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ANNEX 8

Treasury Management Strategy Statement and Annual Investment Strategy for 2009/2010
Introduction

1. The Local Government Act 2003 and supporting regulations 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.  
2. The Act therefore requires the Council to set out its treasury strategy for borrowing and to prepare an Annual Investment Strategy (as required by Investment Guidance issued subsequent to the Act).  The Annual Investment Strategy sets out the Council’s policies for managing its investments and for giving priority to the security and liquidity of those investments.

3. The proposed strategy for 2009/10 in respect of the following aspects of the treasury management function is based upon the views of the Council’s Treasury Strategy Management Team
, informed by market forecasts provided by the Council’s treasury advisor, Sector Treasury Services Limited. The strategy covers:
· Treasury limits in force which limit the treasury risk and activities of the Council;

· Prudential Indicators;

· the current treasury position;

· prospects for interest rates;

· the borrowing strategy;

· the borrowing requirement;

· the investment strategy;

4. It is a statutory requirement under Section 33 of the Local Government Finance Act 1992, for the Council to produce a balanced budget.  In particular, Section 32 requires a local authority to calculate its budget requirement for each financial year to include the revenue costs that flow from capital financing decisions.  This, therefore, means that increases in capital expenditure must be limited to a level whereby increases in charges to revenue caused by increased borrowing to finance additional capital expenditure, and any increases in running costs from new capital projects are limited to a level which is affordable within the projected income of the Council for the foreseeable future.    
5. The Council is also required to indicate if it has adopted the CIPFA Code of Practice on Treasury Management.  The code was adopted by Council on 1 April 2003.

Treasury Limits for 2009/10 to 2011/12
6. 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 the amount it can afford to borrow.  This amount is termed the ‘Affordable Borrowing Limit’.  In England and Wales the Authorised Limit represents the legislative limit specified in section 3 of the Local Government Act 2003. 
7. The Council must have regard to the Prudential Code when setting the ‘Authorised Borrowing Limit’.  The Authorised Limit, essentially requires the Council to ensure that total capital investment remains within sustainable limits and, in particular, that the impact upon future council tax levels is ‘acceptable’.

8. Whilst termed an “Affordable Borrowing Limit”, the capital plans to be considered for inclusion incorporate financing by both external borrowing and other forms of liability, such as credit arrangements.  The Authorised Limit is to be set, on a rolling basis, for the forthcoming financial year and two successive financial years. 
Prudential Indicators for 2009/10 to 2011/12

9. The Prudential Indicators set out below are part of the integrated treasury management strategy.
10. It is recommended that Council approves the authorised limits for total external debt gross of investments for the next three financial years.

	PRUDENTIAL INDICATOR
	2008/09
	2009/10
	2010/11
	2011/12

	(2).  TREASURY MANAGEMENT PRUDENTIAL INDICATORS
	£'000
	£'000
	£'000
	£'000

	
	probable outturn
	estimate
	estimate
	estimate

	Authorised Limit for external debt - 
	
	
	
	 

	    borrowing
	£486m
	£497m
	£467m
	£492m

	    other long term liabilities
	£7m
	£7m
	£7m
	£7m

	     TOTAL
	£493m
	£504m
	£474m
	£499m

	 
	
	
	
	 

	Operational Boundary for external debt - 
	
	
	
	 

	     borrowing
	£476m
	£487m
	£457m
	£482m

	     other long term liabilities
	£7m
	£7m
	£7m
	£7m

	     TOTAL
	£483m
	£494m
	£464m
	£489m

	 
	
	
	
	 

	Upper limit for fixed interest rate exposure expressed as:
	
	
	
	 

	     Net principal re fixed rate borrowing / investments 
	150%
	150%
	150%
	150%

	 
	
	
	
	 

	Upper limit for variable rate exposure expressed as:
	
	
	
	 

	     Net principal re variable rate borrowing / investments
	25%
	25%
	25%
	25%

	 
	
	
	
	 

	Upper limit for total principal sums invested for over 364 days
	£100m
	£100m
	£100m
	£100m


