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1
PURPOSE

1.1
The Prudential Code for Capital Finance in Local Authorities (the Code) came into effect from 1 April 2004.  The prudential framework, which allows the Council to be more flexible in its approach to capital investment decisions, now regulates any new capital investments.

1.2
The Council is required annually to review and approve a treasury management strategy.  The strategy covers the operation of the treasury function and its likely activities for the forthcoming year, including a number of prudential indicators.

2
BACKGROUND

2.1
The importance of treasury management has increased as a result of the freedoms provided by the prudential code.  It covers the borrowing and investment activities and the effective management of associated risks.  Its activities are strictly regulated by statutory requirements and a professional code of practice (CIPFA Code of Practice on Treasury Management).

2.2
A key requirement of this report is to explain both the risks and the management of the risks associated with the treasury service.

2.3
This strategy covers:

· The current treasury position

· The expected movement in interest rates

· The Council’s borrowing and debt strategy

· The Council’s investment strategy

· Treasury performance indicators

· Specific limits on treasury activities.

2.4
The Council’s detailed treasury position is highlighted below:

	
	31.03.06 Actual

£m
	Average Actual Rate

%
	31.03.07

Estimate

£m
	Average Estimated Rate

%

	Fixed Rate Debt
	7.0
	5.2
	6.5
	5.39

	Temporary Investments
	5.5
	4.7
	3.0
	5.05

	Net Borrowing
	1.5
	
	3.5
	


2.5
The Councils current treasury position, and any expected changes to that position, are at risk from any adverse movement in interest rates.

3
MOVEMENT IN INTEREST RATES

3.1
The Monetary Policy Committee (MPC) of the bank of England Takes interest rate decisions. It is the banks core purpose to maintain the integrity and value of the currency. It pursues this core purpose primarily through the conduct of monetary policy and by setting short term interest rates the bank aims to meet the Government inflation targets.

3.2
In the bank’s February inflation report the MPC central projection, assuming that bank rate follows a path implied by market yields, is for a continued steady growth in GDP at a rate close to its average over the past decade. 

3.3
Growth in the first part of the projection lies a little above the average, reflecting the extra boost from higher household income and asset prices, and the stronger outlook for investments.

3.4
These factors more than offset the dampening effect of higher market interest rates and a higher exchange rate.

3.5
There is however greater than usual uncertainty over the outlook for inflation, particularly in the short term, when inflation volatility is likely to be pronounced. 

3.6
On the upside the decline in energy price inflation and possible increase in wage growth may provide a bigger boost to current and expected future real take-home pay. And the most recent strength in spending may prove to be more persistent, fuelled by continued strong growth in money, credit and asset prices.

3.7
On the downside, the combination of higher interest rates and a rising debt stock may act as more of a drag on spending.

3.8
However the central projection for CPI inflation remains above target in the short term falling back at around the 2% target over the medium term. The expected CPI inflation rates based on the interest rate of 5.25% are as follows: 

	
	Annual Inflation

	2007Q1
	2.90

	2007Q2
	2.56

	2007Q3
	2.26

	2007Q4
	2.06

	2008Q1
	1.86

	2008Q2
	1.94

	2008Q3
	2.01

	2008Q4
	2.07

	2009Q1
	2.13


3.9
This suggests that the bank Interest rates will increase peaking in the second half of 2007 before easing very gradually back.  The expected movement in interest rates is shown below:

	Percent Average Year
	Base Rate

%
	5 Year Gilts

%
	20 Year Gilts

%

	2007
	5.5
	5.34
	4.46

	2008
	5.5
	5.34
	4.46

	2009
	5.4
	5.22
	4.33

	2010
	5.3
	5.14
	4.26


3.10 Public work loan board interest rates show a similar pattern.

	
	Fixed Rate %

	1 –2 years
	5.50

	5 - 6 Years
	5.35

	20  - 25Years
	4.95


4
BORROWING AND DEBT STRATEGY 2007/08 – 2009/10

4.1
The introduction of the Prudential Code and uncertainty over future interest rates increases the risks associated with the treasury strategy.  As a result the Council needs to take a cautious approach to its treasury strategy.

4.2
Long term fixed interest rates and base rates are both expected to remain fairly static. Taking into account the interest rates shown in the table above, the most appropriate form of borrowing will be undertaken.

4.3
We intend to continue the current policy of meeting our long term borrowing requirements from the Public Works Loan Board.

