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1.
SUMMARY
1.1
This report details the Council’s Treasury Management Performance for the period 1st April 2009 to 30th June 2009.
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 Council’s 2009/10 Treasury Management Strategy and Treasury Management Practices (TMP’s) require the performance of the Treasury Management Function to be reported to Members on a quarterly basis.
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 and it is anticipated that investment interest amounting to £796,600 will be earnt in 2009/10 compared to an original budget of £699,200. Of the total interest earnt in 2009/10, £358,900 will be credited to the Housing Revenue Account in recognition of the HRA balances which form part of the Council’s investments. In addition to the interest earned on investments, the Council has also received interest earned on a VAT refund backdated to 1996. £385,000 is regarding leisure admissions and £90,000 is in respect of excess charges for car parking and bulky refuse collections. This additional £475,000, which is net of fees incurred in carrying out this exercise, will be credited to the General Fund.
6.
Policy Framework
6.1
Treasury Management will support the 2008-11 Corporate Strategy through its contribution to effective management of resources.
7.
BACKGROUND

7.1
The general economic background is important in understanding how markets are behaving. After rapidly cutting interest rates to a record low of 0.5%, the MPC increased the amount of asset purchases under the Bank’s quantitative easing (QE) programme from £75bn to £125bn in May. The MPC still retains the option to extend these purchases by a further £25bn before having to ask the Chancellor for further authorisation. However, while QE does appear to have been successful in improving liquidity in financial markets, its impact on the real economy remains limited.

7.2
In general the economy saw some “green shoots” of recovery. The first quarter of this financial year saw some encouraging signs that the rate of contraction in the economy had eased considerably. Retail sales grew by 1.0% in April, and while they fell back in May, they remained above March’s level. Consumer confidence continued to pick up. Industrial production rose by 0.2% month on month in April, the first rise since November 2007 and the Nationwide house price index rose in May and June, leading to the first quarterly rise since Q4 2007. Inflationary pressures within the economy continued to reduce in the quarter.
8. 
INTEREST RATE ENVIRONMENT
8.1.
The major influence on the Councils investments is the Bank Rate. The Bank Rate remained at 0.5% for the whole of the quarter ending 30th June 2009. The Council’s Treasury Management Advisors, Sector, provided the following forecast for future Bank Rates:
	
	Sept 2009
	Dec 2009
	Mar 2010
	Jun 2010
	Sep 2010
	Dec 2010
	Mar 2011
	June 2011
	Sep 2011
	Dec 2011
	Mar 2012
	Jun 2012

	Current Forecast:

	Bank Rate
	0.50%
	0.50%
	0.50%
	1.00%
	1.50%
	2.00%
	2.50%
	3.00%
	3.75%
	4.25%
	4.50%
	4.75%

	Forecast as at February 2009, when Original Budgets were set:

	Bank Rate
	0.50%


	0.50%
	0.75%
	1.00%
	1.25%
	1.75%
	2.50%
	3.25%
	3.75%
	4.00%

	n/a
	n/a



This indicates that the Bank Rate will remain at an historical low level until mid-way through 2010, by which time the economy is expected to have improved.

8.2.
During this period the continuing effects of the credit crunch were being felt. This ensured that the short term interest rates continued at a level above where economic fundamentals suggested they should be.

8.3.
The Council aims to achieve the optimum return on investments commensurate with the proper levels of security and liquidity. The Annual Investment Strategy 2009/10 was approved by Council on 23rd February 2009. This approved the current lending criterion which reflects the level of risk appetite of the Council. However, the Council continues to review its Standard Lending List as a result of frequent changes to Banking Institutions credit ratings, to ensure that it does not lend to those institutions identified as being at risk from the crisis in the banking sector.

9
IN HOUSE MANAGED INVESTMENTS

Money Market Investments
9.1.
During 2009/10, the in house function has invested in both cash flow driven as well as core cash funds in fixed term deposits in the Money Markets. The table below illustrates the performance in the first quarter 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 2009
	No investments made in this quarter.