	Maturing structure of fixed rate borrowing during 2009/10
	Lower Limit

%
	Upper Limit

%

	Under 12 months
	0
	20

	12 months and within 24 months
	0
	25

	24 months and within 5 years
	0
	35

	5 years and within 10 years
	5
	40

	10 years and above
	50
	95


Current Portfolio Position 

11. The Council’s treasury portfolio position for the 2008/09 financial year up to and at 30 November 2008 comprised:
	
	Principal 
£m
	Average Rate
%

	Fixed Rate Funding

  PWLB

  Money Market Loans

  Other Long-Term Liabilities
	354.383

50.000

10.852
	4.95%

3.76%

	TOTAL DEBT
	415.235
	

	Investments 

  Average Monthly Cash Balance

  Average Monthly Externally Managed 
	220.81

22.48
	5.60%

7.41%

	TOTAL INVESTMENTS
	243.29
	


 
Prospects for Interest Rates

Current Medium Term Financial Plan
12. The strategy for 2008/09 approved by Council in February 2008 set out forecast interest rates over the medium term. The forecast was for an average base rate of 5.0% in 2008/09, 4.75% in 2009/10, 2010/11 and 2011/12 and 4.5% in 2012/13.  These interest rates were used as a basis for constructing the strategic measures budget for 2008/09 to 2012/13.
Sector’s View

13. The Council has appointed Sector Treasury Services Limited to provide investment advice to the Council, as part of this service they help the Council to formulate a view on interest rates.  Annex 8b of the Service & Resource Planning report to Cabinet in January 2009 draws together a number of  City forecasts for short term (Bank Rate) and longer term fixed interest rates.

14. Sector’s current view on interest rates is that the Bank Rate:

· Will fall from current levels due to the intensifying global recession

· Will start 2009 at 2.00%, then fall to 0.5% by March 2009

· Will remain at this level until quarter ending March 2010, then rise slowly from the quarter ending June 2010 until it reaches 4.0% in quarter ending March 2012
15. There is a downside risk to these forecasts if the recession proves to be deeper and more prolonged than currently expected.

16. Based on their interest rate projections, Sector suggests that clients should consider the following investment levels for budgetary purposes. This represents a spread which has been set at 100bps over the average Bank Rate for 2009/10, reducing to 75bps for 2010/11 and 50bps for 2011/12.
· 2009/10
1.50%
· 2010/11
1.94%

· 2011/12
3.88%

Treasury Strategy Management Team’s View

17. Following the economic downturn and a recession gathering momentum, the last few months has seen an unprecedented fall in the base rate to 2%, the lowest level since 1951. The next meeting of the Bank of England’s Monetary Policy Committee is on 8 January 2009 when further reductions are likely.

18. The Council’s Treasury Management Strategy Team, taking into account the advice from Sector, and the current economic outlook, have determined the rates to be included in the Strategic Measures budget for 2009/10 and over the medium term. The Bank Rate forecasts set out below represent the average rate for the financial year:

· 2009/10
0.50%

· 2010/11
1.00%

· 2011/12
1.50%

· 2012/13
2.10%

· 2013/14
2.75% 

19. It is the view of the team that as rates achieved on deposits in the past have been over and above that of the Bank Rate that a return rate should also be budgeted for. The team has agreed that the return rate should be 0.80% higher than the average Bank Rate for each year over the medium term. The rate this gives is set out below.  These rates have been incorporated into the strategic measures budget estimates:

· 2009/10
1.30%

· 2010/11
1.80%

· 2011/12
2.30%

· 2012/13
2.90%

· 2013/14
3.55% 

Borrowing Strategy

Sector’s View

20. Sector’s forecasts are based around an expectation that there will normally be variations of +/- 25bps around the average forecasts in each quarter during normal economic and political conditions.  However, greater variations can occur as a result of unexpected shocks to financial and/or political systems.
21. Sector’s forecasts for the Public Works Loan Board (PWLB) new borrowing rates are as follows:
· The 50 year PWLB rate is expected to remain around current levels of 3.80% - 3.90% until the second quarter of 2010 when it is forecast to rise to 4.00%.  The rate is then expected to edge up gradually to reach 5.00% at the end of the forecast period.

· The 25 year PWLB rate is expected to drop to 3.95% in quarter one of 2009 and stay there before starting to rise in quarter one of 2010 and then to eventually reach 5.05% at the end of the forecast period.

· The 10 year PWLB rate is expected to drop to 2.55% in quarter three of 2009 but then to start rising again in quarter two of 2010 to eventually reach 4.85% at the end of the forecast period.

· The 5 year PWLB rate is expected to fall to a floor of 2.15% during quarter three of 2009.  The rate is then expected to start rising in quarter two of 2010 to eventually reach 4.60% at the end of the forecast period. 
22. This forecast indicates, therefore, that there is a range of options available when setting a borrowing strategy for 2009/10. Variable rate borrowing is expected to be cheaper than long term borrowing and will therefore be attractive throughout the financial year compared to simply taking long term fixed rate borrowing.   Under 10 year PWLB rates are expected to be substantially lower than longer term PWLB rates so this will be advantageous for authorities that want to spread their debt maturities away from a concentration of long dated debt.  Rates are expected to be slightly lower in the middle to end of the year than at the start so it may be advantageous to borrow later in the year. 