5
INVESTMENT STRATEGY 2007/08 - 2009/10

5.1
Expectations on shorter-term interest rates, on which investment decisions are based, show a likelihood that rates will remain at their current levels.  The most appropriate form of investments will be undertaken depending on the prevailing interest rates at the time, taking into account any associated rate risks.

5.2
All investments will be made in accordance with the Council’s investment policies and prevailing legislation and regulations.

6
TREASURY MANAGEMENT PRUDENTIAL INDICATORS AND LIMITS ON ACTIVITY

6.1
The Local Government Act 2003 required the Council to have regard to the Prudential Code and to set Prudential Indicators for the next three years to ensure that the Council’s capital investment plans are affordable, prudent and sustainable. 

.

6.2
The introduction of the Prudential Code saw the replacement of the Section 45 limits imposed by the Local Government and Housing Act 1989 with four new prudential indicators:

· Upper limits on variable rate exposure.  This indicator identifies a maximum limit for variable interest rates based upon the debt provision net of investments.

· Upper limits on fixed rate exposure.  Similar to the previous indicators, 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.

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

6.3
The aim of the prudential indicators is to contain the activity of the treasury function within certain limits thereby reducing the risk or likelihood of an adverse movement in interest rates or borrowing decisions that could impact negatively on the Council’s overall financial position.  These new indicators, which were approved as part of the annual budget on 6 March, are as follows:

	LIMITS IN INTEREST RATE EXPOSURE

	
	2007/08

Upper
	2008/09

Upper
	2009/10

Upper

	Maximum Principal Sums Borrowed >364 Days
	£10.5m
	£10.9m
	£11.1m

	Limits on Fixed Interest Rates
	100%
	100%
	100%

	Limits on Variable Interest Rates
	20%
	20%
	20%


6.3
The Council must set upper and lower limits for the maturity structure of its borrowings as follows:

	
	Upper Limit

%
	Lower Limit

%

	Under 12 Months
	20
	0

	12 Months and Within 24 Months
	20
	0

	24 Months and Within 5 Years
	30
	0

	5 Years and Within 10 Years
	30
	0

	10 Years and Above
	90
	25


7
THE INVESTMENT STRATEGY

7.1
Strategy Guidelines

The main principle governing the Council’s investment criteria is the security and liquidity of its investments before yield, although the yield or return on the investment will be a consideration, subject to adequate security and liquidity.  The Council must ensure:

· It has sufficient liquidity in its movements.  For this purpose it will set both a minimum amount to be held in short term investments (specified investments).

· 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 of their security.

Note: A counter party list is maintained in compliance with this criteria and it will be revised and submitted to Council for approval as necessary.  In accordance with new legislation, the proposed criteria detailed above are shown in notes 7.2 to 7.6 for approval.

7.2
Liquidity of Investments

The Council expects to maintain average investment balances of £6m.  The Council will continue to invest these on the London money market.

7.3
Specified Investments

These investments are sterling investments of not more than one-year maturity.  These are low risk assets and the possibility of loss of principal or investment income is very low.  The investments are defined as:

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

ii)
A local authority, parish council or community council.

iii)
A body that has been awarded a high credit rating by a credit rating agency (such as a bank or building society).  These bodies will have a minimum rating as set out in our counter party criteria and as listed in our Treasury Management Policy.


Note: 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 with these bodies.  This criterion is also specified within the approved counter party criteria.

7.4
Non-Specified Investments

Non-specified investments include any other type of investments, ie not defined as specified above.  These are sterling investments with:

i)
Securities admitted to the Officials List of the Stock Exchange that is guaranteed by the UK Government (such as supranational bonds).

ii)
Gilt edged securities with a maturity of greater than one year.

iii)
Institutions not meeting the basic security requirements under the specified investments.

iv)
A body that has been awarded a high credit rating by a credit rating agency (such as a bank or building society) for deposits with a maturity of greater than one year.


At the present time the Council has no immediate plans to invest.

7.5
The Monitoring of Investment Counter parties

The credit rating of counter parties is monitored monthly.  Any counter party failing to meet the criteria will be removed from the list immediately and, if required, new counter parties, which meet the criteria, will be added to the list.

7.6
Use of External Fund Managers

It is the Council’s policy not to use an external fund manager.

8
RECOMMENDED THAT COMMITTEE

8.1
Recommend to Council the Treasury Management Strategy as set out in the report.

SENIOR ACCOUNTANT

PF16-07/TH/AC

20 MARCH 2007

DECISION
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