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1.
SUMMARY
1.1.
The Council is required to report upon its 2008/09 Treasury Management performance by 30th September. This report therefore details and reviews the Council’s performance for the whole of 2008/09 and is attached as Appendix A.

1.2
The Finance and Audit Scrutiny Committee is responsible for scrutinising the Council’s Treasury Management activities.

1.3
The report follows the format used in the Treasury Management Strategy Plan presented to the Executive on 11th February 2008, and comments where appropriate, on the Council’s actual performance against what was forecast in the Strategy Plan, a copy of which is attached for reference purposes as Appendix B. The Council also has to comment upon its performance against its Annual Investment Strategy for the year, a copy of which is attached as Appendix C.

2.
Recommendation
2.1
That the Members of the Finance and Audit Scrutiny Committee note the contents of this report. 
3.
ReasonS for the Recommendation
3.1
The 2008/09 Treasury Management Strategy and the Council’s Treasury Management Practices require that the Treasury Management function reports upon its activities during the year by no later than 30th September in the year after that which is being reported upon.

4.
Alternative Option considered
4.1
None.
5.
Budgetary Framework
5.1
Treasury Management has a potentially significant impact on the Council’s 

budget through its ability to maximise its investment interest income and minimise borrowing interest payable. The Council is reliant upon interest received to help fund the services it provides. Full details of the investment returns against budget for 2008/09 are shown in paragraph 11.15.
6.
Policy Framework
6.1
Treasury Management will support the 2008-11 Corporate Strategy through its contribution to effective management of resources.
























APPENDIX A
2008/09 ANNUAL TREASURY MANAGEMENT REPORT
7.
REVIEW OF THE INTEREST RATE ENVIRONMENT.
7.1
Based on the view of our Treasury Consultants, Sector, the 2008/09 Annual Strategy Plan anticipated Bank Rate declining to 5.00% during April to June 2008 and then remaining there for the rest of the year. This view was in general accord with other forecasters such as UBS and Capital Economics and was based on a need to stimulate consumer spending following previous inflationary increases within the general economy and also to try and halt declining house prices.
7.2
However, during the autumn of 2008 we saw the banking systems of the world thrown into chaos as a result of the sub prime mortgages fiasco which originated in the USA but rippled out to affect the UK and European banking systems as well. Lehmann Brothers in the USA was the first bank to file for bankruptcy as the scale of its “toxic” ( bad )  debt became apparent. This was followed on the 7th October by the Icelandic Government taking control of the country’s banks and a few days later the UK Government was forced to inject £37 billion into Royal Bank of Scotland, Halifax Bank of Scotland and Lloyds in order to keep them going as liquidity in the markets dried up due to the fact that banks would not lend to each other as they could not gauge the amount of toxic debt in counterparties balance sheets and thus were nervous about the ability of each other to repay investments. The lack of liquidity caused Inter Bank lending rates to shoot up to levels way in excess of where economic fundamentals suggested they should be. In response to this, the MPC cut Bank Rate by 0.50% on 9th October but this had little impact and market focus now shifted from inflation concerns to concerns about recession, depression and deflation.
7.3
In November, the MPC cut Bank Rate by an unprecedented 1.5% and investors continued to buy Government securities to protect themselves against both credit and deflationary risks. The arrival of December saw the ramifications of the “credit crunch” crisis becoming ever clearer and the MPC cut Bank Rate by a further 1% to 2% in order to try and stave off the spectre of deflation which was looming on the horizon and which potentially could cause a long lasting economic depression as opposed to a much shorter recession. The cut had some affect on interbank lending rates but they still remained much higher than they should have been, the 3 month LIBID rate generally being around 1 to 2% higher than Bank Rate.
7.4
Still the economic gloom continued, by now the UK was in recession and deflation had arrived with RPI in negative territory and CPI hovering around zero %, in January the Bank Rate was cut to 1.5% and concerns began to surface concerning the amount of debt that the Government was going to have to issue in order to pay for its support of the banking sector. February saw Bank Rate cut to 1% and in March we saw Bank Rate hit 0.5%, effectively as low as it could go. In addition in order to attempt to kick start the economy the MPC announced a policy of “Quantative Easing”, effectively printing money. The intention here being that by buying back from the banks Government Gilts, cash would be released into the banking system which would then circulate around the economy thus stimulating lending and demand. The financial year ended with markets still badly disrupted the real economy suffering from a lack of credit, short to medium term interest rates at record lows ( but with Inter Bank lending rates still in excess of Bank Rate in most cases ) and a great deal of uncertainty as to how or when recovery would take place. 


8.
CAPITAL EXPENDITURE AND FINANCING
8.1
The Council’s capital programme for 2008/09 amounted to £11,263,329 and was financed in the following manner:-
	
	2008/09 Actual
	
	Strategy Report

	
	£
	
	£

	
	
	
	

	Prudential Borrowing
	0
	
	0

	Capital Receipts
	2,575,733
	
	1,999,555

	Revenue and Reserves
	6,035,597
	
	5,568,910

	External Contributions and Grants
	2,651,999
	
	393,335

	Total
	11,263,329
	
	7,961,800


The significant increase in the usage of external contributions and grants is mainly due to the AWM funded projects e.g. United Reform Church, Althorpe Street Business Unit Incubators, Court Street Creative Arches and Brunswick Hub.

