


Report of the Service Director – Finance and Procurement
Treasury Management Strategy 2012/13

Introduction

1. Treasury Management is defined by the Chartered Institute of Public Finance and Accountancy (CIPFA) as:
“the management of the organisation’s investments and cash flows, its banking, money market and capital market transactions; the effective control of the risks associated with those activities; and the pursuit of optimum performance consistent with those risks”.
2. The Local Government Act 2003 (the Act) require local authorities “to have regard –
(a)
to such guidance as the Secretary of State may issue, and

(b)
to such other guidance as the Secretary of State may by regulations specify for the purposes of this provision.”
3. The Local Authorities (Capital Finance and Accounting)(England) Regulations 2003 state that:
“In carrying out its capital finance functions, a local authority must have regard to the code of practice in ‘Treasury Management in the Public Services: Code of Practice and Cross-Sectoral Guidance Notes’ (regulation 24).”
4. The 2003 regulations further require local authorities to have regard to the code of practice entitled the ‘Prudential Code for Capital Finance in Local Authorities’ (published by CIPFA), when considering how much they can afford to borrow. Both the Treasury Management Code (the Code) and the Prudential Code were updated in November 2011.
5. With regard to investment of funds, the Secretary of State issued revised guidance in 2010 that requires local authorities to prepare an annual investment strategy which has the key objectives of security and liquidity of funds.

6. The Code has 3 key principles which are:
i) the establishment of ‘comprehensive objectives, policies and practices, strategies and reporting arrangements for the effective management and control of their treasury activities’.

ii) the effective management and control of risk are prime objectives and that responsibility for these lies clearly within the organisation.

iii) the pursuit of value for money and the use of suitable performance measures are valid and important tools.

7. In accordance with the CIPFA Code the Council adopts the following:
(a) The Council will create and maintain, as the cornerstones for effective treasury management:

· a Treasury Management Policy Statement, stating the policies, objectives and approach to risk management of its treasury management activities

· suitable Treasury Management Practices (TMPs), setting out the manner in which the Council will seek to achieve those policies and objectives, and prescribing how it will manage and control those activities.

The content of the policy statement and TMPs will follow the recommendations contained in Sections 6 and 7 of the Code, subject to amendment only where necessary to reflect the particular circumstances of the Council. Such amendments will not result in the Council materially deviating from the Code’s key principles.

(b) The Council will receive reports on its treasury management policies, practices and activities, including an annual strategy and plan in advance of the year, a mid-year review and an annual report after its close, in the form prescribed in its TMPs.

(c) The Council delegates responsibility for the implementation and regular monitoring of its treasury management policies and practices to the Treasury Management Group, comprising the Service Director (Finance & Procurement), the Group Manager (Investments) and the Team Manager (Investments). The responsible officer for the execution and administration of treasury management decisions is the Team Manager (Investments), who will act in accordance with the organisation’s policy statement and TMPs.

(d) The Council nominates the Audit Committee to be responsible for ensuring effective scrutiny of the Treasury Management Strategy and policies.

8. This Treasury Management Strategy has been prepared in accordance with the regulations, guidance and codes of practice to support the Council’s Medium Term Financial Strategy and in particular the financing of the capital programme and the management of cash balances. In addition to this strategy there is a Treasury Management Policy Statement in Appendix G that underpins the strategy together with the TMPs that govern treasury management operations.
9. The strategy covers:

· the current treasury position 

· the borrowing requirement

· Treasury Indicators

· interest rate forecasts
· the borrowing strategy

· the investment strategy

· Pension Fund cash.
Current Treasury Position
10. The Council’s treasury portfolio forecast position at 31/03/2012:
	Table 1.
	£m
	£m
	Average Interest Rate

	
	estimate
	estimate
	estimate

	EXTERNAL BORROWING
	
	
	

	
	
	
	

	Fixed Rate
PWLB
	
199
	
	6.70%

	Market Loan
	
100
	
299
	3.85%

	
	
