PRUDENTIAL CODE AND TREASURY MANAGEMENT STRATEGY 2011/12 – 2013/14

Introduction

1. The Local Government Act 2003 requires the Council to adopt the CIPFA Prudential Code and produce prudential indicators. Each indicator either summarises the expected activity or introduces limits upon the activity, reflecting the outcome of the Council’s underlying capital appraisal systems. This report updates currently approved indicators, and introduces new indicators for 2013/14.  

2. Within this overall prudential framework there is a clear impact on the Council’s treasury management activity, as it will directly impact on borrowing or investment activity.  As a consequence the Treasury Management Strategy for 2011/12 to 2013/14 is included in this report to complement these indicators. The production of a Treasury Management Strategy is a requirement of the CIPFA Code of Practice on Treasury Management. Compliance with this Code is a requirement of the Prudential Code.  

The Council’s Capital Expenditure Plans 

3. The Council’s capital expenditure plans are summarised below and this forms the first of the prudential indicators.  A certain level of capital expenditure is grant supported by the Government; anything above this level will be unsupported and will need to be financed from the Council’s own resources.  The Government retains an option to control either the total of all councils’ plans, or those of a specific council, although no control has yet been exercised.

4. The Council is recommended to approve the summary capital expenditure projections below; service details are shown in the main budget report. This forms the first prudential indicator:
	
	2010/11

Original

£’000
	2010/11

Revised

£’000
	2011/12

Estimate

£’000
	2012/13

Estimate

£’000
	2013/14

Estimate

£’000

	Capital Expenditure

	Non-HRA
	35,821
	56,944
	33,456
	8,272
	3,802

	HRA
	16,772
	8,075


	No longer

applicable
	No longer

applicable
	No longer 

applicable

	Total spend
	52,593
	65,019
	33,456
	8,272
	3,802

	

	Government Support excluding Credit Approvals
	22,792
	21,345
	12,738
	2,449
	0

	Other Grants
	9,536
	9,646
	6,034
	2,728
	1,933

	Earmarked Capital Resources/Receipts
	6,439
	14,341
	7,474
	1,156
	250

	Earmarked Housing Regeneration  Receipts
	1,892
	2,673
	1,587
	1,800
	1,550

	Capital Contributions
	111
	1,300
	497
	0
	69

	Net financing need (borrowing) for the year

(of which Prudential Borrowing)
	11,823

5,903
	15,714

10,849
	5,126

2,985
	139

139
	0

0


Please note that following the Stock Transfer the Council will no longer operate a Housing Revenue Account (HRA). The HRA will formally close on 31st March 2012 following the audit of the HRA Subsidy Claim during 2011/12.

5. Other long term liabilities – The above financing need excludes other long term liabilities, such as PFI and leasing arrangements which already include borrowing instruments.

The Council’s Borrowing Need (the Capital Financing Requirement)

6. The second prudential indicator is the Council’s Capital Financing Requirement (CFR).  The CFR is simply the total outstanding capital expenditure which has not yet been paid for from either revenue or capital resources. It is essentially a measure of Council’s underlying borrowing need.   The capital expenditure above which has not immediately been paid for will increase the CFR.

7. Following accounting changes the CFR includes any other long term liabilities (e.g. PFI schemes) brought onto the balance sheet. Whilst this increases the CFR, and therefore the Council’s borrowing requirement, these types of scheme include a borrowing facility and so the Council is not required to separately borrow for this scheme. The Council currently has £ 7.9 million of such schemes within the CFR. 

8. The Council is recommended to approve the CFR projections below:
	
	2010/11

Original

£’000
	2010/11

Revised

£’000
	2011/12

Estimate

£’000
	2012/13

Estimate

£’000
	2013/14

Estimate

£’000

	Capital Financing Requirement
	

	CFR – Non Housing
	127,505
	118,332
	119,125
	114,888
	110,964

	CFR-PFI
	0
	7,900
	7,491
	7,165
	6,839

	CFR - Housing
	140,839
	No longer

applicable
	No longer

applicable
	No longer

applicable
	No longer

applicable

	Total CFR
	268,344
	126,232
	126,616
	122,053
	117,803

	Movement in CFR
	5,296
	(1,769)
	384
	(4,563)
	(4,250)

	
	
	
	
	
	

	Movement in CFR represented by
	

	Net financing need for the year (above)
	11,823
	15,714
	5,126


	139
	0

	MRP/VRP and other financing movements
	(6,527)
	(17,483)
	(4,742)
	(4,702)
	(4,250)

	Movement in CFR
	5,296
	(1,769)
	384
	(4,563)
	(4,250)


9. The Council is required to pay off an element of the accumulated General Fund capital spend each year through a revenue charge (the Minimum Revenue Provision), although it is also allowed to undertake additional voluntary payments. 

10. The Department of Communities & Local Government regulations require full Council to approve an MRP Statement in advance of each year. A variety of options are provided to councils to replace the existing Regulations, so long as there is a prudent provision. 

11. The Council is recommended to approve the following MRP Statement:-
For capital expenditure incurred before 1st April 2008 or which in future will be Supported Capital Expenditure, the MRP policy will be:

· MRP will follow the existing practice outlined in former CLG Regulations;

This option provides for an approximate 4% reduction in the borrowing need (CFR) each year.

From 1 April 2008 for all unsupported borrowing (including PFI and Finance Leases)  the MRP policy will be:

· Asset Life Method – MRP will be based on the estimated life of the assets, in accordance with the proposed regulations (this option must be applied for any expenditure capitalised under a Capitalisation Directive);

This option provides for a reduction in the borrowing need over approximately the assets life.