9.
TEMPORARY BORROWING
9.1
The Council managed its cash flow during the year such as to not require any temporary borrowing.
10.
TREASURY LIMITS AND PRUDENTIAL INDICATORS 
10.1
The Prudential Capital Finance system was introduced on 1st April 2004. The system is regulated by a number of Prudential Indicators, a number of which are relevant for treasury management purposes and are included in the Annual Strategy Report. The table overleaf shows the outturn against those quoted in the Strategy Report:-
	
	2008/09 
Out-turn
	
	2008/09 Strategy Report

	
	£
	
	£

	Authorised Limit for External Debt
	
	
	

	Borrowing ( year end )*
	0
	
	10,800,000

	Other Long term Liabilities ( year end )*
	0
	
	1,271,000

	Total
	0
	
	12,071,000

	
	
	
	

	
	
	
	

	Operational Boundary for External Debt
	
	
	

	Borrowing ( year end )*
	0
	
	2,800,000

	Other Long term Liabilities ( year end )*
	0
	
	1,021,000

	Total
	0
	
	3,821,000

	
	
	
	

	Capital Financing Requirement
	
	
	

	General Fund 
	-£1,326,896
	
	-£1,326,896

	Housing Revenue Account
	-£370,204
	
	-£370,204

	Overall
	-£1,697,100
	
	-£1,697,100

	
	
	
	

	Incremental Impact on Council Tax / Housing Rents
	

	
	
	
	

	Council Tax 
	£0.00
	
	£0.17

	Housing Rent
	£0.00
	
	£0.00


At the 31st March 2009, the Council had no external borrowing either long or short term     ( e.g. bank overdraft ) and no other long term liabilities, the United Reform Church lease  
having been given up on purchase in March 2009. Hence the zero’s in the 2008/09 out-turn column above.
10.2
In addition there are the following indicators relating to borrowing:-

Upper limit to fixed interest rate and variable interest rate exposures

Strategy Report - Upper Limit Fixed Rate = 100%

Actual – Upper Limit Fixed Rate = 100%
Strategy Report - Upper Limit Variable Rate = 30%

Actual – Upper Limit Variable Rate = 30%
Upper and lower limits respectively for the maturity structure of borrowing
	Period
	Upper
	Lower

	Under 12 months
	100%
	0%

	12 months and within 24 months
	15%
	0%

	24 months and within 5 years
	37.5%
	0%

	5 years and within 10 years
	100%
	0%

	10 years and above
	100%
	0%


In both cases the indicators were complied with as the only borrowing incurred by the Council in 2008/09 was its bank overdraft.

10.3
The final indicator monitors the amount invested for periods longer than 364 days which in 2008/09 was set at a maximum of £15,000,000. The Council made one  investment amounting to £2,000,000 in 2008/09 for longer than 364 days so therefore the indicator was complied with.
11.
ANNUAL INVESTMENT STRATEGY AND INVESTMENT PERFORMANCE
11.1
The Approved Investment Regulations were abolished with effect from 1st April 2004 and replaced by guidance from the ODPM on local government investments. This guidance required the production of an Annual Investment Strategy which amongst other things outlined the investment vehicles which could be used by the Council and separated them off into Specified and Non Specified investments. The 2008/09 Annual Investment Strategy was approved by the Council in February 2008 and is reproduced as Appendix C.
11.2
During  the year the in house investments were invested in the Money Markets, Business Reserve Accounts and Money Market Funds and conformed with the Specified and Non Specified investments criteria laid out in the Annual Investment Strategy.
11.3
During 2008/09, the in house function has invested both cash flow driven as well as core cash funds in fixed term deposits in the Money Markets. The table overleaf illustrates the performance, by quarter and for the year of the in house function for each category normally invested in:-

	Period
	Investment

Return

%
	LIBID

Benchmark

%
	Out/Under (-)

Performance

%

	
	
	
	

	Up to 7 days
	
	
	

	April - June
	No investments made in this quarter



	July - September
	No investments made in this quarter

	October – December


	No investments made in this quarter

	January to March
	No investments made in this quarter



	Performance for Year
	No investments made in year

	
	
	
	

	Over 7 days and up to 3 months
	
	
	

	April - June
	5.54
	5.56
	-0.02

	July - September
	5.50
	5.46
	+0.04

	October - December
	5.31
	4.18
	+1.13

	January to March
	2.44
	1.59
	+0.85

	Performance for Year
	5.22
	4.20
	+1.02

	
	
	
	

	Period
	Investment

Return

%
	LIBID

Benchmark

%
	Out/Under (-)

Performance

%

	
	
	
	

	3 to 6 months
	
	
	

	April - June
	No investments made in this quarter

	July - September
	No investments made in this quarter

	October - December
	No investments made in this quarter

	January to March
	No investments made in this quarter

	Performance for Year
	No investments made in year

	
	

	6 months to 363 days
	
	
	

	April - June
	No investments made in this quarter

	July - September
	No investments made in this quarter

	October - December
	3.65
	4.57
	-0.92

	January to March
	No investments made in this quarter

	Performance for Year
	3.65
	4.57
	-0.92

	
	
	
	

	364 days and over
	
	
	

	April - June
	5.95
	5.92
	+0.03

	July - September
	6.18
	5.98
	+0.20

	October - December
	3.70
	4.62
	-0.92

	January to March
	No investments made in this quarter

	Performance for Year
	5.66
	4.70
	+0.96


11.4
Due to Money Market Funds outperforming the Up to 7 Day area of the Money Markets, this category was not used in 2008/09 for cash flow driven investments. At certain times of the year we reached the limit of what we could invest in our Money Market Funds and at these points, the Council made investments in the Up to 3 Months area of the Money Markets and as per the Over 7 Days and up to 3 Months table above outperformed the benchmark by around 1% due to the continuing impact of the “credit crunch” on interest rates. 
11.5
For the majority of the year the Council continued its strategy of placing core investments into 364 day investments on the Money Markets in order to obtain the best rate of return which would protect the ongoing investment interest return once interest rates began to drop as the economic crisis deepened. This strategy led to an outperformance of the 364 days and Over benchmark of just under 1%. Towards the end of the year, due to heightened concerns over the credit quality of some counterparties, the strategy for core investments switched from 364 day investments to a maximum of 6 months and latterly only 3 months in order to gain the best investment return possible whilst not exposing our capital to undue credit risk.
11.6
The in house function utilised the Invesco AIM, Standard Life and Prime Rate Money Market Funds to assist in managing its short term liquidity needs. The table below illustrates the performance, by quarter and for the year of the three funds:-
	Fund
	Investment

Return

%
	LIBID

Benchmark

%
	Out/Under (-)

Performance

%

	Standard Life
	
	
	

	April - June
	5.46
	5.17
	+0.29

	July - September
	5.45
	5.05
	+0.40

	October - December
	4.54
	3.54
	+1.00

	January to March
	2.25
	1.10
	+1.15

	Performance for Year
	4.43
	3.72
	+0.71

	Fund
	Investment

Return

%
	LIBID

Benchmark

%
	Out/Under (-)