	
	

	Variable Rate
PWLB
	
0
	

	

	Market Loan
	
0
	
0
	

	
	
	

	

	Total
	
	
299
	5.70%

	
	
	
	

	Other Long-Term Liabilities
	
	
142
	

	
	
	
	

	Total Gross Debt
	
	
441
	

	
	
	
	

	Less: Investments
	
	
30
	0.70%

	
	
	
	

	Total Net Debt
	
	
411
	

	
	
	
	


Note 1: PWLB = Public Works Loans Board

Note 2: Market Loans = Lenders’ Option, Borrowers’ Option (LOBO)

Borrowing Requirement
11. 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, termed the ‘Authorised Limit’. This limit is determined for external borrowing (including both long-term and temporary borrowing and other forms of long-term liability, such as credit arrangements).  This limit will reflect the need to borrow for capital purposes and for cash-flow purposes. The ‘Authorised Limit’ is set for at least the forthcoming financial year and two successive financial years.
12. The Council must have regard to the Prudential Code when setting the ‘Authorised Limit’, which essentially requires it to ensure that total capital investment is ‘affordable, prudent and sustainable’.
13. In practice during the year the level of borrowing will be monitored against the ‘Operational Boundary’ which represents the planned level of borrowing for capital purposes and is set for the forthcoming financial year and next two financial years. Any breach of this indicator would provide an early warning of potential breach of the ‘Authorised Limit’ and allow time for the Council to take appropriate action to remain within the limit.
14. The main components involved in calculating these indicators are the level of capital expenditure together with the sources of finance available. The table below indicates the planned financing of the capital programme over the next three years. 
	Table 2.
	2011/12

£m

Estimate 
	2012/13

£m

Estimate
	2013/14

£m

Estimate
	2014/15

£m

Estimate

	Capital Expenditure
	107
	         119
	         94
	         77

	Financed by:
	
	
	
	

	Borrowing
	         48
	           64
	          48
	          36

	Other
	         59
	           55
	          46
	          41


15. The amount of capital expenditure to be financed by external borrowing in future years forms part of calculating the ‘Capital Financing Requirement’ (CFR). This represents the Council’s underlying need to borrow (including credit arrangements) for the approved capital programme. Capital expenditure financed by credit arrangements includes finance leases and private finance initiative schemes.
16. The Council’s capital financing requirement is shown in Table 3 below. The difference between the CFR and the total of long-term liabilities and existing borrowing indicates the use of cash balances as explained further in paragraph 28.
	Table 3.
	2011/12

£m
Estimate
	2012/13

£m
Estimate
	2013/14

£m
Estimate
	2014/15

£m
Estimate

	Capital Financing Requirement
	684
	708
	711
	715

	Long-term liabilities
	
142
	
140
	
142
	
138

	
	
	
	
	

	Existing borrowing
	299
	292
	283
	275


17. Under the capital finance regulations, local authorities are permitted to borrow up to three years in advance of need.  This Council will only consider borrowing in advance of need if market conditions indicate that it is the best course of action.  One of the reasons for borrowing in advance is to take advantage of, and lock in, low long term interest rates.  There is a short term carry cost to borrowing in advance of need as current investment rates are considerably lower than long term borrowing rates.  This will be evaluated before any decision is taken to borrow in advance of need.
18. Borrowing in advance of need also increases the level of temporary investments and makes the security of those funds even more important.  However, the Council’s treasury management practices ensure that risks of investing funds are minimised.
19. Treasury Management Indicators for 2011-12 and the proposed indicators for 2012-15 are set out below. The ‘Authorised Limit and ‘Operational Boundary’ are those proposed in Appendix E on the prudential indicators.
	Table 4.
 TREASURY INDICATORS
	Actual

2011/12 £m
	Proposed

2012/13

£m
	Proposed

2013/14

£m
	Proposed

2014/15

£m

	
	
	
	
	

	Authorised Limit for external debt 
	
	
	
