MEETING OF THE EXECUTIVE BOARD

DATE: 2nd FEBRUARY 2009
REPORT OF THE DIRECTOR OF RESOURCES

TREASURY MANAGEMENT POLICY AND STRATEGY 2009-2010
A.
INTRODUCTION

Treasury Management activities can be defined as:
The management of the local authority’s cash flows, its borrowings and its investments, the management of the associated risks, and the pursuit of the optimum performance or returns consistent with these risks.

B.
TREASURY MANAGEMENT POLICY 

1.0

BACKGROUND 

1.1 
Treasury Management Code of Practice 


This Council has fully adopted the CIPFA Code of Practice on Treasury Management by:

1.1.1 Putting in place a policy which makes it clear that the control of risks is a prime objective and also clearly endorses the importance of the pursuit of Best Value and the measurement of performance.


1.1.2
Adherence to the four clauses recommended within the code. The clauses are:

(1)
To adopt the key recommendations of CIPFA’s Treasury Management in the Public Services: Code of Practice.

(2)
To create and maintain, as the cornerstones for effective treasury management:

(a) 
a treasury management policy statement, stating the policies and objectives of the Authority’s treasury management activities  and 

(b)
suitable Treasury Management Practices (TMPs), setting out the manner in which those  policies and objectives will be met, and prescribing how it will manage and control those activities.

(3) To receive reports on its treasury management policies and activities, including, an annual strategy, in advance of the year and an annual report after its close.  In addition, quarterly treasury management progress reports will be made to the Executive Board.

(4) To delegate responsibility for the implementation and monitoring of its treasury management policies, practices and banking arrangements to the Director of Resources. To delegate the execution and administration of treasury management decisions to the Director of Resources or through him to his staff who shall all be required to act in accordance with CIPFA’s Code of Practice, and the Council’s Policy.
1.2
The Prudential Code for Capital Finance in Local Authorities

1.2.1
The Prudential Code for Capital Finance in Local Authorities was adopted from the 1st April 2004. Under this framework capital expenditure and financing is limited by what an authority can afford and by what is prudent and sustainable. The Prudential Code for Capital Finance in Local Authorities produced by CIPFA sets out a number of indicators, the Prudential Indicators, which enable an authority to judge what is affordable, prudent and sustainable. A number of the Prudential Indicators relate to Treasury Management issues. The Treasury Management Policy and Strategy 2009-2010 has been prepared in accordance with the requirements of the Prudential Code for Capital Finance in Local Authorities.

1.3
Treasury Management Policy

1.3.1
The Council’s Treasury Management Policy is the overall framework within which the Authority operates. This Policy holds indefinitely until circumstances dictate that a change is necessary. Any changes must be done before the beginning of the financial year to which it relates.

1.3.2

1.4
Treasury Management Practices (TMPs)
1.4.1
The TMPs hold indefinitely until circumstances dictate that a change is necessary.  CIPFA is currently reviewing the TMPs and any amendments will be made accordingly. 
C. 
TREASURY MANAGEMENT STRATEGY 2009-10
1.0
BACKGROUND

1.1
The Treasury Management Strategy provides details of the expected activities of the Treasury Management function in the financial year 2009-10. The production and submission of a Treasury Management Strategy to Council is a requirement of the Council’s Treasury Management Policy Statement.

1.2 
The strategy covers:

(a) 
Prudential Indicators and Limits on Activity 
(b)
Prospects for interest rates;

(c)
Borrowing strategy;


(d)
Investment strategy;
(e) 
Debt rescheduling and Premature Repayment of Debt
(f)
Performance Indicators

2.0
PRUDENTIAL INDICATORS AND LIMITS ON ACTIVITY 
2.1

Under the Local Government Act 2003 and the Prudential Code for Capital Finance in Local Authorities, local authority capital spending and its borrowing to fund that spending is limited by what is affordable, prudent and sustainable. The Prudential Code sets out a number of indicators that enables the authority to assess affordability and prudence. The Prudential Indicators that relate to Treasury Management are:

(a) Adoption of the CIPFA Code of Practice for Treasury Management in the Public Services

(b) Upper limit for Fixed Rate Exposure

(c) Upper Limit for Variable Rate Exposure

(d) Limits on the Maturity Structure of Borrowing

(e) Values of Total Principal Sums Invested

In addition the Prudential Code requires that the total external debt does not exceed the Authorised Limit for external debt and only exceeds the Operational Boundary for external debt temporarily on occasions due to variation in cash flow. Full Council when approving the Budget sets the Authorised Limit and the Operational Boundary.

2.2 
The Treasury Management Prudential Indicators for 2009-2010 are:-

2.2.1  Carmarthenshire County Council has adopted the CIPFA Code of Practice for Treasury Management in the Public Services.