	Over 7 days & Up to 3 Months

	April – June 2009
	1.16%
	0.89%
	+ 0.27%

	Value of Interest earned
	£2,706
	£2,073
	£633

	3 to 6 Months

	April – June 2009
	1.85%
	1.30%
	+ 0.55%

	Value of Interest earned
	£11,531
	£8,103
	£3,428

	6 Months to 363 days

	April – June 2009
	1.35%
	1.54%
	(0.19%)

	Value of Interest earned
	£13,537
	£15,422
	(£1,885)

	364 days and over

	April – June 2009
	2.20%
	1.66%
	+ 0.54%

	Value of Interest earned
	£65,819
	£49,664
	£16,155


9.2.
At this time of year, the period for which the Councils cash flow is invested is in the shorter end of the market, as cash is invested to cover immediate cashflow needs, typically around the one month period. The Council therefore, made investments in the 1 to 3 month category which did benefit from inflated interest rates and produced an average return of 1.16% compared to the LIBID benchmark of 0.89% which is an amalgam of the 1 and 3 month LIBID rates. This shows an out performance of 0.27%. If compared to just the 1 month LIBID benchmark of 0.59% an outperformance of some 0.57% is shown.
9.3.
Several core investments matured during the quarter, which were invested for longer periods following advice from our Treasury Consultants. A three month deal was made at 1.85% which compares to a LIBID benchmark of 1.30% which is an amalgam of the 3 and 6 month LIBID rates. This shows an outperformance of 0.55%. If compared to just the 3 month LIBID benchmark of 1.19% an outperformance of some 0.66% is achieved.
9.4
One sixth month core investment was placed during the quarter at 1.35% which compares to a LIBID benchmark of 1.54% which is an amalgam of the 6 and 12 month LIBID rates. This shows an under performance of 0.19%. If compared to just the 6 month LIBID benchmark of 1.41% there is an under performance of only 0.06%. The reason for this slight underperformance was because the deal was placed with Abbey National Plc, which is one of the higher rated, and larger banking groups. As such they pay slightly lower rates, than say, the building societies, to reflect their enhanced security.

9.5
The final category invested in was the over 364 day, where two core investment were made at 2.20% which compares to a LIBID benchmark of 1.66% for 12 months. This shows an out performance of 0.54%.

9.6
Given that the current Bank Rate is 0.50% the levels of outperformance achieved this quarter are pleasing and reflect the effect that interest rates payable are still above where they should be because of the effects of the credit crunch.


Money Market Funds
9.7
The in house function continues to utilise the Money Market Funds to assist in managing its short term liquidity needs. Their performance in this period is shown in the table below:

	Fund
	Investment Return 
%
	LIBID Benchmark %
	Out/(Under) Performance %

	Standard Life 

	April to June 2009
	0.87%
	0.49%
	0.38%

	Value of Interest earned
	£3,690
	£2,075
	£1,615

	Invesco Aim

	April to June 2009
	0.75%
	0.49%
	0.26%

	Value of Interest earned
	£3,006
	£1,954
	£1,052

	Prime Rate

	April to June 2009
	1.38%
	0.49%
	0.89%

	Value of Interest earned
	£15,997
	£5,671
	£10,326


9.8
During the quarter ending June 2009, the policy was to continue using the Money Market Funds in preference to the Business Reserve Accounts for liquidity balances as the Money Market Funds were paying rates above the current Bank Rate. This is because the maximum weighted average life of the money market fund is around the 60 days and therefore, attracts a higher interest rate. It can be seen that all of the funds used performed well above the LIBID 7 day benchmark.

9.9
The Council earned £22,693 interest on its Money Market Fund investments in the quarter ending 30th June 2009. The average principal maintained in the funds was £8,273,646.

Business Reserve Accounts

9.10
The Council operates two Business Reserve accounts with Abbey National and Bank of Scotland. If sufficient balances are maintained these accounts offer a guaranteed rate of return equivalent to Bank Rate. However, because the Money Market Funds were offering rates above the bank base rate the Business Reserve accounts were not used during this quarter.