Affordability Prudential Indicators

12. The previous sections cover the overall capital and control of borrowing prudential indicators, but within this framework prudential indicators are required to assess the affordability of the capital investment plans.   These provide an indication of the impact of the capital investment plans on the Council’s overall finances.  The Council is recommended to approve the following indicators:

13. Actual and Estimates of the ratio of financing costs to net revenue stream – This indicator identifies the trend in the cost of capital (borrowing and other long term obligation costs net of investment income) against the net revenue stream. The Council has taken the net revenue stream for the General Fund as being the sum of Net Budget Requirement plus Dedicated Schools Grant, and for the Housing Revenue Account the gross income to the account. 

	
	2010/11

Original

%
	2010/11

Revised

%
	2011/12

Estimate

%
	2012/13

Estimate

%
	2013/14

Estimate

%

	Non-HRA
	3.2
	1.4
	0.7
	0.5
	0.5

	HRA
	22.3
	No longer

applicable
	No longer

applicable
	No longer

applicable
	No longer

applicable


14. The estimates of financing costs include current commitments and the proposals in this budget report.

15. Estimates of the incremental impact of capital investment decisions on the Council Tax – This indicator identifies the revenue costs associated with proposed changes to the three year capital programme recommended in this budget report compared to the Council’s existing approved commitments and current plans.  The assumptions are based on the budget, but will invariably include some estimates, such as the level of government support.

16. Incremental impact of capital investment decisions on the Band D Council Tax
	
	Forward Projection

2011/12

£
	Forward Projection

2012/13

£
	Forward Projection

2013/14

£

	Council Tax - Band D
	-0.63
	0.96
	0.96


17. Estimates of the incremental impact of capital investment decisions on Housing Rent levels – Similar to the Council Tax calculation this indicator identifies the trend in the cost of proposed changes to the housing capital programme. Following the Stock Transfer there will be no housing capital programme and consequently there will be no prudential indicators to calculate and report.

TREASURY MANAGEMENT STRATEGY 2011/12 – 2013/14

1. The treasury management service is an important part of the overall financial management of the Council’s affairs.  Whilst the prudential indicators above consider the affordability and impact of capital expenditure decisions the treasury service considers the effective funding of these decisions.  Together they form part of the process which ensures the Council meets the balanced budget requirement under the Local Government Finance Act 1992.  

2. The Council’s treasury activities are strictly regulated by statutory requirements and a professional code of practice (the CIPFA Code of Practice on Treasury Management – revised November 2009).  This Council adopted the revised Code of Practice on Treasury Management on 24 February 2010.

3. As a result of adopting the Code the Council also adopted a Treasury Management Policy Statement. This adoption is the requirement of one of the prudential indicators. 

4. The Council is required to approve an annual strategy outlining the expected treasury activity for the forthcoming three years.  A key requirement of this report is to explain both the risks, and the management of the risks, associated with the treasury service.  A further treasury report is produced after the year-end to report on actual activity for the year. In year reports are also submitted to Audit Committee on a regular basis.

5. This strategy covers:

· Local Treasury issues; 

· The Council’s debt and investment projections; 

· The expected movement in interest rates;

· The Council’s borrowing and investment strategies;

· Treasury performance indicators;

· Specific limits on treasury activities.

Local Treasury Issues
6. There were two major local issues to note during 2010/11 that have a significant affect on the Council’s Treasury Management service:-

· Repayment of £50.4m PWLB loans on 12 April 2010

The Council’s borrowing is constantly monitored in order to identify any opportunities for savings through possible debt restructuring. As a result of low investment returns, the option of using funds to redeem debt has been a valid option. During 2009/10 the premiums on those loans made such a restructuring uneconomic. However, an opportunity presented itself on 12 April 2010 and as a result £50.4 million of PWLB Debt was redeemed.  Full year’s savings to the General Fund are estimated to be in the order of £1.2 million, but loss of interest on the use of the Council’s funds has to be deducted from this saving.  

· Large Scale Voluntary Transfer

Under the terms of the Stock Transfer the Government agreed to repay £151.2 million of PWLB Debt together with the associated costs of redeeming those loans early of £19.9m. This transaction took place on 16th December 2010.

Debt and Investment Projections 2011/12 – 2013/14
7. The borrowing requirement comprises the expected movement in the CFR and any maturing debt, which will need to be re-financed.  The table below shows this effect on the treasury position over the next three years.  It also highlights the expected change in investment balances.
	
	2010/11

Original

£’000
	2010/11

Revised

£’000
	2011/12

Estimate

£’000
	2012/13

Estimate

£’000
	2013/14

Estimate

£’000

	External Debt

	Debt at 1 April 
	258,397
	258,397
	56,530
	56,490
	56,266

	Early Repayment of Debt
	
	(50,423)
	
	
	

	LSVT repayment
	
	(151,234)
	
	
	

	Maturing Debt
	(1,324)
	(210)
	(40)
	(224)
	(29)

	New Debt taken/to be taken out
	11,300
	0
	0
	0
	0

	Debt at 31 March
	268,373
	56,530
	56,490
	56,266
	56,237

	Annual change in debt
	9,976
	(201,867)
	(40)
	(224)
	(29)

	(under)/over borrowed
	29
	(69,702)
	(70,126)
	(65,787)
	(61,566)

	

	Total Investments at 31 March
	116,000
	90,000
	90,000
	90,000
	90,000

	Investment change
	0
	(42,000)
	0
	0
	0


8. The related impact of the above movements on the revenue budget are:
	
	2010/11

Original

£’000
	2010/11

Revised

£’000
	2011/12

Estimate

£’000
	2012/13

Estimate

£’000
	2013/14

Estimate

£’000

	Revenue Budgets

	Interest on Borrowing 
	15,001
	9,845
	3,392
	3,386
	3,368

	Related HRA Charge
	(7,839)
	(4,556)
	No longer

applicable
	No longer

applicable
	No longer

applicable

	Net general Fund Borrowing Cost
	7,162
	5,289


	3,392
	3,386
	3,368

	Investment income
	2,300
	1,680
	1,350
	2,070
	2,070


Limits to Borrowing Activity

9. Within the prudential indicators there are a number of key indicators to ensure the Council operates its activities within well defined limits.