Performance

%

	Invesco AIM 
	
	
	

	April - June
	5.38
	5.17
	+0.21

	July - September
	5.41
	5.05
	+0.36

	October - December
	3.32
	3.54
	-0.22

	January to March
	2.20
	1.10
	+1.10

	Performance for Year
	4.07
	3.72
	+0.35


	Fund
	Investment

Return

%
	LIBID

Benchmark

%
	Out/Under (-)

Performance

%

	Prime Rate 
	
	
	

	April - June
	Fund inception date 15th January 2009



	July - September
	Fund inception date 15th January 2009



	October - December
	Fund inception date 15th January 2009



	January to March
	2.21
	1.10
	+1.11

	Performance for Year
	2.21
	1.10
	+1.11


11.7
The Up to 7 Days LIBID rate is the benchmark in this instance and It can be seen that the three funds made returns well in excess of the benchmark thus justifying the decision to use them in preference to short term Money Market investments. 
11.8
The Council operated 2 Bank Rate tracking Business Reserve Accounts with Abbey National and Lloyds Banking Group ( previously Bank of Scotland ) during 2008/09. Due to the crisis in the banking sector, Bank Rate was at historic lows during the year ( 0.50% in March 2009 ) and these reserve accounts were rarely used in 2008/09 as better returns could be obtained from the Money Market Funds especially as Bank Rate is only payable on the highest balances held within these two accounts. The table below illustrates the annual performance for the year of the two accounts and shows a significant underperformance of the benchmark due to the low balances held in these accounts.
	Account
	Average

Balance

£
	Investment

Return

%
	Benchmark
( Bank Rate )
%
	Out/Under (-)

Performance

%

	Abbey National
	
	
	
	

	Performance for Year
	44,000
	2.17
	3.62
	-1.45

	
	
	
	
	

	Lloyds Banking Group
	
	
	
	

	Performance for Year
	34,000
	2.10
	3.62
	-1.52


11.9
In paragraph 5.1 of the Annual Investment Strategy, the Council anticipated that it would have an average investment balance of around £29m during 2008/2009. The actual was £40.9m, the increase being partly accounted for by slippage in the capital programme leading to higher than expected balances on such accounts as Usable Capital Receipts and the Housing Repairs Accounts. In addition the General Fund balance at the end of 2008/09 was £2.5m higher than originally expected arising in part from LABGI grants which had not originally been expected and the Housing Revenue Account balance was some £1.5m higher than originally forecast. Paragraph 5.2 makes reference to a 60% minimum short term investments holding. The average investment balance in 2008/09 was £40.9m of which a maximum of £4m was invested for more than 364 days at any one time. This represents 9.78% of the Council’s investments and is well within the 40% which can be held in longer term investments. The remainder of the Council’s investments whether through the in house function or through Invesco, its fund manager, were in short term investments or investments which could be disposed of at short notice thus conforming with the 60% requirement.  The Council continued to invest its cash flow driven money to known dates where large debts such as precepts, NNDR etc. had to be paid out. A comparison between 2007/08 actual, 2008/09 revised and 2008/09 actual  in terms of in house investment interest returns and interest rates is shown in the table below:-
	Year
	Interest Received (£)
	Interest Rate Achieved %

	2007/08 actual
	1,814,669
	5.89

	2008/09 revised
	1,637,207
	5.35

	2008/09 actual
	1,945,831
	5.43


In the Annual Investment Strategy it was anticipated that the in house portfolio would achieve a 5.20% return for 2008/09. The actual rate of 5.43% reflects the effect that the “credit crunch” has had on short term interest rates and the strategy pursued by the In house team in seeking to take advantage of these unique conditions. 
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.10
In 2008/09, the Council continued to employ Invesco to manage a £5m cash fund During the year the fund was invested in cash deposits, certificates of deposit ( C.D’s ), gilts and Supranational Bonds ( bonds issued by such institutions as the European Community and International Reconstruction and Development Bank ).

11.11
The return on the Invesco Portfolio compared with the LIBID benchmark is analysed in the following table:-

	2007/2008
	2008/2009

	
Portfolio 

Net Return

%
	
LIBID

Benchmark

%
	Portfolio 

Net Return

%

	LIBID

Benchmark

%


	6.15
	5.76
	5.77
	3.61

	
	
	
	
	


11.12
The Strategy Plan anticipated a return of 5.50% on the Invesco Portfolio and it can be seen that this has been achieved. Investment managers perform best in a falling interest rate environment because of their ability to invest in vehicles such as Gilts and Supranational Bonds which provide opportunities for capital gains and the significant out performance of the benchmark illustrates this as the benchmark does not take account of capital gains. Invesco made significant use of Gilts and Bonds in the year to enhance the portfolio return through such capital gains, a strategy which was very successful. In addition, they locked into several C.D’s offering high interest rates in the earlier part of the year which protected the portfolio return as interest rates began their steep decline and the combination of these two factors led to the outperformance of both the Strategy Plan target and the LIBID benchmark. Invesco’s 2008/09 performance has been compared with that of other fund managers and of the 7 active in the market only one out performed Invesco in terms of return but this was at the expense of  more risk to the capital invested. 
11.13
Invesco has been the Council’s cash fund manager since 1993. The benchmark rate against which the fund is measured is the FT Average 7 day LIBID ( compounded ) . Since 1993 the investments managed have achieved a 5.51% return against the benchmark which stands at 5.08% for the same period. The portfolio also has a target return of 110% of the benchmark over a 3 year rolling period. The benchmark on this basis is 5.26% and the portfolio return is 5.38% which again illustrates Invesco’s success in the past year as in 2007/08 the portfolio return had only achieved 97.4% of this benchmark.
11.14
Unfortunately, this success does not seem to have carried forward into 2009/10. Also on this agenda is the 1st Quarter 2009/10 Treasury Management report and it can be seen in there that Invesco had a very poor first quarter performance due to losses made on their Gilt trades. Indications for July show that Invesco has moved away from Gilts and it remains to be seen whether this change in their strategy enables a significant recovery in the portfolio return.

