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REPORT TO CABINET







17 July 2007

TITLE OF REPORT: 
Treasury Annual Report 2006/07

REPORT OF:          

Derek Coates – Strategic Director, Finance and ICT



Purpose of the Report

1.
The Cabinet is asked to recommend to Council the attached Treasury Annual Report.


Background

2. In line with what the Government defines as best practice and the Chartered Institute of Public Finance and Accountancy’s (CIPFA) Code of Practice on Treasury Management, the Council receives a Treasury Annual Report.  It is proposed that this approach be continued.

3. The attached Treasury Annual Report has been prepared taking into account the Local Government Act 2003, Department for Communities and Local Government’s (DCLG) Guidance on Local Government Investments, CIPFA’s Prudential Code for Capital and CIPFA’s Code of Practice on Treasury Management. The document is also consistent with the Council’s approved Treasury Management Practice Statements, which require an annual report to Council prior to the end of September.


Proposals

4. The Cabinet is asked to recommend to Council the Treasury Annual Report attached at Appendices 2 and 3 in order to ensure that the Council fully complies with the requirements of good practice.


Recommendation

5. The Cabinet is asked to recommend to Council the Treasury Annual Report for 2006/07.

For the following reason:


To ensure that the Council fully complies with the requirements of Financial Regulations and good practice as recommended by the Chartered Institute of Public Finance and Accountancy (CIPFA) in its Code of Practice on Treasury Management.

CONTACT:   John Jopling, ext. 3587 





PLAN REF: 281 











APPENDIX 1

Policy Context

1. The proposals in this report are consistent with the vision and key priorities as set out in the Corporate Plan to deliver Vision 2030 and, in particular, contribute to its corporate priority “Ensuring a Sustainable Gateshead” by ensuring best use of resources.
Background

2.
The CIPFA Code of Practice on Treasury Management 2001 (the Code) was adopted by the Council with effect from 1 April 2002. The Council fully complies with the requirements of the Code, which has the following primary requirements: 

· Creation and maintenance of a Treasury Management Policy Statement which sets out the policies and objectives of the Council’s treasury management activities

· Creation and maintenance of Treasury Management Practices which set out the manner in which the Council will seek to achieve those policies and objectives.

· Receipt by the Council of an annual strategy report for the year ahead and an annual review report of the previous year.

· Delegation by the Council of responsibilities for implementing and monitoring treasury management policies and practices and for the execution and administration of treasury management decisions.

3.
Comprehensive details of procedures in place to ensure compliance with the Code are included within the Council’s Treasury Management Practices and these procedures are followed without exception.

4.
Treasury management in this context is defined as:

“The management of the local authority’s cash flows, its banking, money market and capital market   transactions; the effective control of the risks associated with those activities; and the pursuit of optimum performance consistent with those risks. ”

5.
Taking into account the annual reporting requirements stipulated in the Code of Practice, this annual treasury report covers:

· The strategy for 2006/07 (including investment and borrowing strategies);

· Treasury management approach to risk;

· Outturn 2006/07 performance measurement (including market interest rates, investment and borrowing performance and compliance with treasury limits set prior to the start of the financial year as Prudential Indicators);

· Debt restructuring and repayment;

· Summary of Treasury Management performance for the year 2006/07

Consultation

6.
Consultation on the production of the Treasury Annual Report has taken place with 
the Council’s treasury advisors (Sector Treasury Services).  The outcome of the 
consultation process, along with guidance issued by CIPFA, has informed the format 
and content of the annual report.
Alternative Options

7.
There are no alternative options as the annual Treasury report is required in order to comply with CIPFA’s Code of Practice on Treasury Management. 

Implications of Recommended Option

8.
Financial Implications  - The Strategic Director, Finance and ICT confirms that the financial implications are set out in this report. 

9.
Risk Management Implications – The Treasury Annual Report has been prepared to report on performance against the annual Treasury Policy and Strategy. These are prepared with the underlying aim of minimising risk to ensure that the Council’s principal sums are safeguarded. Maximising income is considered secondary to this main aim.

10.
Human Resources Implications – Nil

11.
Equality and Diversity Implications – Nil

12.
Crime and Disorder Implications – Nil

13. Sustainability Implications – Nil

14.
Human Rights Implications – Nil

15.
Ward Implications – Nil

Background Information:

16.
The following documents have been relied on in preparation of the report:

· Local Government Act 2003

· DCLG Guidance on Local Government Investments

· CIPFA’s Prudential Code for Capital 

· CIPFA’s Code of Practice on Treasury Management

· Council’s approved Treasury Policy Statement 2006/07 to 2008/09

· Council’s approved Treasury Management Practice Statements

· Sector’s annual review template 2006/07 (09/05/07 update) 
APPENDIX 2 

TREASURY MANAGEMENT ANNUAL REPORT 2006/07

The Strategy for 2006/07

1.
The 2006/07 Treasury Management strategy was approved by Council on 23rd March 2006.

2.
The formulation of the 2006/07 Treasury Management strategy involved determining the appropriate borrowing and investment decisions with the prime objective of safeguarding the Council’s assets and a secondary objective of maximising returns on investments and minimising the costs of borrowing.