9.11
An analysis of the overall in house investments held by the Council at the end of June 2009 is shown below:


(The previous quarter is shown for comparison)
	Type of Investment
	Opening Balance Q1

As at 1st April 2009
	Closing Balance Q1

As at 30th June 2009

	In House
	
	

	Money Markets
	£20,500,000
	£23,500,000

	Money Market Funds
	£2,510,000
	£10,830,000

	Business Reserve Accounts
	£0
	£0

	Total
	£23,010,000
	£34,330,000


9.12
The above table shows how the Council cash balances increase on a cumulative basis throughout the year.

9.13
The original estimate of annual external investment interest for 2009/10 was £699,200 gross and the latest estimate is £708,600. This small increase is accounted for by a) increased balances due to slippage in the capital programme and b) offset by a reduction on the average interest rate applied from the year from 2.36% to 2.12%.
10
BORROWING
10.1
During the quarter it was not necessary to undertake any Money Market borrowing to fund cashflow deficits, with any deficits being managed within the Councils £500,000 overdraft facility with HSBC. The interest rate on this facility is 1% above Bank Rate and is charged on the cleared balance at the end of each day when that balance is in debit i.e. overdrawn. In the April to June quarter interest amounting to £14 was paid on debit balances. This is normally offset by the interest earned at 1% below Bank Rate on the days when the end of day balance was in credit; however, with Bank Rate at 0.50% this is not applicable.
11
EXTERNAL FUND MANAGERS
11.1
Invesco Asset Management Ltd continue to act as the Council’s external cash management agents and currently manage £5 million on our behalf.

11.2
Invesco’s performance up to the end of June 2009 is shown below:

	Quarter
	Portfolio Net Return %
	LIBID Benchmark %
	Out/(Under) performance %

	April to June 2009
	(0.25%)
	0.09%
	(0.34%)

	Year to date
	(0.25%)
	0.09%
	(0.34%)


11.3
Invesco has returned (0.25%) for the quarter net of fees versus a benchmark of 0.09%, an underperformance of 0.34%. This very poor performance has been caused by the misreading of the gilt market in the early part of the quarter. Invesco entered the quarter with a holding of gilts that deteriorated in value when yields rose. The holding was subsequently reduced but not before considerable damage was done to the portfolio’s value.
11.4
Invesco was active in dealing in the gilt market during the quarter. The first transaction took place on the 20th April when a holding of the 4.75% 2015 gilt was sold for a reasonable profit. Four days later another gilt holding (about 5% of the portfolio) held over from the previous quarter, the 4.5% 2019, was sold for a substantial loss. Three days later another tranche of the same stock was sold, again for a big loss. On 29th April Invesco reinvested a portion of the sales in a shorter dated maturity, the 5% 2012 gilt. On 15th May they sold some 4.5%2019 stock, for a loss, and reinvested in a larger amount of 5% 2014, shortening the duration. On 2nd June Invesco sold a small holding of the 4.5% 2019 gilt, held over from the previous quarter, for a big loss and sold some more gilts on 4th June, this time holding of 4% 2016. Finally, on 9th June Invesco went back into the 2019 gilt, a small holding but bought at a higher price than the sale on the 4th June. All in all Invesco has had a very poor time in the gilt market with a strategy that does not appear to have been particularly coherent.

11.5
In respect of CD’s Invesco confined themselves to the front end of the market, buying one, two and three month paper at various times throughout the month.

11.6
Invesco has had a very poor first quarter of the financial year 2009/10. They lost substantial sums in the gilt market and turned a negative return for the period. Their reading of the gilt market appears to have been poor although they were keen to continue holding a position in this asset class. They still hold almost 10% of the portfolio in gilts at the quarter end although the duration has been reduced. Invesco is going to need some inspired dealing to turn the position around if they want to make a positive cumulative return for the year to date.

11.7 
At the end of June 2009, the value of the portfolio stood at £5,282,568 and the breakdown is shown in the table below:

	Type of Investment
	Amount

	Gilts
	£350,287

	Certificates of Deposit
	£4,813,590

	Temporary Deposits
	£118,691

	Total
	£5,282,568


11.8
Included in the above portfolio is £212,150 in respect of agreed interest accrued for 2008/09, which will be repaid to the Council in 2009/10.

11.9
It is estimated that the Invesco portfolio will earn £112,500 in interest for 2009/10 on the basis of its central case return of 2.25%.
11.10
The Council’s Treasury Management Advisors, Sector, has analysed the performance of seven external fund managers, including Invesco. The results show that five performed better than Invesco and one was below Invesco.

12
PRUDENTIAL INDICATORS
12.1
The 2009/10 Treasury Management Strategy included a number of Prudential Indicators within which the Council must operate. The two major ones are the Authorised Limit and Operational Boundary for borrowing purposes and it is confirmed that during the quarter neither indicator has been exceeded.