Treasury Strategy Management Team’s View

23. It is the view of the Council’s Treasury Strategy Management Team that the issuance of Government gilts to pay for increased national borrowing will lead to an increased supply, which if not matched by an increase in demand, will reduce the market price leading in turn to higher PWLB rates.  
24. 2009/10 is expected to be a time of historically low Bank Rate.  This provides an opportunity to fundamentally review the strategy of undertaking external borrowing. As Oxfordshire has cash flows and deposits in excess of borrowing requirements over the next year and the medium term, the merits of internal borrowing have been examined.  Long term borrowing rates are expected to be higher than rates earned on deposit income, and look likely to be so for the next couple of years or so, therefore, financing borrowing internally will be more cost effective than borrowing externally.
25. The Council’s TSMT therefore have agreed that new or replacement borrowing up to the value of 25% of the portfolio (currently approximately £50m), should be financed internally in order to maximise savings whilst long term borrowing rates are expected to be higher than interest rates for deposits. This will reduce the amount available for deposits and will also reduce the Council’s exposure to interest rate and credit risk. Where it is advantageous to do so, the TSMT will also consider early repayment of current external borrowing to be replaced by internal borrowing. The Council will continue to monitor the interest rate market and adopt a pragmatic approach to changing circumstances.  
26. There is a risk that if core cash balances become unacceptably low, internal borrowing may need to be replaced with external borrowing at the market rate at that time. This may be at a higher cost than if the borrowing was taken at the time originally required.  If the market conditions change during the financial year such that the policy to borrow internally is no longer in the interests of the authority, the TSMT will review the borrowing strategy and report any changes to Cabinet.
27. The team’s forecast for PWLB rates over the medium term are set out below.  These rates have been incorporated into the strategic measures budget estimates:
· 2009/10
no long term borrowing
· 2010/11
4.40%

· 2011/12
4.50%

· 2012/13
4.50%

· 2013/14
4.50% 

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

28. 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 2009/10. As at 30 November 2008, LOBOs represent 12.38% of the total external debt.

29. The Council has a £5m LOBO with call options in April 2009 and October 2009.  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. 
Borrowing Requirement

30. In order to finance the Capital Programme the Council’s long-term debt is projected to increase from £409.523m in April 2009 to £430.262m by 31 March 2010. However, it is proposed that the increase in 2009/10 is financed internally rather than by external borrowing.  
	
	2008/09

£m

Probable
	2009/10

£m

Estimate
	2010/11

£m

Estimate
	2011/12

£m

Estimate

	Net New Borrowing – Internal
	0
	20.740
	0
	0

	Net New Borrowing – External
	16.000
	
	10.826
	19.498

	Replacement Borrowing - Internal
	0
	17.000*
	13.000*
	0

	Replacement Borrowing - External
	6.000
	
	3.000
	21.000*

	TOTAL
	22.000
	32.316
	26.826
	40.498


*replacement borrowing in 2009/10 includes £5m potential repayment of one LOBO loan. In 2010/11 the replacement borrowing figure includes two £5m potential LOBO loan repayments. A further two £5m LOBO loan repayments could potentially be called in 2011/12.

Annual Investment Strategy

31. The Council has 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

32. The Council also aims 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 the Council will not engage in such activity.

33. Investment instruments identified for use in the financial year are listed below under the ‘Specified’ and ‘Non-Specified’ Investment categories. Guidance states that specified investments are those requiring “minimal procedural formalities”.  The placing of cash on deposit with banks and building societies ‘awarded high credit ratings by a credit rating agency’ and investments with the UK Government and local authorities qualify as falling under this phrase as they form a normal and minimum part of day to day treasury management.

34. Non specified investment products are those which take on greater risk.  They are subject to greater scrutiny and should therefore be subject to more rigorous justification and agreement of their use in the Annual Investment Strategy; this applies regardless of whether they are under one year investments and have high credit ratings.

35. The Council uses Fitch ratings to set its minimum credit criteria for deposits and derive its counterparty limits. From time to time the TSMT may further limit these on the basis of current economic conditions and any other informed intelligence. Counterparty limits and maturity limits are derived from the credit rating matrix as set out in the tables at paragraphs 40 and 41 respectively.  If the Council decides to use alternative credit rating agencies then equivalent ratings will apply.
36. In addition to this the TSMT apply additional criteria to mitigate risk by diversification.  This includes limiting the amount lent to banks in any one country (excluding the UK) to a maximum of 20% of the investment portfolio.  