2.2.2 The interest rate exposure limits for 2009/10 are estimated as follows:

	Estimated Position for 2009/10

	
	Fixed Interest Rate
	Variable Interest Rate
	             Total

	
	             £m
	             £m
	              £m

	Borrowed
	           +294
	             +3
	            +297

	Invested
	             -60
	            -20
	              -80

	Net
	           +234
	            -17
	            +217

	Proportion of Total

Net
	           108%
	             -8%
	           +100%



It is recommended that the following exposure limits are adopted. 

	
	Fixed Interest Rate
	Variable Interest Rate

	Proportion of Total 

Net
	           150%
	              10%



2.2.3
It is also recommended that the following exposure limits for 2009/10, 2010/11 and 2011/12 are adopted. 

	Interest Rate Exposures
	2009/10

	2010/11

	2011/12


	
	Upper
	Upper
	Upper

	
	£m
	£m
	£m

	Limits on fixed interest 

rates based on net debt
	260
	300
	340

	Limits on variable interest 

rates based on net debt
	20
	20
	30



2.2.4
It is recommended that the Council sets upper and lower limits for the maturity structure of its borrowing as follows:
	
	      Upper Limit
	     Lower Limit

	Under 12 months
	15%
	0%

	12 months and within 24 months
	25%
	0%

	24 months and within 5 years
	50%
	0%

	5 years and within 10 years
	75%
	0%

	10 years and above
	95%
	25%



2.2.5 
Maximum principal sums invested > 364 days.
	
	2009/10


	2010/11


	2011/12



	
	£m
	£m
	£m

	Maximum principal sums

invested > 364 days 
	15
	15
	15


3.0
PROSPECTS  FOR  INTEREST  RATES 


Based on the average projection from a number of sources we can expect the trend in base rates over the year to be as follows:
	
	Current
	June 2009
	Sept 2009
	Dec 2009
	March 2010

	Base Rate  %
	  1.50
	    0.75
	     0.75
	     1.00
	      1.25


4.0 
BORROWING STRATEGY

4.1
The uncertainty over future interest rates increases the risks associated with treasury activity.  As a result the Council will take a cautious approach to its treasury strategy. 

The indications from the Treasury Management Consultants are that interest rates are likely to continue to be volatile due to the uncertainty in the markets and are likely to average out at 4.00%.
Long-term fixed interest rates are at risk of being higher over the medium term.  The 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.  It is likely that shorter term fixed rates may provide better opportunities. This may include borrowing in advance of future years requirements.
With the likelihood of a steepening of the yield curve debt restructuring is likely to focus on switching from longer term fixed rates to cheaper shorter term debt, although the Director of Resources and treasury consultants will monitor prevailing rates for any opportunities during the year.  
The option of postponing borrowing and running down investment balances will also be considered.  This would reduce counterparty risk and hedge against the expected fall in investment returns.

4.2
The Council’s agreed policy is to raise finance only from the following: -


Public Works Loan Board (PWLB)


Market Long-Term including European Investment Bank (EIB)


Market Temporary


Overdraft


Internal Capital Receipts and Revenue Balances

Leasing

5.0 
INVESTMENT STRATEGY
5.1 
INTRODUCTION
5.1.1
The Investment Strategy has been prepared with due regard to: -


The Local Government Act 2003;


Regulations made under the Local Government Act 2003;


Guidance issued by the National Assembly;

CIPFA Treasury Management in the Public Services: Code of Practice and Cross-Sectoral Guidance Notes;


CIPFA Prudential Code for Capital Finance in Local Authorities;

5.1.2 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 counterparties 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. 

5.2
DEFINITIONS

5.2.1
A credit rating agency is one of the following three companies: Fitch Ratings Limited (Fitch), Moody’s Investors Service Limited (Moody’s) and Standard and Poors.

5.2.2
An investment is a transaction that relies upon the power in section 12 of the Local Government Act 2003 and is recorded in the balance sheet under the heading of investments within current assets or long-term investments.
5.3
INVESTMENT COUNTERPARTIES
5.3.1
The Director of Resources will maintain a counterparty 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 selects which counterparties the Council will choose rather than defining what its investments are. The rating criteria use the lowest common denominator method of selecting counterparties 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 all three agencies, one meets the Council’s criteria, the others do not, the institution will fall outside the lending criteria.