11.15
The table below compares the actual total  investment interest earned by the Council with what was expected when the original and revised estimates were calculated and also the 2007/08 actual:-
	
	Credited to General Fund
	Credited to Housing Revenue Account
	Total Investment Interest Earned

	
	£
	£
	£

	2007/08 Actual
	1,406,800
	775,500
	2,182,300

	2008/09 Original
	851,100
	707,200
	1,558,300

	2008/09 Revised
	1,156,300
	750,000
	1,906,300

	2008/09 Actual
	1,413,400
	817,500
	2,230,900


11.16
An analysis of the overall investments of the Council at 31st March 2009 is shown in the table overleaf:-
	TYPE OF INVESTMENT
	£

	In House
	

	Money Markets
	20,500,000

	Money Market Funds
	2,510,000

	Business Reserve Accounts
	0

	Total
	23,010,000

	
	

	Invesco
	

	Certificates of Deposits
	3,222,028

	UK Treasury Gilts
	1,128,501

	Money Market Funds
	814,569

	Temporary Deposits
	47,052

	Total *
	5,212,150

	Grand Total
	28,222,150


*  It should be noted that the Invesco total does not agree to the £5m quoted in paragraph 11.10 due to the inclusion of accrued interest of £212,150 which will be repaid to the Council during 2009/10.
12.
BROKERS PERFORMANCE
12.1
The performance of the brokers that WDC uses to place its Money Market investments has been measured against the rates available in the market on the day that the investments were placed in order to ensure that WDC is obtaining a reasonable rate given the size of deposit that WDC normally places. Since the advent of the Business Reserve Accounts and Money Market Funds , the number of investments placed through brokers has much reduced but the analysis shows that the brokers in general either achieved or exceeded the going rate for the day.
13.
PERFORMANCE MEASUREMENT
13.1
In addition to the in house local benchmarks referred to in the table in paragraph 11.3 above and the benchmarks Invesco is measured against as outlined in paragraphs 11.11 and 11.13, the Council participates in the CIPFA Treasury Management Benchmarking Club which enables us to benchmark ourselves on a national basis. The benchmarking club performance indicators included in the Strategy Plan are shown overleaf:-
             Table A

	Investment Management costs per £1m invested

( aim to be in the lower half )

	
	2008/09 Estimate
£
	2008/09 Benchmark
£
	WDC Performance
£

	Total In House Cost
	1,061
	630
	460

	In House Staff Costs
	478
	470
	360

	Fund Managers Costs
	1,500
	1,450
	1,540


Table B
	Investment Return expressed as a %

( aim to be in the highest half commensurate with the capital risk )

	
	2008/09 Estimate
%
	2008/09 Benchmark
%
	WDC Performance
%

	Fixed Investments > than 365 days
	)
	5.81
	5.96

	Fixed Investments < than 365 days
	)
	5.47
	5.65

	Call Investments
	) 5.17
	3.64
	1.93

	Money Market Funds
	)
	4.37
	4.02

	Externally Managed Funds
	5.50
	5.74
	5.70

	Combined In House Investments
	n/a
	5.33
	5.45


       Table C

	Overall Cost of Treasury Management

(aim to be in the lower half )

	
	2008/09 Estimate
£
	2008/09 Benchmark
£
	WDC Performance
£

	
	38,033
	43,000
	35,200


13.2
Table A shows that the total in house cost and staff cost per £1m invested was much lower than estimated in the Strategy Plan. This was due in the main to a higher than anticipated level of average investment balances during the year ( £40.9 million as opposed to £29 million ).

13.3
The cost of employing Invesco was slightly more than the estimate but it has not been possible to provide a direct benchmarking comparator as WDC is the only Council with External Fund Managers in the comparator group of similar sized authorities to WDC therefore the figures shown in tables A and B above are comparing WDC with all members of the club and are therefore not directly comparable. It is interesting to note that of the 127 club members, WDC has one of the smallest of funds at £5m ( club average is £29m ) and yet Invesco managed a return close to the club average which supports the comments in paragraphs 11.11 and 11.12 of a successful year.
13.4
Table B shows that in respect of both categories of fixed investments ( less than and more than 364 days ) the Council’s return was above the average. It is not possible to accurately identify the reasons for the out performance of the average  but it is probably due to two factors a) our pro active approach to take advantage of inflated interest rates caused by the  “credit crunch” and b) there is also anecdotal evidence that Councils have followed a “flight to quality” and been over cautious with whom they have invested thus accepting a lower interest rate in return for supposedly better capital protection. This will have depressed the comparator average. The Call Investments category in Table B relates to Business Reserve and Bank Rate Tracking accounts and as already related the Council made very little use of these in 2008/09 and this explains the Council’s under performance in this area. The Council achieved slightly under the average in the Money Market Fund investments and it is likely that this is due to other Council’s using Funds with slightly more capital risk in them which in turn generates a better return. It has to be stressed that all Money Market Funds have to adhere to a very strict credit rating criteria and therefore funds with slightly more risk in them are still very safe, it merely means that the basket of investments in the fund ( Gilts, Corporate Bonds, C.D’s etc ) has a slightly longer maturity profile and carries higher interest rates as a consequence. Recognising this, during 2008/09 the Council opened a third Money Market Fund with Prime Rate to take advantage of these higher returns and we will look to open up other Money Market Funds in 2009/10. The Invesco portfolio slightly underperformed the club average but as explained in paragraph 11.11 and 11.12 this is considered to be a good performance. It should be noted that the 5.70% return quoted in table B is not directly comparable with the 5.77% return quoted in 11.11. This is because the figure in table B does not include capital gains whereas that in 11.11 does. 
13.5
Table C shows that the overall cost of treasury management was slightly less than the 2008/09 estimate. There are no significant reasons for this and will be down, mainly, to changes in time allocations. Of the 10 comparators in our group, WDC costs rank 4th out of 10 least expensive with the cheapest being £20,300 and the most expensive £60,600.The cost is well below the comparator group average and this taken with the investment returns and the fact that of the comparator group WDC had the 3rd highest level of investments at 31st March 2009 indicates the efficiency of the in house treasury operation. 
14.
THE EURO
14.1
The Treasury Management Strategy Plan requires the Treasury Management function to keep up to date with matters relating to the UK’s possible entry into the Euro. During 2008/2009, very little happened nationally with regard to the possible introduction of the Euro to the United Kingdom  but a watching brief was kept on the matter. 
15.
EXTERNAL TREASURY MANAGEMENT ADVISERS
15.1
Sector Treasury Services Ltd. continue to provide our Treasury Management Advisory service and are contracted to do so until January 2010. 
APPENDIX B
ANNUAL STRATEGY PLAN  2008/2009 ( as presented to Executive on 11th February 2008 )
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1.
GENERAL
1.1
This part of the report outlines the strategy that the Council will follow during 2008/09. Its production and submission to the Executive is a requirement of the C.I.P.F.A. Code of Practice on Treasury Management in the Public Services.