	

	    Borrowing
	335
	424

	434
	450

	    Other long term liabilities
	151
	150
	152
	148

	    TOTAL

	486
	574
	586
	598

	
	
	
	
	

	Operational Boundary for external debt 
	
	
	
	

	     Borrowing
	300
	399
	409
	425

	     Other long term liabilities
	151
	150
	152
	148

	     TOTAL
	451
	549
	561
	573

	 
	
	
	
	

	Net Debt
	
411
	
470
	
482
	
494

	
	
	
	
	

	Upper limit for Rate Exposure 
	
	
	
	

	     Fixed Rate 
	100%
	100%
	100%
	100%

	     Variable Rate
	75%
	75%
	75%
	75%

	
	
	
	
	

	Upper limit for principal sums invested for over 364 days
	Higher of £20m and 15%
	Higher of £20m and 15%
	Higher of £20m and 15%
	Higher of £20m and 15%


	Maturity structure of fixed rate borrowing 
	Lower limit
	Upper limit

	under 12 months 
	0%
	25%

	12 months and within 24 months
	0%
	25%

	24 months and within 5 years
	0%
	75%

	5 years and within 10 years
	0%
	100%

	10 years and above
	0%
	100%


	Adoption of CIPFA’s Treasury Management in the Public Services Code of Practice and Cross Sectoral Guidance Notes – adopted.