10. For the first of these the Council needs to ensure that its total borrowing net of any investments, does not, except in the short term, exceed the total of the CFR in the preceding year plus the estimates of any additional CFR for 2011/12 and the following two financial years.  This allows some flexibility for limited early borrowing for future years, but ensures that borrowing is not undertaken for revenue purposes.  

	
	2010/11

Original

£’000
	2010/11

Revised

£’000
	2011/12

Estimated

£’000
	2012/13

Estimated

£’000
	2013/14

Estimated

£’000

	Gross Borrowing
	268,373
	56,530
	56,490
	56,266
	56,237

	Investments
	116,000
	90,000
	90,000
	90,000
	90,000

	Net Borrowing
	152,373
	(33,470)
	(33,510)
	(33,734)
	(33,763)

	CFR
	268,344
	126,232
	126,616
	122,053
	117,803


11. The Corporate Director of Resources reports that the Council complied with this prudential indicator in the current year and does not envisage difficulties for the future.  This view takes into account current commitments, existing plans, and the proposals in this budget report.

12. A further two prudential indicators control or anticipate the overall level of borrowing.  These are:

13. The Authorised Limit for External Debt – This represents a limit beyond which external debt is prohibited, and this limit needs to be set or revised by full Council.  It reflects the level of external debt, which, while not desired, could be afforded in the short term, but is not sustainable in the longer term.  This is the statutory limit determined under section 3 (1) of the Local Government Act 2003.
14. The Operational Boundary for External Debt –This indicator is based on the expected maximum external debt during the course of the year; it is not a limit.  Actual borrowing could vary around this boundary for short periods during the year. It acts as a monitoring indicator to ensure the Authorised Limit is not breached.

15. The Council is recommended to approve the following Authorised Limit and Operational Boundary:

	Authorised limit 
	2010/11

Revised

£’000
	2011/12

Estimated

£’000
	2012/13

Estimated

£’000
	2013/14

Estimated

£’000

	Borrowing
	302,900
	164,925
	162,688
	160,466

	Other long term liabilities
	7,900
	7,491
	7,165
	6,839

	Total
	310,800
	172,416
	169,853
	167,305

	Operational Boundary 
	
	
	
	

	Borrowing
	279,100
	141,125
	138,888
	136,666

	Other long term liabilities
	7,900
	7,491
	7,165
	6,839

	Total
	287,000
	148,616
	146,053
	143,505


16. Borrowing in advance of need - The Council has some flexibility to borrow funds for use in future years. The Corporate Director of Resources may do this under delegated powers where, for instance, a sharp rise in interest rates is expected, and so borrowing early at fixed interest rates will be economically beneficial.  Whilst the Corporate Director of Resources will adopt a cautious approach to any such borrowing, where there is a clear business case for doing so borrowing may be undertaken to fund the approved capital programme or to fund future debt maturities.   

Expected Movement in Interest Rates

17. There is significant uncertainty with economic forecasts. Whilst short-term rates are expected to remain on hold through most of 2011, inflationary concerns are increasing. Inflation has been above the 2% target for so long that the credibility of the MPC may be questioned. This will make the MPC’s decisions during 2011 a difficult judgement call; i.e. control inflation or continue to aid the recovery. 
18. The recovery in the economy seems to be well underway; however the strong rates of growth we have seen are unlikely to be sustained. The Government’s determination to cut the size of the public deficit will be a drag upon activity in the medium term. The void left by significant cuts in public spending will need to be filled by a number of alternatives; corporate investment, rising exports, and consumer expenditure. In terms of magnitude, the latter is the most important and strong growth in this area is by no means certain. The desire to reduce personal debt, lack of access to credit and continued job uncertainty is likely to weigh heavily on spending. Without growth in personal spending remaining robust, any recovery in the economy is set to be weak and protracted. 

19. Whilst the UK’s fiscal burden will almost certainly ease, it will be a lengthy process and deficits over the next two to three financial years will still require a heavy programme of gilt issuance. Eventually, absence of the Bank of England as a continued buyer of gilts will shift the balance between supply and demand in the gilt edged market. Other investors will almost certainly require some incentive to continue buying government paper, i.e. higher interest rates. 

20. The expected movement in interest rates are as follows:-
	Annual Average %
	Base Rate

%

	2010/11
	0.5

	2011/12
	0.7

	2012/13
	1.7

	2013/14
	3.1

	2014/15
	4.0

	2015/16
	4.0


Borrowing Strategy 2011/12 – 2013/14

21. The uncertainty over future interest rate increases the risks associated with treasury activity.  As a result the Council will take a cautious approach to its treasury strategy.

22. Long-term fixed interest rates are at risk of being higher over the medium term, and short term rates are expected to rise, although more modestly.  The Corporate Director of Resources, under delegated powers, will take the most appropriate form of borrowing depending on the prevailing interest rates at the time, taking into account the risks shown in the forecast above.  It is likely that shorter term fixed rate borrowing may provide lower cost opportunities in the short to medium term. 