37. Any changes to the approved lending list will continue to be reported to Cabinet as part of the monthly Financial Monitoring Report.
Specified Investments

38. 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 and Fund Managers

	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, Minimum Sovereign Rating AA
	In-house and Fund Managers

	Term Deposits with Nationalised Banks with Government Guarantee for wholesale deposits
	N/A
	In-house

	Term Deposits with Banks and Building Societies signed up to the UK Government support to the banking sector
	Fitch short-term F1, Long-term A,

Individual rating C with support rating 2 or individual rating B with support rating 3, Minimum Sovereign Rating AA
	In-house 

	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

	Investment Instrument
	Minimum Credit Criteria
	Use

	Certificates of Deposit issued by Banks and Building Societies
	A1 or P1
	In-house on a buy and hold basis.  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

39. 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 and Fund Managers
	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

	
	
	
	
	

	
	
	
	
	

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

	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


Counterparty Limits

40. The Council also manages its risk by setting counterparty limits. Given the turmoil in the banking sector in the last six months, on 4 November 2008 Council agreed an updated credit matrix and agreed that any further changes required to the matrix be delegated to the Chief Finance Officer in consultation with the Cabinet Member for Finance and leaders of the Opposition and other groups. The matrix below sets out the limits as at 31 December 2008. 
	Short Term Rating F1+, Long Term Rating AAA, AA+, AA, AA-

	
	Support

	Individual
	1
	2
	3
	4

	A 
	£30m*
	£30m*
	£22m
	

	A/B 
	£30m*
	£22m*
	£10m
	

	B 
	£22m*
	£22m*
	£10m
	

	B/C 
	£15m
	£15m
	
	

	C 
	£10m
	£10m
	
	


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

	
	Support

	Individual
	1
	2
	3
	4

	A 
	£15m
	£15m
	£10m
	

	A/B 
	£15m
	£15m
	£10m
	

	B 
	£15m
	£15m
	£10m
	

	B/C 
	£10m
	£10m
	
	

	C 
	£10m
	£10m
	
	


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

Maturity Limits

41. The Council also manages its counterparty risk by setting maturity limits on deposits restricting longer term lending to the very highest rated counterparties. The table below sets out the maximum approved limits. The TSMT may further restrict lending criteria in response to changing market conditions.

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

	
	Support

	Individual
	1
	2
	3
	4

	A 
	3 years
	3 years
	6 mths
	

	A/B 
	3 years
	3 years
	3 mths
	

	B 
	3 years
	3 years
	3 mths
	

	B/C 
	364 days
	6 mths
	
	

	C 
	6 mths
	3 mths
	
	


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

	
	Support

	Individual
	1
	2
	3
	4

	A 
	6 mths
	6 mths
	3 mths
	

	A/B 
	6 mths
	6 mths
	3 mths
	

	B 
	6 mths
	6 mths
	3 mths
	

	B/C 
	3 mths
	3 mths
	
	

	C 
	3 mths
	3 mths
	
	


Other institutions included on the councils lending list

42. 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.  

Structured Products

43. As at 30 November 2008, the Council had £13m 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 £20m of the investment portfolio.  The Council will continue to monitor structured products and consider restructuring opportunities as appropriate.

External Fund Managers

44. The Council currently has £23.08m invested with external fund managers (as at 30th November 2008).  £11.44m with Scottish Widows Investment Partnership (SWIP) and £11.64m with Investec.  The aim of the funds is to outperform the Council’s in-house investment performance over a three year period.

45. 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 three 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.  
46. The External Fund will have a maximum average duration of 3 years for Investec and 5 years for SWIP.
47. In November 2008, Council approved an increase in the level of funds to be placed externally with Investec by £20m.  These additional funds were to be held in a sub-fund which invests in UK Sovereign Issues, Government Gilts and European Supranationals (traded in Sterling).  Following advice from Sector, the TSMT decided not to proceed with this option and are considering alternative vehicles for investing in gilts.  

Performance Monitoring
48. The Council will monitor its Treasury Management performance against other authorities, through its membership of the CIPFA Treasury Management benchmarking club.  Performance figures for the year will be reported in the Annual Review Report which will be considered by Cabinet in June 2009. 

Recommendations

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

January 2009

� Comprising the Assistant Chief Executive & Chief Finance Officer, Head of Finance & Procurement, Assistant Head of Finance (Corporate finance) and Treasury Manager
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