3.
The Treasury Strategy fully encompasses the requirements of CIPFA’s Treasury Management Code of Practice and covers the following:

· prospects for interest rates;

· treasury limits in force including Prudential Indicators;

· the borrowing strategy;

· the extent of debt rescheduling opportunities;

· the investment strategy.

Investment strategy 

4. Part 1 of the Local Government Act 2003 relaxed the constraints under which local authorities can invest. These investment regulations came into force on 1st April 2004 and in conjunction with supplementary guidance are considered best practice.  In line with the investment regulations, the Council’s investment strategy stated which investments the Council may use for the prudent management of its treasury balances during the year under the heads of Specified investments and non-specified investments along with the approved non-specified limits which are shown in appendix 3.

5. Investments are managed in-house using institutions listed in an approved lending list. Investments are placed over a range of periods and are dependent on cash flows, interest rate expectations and the interest rates actually on offer.

6. On 8th March 2007, Council agreed to the placing of investments for periods of longer than 364 days in order to maximise investment income before forecasted cuts in interest rates.  No such deposits were placed in 2006/07. 

7.
During the course of the year, short-term interest rates were to be constantly kept under review. At the time of preparing the Annual Strategy, the view of short term interest rates, based on guidance from Sector Treasury Services, the Council’s appointed advisors, was that base rate would fall to a low of 4.00% by the end of the third quarter of 2006/07 and then increase to 4.25% by the end of the financial year. 

Borrowing strategy

8.
Taking into account advice from Sector Treasury Services, the objective was to take out any required borrowing in the first and second quarters of 2006/07 over the longer term at a fixed rate with the PWLB.  It was also thought that variable rate borrowing and borrowing in the 5 year area would also be attractive towards the end of the year.
9.
Based on this advice, anticipated prospects for interest rates, and the Council’s debt portfolio, long-term fixed rates were considered to be good value compared to shorter-term rates.  A suitable trigger point for considering new fixed rate long term borrowing was set at approximately 4% with the potential to undertake variable or shorter-term borrowing later in the year should this have represented better value at the time.

10.
The interest rate market would therefore be monitored by the Strategic Director Finance and ICT and a pragmatic approach adopted to any changing circumstances, operating according to delegated powers to take the most appropriate form of borrowing, where necessary, from the approved sources.

11.
Since 1986, the Council, as lead authority has borrowed on behalf of Northumbria Police Authority.  On 8th March 2007, Council, following approval by the Police Authority, agreed to transfer the element of debt relating to the Police Authority into their own name.  This transfer took place on 31st March 2007.    

12.
The performance, against limits in respect of borrowing set prior to the start of the financial year as Prudential Indicators, were reported to Cabinet on 19th June 2007 as part of the capital monitoring process.  This report will be recommended to Council on 19 July 2007.  

Treasury Management Approach to Risk 
13.
The primary objective is to protect funds and minimise risk. Procedures have been put in place to ensure this takes place and these are fully documented in the Council’s Treasury Management Practice Statements (TMPS), which are constantly kept under review. These procedures are followed without exception.  The most recent internal audit report concluded that treasury management control systems and procedures are operating well.

Outturn 2006/07 – Performance Measurement

14.
It should be noted that procedures in relation to the Prudential Code were effective from 1st April 2004 and continue to apply to this report on 2006/07 performance.

Market interest rates
15.
Performance must be considered in conjunction with actual rate movements over the financial year which were as follows:

Shorter-term interest rates – Taking into account advice from Sector Treasury Services the view of interest rates for 2006/07 at the time of preparing the strategy anticipated that rates would fall to a low of 4.00% by the end of the third quarter of 2006/07 and then increase back to 4.25% by the end of the financial year. In actual fact, rates increased by 0.25% in August, November and January and finished the financial year at a high of 5.25%.   

Longer-term interest rates – The view on longer term fixed interest rates (20+ years) at the time of preparing the strategy was that these would remain relatively constant at 4.25% until the third quarter of the financial year before increasing to 4.50%. In actual fact, the Public Works Loans Board (PWLB) 25-30 year rate started the year at 4.30% and then fell into a range of 4.25%-4.45% for most of 2006/07. However, due to three interest rate increase generally pushing up the cost of borrowing across the whole of the market the 25-30 year rate closed the year at a high of 4.65%.

Investment performance

16.
Investment activity during the year has been restricted to cash deposits although continued use has been made of a range of investment instruments in order to increase flexibility, spread risk and obtain attractive rates. 7 day notice money market funds and reserve accounts continued to be used as an alternative to overnight investments where cashflow permits along with limited use of callable cash deposits. 