23. With the likelihood of long term rates increasing, any debt restructuring is likely to focus on switching from longer term fixed rates to cheaper short term debt, although the Corporate Director of Resources and treasury consultants will monitor prevailing rates for any opportunities during the year.
24. Following the Comprehensive Spending Review the PWLB increased borrowing interest rates by approximately 1%, without changing debt redemption rates. This will make PWLB debt rescheduling more problematic in the future.
25. The option of postponing borrowing and running down investment balances even further will also be considered.  This would reduce counter-party risk and also mitigate against any expected fall in future investment returns. 
26. The expected borrowing requirement over the medium term is:-
	
	2011/12

Estimated

£’000
	2012/13

Estimated

£’000
	2013/14

Estimated

£’000

	Movement in CFR
	384
	(4,563)
	(4,250)

	Maturing Debt
	40
	224
	29

	Borrowed in Advance
	0
	0
	0

	Total Borrowing need
	424
	(4,339)
	(4,221)


Investment Strategy 2011/12 – 2013/14

27. Key Objectives - The Council’s investment strategy primary objectives (in order) are:- 

1) safeguarding the re-payment of the principal and interest of its investments on time;

2) ensuring adequate liquidity, and finally

3) the investment return.

Following the economic background above, the current investment climate has one over-riding risk consideration, that of counter-party security risk. 

28. Investment Counter-party Selection Criteria - The primary principle governing the Council’s investment criteria is the security of its investments, although the yield or return on the investment is also a key consideration. After this main principle the Council will ensure:-

· It maintains a policy covering both the categories of investment types it will invest in, criteria for choosing investment counter-parties with adequate security, and monitoring their security.  This is set out in the Specified and Non-Specified investment sections below.

· It has sufficient liquidity in its investments.  For this purpose it will set out procedures for determining the maximum periods for which funds may prudently be committed.  These procedures also apply to the Council’s prudential indicators covering the maximum principal sums invested.  

29. The Corporate Director of Resources will maintain a counter-party list in compliance with the following criteria and will revise the criteria and submit them to Council for approval as necessary.  This criteria is separate to that which chooses Specified and Non-Specified investments as it provides an overall pool of counter-parties considered high quality the Council may use rather than defining what its investments are. 

30. The rating criteria use the lowest common denominator method of selecting counter-parties and applying limits. This means that the application of the Council’s minimum criteria will apply to the lowest available rating for any institution. For instance if an institution is rated by two agencies, one meets the Council’s criteria, the other does not, the institution will fall outside the lending criteria. This is in compliance with a CIPFA Treasury Management Panel recommendation in March 2009 and the CIPFA Treasury Management Code of Practice.

31. Credit rating information is supplied by our treasury consultants on all active counter-parties that comply with the criteria below. Any counter-party failing to meet the criteria would be omitted from the counter-party (dealing) list.  Any rating changes, rating watches (notifications of a likely change), rating outlooks (notification of a possible longer term change) are supplied almost immediately after they occur. This information is considered by Council Officers before dealing. 

32. The criteria for providing a pool of high quality investment counter-parties (both Specified and Non-specified investments) is:-

· Banks 1– Good Credit Quality - the Council will only use banks which:

· Are UK banks: and/or

· Are non-UK and domiciled in a country which has a minimum Sovereign long term rating of AA

And have, as a minimum, the following Fitch, Moody’s and Standard and Poors credit ratings (where rated):

· Short Term – F2/P2/A-2

· Long Term – AA-/Aa3/AA-
· Banks 2-Guaranteed Banks with suitable Sovereign Support - In addition, the Council will use banks whose ratings fall below the criteria specified above if all of the following conditions are met:-
(a) wholesale deposits in the bank are covered by a government guarantee;

(b) the government providing the guarantee is rated “AAA” by all three major rating agencies (Fitch, Moody’s and Standard & Poors); and

(c) the Council’s investments with the bank are limited to amounts and maturities within the terms of the stipulated guarantee.
· Banks 3-Eligible Institutions – the organisation was considered an Eligible Institution for HM Treasury Credit Guarantee Scheme initially announced on 13 October 2008, with the necessary short and long term ratings required in Banks 1 above. These institutions have been subject to suitability checks before inclusion.

· Banks 4-The Council’s own banker for transactional purposes if the bank falls below the above criteria, although in this case balances will be minimised in both monetary size and time.

· Bank Subsidiary and Treasury Operations-the Council will use these where the parent bank has the necessary ratings outlined above.
· Building Societies–the Council will use all Societies which;-

(a) meet the ratings for banks outlined above, or

(b) have assets in excess of £2 billion, or

(c) eligible institutions.
· Money Market Funds – currently the Council does not use any money market funds. The position will be kept under review and if circumstances change a report will be prepared to consider their use. 

· UK Government (including the Debt Management Office)-unlimited

· Local Authorities, Police & Fire Authorities-limit £3m each

33. Country and sector considerations-Due care will be taken to consider the country, group and sector exposure of the Council’s investments.  In part the country selection will be chosen by the credit rating of the Sovereign state in Banks 1 above. In addition:

· No more than £30m will be placed with any non-UK country at any time,

· Limits in place above will apply to Group companies,

· Sector limits will be monitored regularly for appropriateness.