· British Banks 1 – the Council will use banks which have at least the following Fitch, Moody’s and Standard & Poors ratings:

Short Term – F1, P-1, A-1
Long Term – AA-, Aa3, AA-
· British Banks 2 – 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.
· British Building Societies – the Council will use all British Building Societies which meet the ratings for banks outlined above.
· Money Market Funds 
· UK Government (including gilts and the DMADF)
· Local Authorities
The time limits for institutions on the Council’s Counterparty List are as follows (these will cover both Specified and Non-Specified Investments):

	 
	   Fitch
	  Moody’s
	Standard &
     Poors
	Money
Limit
	Time
Limit

	Upper Limit Category – Short Term
                                            and

                                   – Long Term
	F1
AA-
	P-1
Aa3
	A-1
AA-
	£10m
	3yr

	Middle Limit Category– Short Term

	F1
	P-1
	A-1
	£5m
	1yr

	Other Institution Limits: 
   - Any One Local Authority

   - Any AAA Rated Money 

     Market Fund
	-

-
	-

-
	-

-
	£10m
£5m
	1yr
1yr

	Guaranteed 

Organisations
	-
	-
	-
	Dependent

On The

Guarantee
	Dependent

On The

Guarantee




5.3.2
There are two types of investments – Specified and Non Specified 

5.3.2.1 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 1 year if it wishes.  These are low risk assets where the possibility of loss of principal or investment income is small.  These would include investments with:

(1)
The UK Government (such as the Debt Management Office, UK 

Treasury Bills or a Gilt with less than one year to maturity).



(2)
A local authority.



(3)
Pooled investment vehicles (such as money market funds) that have
been awarded a high credit rating by a credit rating agency.

           (4)
A body that has been awarded a high credit rating by a credit rating agency (such as a bank or building society).

(5)
A body which has been provided with a government issued guarantee for wholesale deposits within specific timeframes.  Where these guarantees are in place and the government has an AAA sovereign long term rating these institutions will be included within the Council’s criteria temporarily until such time as the ratings improve or the guarantees are withdrawn.  Monies will only be deposited within the timeframe of the guarantee.
5.3.2.2 Non Specified Investments

These investments are any other type of investment (i.e. not defined as Specified in 5.3.2.1 above). 

Non specified investments would include any sterling investments. They will be for a period of up to three year maturity. The maximum sum to be invested as a non specified investment per counterparty is £5m.

Non specified investments will only be made in local authorities, bodies with a minimum long-term credit rating of AA – and in pooled money market investment schemes with a AAA credit rating.
Note: Alliance & Leicester are the Authority’s bankers. If the bank’s credit rating falls and it no longer meets the criteria for a specified investment no deposits will be made with the exception of the bank’s overnight (Moneymaster) account. The day to day operational balance on the account will not exceed £2.5m.  
It is recommended that the Authority sets a limit each year of £15m on the total value of investments held for more than one year.
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.  

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 investment prudential indicator above.
5.3.3
The Monitoring of Investment Counterparties
The credit rating of counterparties will be monitored regularly.  The Council receives daily credit rating advice from its advisers, Butlers, and as and when ratings change, and counterparties 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, and if required new counterparties which meet the criteria will be added to the list.

Expectations on shorter-term interest rates, on which investment decisions are based, show a likelihood of the current 1.5% Bank Rate reducing throughout 2009.  The Council’s investment decisions are based on comparisons between the rises priced into market rates against the Council’s and advisers own forecasts.   

There is a clear operational difficulty arising from the current banking crisis. Ideally investments would be invested longer to secure better returns, however uncertainty over counterparty creditworthiness suggests shorter dated investments would provide better security.

The criteria for choosing counterparties 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 Resources will temporarily restrict further investment activity to those counterparties 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.

Further restrictions would be the greater use of the Debt Management Account Deposit Facility (DMADF – a Government body which accepts local authority deposits), Money Market Funds, guaranteed deposit facilities and strongly rated institutions offered support by the UK Government.  The credit criteria has been amended to reflect these facilities. 
The present Schedule of Approved Counterparties for Lending 2009-2010 is shown in Appendix A.
5.4
LIQUIDITY OF INVESTMENTS

Investments are made for periods which coincide with the Council’s cash flow requirements. 

When investing (within the risk criteria mentioned above), the aim is to achieve a level of return greater than would be secured by internal investments. The “7 day LIBID rate” is the recognised rate which the Council aims to improve on when lending money. 

6.0 
DEBT RESCHEDULING AND PREMATURE REPAYMENT OF DEBT

Interest rates will be continually monitored in order to take advantage of any debt rescheduling and premature repayment of debt opportunities that arise. Any decisions taken will be in accordance with the strategy position outlined above. The reasons for debt rescheduling and premature repayment of debt will include the generation of cash savings, to help fulfil the above strategy and to enhance the balance of the long-term portfolio by amending the maturity profile and/or the balance of volatility.

7.0
PERFORMANCE INDICATORS

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.  Examples of performance indicators often used for the treasury function are:

· 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

The results of these indicators will be reported in the Treasury Management Annual Report for 2009/10.

 

RECOMMENDATIONS
1.
That Council formally approve the Treasury Management Policy and Strategy for 2009/10 and recommendations therein.

2.
That Council formally approve the Treasury Management Prudential Indicators and recommendations therein.
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