1.2
The suggested strategy for 2008/09 in respect of the treasury management function is based upon the officer’s view on interest rates, supplemented with leading market forecasts provided by Sector Treasury Services who are the Council’s treasury advisers.

1.3
The 2003 Prudential Code for Capital Finance in local authorities introduced new requirements for the manner in which capital spending plans are to be considered and approved, and in conjunction with this, the development of an integrated treasury management strategy. The Prudential Code requires the Council to set a number of Prudential Indicators and this report does therefore incorporate the indicators to which regard should be given when determining the Council’s treasury management strategy for the next 3 financial years.

1.4
It is also 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 from a) increases in interest charges caused by increased borrowing to finance additional capital expenditure and b) 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. This is covered by the Prudential Indicator calculating the Incremental Impact on the Council Tax or Housing Rent in paragraph 5.3 below. 

1.5
The Council’s treasury management operations are also governed by various Treasury Management Practices (TMP’s), the production of which are a requirement of the CIPFA code. These have previously been reported to the Executive and approved. At its meeting in July 2007, the Executive approved the increase to 100% in the amount of the fund managed by the Council’s External Investment Agents that is permitted at any one time to be invested in negotiable securities carrying rates of interest for periods of over one year. This has now been included in TMP 11 and also TMP 1 and the executive is asked to ratify these amendments. TMP 5 has also been amended to reflect the fact that decisions on long term investments i.e. over 364 days and up to 2 years not exceeding £2.5m are taken by the Head of Finance and/or his staff and do not involve the Responsible Finance Officer.

2 INTEREST RATE FORECASTS FOR 2008/09
2.2 The ability to forecast the movement of interest rates is fundamental to successful investment and borrowing strategies. The Council’s advisers, Sector Treasury Services, provide information which is compiled by experienced economists who have a proven track record.  Their latest view on  both short and long term rates is shown below.-

	
	Q/E 1

2008
	Q/E2

2008
	Q/E 3

2008
	Q/E4

2008
	Q/E1

2009
	Q/E2

2009
	Q/E3

2009


	Q/E4

2009



	Bank Rate
	5.25%
	5.00%
	5.00%
	5.00%
	5.00%
	5.00%
	5.00%
	5.00%

	5yr PWLB Rate
	4.70%
	4.65%
	4.55%
	4.55%
	4.60%
	4.70%
	4.75%
	4.80%

	10 yr PWLB Rate
	4.70%
	4.60%
	4.55%
	4.55%
	4.55%
	4.55%
	4.60%
	4.70%

	25yr PWLB Rate
	4.60%
	4.55%
	4.55%
	4.50%
	4.55%
	4.55%
	4.60%
	4.65%

	50yr PWLB

Rate
	4.50%
	4.45%
	4.45%
	4.45%
	4.45%
	4.45%
	4.50%
	4.50%


2.2
The most important forecasts for this Council in the table above are the Bank Rate,10 yr and 25yr to 50yr  PWLB rate forecasts. This Council’s short term investments returns and any short term borrowing requirements are driven by movements in Bank Rate. It is not currently envisaged that the Council will require any long term funding during 2008/09 but if it does then, depending on the schemes funded,  it is  likely to be for 10 years or 25 + years. 

2.3
Sectors view is that Bank Rate started on a downward trend from 5.75% to 5.50% in December 2007 and this will be followed by further cuts in quarter 1 ( either February or March ) 2008 to 5.25% and to 5.00% sometime in quarter 2 ( April to June ) 2008. It will then be unchanged for the following next two years. However, there is a downside risk to this forecast if inflation concerns subside and so open the way for the MPC to make further cuts in the Bank Rate. As a counterbalance to Sectors view, forecasts by Capital Economics and UBS, whilst agreeing that the Bank Rate will be cut, go further with Capital Economics forecasting that Bank Rate will be 4.00% by the end of Q4 2009 and UBS 4.50% by the end of Q4 2009.
2.4
Sectors view is based on an economic view where GDP growth during 2007 has been strong, peaking at 3.3% in Quarter 3 but this growth is expected to cool during 2008 to around 2.0%. In addition, higher than expected immigration from Eastern Europe has dampened wage inflation. The combination of previous increases in Bank Rate and hence mortgage rates, short term mortgage fixes expiring and being renewed at higher rates, food prices rising at their fastest rate since 1993 and increases in petrol prices have all put consumer spending power under major pressure and has also impacted on house prices which started to fall in quarter 3 2007 and will continue to fall in 2008. 
2.5
Following the sub prime mortgages problems in the USA, banks have been tightening their credit criteria leading to a so called “credit crunch”. This will also dampen consumer expenditure through higher interest charges on credit card debt and housing mortgages. Public expenditure is also expected to be kept under tight rein for the next few years in contrast to the previous years where increased public expenditure helped to maintain the strong growth in the UK economy. The above criteria show the need for significant cuts in Bank Rate in order to keep the economy growing at its trend rate.
2.6
However, the MPC is in something of a dilemma as it is very concerned about the build up of inflationary pressures in the economy, particularly with regard to the price of oil which is now around $100  a barrel ( compared with $30 in 2003 ) and the consequent knock on effect on general prices. Prices of UK manufactured goods have risen at the fastest rate in 16 years – 4.5% in November 2007 and food prices have also risen at their fastest rate for 14 years ( 6.6% annual increase ). Consequently the MPC is going to be much more cautious about cutting rates whilst these inflationary pressures exist. 
3 CAPITAL BORROWING AND CAPITAL PROGRAMME FINANCING STRATEGY
3.1
The Council is able to finance its capital programme in the following ways:-

a)
By the use of Prudential Borrowing. 