34.  Use of additional information other than credit ratings - Additional requirements under the Code of Practice now require the Council to supplement credit rating information.  Whilst the above criteria relies primarily on the application of credit ratings to provide a pool of appropriate counter-parties for officers to use, additional operational market information will be applied before making any specific investment decision from the agreed pool of counter-parties. This additional market information, for example Credit Default Swaps, negative rating watches/outlooks, annual reports, will be applied to compare the relative security of differing investment counter-parties.
35. Time and Monetary Limits applying to Investments -The time and monetary limits for institutions on the Council’s Counter-party List are as follows:-
	 
	Fitch
	Moody’s
	Standard & Poors
	Money Limit
	Time Limit

	Upper Limit Category

(long term)
	AA-
	Aa3
	AA-
	£30m
	1-3 years

	Middle Limit Category

(short term)
	F2
	P2
	A-2
	£15m *
	Up to 1year

	Lower Limit Category
	Unrated Building Societies with assets in excess of £2 billion
	£7m
	Up to 1year

	Other Institution Limits

UK Government

Money Market Funds

Local Authorities
	-

-

-
	-

-

-
	-

-

-
	unlimited

currently not used

£3m
	unlimited

Up to 1year

Up to 1year


*Note

With the exception of the Nationwide Building Society where its superior credit rating in the Middle category would justify a £20m limit.

(The Upper and Middle Limit categories will include banks and building societies. The Lower Limit Category will normally just be used for un-rated subsidiaries and un-rated building societies. The Other Institution Limit will be for other local authorities, the DMADF, Money Market Funds. These are all considered high quality names – although not always rated).

36. The proposed criteria for Specified and Non-Specified investments are shown in Annex A for approval.

37. In the normal course of the council’s cash flow operations it is expected that both Specified and Non-specified investments will be utilised for the control of liquidity as both categories allow for short-term investments.  

38. The use of longer-term instruments (greater than one year from inception to repayment) will fall in the Non-specified investment category.  These instruments will only be used where the Council’s liquidity requirements are safeguarded.  This will also be limited by the longer-term investment limits.

39. Economic Investment Considerations - expectations on shorter-term interest rates, on which investment decisions are based, show likelihood of the current 0.5% bank rate remaining flat but with the possibility of a rise in mid/late 2011. The Council’s investment decisions are based on comparisons between the rises priced into market rates against the Council’s and advisers own forecasts. 

40. The criteria for choosing counter-parties set out above provide a sound approach to investment in “normal” market circumstances. Whilst members are asked to approve this base criteria above, under the exceptional current market conditions the Director of Corporate Resources may temporarily restrict further investment activity to those counter-parties considered of higher credit quality than the minimum criteria set out for approval. These restrictions will remain in place until the banking system returns to “normal” conditions.  Similarly the time periods for investments will be restricted.

41. Examples of these restrictions would be the greater use of the Debt Management Deposit Account Facility, Money Market Funds, guaranteed deposit facilities and strongly rated institutions. The credit criteria have been amended to reflect these facilities.

Sensitivity to Interest Rate Movements
42. Future Council accounts will be required to disclose the impact of risks on the Council’s treasury management activity.  Whilst most of the risks facing the treasury management service are addressed elsewhere in this report (credit risk, liquidity risk, market risk, maturity profile risk), the impact of interest rate risk is discussed but not quantified.  The table below highlights the estimated impact of a 1% increase/decrease in all interest rates to the estimated treasury management costs/income for next year.  That element of the debt and investment portfolios which are of a longer term, fixed interest rate nature will not be affected by interest rate changes.

	Revenue Budgets
	2011/12

Estimated

+1%

£’000
	2011/12

Estimated

-1%

£’000

	Interest on Borrowing
	410
	0

	Investment Income
	383
	-251


Treasury Management Limits on Activity

43. There are four further treasury activity limits, which were previously prudential indicators. The purpose of these are to contain the activity of the treasury function within certain limits, thereby managing risk and reducing the impact of an adverse movement in interest rates.  However if these are set to be too restrictive they will impair the opportunities to reduce costs/improve performance.  The indicators are:

· Upper limits on variable interest rate exposure – This indicator identifies a maximum limit for variable interest rates based upon the debt position net of investments.
· Upper limits on fixed interest rate exposure – Similar to the previous indicator this covers a maximum limit on fixed interest rates.

· Maturity structures of borrowing – These gross limits are set to reduce the Council’s exposure to large fixed rate sums falling due for refinancing, and are required for upper and lower limits. 

· Total principal funds invested for greater than 364 days – These limits are set to reduce the need for early sale of an investment, and are based on the availability of funds after each year-end. 

44. The Council is asked to approve the following limits:

	
	2011/12
	2012/13
	2013/14

	Interest rate Exposures

	
	Upper
	Upper
	Upper

	Limits on fixed interest rates:-

· Debt only

· Investments only


	100%

100%
	100%

100%
	100%

100%

	Limits on variable interest rates:-

· Debt only

· Investments only
	100%

100%
	100%

100%
	100%

100%

	Maturity Structure of fixed interest rate borrowing 2010/11

	
	Lower
	Upper

	Under 12 months
	0%
	15%

	12 months to 2 years
	0%
	15%

	2 years to 5 years
	0%
	55%

	5 years to 10 years
	0%
	75%

	10 years and above
	0%
	100%

	Maximum principal sums invested > 364 days

	Principal sums invested > 364 days
	£m

60
	£m

60
	£m

60


Performance Indicators
45. The Code of Practice on Treasury Management requires the Council to set performance indicators to assess the adequacy of the treasury function over the year.  These are distinct historic indicators, as opposed to the prudential indicators, which are predominantly forward looking.  