Interest Rate Forecasts
20. The outlook for interest rates in 2012/13 is dependent on the strength of the UK economy.  Base rates remain at 0.5% and comments from the Governor of the Bank of England indicate that they may remain at that level for a number of years.  The danger facing the UK economy may not be inflation but the prospect of deflation in the next few years. The Consumer Price Index appears to have peaked in September at 5.2% and is expected to be on a rapid downward trend with a forecast rate of under 2% by end of 2012. This has contributed to gilt yields falling to record lows.
21. Other economic indicators suggest challenging times for the UK economy:
· 1% growth in 2011 overall with growth in Q4 of -0.2%
· Forecast growth of 0.7% in 2012 and 2.1% in 2013
· Unemployment at 8.4% (Nov 2011)
· Consumer spending down 1.1% in 2011
· House prices flat or falling.
22. Apart from domestic concerns, there is also the impact of the Eurozone countries, the US and emerging market economies all facing strong headwinds which make global economic recovery difficult in 2012.
23. The demand for UK gilts in 2011 has led to steadily falling yields as illustrated in Chart 1 below. The sovereign crisis in the Eurozone has led to the UK being seen as a safe haven for domestic and foreign investors alike. Another major contributory factor has been additional quantitative easing (QE) by the Bank of England of £75bn announced in October 2011 to bring the total to date to £275bn. Subsequent comments by the Bank of England and members of the MPC suggest that further QE will be considered should growth in the UK remain sluggish.  This has supported gilt prices as QE involves buying gilts in order to transfer cash to holders of those gilts in the expectation that this cash will be spent to increase aggregate demand in the economy, whether by consumption or by investment.
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24. The chart indicates a small rise in rates at the start of 2011 as market expectations of economic growth were more positive to reach a peak in February.  Since then, market sentiment has turned more negative with rates falling by over 2% for 5 and 10 year gilts and by around 1.5% for 25 and 50 year gilts.
25. Further downward pressure on gilt yields comes from the restructuring of bank capital under the new FSA rules that require banks to hold higher capital ratios and to have this capital in safer assets, primarily in the form of gilts. In addition, demand from defined benefit pension schemes will maintain low gilt yields as they seek to hedge their inflation risk by purchasing gilts.
26. The implication of this is that since borrowing rates from the PWLB reflect gilt yields with the addition of a 1% premium, then borrowing costs may remain at record lows and have the prospect of reducing further. Chart 2 below indicates the downward trend of PWLB rates through 2011. Rates for PWLB maturity loans have fallen by  around 1.5% for terms of between 10-30 years, and just over 1% for terms over 40 years.  This has produced a flattening in the yield curve, indicating market expectations that interest rates will rise more slowly.
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27. The risk for borrowing costs in 2012/13 is that the markets may lose confidence in the UK government’s ability to stick to its austerity programme.  Lower economic growth will place a greater burden on the public finances as tax receipts will be less than planned and welfare payments higher. The Chancellor has extended the period of austerity by 2 years to 2016/17 in his recent Autumn Statement. The rating agencies have recently affirmed the UK’s AAA rating, although according to Moody’s the ‘altitude’ of that rating has been reduced by the outlook for the public finances. Conversely should prospect for global economic growth improve and the Eurozone crises be resolved positively, investors will be encouraged to buy riskier assets, with the consequence of rising bond yields as bonds are sold.
Borrowing Strategy
28. Over the past several years the Council has financed the capital programme by using its cash balances (referred to as ‘internal borrowing’).  These are essentially earmarked reserves, general fund reserves and net movement on current assets.  As this cash is not required in the short term for their specific purposes, it has been utilised to reduce external borrowing and also to reduce credit risk by having lower balances available for investments. 
29. The borrowing strategy will therefore need to not only fund the capital programme as indicated in paragraph 15 but also to refinance maturing debt and replace principal repayments on annuity and equal instalment (EIP) loans. Also, as cash balances are now substantially reduced, they will need to be replenished. In this respect, it will be prudent to maintain a minimum cash balance of £50m which will provide a level of liquidity without recourse to temporary borrowing.  This will minimise the risk of having to seek funds when availability may be restricted or expensive.
30. In the light of the uncertain economic outlook for the UK and the direction of gilt yields, the council will seek to obtain the best value by using annuity and equal instalment repayment loans from the PWLB in 2012/13.  The advantage of these loans over maturity loans is that they are up to 1% cheaper over 10-25 year terms as shown in Chart 3 below. Another advantage of these loans is that they require the repayment of principal over the term, thus reducing interest payments further when compared to maturity loans.  It also provides an opportunity for capital receipts to be realized in accordance with the asset management plan which can then be applied to finance the capital programme.
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31. As the current portfolio of PWLB loans average over 6% there may be an opportunity to switch to maturity loans should market interest rates look to increase in order to lock in historic low borrowing rates for an extended period to reduce the average cost of borrowing. PWLB rates for terms over 25 years are around 4% at the moment.
32. Therefore, the Council will seek to borrow up to £40m in 2012/13 to fund the capital programme and maturing debt, with up to another £60m to replenish cash balances. For the following 2 years, net new borrowing is estimated to be £10m and £16m respectively. There is also the option of borrowing further sums should market rates look likely to increase significantly.  Total borrowing in 2012/13 will be within the operational boundary for the year but consideration may be given to bring forward borrowing for future years which would require a revision to the treasury management indicators and be subject to a further report to Council.
33. All new borrowing is expected to be from the PWLB at fixed rates of borrowing. Variable rates from the PWLB are around 1.5% which equates to 3 year fixed rate for PWLB or 5 years for annuity and EIP loans. This does not suggest any significant advantage with using variable rates. The Council’s current loan portfolio has a significant proportion of LOBOs which present a refinancing risk and it would not be prudent to increase exposure to these types of loans.
34. The type, period, rate and timing of new borrowing will be determined by the Service Director (Finance & Procurement) under delegated powers, taking into account the following factors:
· expected movements in interest rates as outlined above
· current maturity profile
· the impact on the medium term financial strategy
· treasury indicators and limits.