b)
 From Usable capital receipts. It is anticipated that there will be significant capital receipts available in 2008/09 to finance capital expenditure.


c)
From revenue or reserves.


d)
From external contributions. In 2008/09 it is anticipated that £33,335 received from the other partner authorities will be spent on the Warwickshire Direct Partnership office and £20,000 received from the Home Office will be spent on the Safer Neighbourhood Programme.  With regard to the Housing Investment Programme it is envisaged that contributions received from developers amounting to £220,000 will be used on bringing houses in Old Town back into use. 


e)
From grants. For 2008/09 this currently is £120,000 for disabled facilities improvement grants. 
3.2
The Council’s proposed 2008/09 General Fund capital programme amounts to £1,779,400. It is currently intended to finance this as follows:- 

a) Capital receipts £1,048,455 

b) Contributions from revenue and reserves £677,610 and 

c) External contributions and grants amounting to £53,335.

However, the Council, when reviewing its capital resources for future years, may decide to undertake prudential borrowing to fund part of the programme and the Operational Limit for Borrowing ( see para. 5.3 below ) has been increased by £1,300,000 to reflect this.

3.3
The Council’s 2008/09 expected Housing Investment Programme amounts to £6,182,400 and currently will be financed as follows

 a) £120,000 capital grants 

 b) £951,100 capital receipts from the sale of council houses etc.

 c) £220,000 from external contributions

 d) £4,891,300 from revenue and reserves
4.
TEMPORARY BORROWING

4.1
The Council will continue to engage in short term borrowing ( up to 364 days ) when necessary in order to finance temporary cash deficits, however by managing our cash flow effectively these will be kept to a minimum. In each case, wherever possible, the loan will be taken out for periods of less than 7 days in order to minimise the interest payable. 

5.
TREASURY LIMITS AND PRUDENTIAL INDICATORS FOR 2008/09 TO 2010/2011 
5.1
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. The amount so determined is termed the “Authorised Limit”. The Council must have regard to the Prudential Code when setting its Authorised Limit, which essentially requires it to ensure that total capital investment remains within sustainable limits and, in particular, that the impact upon its future council tax / rent levels is acceptable. Whilst termed an Authorised Limit, the capital plans to be considered for inclusion incorporate those planned to be financed 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.

5.2
The Authorised Limits to be recommended to Council by the Executive are included in the Budget report elsewhere on this agenda and are expected to be ratified by the Council at its meeting on 21st February. They are also displayed in the table below :-

	Year
	Authorised Limit for Borrowing
	Authorised Limit for Other Long Term Liabilities
	Authorised Limit for External Debt

	2008/09
	£10,800,000
	£1,271,000
	£12,071,000

	2009/10
	£10,800,000
	£1,475,000
	£12,275,000

	2010/11
	£10,800,000
	£1,674,000
	£12,474,000


5.3
The Prudential Indicators required by the code are explained in more detail in the report on the budget and those relevant to an integrated treasury management strategy are reproduced below:-

Capital Financing Requirement

	Year
	General Fund
	HRA
	Overall

	2008/09
	-£1,326,896
	-£370,204
	-£1,697,100

	2009/10
	-£1,326,896
	-£370,204
	-£1,697,100

	2010/11
	-£1,326,896
	-£370,204
	-£1,697,100


Incremental Impact on Council Tax / Housing Rents

	Year
	Council Tax
	Housing Rent

	2008/09
	£0.17
	£0.00

	2009/10
	£0.27
	£0.00

	2010/11
	£0.37
	£0.00


Operational Boundary for External Debt

	Year
	Operational Boundary for Borrowing
	Operational Boundary for Other Long Term Liabilities
	Operational Boundary for external debt

	2008/09
	£2,800,000
	£1,021,000
	£3,821,000

	2009/10
	£2,800,000
	£976,000
	£3,776,000

	2010/11
	£2,800,000
	£924,000
	£3,724,000


The Operational Boundary for borrowing includes a potential £1,300,000 prudential borrowing in respect of the purchase of wheeled refuse bins and financing the works at Court Street railway arches should the Council , when reviewing its capital resources for future years, decide to finance these items by borrowing. 

Upper limits to fixed interest rate and variable  interest rate exposures

	Year
	Upper Limit - Fixed Rate
	Upper Limit - Variable Rate

	2008/09
	100%
	30%

	2009/10
	100%
	30%

	2010/11
	100%
	30%


Upper and Lower Limits respectively for the Maturity Structure of Borrowing

	Period
	Upper 
	Lower

	Under 12 months
	100%
	0%

	12 months and within 24 months
	15%
	0%

	24 months and within 5 years
	37.50%
	0%

	5 years and within 10 years
	100%
	0%

	10 years and above
	100%
	0%


Principal sums invested for periods longer than 364 days

The total maximum sum that can be invested for more than 364 days is £15 million.

6.
ANNUAL INVESTMENT STRATEGY.
6.1
The Council is required to have regard to investment strategy requirements in the CIPFA Treasury Management Code and to produce an Annual Investment Strategy. Section 15(1) of the 2003 Local Government Act requires councils to have regard to such guidance as the Secretary of State may issue. Guidance has been issued and the general policy objective is that local authorities should invest prudently the temporarily surplus funds held on behalf of their communities. The Annual Investment Strategy must be drawn up before the commencement of the year to which it relates and be approved by the full Council. The Strategy can be amended at any time and it must be made available to the public.

6.2
The Strategy should set out the local authority’s policies for giving priority to the security and liquidity of its investments, rather than to the yield. The guidance requires that investments should be classified as either of Specified and Non Specified Investments. Specified Investments are those that offer high security and high liquidity typically with another local authority, the UK Government or a body or investment scheme which has been awarded a high credit rating by one of the three main credit rating agencies. The Annual Investment Strategy must state how a high credit rating is to be defined and how frequently credit ratings are to be monitored together with what action is to be taken if a rating should change. All Specified Investments must be in sterling and with a maturity of no more than a year. 