46. The following indicators will be reported in the annual report on treasury management activity for 2010/11:-

· Debt – Borrowing - Average rate of borrowing for the year compared to average available

· Debt – Average rate movement year on year

· Investments – Internal returns above the 7 day LIBID rate

47. The Council uses Sector as its treasury management consultants. The company provides a range of services which include:-

a. Technical support on treasury matters, capital finance issues and the drafting of Member reports,

b. Economic and interest rate analysis,

c. Debt services which includes advice on the timing of borrowing,

d. Debt rescheduling advice surrounding the existing portfolio,

e. Generic investment advice on interest rates, timing and investment instruments,

f. Credit ratings/market information service comprising the three main credit rating agencies.

48. Whilst the advisers provide support to the internal treasury function, under current market rules and the CIPFA Code of Practice the final decision on treasury matters remains with the Council.  This service is subject to regular review.

Member and Officer Training
49. The increased Member consideration of treasury management matters and the need to ensure officers dealing with treasury management are trained and kept up to date requires a suitable training process for Members and officers. Stockton has addressed this important issue by providing regular updates and reports on the treasury management function to the Council’s Audit Committee. Officer training is provided by Sector, the Council’s advisers, who organise regular seminars and also produce regular newsletters and papers on treasury management issues. 

 Annex A

Treasury Management Practice (TMP) 1 (5) – Credit and Counterparty Risk Management

The Department of Communities and Local Government issued Investment Guidance in 2010, and this forms the structure of the Council’s policy below.    These guidelines do not apply to either trust funds or pension funds which are under a different regulatory regime.

The key intention of the Guidance is to maintain the current requirement for Councils to invest prudently, and that priority is given to security and liquidity before yield.  In order to facilitate this objective the guidance requires the Council to have regard to the CIPFA publication Treasury Management in the Public Services: Code of Practice and Cross-Sectoral Guidance Notes.  This Council adopted the Code on 6th March 2002 and will apply its principles to all investment activity.  In accordance with the Code, the Corporate Director of Resources has produced its treasury management practices TMP’s).  This part, TMP 1(5), covering investment counterparty policy requires approval each year.

Annual Investment Strategy - The key requirements of both the Code and the investment guidance are to set an annual investment strategy, as part of its annual treasury strategy for the following year, covering the identification and approval of the following:

· The strategy guidelines for choosing and placing investments, particularly non-specified investments.

· The principles to be used to determine the maximum periods for which funds can be committed.

· Specified investments the Council will use.  These are high security (i.e. high credit rating, the credit ratings to be used have to be determined by the Council as no guidelines are given), and high liquidity investments in sterling and with a maturity of no more than a year.

· Non-specified investments, clarifying the greater risk implications, identifying the general types of investment that may be used and a limit to the overall amount of various categories that can be held at any time.

The investment policy proposed for the Council is as follows:

Strategy Guidelines – The main strategy guidelines are contained in the body of the treasury strategy statement.
Specified Investments – These investments are sterling investments of not more than one-year maturity, or those which could be for a longer period but where the Council has the right to be repaid within 12 months if it wishes.  These are considered low risk assets where the possibility of loss of principal or investment income is small.  These would include sterling investments which would not be defined as capital expenditure with:

1. The UK Government (such as the Debt Management Office, UK Treasury Bills or a Gilt with less than one year to maturity) – unlimited

2. Supranational bonds of less than one year’s duration- limit £0

3. A local authority-limit £3m

4. Pooled investment vehicles (such as money market funds) that have been awarded a high credit rating (AAA) by a credit rating agency-no accounts are currently open.
5. A body that is considered a high credit quality (such as a bank or building society.  

Category 4 covers investments in money market funds. These are rated AAA by the rating agencies (the highest security rating possible). The Council had approved the use of one fund, Standard Life, but in recent times investment returns from money market funds in general has been poor and consequently our account with Standard Life has been closed. Investment returns from money market funds will continue to be monitored and should returns improve then a report will be prepared to consider their use.
Category 5 covers bodies with a minimum rating of F2/P2/A-2 as rated by Fitch, Moody’s and Standard & Poors.  Within these bodies, and in accordance with the Code, the Council has set additional criteria to set the time and amount of monies which will be invested in these bodies.  This criteria is:-

	
	Fitch
	Moody’s
	Standard & Poors
	Money Limit
	Time Limit

	Middle Limit Category
	F2
	P2
	A-2
	£15.0m*
	Up to 1 year


*Note

With the exception of the Nationwide Building Society where its superior credit rating in the Middle category would justify a £20m limit.

Non-Specified Investments – Non-specified investments are any other type of investment (i.e. not defined as Specified above).  The identification and rationale supporting the selection of these other investments and the maximum limits to be applied are set out below.  Non specified investments would include any sterling investments with:

	
	Non Specified Investment Category
	Limit (£ or %)

	a. 
	Supranational Bonds greater than 1 year to maturity

(a) Multilateral development bank bonds - These are bonds defined as an international financial institution having as one of its objects economic development, either generally or in any region of the world (e.g. European Investment Bank etc.).  

