investment performance.  Investec had underperformed the in-house returns since fund inception in April 2006, but have outperformed the average return for the year to date.

33. The Council will monitor its Treasury Management performance against other authorities, through its membership of the CIPFA Treasury Management benchmarking club.  In 2006/07 Oxfordshire’s combined investments exceeded the benchmarking club county average by 0.04%.  Oxfordshire’s in-house short-term deposit performance was ranked 3rd highest of the 25 member counties.

Conclusion

34. The proposed Treasury Management Strategy for 2008/09 may be summarised as follows:

(a) To increase the external debt by £21.821million to finance the capital programme;

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

(c) To increase the lending limits included within the approved credit rating matrix;

(d) To continue to use the services of SWIP and Investec.

35. The recommendations arising from the updated strategy are set out in the main body of the report.  

Contact Officer: Donna Ross, Treasury Manager (01865) 815684

December 2007
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