6.3
All other investments not meeting the criteria of a Specified Investment are to be regarded as Non Specified Investments and the Annual Investment Strategy is to set out procedures for determining what categories of investments may prudently be used and then also to identify what those categories actually are. The Strategy must also state the maximum amounts which can be held in each identified category at any one time during the financial year ( by reference to a sum of money or a percentage of the Councils overall investments ). 

6.4
The Annual Investment Strategy must also set out procedures for determining the maximum periods for which funds may prudently be committed and also state the minimum amount during the financial year which is to held in short term investments. The latter is by reference to a sum of money or a percentage of the Councils overall investments. 

6.5 
The Councils Annual Investment Strategy for 2008/09 is contained within Appendix B.

7.
BEST VALUE
7.1
The Council participates in the C.I.P.F.A. Treasury Management Benchmarking Club and its investment performance is benchmarked against a number of comparable authorities in the following areas:-

a) Investment management costs per £1m invested split between i) total cost ( 2008/09 estimated to be £1,061 ) ii) staff costs ( 2008/09 estimated to be £478) and iii) external costs ( fund managers costs which are estimated to be £1,500 in 2008/09 ). The aim is to be in the lower half for cost.
b) Investment returns split between i) cash flow fixed and call investments including Business Reserve Deposit Accounts and Money Market Funds ( 2008/09 expected return 5.00% ) ii) core investments ( 2008/09 expected return 5.34% )  and iii) externally managed funds ( 2008/09 expected return 5.50% ). Here the aim is to be in the highest half for return commensurate with the capital risk.
c) Overall cost of treasury management excluding banking costs  ( in 2008/09 estimated to be £38,033 ). Again the aim is to be in the lowest half.
d) The internal treasury function will also seek to achieve an average rate of return on its Money Market investments of 1/16th% below the LIBID ( London Inter Bank Bid Rate ) average for comparable investment periods ( e.g. up to 7 day, 1 to 3 months, 3 to 6 months and over 6 months ).

e) The Council’s external investments are currently managed by Invesco and the Invesco cash management fund is required to outperform the Financial Times 7 day LIBID rate compounded weekly with a target return of 110% of the benchmark over a 3 year rolling period.

7.2
The Council’s performance against the above benchmarks is reported in the Annual Treasury Management report which is distributed to all members of the Council after the end of the year to which it relates.

8.
THE EURO
8.1
Currently the United Kingdom has not passed all of the five economic tests set by the Government as part of the potential process for this country to join the Euro currency. However there is no guarantee that they will not be met at some point in the future and there is a need for some ongoing precautionary planning for the impact on the Authority and in this particular case, treasury management. It is thought likely that any possible entry to the Euro is several years away but during 2008/09 the Treasury Management function will keep a watching brief on the subject. 

9.
EXTERNAL TREASURY MANAGEMENT ADVISERS
9.1
The Council employs Sector Treasury Services as its Treasury Management advisers. Their contract was renewed for three years in January 2007 at £7,000 per annum subject to annual increases based on the Consumer Prices Index (CPI). 

10.
OTHER ISSUES
10.1
The Council is participating together with other Councils and the Department for Communities and Local Government  in a pilot project looking at the ramifications of operating outside of the Housing Subsidy System in respect of its own housing stock. The Government is currently considering the results of the pilot. This could have a significant impact on the Council’s Treasury Management activities and the Treasury Management Function will keep itself informed of the developments in this area in order to assist where necessary should the Council move to operating outside of the Housing Subsidy System.

APPENDIX C

2008/2009 ANNUAL INVESTMENT STRATEGY

1.
BACKGROUND

1.1
This Council has regard to the Governments Guidance on Local Government Investments and CIPFA’s Treasury Management in Public Services Code of Practice. The guidance states that an Annual Investment Strategy must be produced in advance of the year to which it relates.

2.
INVESTMENTS

2.1
This Annual Investment Strategy states which investments the Council may use for the prudent management of its treasury balances during the financial year under the heads of Specified and Non Specified Investments. These are listed in the tables below. Specified investments are defined as those with a high credit rating, the definition of which for this Council is either an explicit guarantee from the State or parent body that any debts will be honoured or a Fitch Rating of at least F1 short term, A+ long term, Individual Rating B/C or failing that a state support indicator of 1 or 2.  An explanation of these credit rating terms appears in Appendix C. The investment must be for a maximum of 364 days.

Specified Investments

	Investment
	Repayable/ Redeemable within 12 months?
	Security / Minimum Credit Rating
	Circumstance of Use
	Maximum Period

	Debt Management Agency Deposit
	Yes
	UK Government Backed
	In House
	364 days

	Deposits with UK Government , Nationalised Industries, Public Corporations or other Local Authorities
	Yes
	High security e.g  investment secured on all revenues of Local Authority
	In House and by external fund manager
	364 days

	Deposits with Banks with maturities up to 1 year ( inc. Business Call and Reserve Accounts ) and including forward deals
	Yes
	Fitch Rating of 

Short term F1

Long Term A+

Individual B/C

( if less than B/C State Support indicator of 1 or 2 )
	In House and by external fund manager
	364 days in aggregate


	Investment
	Repayable/ Redeemable within 12 months?
	Secuity / Minimum Credit Rating
	Circumstance of Use
	Maximum Period

	Deposits with Building Societies including forward deals
	Yes
	Minimum Fitch rating of 

Short term F1
	In house
	364 days in aggregate

	Money Market Funds
	Yes
	Standard & Poors AAAm and Moody’s  AAA and volatility rating MR1+
	In house
	Not defined as subject to cash flow requirements

	Certificates of Deposit issued by Banks and Building Societies
	Yes
	Minimum Fitch Rating of 

Short term F1

Long Term A+

Individual B/C

( if less than B/C State Support indicator of 1 or 2 )
	External fund manager only
	364 days

	Gilt Edged Securities
	Yes
	UK Govt. backed
	External fund manager only
	Not defined

	Eligible Bank Bills
	Yes
	Minimum credit rating as determined by external fund manager
	External fund manager only
	364 days

	Treasury Bills
	Yes
	UK Govt. backed
	External fund manager only
	Not defined

	Bonds issued by Supranational Institutions or Multi Lateral Development Banks
	Yes
	AAA or government guaranteed
	External fund manager only
	Not defined

	Sterling Securities guaranteed by HM Government 
	Yes
	UK Govt. backed
	External fund manager only
	Not defined


Non Specified Investments

	Investment
	Repayable/ Redeemable within 12 months?
	Security / Minimum Credit Rating
	Circumstance of Use
	Maximum Limit
	Maximum Period

	Deposits with unrated building societies
	yes
	Limited to those within the top 20 ranked by value
	In house
	£1 million
	6 months

	Deposits with banks and building societies greater than 1 year ( including any forward dealing )
	No
	Minimum Fitch Rating of 

Short term F1

Long Term A+

Individual B/C

( if less than B/C State Support indicator of 1 or 2 )
	In house after consultation with Treasury Advisers

External fund manager
	£15 million

( in total ).