(b) A financial institution that is guaranteed by the United Kingdom Government (e.g. The Guaranteed Export Finance Company {GEFCO})

The security of interest and principal on maturity is on a par with the Government and so very secure, and these bonds usually provide returns above equivalent gilt edged securities. However the value of the bond may rise or fall before maturity and losses may accrue if the bond is sold before maturity.  
	£0

£0

	b. 
	Gilt edged securities with a maturity of greater than one year.  These are Government bonds and so provide the highest security of interest and the repayment of principal on maturity. Similar to category (a) above, the value of the bond may rise or fall before maturity and losses may accrue if the bond is sold before maturity.
	£0



	c. 
	The Council’s own banker if it fails to meet the basic credit criteria.  In this instance balances will be minimised as far as is possible.
	£15m

	d. 
	Building societies not meeting the basic security requirements under the specified investments.  The operation of some building societies does not require a credit rating, although in every other respect the security of the society would match similarly sized societies with ratings.  The council may use such building societies which have the following criteria:-

Building Societies with an asset base in excess of £2 billion (restricted to up to 1 year)
	£7m

	e. 
	Any bank or building society that has the following rating:- Upper Limit Category (restricted to 1-3 years) for deposits with a maturity of greater than one year (including forward deals in excess of one year from inception to repayment).
	£30m



	f. 
	Any non rated subsidiary of a credit rated institution included in the specified investment category.  
	£0

	g. 
	Share capital or loan capital in a body corporate – The use of these instruments will be deemed to be capital expenditure, and as such will be an application (spending) of capital resources.  Revenue resources will not be invested in corporate bodies.
	£0

	h. 
	Pooled property or bond funds. The use of these instruments will normally be deemed to be capital expenditure, and as such will be an application of capital resources.  
	£0


The Monitoring of Investment Counterparties - The credit rating of counterparties will be monitored regularly.  The Council receives credit rating information (changes, rating watches and rating outlooks) from its advisers, Sector, as and when ratings change, and, counter-parties are checked promptly. On occasion ratings may be downgraded when an investment has already been made.  The criteria used are such that a minor downgrading should not affect the full receipt of the principal and interest.  Any counterparty failing to meet the criteria will be removed from the list immediately by the Corporate Director of Resources, and if required new counterparties which meet the criteria will be added to the list.

Annex B

	Estimated Debt Outstanding at 31st March 2011
	
	

	
	
	
	
	
	

	Loan 
	Lender
	Start 
	Maturity
	Interest
	Outstanding Debt

	
	
	
	
	
	

	12 months & under
	
	
	
	

	475145
	PWLB
	01-Jan-2004
	30-Jun-2011
	8.75
	26,716.74

	
	
	
	
	
	26,716.74

	1 year to 5 years
	
	
	
	

	475160
	PWLB
	01-Jan-2004
	30-Jun-2012
	8.75
	26,716.74

	468402
	PWLB
	01-Jan-2004
	30-Sep-2012
	11.625
	13,358.37

	464122
	PWLB
	14-Mar-1988
	31-Jan-2013
	9.25
	142,107.88

	470212
	PWLB
	01-Jan-2004
	31-Mar-2013
	10.5
	26,716.74

	468403
	PWLB
	01-Jan-2004
	30-Sep-2013
	11.625
	12,498.80

	467056
	PWLB
	10-Jul-1989
	31-Jul-2014
	9.625
	142,107.88

	
	Bayerische
	01-Jan-2004
	10-Dec-2014
	8.87
	8,000,000.00

	467065
	PWLB
	01-Jan-2004
	31-Mar-2015
	9.625
	32,060.09

	467832
	PWLB
	18-Dec-1989
	31-Jul-2015
	10
	62,603.91

	467057
	PWLB
	10-Jul-1989
	31-Jul-2015
	9.625
	142,107.88

	476058
	PWLB
	01-Jan-2004
	31-Dec-2015
	8
	26,716.74

	466492
	PWLB
	01-Jan-2004
	31-Mar-2016
	9.25
	21,373.39

	
	
	
	
	8,648,368.42

	
	
	
	
	

	5 years to 10 years
	
	
	
	

	467058
	PWLB
	10-Jul-1989
	31-Jul-2016
	9.625
	142,107.88

	471705
	PWLB
	01-Jan-2004
	30-Sep-2016
	9.875
	4,809.01

	471706
	PWLB
	01-Jan-2004
	30-Sep-2016
	9.875
	9,885.19

	466493
	PWLB
	01-Jan-2004
	31-Mar-2017
	9.25
	16,030.04

	480866
	PWLB
	01-Jan-2004
	30-Jun-2017
	5.75
	26,716.74

	463966
	PWLB
	08-Feb-1988
	31-Jan-2018
	9.5
	213,161.82

	464618
	PWLB
	01-Jan-2004
	31-Mar-2018
	9.25
	26,716.74

	467059
	PWLB
	10-Jul-1989
	31-Jul-2018
	9.625
	142,107.88

	467066
	PWLB
	01-Jan-2004
	31-Mar-2019
	9.625
	14,138.05

	467574
	PWLB
	10-Oct-1989
	31-Jul-2019
	9.75
	71,053.94

	
	Scottish Provident
	04-Feb-1986
	04-Feb-2021
	11.5
	2,000,000.00

	467526
	PWLB
	01-Jan-2004
	31-Mar-2021
	9.75
	8,492.19

	
	
	
	
	
	2,675,219.48

	
	
	
	
	
	

	10 years and above
	
	
	
	
	