17.
A summary of the year’s activity is shown at Appendix 3.  The total interest earned in the year was £12.9m (2005/06 £10.979m) with an average interest rate of 4.85% (2005/06 4.74%).  Of this sum, £5.970m was in relation to the Northumbria Police Authority.  Smaller sums were also paid to The Gateshead Housing Company and the North East Centre of Excellence.  The rate of return obtainable on investments is very much linked to the Bank of England’s base rate and the market’s expectations of future movements.  In total £3.25m more gross interest income was received than expected at the start of the year.  

18. The overall return of 4.85% exceeds the accepted benchmark for 2006/07, which was 4.74%.  This benchmark is the 7-day Libid rate, which is traditionally linked to the base rate.  Furthermore, the Council is a member of CIPFA’s Treasury Management Benchmarking Club and this is used for comparison with other authorities within operational performance monitoring and reporting.  

Borrowing performance

19. The total borrowing at 31st March 2007 was £321.88m, well within the limits of £385m and £420m approved as Prudential Indicators by Council, which included Northumbria Police Authority borrowing. This is an increase from the opening figure of £288m (including Police) at 1st April 2006, as £67.14m new borrowing in respect of the Gateshead Housing Company’s 2 star status was taken out at various stages during 2006/07 as follows: -  

Date                              Amount            Interest Rate
25 August 2006             £20m                4.25%

29 September 2006       £10m                4.05%

6 November 2006          £6.14m             4.25%

9 November 2006          £6m                  3.60%

25 January 2007            £25m                4.25%

20.
Of the total borrowing, some £312.09m (including Police) was from the PWLB at an average rate of 8.19% (31st March 2006 £284m at 8.5%). 

21.
As a result of the debt transfer to Northumbria Police Authority on 31 March 2007 £32.8m of borrowing is now held in the name of the Police Authority.  

22.
During 2006/07 short-term borrowing was necessary on two occasions to cover minor cash flow shortfalls.  In May 2006 it was necessary to borrow £2.6m for 3 days at a rate of 4.56% due to a payment to the Inland Revenue being made 3 days early, and £0.708m was borrowed for 3 days at 4.82% when it was necessary to make an unexpected payment relating to a Gateshead Housing Company creditor. 

23.
A full comparison of actual figures for the year against approved limits, set prior to the start of the financial year as Prudential Indicators was reported, within the agreed capital monitoring process, to Cabinet on 19 June 2007.  This report will be recommended to Council on 19 July 2007.  

Debt restructuring & repayment

24.
In line with the Council’s strategy of reducing debt, during 2006/07 existing loans were continually examined with a view to premature repayment funded from investments, as the rate of return on investments was less than the cost of borrowing.

25. Three fixed rate PWLB loans of £2m, £7m and £9m all at 4.75% were refinanced with loans of £4m, £5m and £9m at 4.25%, to take advantage of low fixed rates.  These resulted in an annual saving to the Council of £90,000. 

Summary of Treasury management performance for the year 2006/07

26. Investments have out-performed the accepted benchmark.  £3.25M more gross interest income was received than expected at the start of the year as a result of interest rate increases and having higher than expected balances available to invest.

27. £1.54m of this increase relates to Council investments and was used to offset some of the spending pressures in services during the year.  

28. There has been some requirement for short-term borrowing while long term borrowing remains well within approved limits.  The borrowing, which has taken place in 2006/07, mostly to support investment in decent homes, has been achieved at an average rate of 4.08%.  This has helped to reduce the average rate for all of the Council’s PWLB borrowing from 8.5% to 8.19%.

29.

Overall, 2006/07 has seen another successful year’s performance in respect of treasury management by ensuring changes in interest rates were used to the advantage of the Council.
Appendix 3
INVESTMENT ACTIVITY 

2006/07
2005/06
Number of Investments made in 2005/06 maturing in 2006/07
84
77

Number of Investments made in 2006/07 maturing in 2006/07
284         
    346
Number of Investments made in 2006/07 maturing in 2007/08
115
84
Total number of investments
483
597
Average period of investment
93 days*    
103 days
(including overnight and weekend deals)

Average period of investment
166 days*
141 days
(excluding overnight and weekend deals)

Non-specified investments:

· Rated non-high:



             Approved limit 
 55% 
 40% & 55%

Maximum during year (monitored daily/reported weekly) 
44%
 29% & 42%

· Not rated:

Approved limit 
15%
 30% & 15%

Maximum during year (monitored daily/reported weekly) 
  9%
 18% & 11%

· Investments over 364 days:

Approved limit 





          
10%
          N/A

Maximum during year (monitored daily/reported weekly)
  0
       N/A


* 
Adjusted to remove distortion resulting from the use of money market funds and monthly callable deposits during 2006/07.
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