Individual limit £4m per specified investments
	2 years


2.2
It is necessary to outline the reasons why the Council would use non specified investments and also the risks involved. The use of unrated building societies alongside Business Reserve and Call Accounts and Money Market Funds forms a useful tool for investing relatively small amounts of money for short periods of time and obtaining a decent return on the investment. There is of course a risk that the Building Society may fail during the maximum 6 month duration of an investment but this is not considered likely for any unrated society in the top 20 as it is likely that a larger society would absorb them. In practice the duration of any one deposit is likely to be around 1 to 2 months which lessens the risk still further. With regard to deposits for more than one year, the advantage from a treasury management point of view is that there is a known rate of return over the period that the monies are invested which aids forward planning. There is however the increased risk due to the longer time span that a) the institution fails or b) interest rates rise in the meantime. The current limit for investments longer than 364 days is £15 million in total. No investments for more than 1 year will be made without the advice of our Treasury Consultants on the likely movement of interest rates over the period of the proposed investment. 
2.3
The maximum limit for specified investments with any one counterparty will be £4 million shared £3 million in house and £1 million external fund manager where appropriate. Non specified investment limits are as shown in the table.


3.
INVESTMENT OBJECTIVES
3.1
All investments will be in sterling. The Council’s investment priorities are the security and liquidity of its investments. The Council’s objective will be to maximise the return whilst safeguarding the capital sum and avoiding cash flow problems. The Council will not engage in borrowing for purely investment purposes.

4.
SECURITY OF CAPITAL
4.1
The Council relies on credit ratings published by Fitch Ratings which are supplied to it by its Treasury Advisers. These ratings are used to establish the credit quality of counterparties and investment schemes. The Council has also determined the minimum long term ( more than 1 year ), short term ( 1 year or less) and other credit ratings it deems to be high for each category of investment and these are as shown in paragraph 2.1 above.

4.2
Individual credit ratings will be revised as and when changes are notified to the Council by its Treasury Advisers. If a counterparty’s or investment scheme’s rating is downgraded with the result that it no longer meets the Council’s minimum criteria then the counterparty /  investment vehicle will no longer be used with immediate effect. This also applies to investments placed by Invesco. Similarly if a counterparty is upgraded so that it meets the Council’s minimum credit rating requirements then it will be added to the Council’s counterparty list.

5.
INVESTMENT BALANCES / LIQUIDITY OF INVESTMENTS 

5.1
Based on its cash flow forecasts, the Council anticipates that its investments in 2008/09 on average  will be in the region of  £29 million. 

5.2
The maximum percentage of its overall investments that the Council will hold in long  term investments ( 365 days or over ) is 40%. It follows therefore that the minimum percentage of its overall investments that the Council will hold in short term investments ( 364 days or less ) is 60% . Having regard to the Council’s likely cash flows and levels of funds available for investment the maximum amount available for long term investment will be £15 million in line with the proposed Prudential Indicator covering this issue. These limits will apply jointly to the in house team and Invesco so that the overall ceilings of 40% and £15 million are not breached. 

6.
INVESTMENT STRATEGY
6.1
The Council will continue to invest cash flow driven money to known dates where large debts such as precepts, NNDR etc. have to be paid out.  Based on the cash flow experienced to date in 2007/2008 it is unlikely that this will result in the average length of an investment being more than 2 months in 2008/09. Core investments ( i.e. investments not needed for payment of debts ) will continue to be invested in the best part of the market based on the weekly advice issued by our Treasury Advisers. 

6.2
The 2008/09 interest rate outlook is for a further decrease in Bank Rate during the next couple of months to 5.25%. It is then likely to be cut to 5.00% in quarter 2 of 2008 and then stay at this level for the next two years. Depending on when they mature the Council will seek to lock in its core investments at the highest possible rate so providing some protection against the expected falling interest rate environment. For cash flow driven investments it is currently anticipated that use of the Bank Rate tracking bank accounts run by Bank of Scotland and Abbey National will be made in order to lock in a portfolio return at least equal to Bank Rate which otherwise may not be possible given the relatively small individual size of the Council’s investments ( typically £2 to £3 million at a time ). The Council will also actively seek to open further Bank Rate tracking accounts where possible. Within cash flow restrictions advantage will also be taken of any opportunities in the Money Markets where short term rates are higher than Bank Rate. To achieve the maximum flexibility high performing triple A rated Money Market Funds e.g. Standard Life will continue to be used particularly during periods of falling interest rates where the time lag in the redemption of the investment instruments contained within the fund often means that the interest rates paid by the MMFs is greater than either the Money Markets or Bank Rate tracking bank accounts. Depending on the exact timing of any further Bank Rate changes it is expected that the In house portfolio will achieve a 5.20% return for 2008/09. 
7.
EXTERNAL CASH FUND MANAGEMENT
7.1
Invesco manage our portfolio on a discretionary basis and they have stated that their central case for the 2008/09 return on our portfolio is 5.50%. It is expected that this will be achieved through the use of cash, Money Market Instruments ( such as Certificates of Deposits ), Gilts and Supranational Bonds. Following past performance, the portfolio was reduced from £10m to £5m in May 2007. During 2008, the performance of the reduced portfolio will be monitored and reported regularly to the Executive.

8.
END OF YEAR INVESTMENT REPORT
8.1
At the end of the financial year, the Council will prepare a report on its investment activity as part of its Annual Treasury Report.
