	484303
	PWLB
	01-Jan-2004
	30-Jun-2021
	5.75
	1,304.77

	479996
	PWLB
	01-Jan-2004
	31-Dec-2021
	6.375
	16,030.04

	479482
	PWLB
	01-Jan-2004
	30-Jun-2022
	7.125
	26,716.74

	
	Barclays
	01-Jan-2004
	03-Nov-2022
	8.99
	4,000,000.00

	480389
	PWLB
	01-Jan-2004
	31-Mar-2025
	6.25
	16,030.04

	
	Depfa
	26-Jun-2001
	26-Jun-2026
	5.03
	5,000,000.00

	478327
	PWLB
	01-Jan-2004
	31-Dec-2026
	7.875
	26,716.74

	486677
	PWLB
	01-Jan-2004
	31-Dec-2026
	5.25
	16,030.04

	465102
	PWLB
	18-Aug-1988
	31-Jul-2028
	9.375
	177,634.85

	473557
	PWLB
	01-Jan-2004
	30-Sep-2028
	7.875
	10,686.70

	481266
	PWLB
	01-Jan-2004
	31-Dec-2028
	5.375
	16,030.04

	402348
	PWLB
	15-Sep-1969
	31-Jul-2029
	9.375
	544.61

	402349
	PWLB
	15-Sep-1969
	31-Jul-2029
	9.375
	333.03

	466016
	PWLB
	24-Jan-1989
	31-Jul-2033
	9.25
	39,696.96

	
	Dexia
	17-Jul-2002
	17-Jul-2042
	4.7
	5,000,000.00

	
	Dexia
	12-Dec-2005
	10-Dec-2042
	4.875
	6,000,000.00

	491100
	PWLB
	23-Jan-2006
	31-Mar-2051
	3.7
	284,215.76

	491979
	PWLB
	24-Aug-2006
	31-Jan-2052
	4.25
	177,634.85

	491981
	PWLB
	24-Aug-2006
	31-Mar-2052
	4.25
	177,634.85

	491982
	PWLB
	24-Aug-2006
	30-Sep-2052
	4.25
	177,634.85

	493326
	PWLB
	30-May-2007
	31-Mar-2053
	4.6
	177,634.85

	493327
	PWLB
	30-May-2007
	30-Sep-2053
	4.6
	177,634.85

	492196
	PWLB
	28-Sep-2006
	30-Sep-2053
	4.05
	106,580.91

	492197
	PWLB
	28-Sep-2006
	31-Mar-2054
	4.05
	106,580.91

	493328
	PWLB
	30-May-2007
	31-Mar-2054
	4.6
	177,634.85

	493229
	PWLB
	30-May-2007
	30-Sep-2054
	4.6
	177,634.85

	493330
	PWLB
	30-May-2007
	31-Mar-2055
	4.6
	177,634.85

	493331
	PWLB
	30-May-2007
	30-Sep-2055
	4.6
	177,634.85

	492919
	PWLB
	15-Feb-2007
	30-Sep-2055
	4.4
	177,634.85

	492920
	PWLB
	15-Feb-2007
	30-Sep-2055
	4.4
	177,634.85

	492921
	PWLB
	15-Feb-2007
	31-Mar-2056
	4.4
	177,634.85

	492922
	PWLB
	15-Feb-2007
	31-Mar-2056
	4.4
	177,634.85

	493332
	PWLB
	30-May-2007
	31-Mar-2056
	4.6
	172,424.39

	492923
	PWLB
	15-Feb-2007
	30-Sep-2056
	4.4
	177,634.85

	492924
	PWLB
	15-Feb-2007
	30-Sep-2056
	4.4
	177,634.85

	492925
	PWLB
	15-Feb-2007
	31-Jan-2057
	4.4
	177,634.85

	492926
	PWLB
	15-Feb-2007
	31-Jan-2057
	4.4
	177,634.85

	494748
	PWLB
	15-Aug-2008
	31-Mar-2058
	4.39
	142,107.88

	
	Depfa
	06-Mar-2007
	07-Mar-2077
	4.81
	6,000,000.00

	
	Depfa
	06-Mar-2007
	07-Mar-2077
	4.71
	15,000,000.00

	
	
	
	
	
	

	
	
	
	
	
	45,179,456.86

	
	
	
	
	
	

	GRAND TOTAL
	
	
	 
	56,529,761.50


Annex C

INVESTMENT COUNTERPARTY LIMITS 

	COUNTERPARTY

Bank of England (guaranteed by HM Government equivalent to a sovereign triple A rating)

Debt Management Account Deposit Facility 


	Money

£m

unlimited


	Time

unlimited

	UPPER LIMIT/LONG TERM
	
	

	Clearing Banks  with at least AA- Fitch, Aa3 Moody’s or AA- S & P  Rating
	
	

	Santander UK Group
	30
	3 years

	Barclays Bank
	30
	3 years

	HSBC Group
	30
	3 years

	Svenska Handelsbanken
	30
	3 years

	National Australia Bank Group
	30
	3 years

	
	
	

	MIDDLE LIMIT/SHORT TERM
	
	

	Clearing Banks  with at least F2 Fitch, P2 Moody’s or A-2 S & P Rating
	
	

	Close Brothers Ltd
	15
	364 days 

	Co- Op Bank
	15
	364 days

	Northern Rock
	15
	364 days

	RBS Group
	15
	364 days

	Lloyds TSB Group
	15
	364 days

	
	
	

	Clearing Building Societies with at least F2 Fitch, P2 Moody’s or A-2 S & P Rating 
	
	

	Coventry
	15
	364 days

	Leeds
	15
	364 days

	Nationwide
	20
	364 days

	Nottingham
	15
	364 days

	Norwich & Peterborough
	15
	364 days

	Principality
	15
	364 days

	Skipton
	15
	364 days

	Yorkshire
	15
	364 days

	
	
	

	LOWER LIMIT
	
	

	Building Societies with an asset base of £2 billion +
	
	

	Newcastle
	7
	364 days

	Stroud & Swindon
	7
	364 days

	West Bromwich
	7
	364 days

	
	
	

	Local Authorities 
	3
	364 days

	
	
	

	Money Market Funds
	Under review
	


1