35. The additional borrowing will increase the Council’s gross debt as shown in Table 5 below. Investments will also increase in 2012/13 as a result of replenishing cash balances before declining as Council’s reserves are utilised. The resulting net debt will increase by £83m over the next 3 years compared to an increase of £115m in gross debt. The net debt will remain comfortably below the CFR (Table 3 above) over the next 3 years, demonstrating that the current borrowing plans are only for capital purposes.
	Table 5.
	2011/12

£m

estimate
	2012/13

£m

estimate
	2013/14

£m

estimate
	2014/15

£m

estimate

	External Borrowing
	
299
	
392
	
402
	
418

	Long-term Liabilities
	
142
	
140
	
142
	
138

	Total gross debt
	
441
	
532
	
544
	
556

	Investments
	
30
	
62
	
62
	
62

	Total Net debt
	
411
	
470
	
482
	
494


36. Opportunities to reschedule debt will be reviewed periodically throughout 2012/13 but the current structure of repayment rates from the PWLB indicate significant premiums to be paid on the premature repayment of existing loans which would not be compensated by lower rates available for new loans.
Investment Strategy
37. During 2012/13 cash balances are expected to be kept at a low level with the aim of a minimum level of £50m.  Table 5 above shows projected cash balances over the medium term. The low level of cash reflects the use of internal borrowing to fund the capital programme as outlined in paragraph 28 above. However, should market expectations indicate a rise in gilt yields then a higher level of external borrowing may lead to higher balances being maintained for a longer period.
38. The advantage to the Council of internal borrowing is that it costs less than external borrowing, the cost being the opportunity cost of interest foregone by not investing the cash. (Investment rates are typically under 1% for short-term deposits).  Another advantage is that counterparty risk is reduced by having less cash to invest.
39. The level of cash balances means that the Council will not be able to invest for over a year without impacting on the level of liquidity.  Therefore, the most suitable strategy will be to use call accounts or money market funds for a substantial part of its portfolio in order to manage the liquidity risk. There will be opportunities to invest in term deposits at the beginning of the year due to the profile over the year of government grant receivable and council spending.
40. Another consideration would be to manage the counterparty risk by increasing the number of institutions in which to invest.  This is made more difficult by the current economic and financial climate in the Eurozone.  It would be prudent to avoid exposure to the Eurozone by investing in UK banks and other overseas banks.  However, this cannot eliminate exposure completely due to individual institutions’ holdings of Eurozone debt. The advantage of UK banks is that they have stronger balance sheets than European banks together with support from a central bank responsible for financial stability and monetary policy. A further measure to ensure security of the Council’s investments is to increase exposure to the UK local authority sector and UK government securities. The criteria for selecting counterparties has been amended to provide more security and flexibility as detailed in TMP 1 in Appendix G.
41. For local authorities fixed term deposits would be used but these are subject to demand and cannot be relied upon in the same way as bank lending.  The use of treasury bills and UK government gilts will ensure priority is given to security and liquidity of funds.
Pension Fund Cash
42. The Council is an administering authority in the Local Government Pension Scheme and is required, under the Local Government Pension Scheme (Management and Investment of Funds) Regulations 2009, to invest any fund money that is not needed immediately to make payments. Since 1 April 2011 the Council is also required to have a separate bank account for transactions associated with the pension fund.
43. The pension fund cash balances represent working balances held on behalf of fund managers and net cash flows arising from investments and from the administration of the fund. Specific investment decisions will be made on any surplus cash identified based on the estimated cash flow requirements of the fund. Investments will be made on the Fund’s behalf by the Council following the same investment policies and practices as detailed in Appendix G.
44. Joint investments with the County Council may be made where this is in the best interests of the Fund. In considering such investments, guidance issued by the Department for Communities and Local Government will be followed and the Fund will receive its fair share of interest in proportion to the share of cash invested. If losses occur the Fund will bear its share of those losses.
45. The sums invested with individual counterparties will be aggregated with the Council in determining the total amount invested with those counterparties in accordance with TMP 1.  All investments made on behalf of the pension fund will be separately recorded and interest credited according to those investments. Cash balances are expected to average over £100m during 2012/13 but, as the majority of Fund cash is allocated to individual investment managers and may be called by them at short notice, it is expected that the majority of cash will be placed on call or on short-term fixed deposits.
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