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REPORT TO CABINET






16 September 2008

TITLE OF REPORT: 
Treasury Annual Report 2007/08

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 must consider a Treasury Annual Report.

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 
each year.


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 2007/08.


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:   Keith Purvis, 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 delivering a sustainable budget.


Background

2. The CIPFA Code of Practice on Treasury Management 2001 (the Code) was adopted by the Council with effect from 1st 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; and

· 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 2007/08 (including investment and borrowing strategies);

· Treasury management approach to risk;

· Outturn 2007/08 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; and

· Summary of Treasury Management performance for the year 2007/08.


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.  The Cabinet member for Corporate Vitality and Sustainable Communities has also been considered.

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

12. Sustainability Implications – Nil

13. Human Rights Implications – Nil

14. Area and Ward Implications – Nil

15 Background Information:

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 2007/08 to 2009/10

· Council’s approved Treasury Management Practice Statements

· Sector’s annual review template 2007/08 (04/04/08 update)

APPENDIX 2 

TREASURY MANAGEMENT ANNUAL REPORT 2007/08

The Strategy for 2007/08

1. The 2007/08 Treasury Management strategy was approved by Council on 26 April 2007.

2. The formulation of the 2007/08 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 investments being placed for periods beyond 364 days.  During 2007/08 a maximum of 10% of investments were placed for periods longer than 364 days.

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 the base rate would remain at 5% until the end of 2007/08. 

Borrowing strategy

8. Taking into account advice from Sector Treasury Services, the objective was to take out very long dated borrowing at any time in the financial year.  Variable rate borrowing and borrowing in the five year area were expected to be more expensive than long-term borrowing and therefore unattractive throughout the financial 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 4.25%.  Shorter term borrowing was not advised due to the lower rates expected in the longer term.

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 8 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 31 March 2007.

12. Sector have advised that an increase in variable rate market loans, would enhance the balance of the Council’s long-term portfolio by increasing the balance of volatility and exposure to changes in market rates.  The cash flow implications of potentially having to repay the principal amount of borrowing at each call date have resulted in a limit of no more than 10% of total borrowing being placed on this product.

13. The performance, against limits in respect of borrowing set prior to the start of the financial year as Prudential Indicators, were reported to Council on 24 July 2008 as part of the capital monitoring process. 

Treasury Management Approach to Risk 
14. 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 2007/08 – Performance Measurement

15. 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 2007/08 performance.

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

Shorter-term interest rates – Bank rate started 2007/08 at 5.25%.  Contrary to expectations at the time of the Annual Strategy the rate increased by 0.25% in both May and July, with further increases expected due to the Consumer Price Index (CPI) having risen to 1% above the official CPI inflation target of 2% in April.  As it turned out 5.75% was the peak of interest rates as the ‘credit crunch’ hit the markets and the global economy.  The ‘credit crunch’ originated in the US and resulted in numerous British banks and building societies having investments in the US that had significantly dropped in value therefore potentially affecting the liquidity of the banks.  As the banks were not providing information to the markets regarding their exposure to the US sub prime debt they became reluctant to lend to each other in the interbank markets.  This resulted in significantly higher rates being available to organisations willing to lend to them, and although the base rate was cut by 0.25% in December and February by the Monetary Policy Committee this was not reflected in the interest rates available in the markets.  The year ended with the money markets anxious and nervous and 3-month investments giving returns of 0.75% above bank rate.  
Longer-term interest rates – The view on longer term fixed interest rates (25+ years) at the time of preparing the strategy was that these would remain relatively constant at 4.25 to 4.50% until the end of the financial year and the foreseeable future.  In actual fact, the Public Works Loans Board (PWLB) 45-50 year rate started the year at 4.45% and then fell to a low of 4.38%, with a peak of 4.90% in between.  The volatility in rates was a direct reflection of the turnaround in rates bought about by the unusual market conditions.  There was also a change to the PWLB rate structure in November when they moved to single basis point moves in their rates and introduced a separate repayment rate at the same time, at a level significantly below the rate at which they would lend new money.  This unexpected change made debt refinancing less attractive.

Investment performance

17. 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.  Money market funds and reserve accounts have been used as an alternative to overnight investments where cash flow permits. 

18. A summary of the year’s activity is shown at Appendix 3.  The total interest earned in the year was £17.175m (2006/07 £12.9m) with an average interest rate of 5.875% (2006/07 4.85%).  Of this sum, the Council retained £8.687m, which was £3.35m more than the original budget.  The remaining £8.488 was earned on behalf of Northumbria Police Authority and the Gateshead Housing Company in accordance with Support Service Agreements, with smaller sums relating to the North East Centre of Excellence, Schools and Housing.  The gross investment income earned was an increase of £6.1m against the original estimate of £11.075m, resulting mainly from unusual market conditions causing elevated market rates.  Therefore significantly higher rates were available to organisations in a position to lend to them.

19. The overall return of 5.875% exceeds the accepted benchmark for 2007/08, which was 5.44%.  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.  Results of benchmarking for 2007/08 have recently been received and are currently being analysed.  Analysis of the 2006/07 benchmarking placed Gateshead 4th among the 12 chosen comparators.  For 7 months of the year the Council’s rate of return was above the group average as was the overall rate of return.

Borrowing performance

20. The total borrowing at 31st March 2008 was £376.18m, which was within the operational borrowing limit of £385m approved as a Prudential Indicator by Council.  This is an increase from the opening figure of £318.23m at 1 April 2007 as £58m new borrowing in respect of the Gateshead Housing Company’s decent homes work and various prudential schemes was taken out at various stages during 2007/08 as follows:

Date



Amount

Interest Rate
02/08/2007


£12,000,000

4.52%

27/03/2008


£12,000,000

3.995%

10/08/2007


£10,000,000

4.55%

22/11/2007


£  5,000,000

4.52%

07/01/2008


£10,000,000

4.42%

07/03/2008


£  4,500,000

4.18%

07/03/2008


£  4,500,000

4.41%

21. Of the total borrowing, some £346.06m was from the PWLB at an average rate of 7.88% (31st March 2007 £312.09m at 8.19%).  A further £30m was in the form of market loans at an average rate of 4.04%.

22. During 2007/08 short-term borrowing was necessary on two occasions to cover minor cash flow shortfalls.  In August 2007 it was necessary to borrow £5m for 3 days at a rate of 6.10% due to Abbey National making an error when processing a deposit made by the Council and therefore assuming the funds had been placed the following day rather than the day the funds had been transferred, and £1.54m was borrowed for 5 days at 5.35% due to Revenue Support Grant not being received from Central Government on time.  In both instances the Council were recompensed for costs and lost interest.

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 Council in July 2008.  

Debt restructuring & repayment

24. Taking into account advice from Sector it was expected that the 50 year PWLB rate would reach a level of 4.25% towards the end of 2007/08.  During the year the 50 year PWLB rate rose to 4.85%, generating a revised recommendation to take new long term borrowing at levels of around 4.50%.  The ‘credit crunch’ then had a noticeable effect on the rates available from the PWLB for the rest of the financial year, with long-term rates falling back to, and below 4.50% while rates at the short end fell below 4%.

25. Although rescheduling opportunities presented themselves during the first 6 months of 2007/08 it was felt that these opportunities would not benefit the Council in the long-term.  On 1st November 2007 the PWLB imposed two rates for each period, one for new borrowing and a new, significantly lower rate for early repayment of debt.  The differential between the two rates ranged from 26 basis points in the shorter dated maturities to over 40 basis points in the longer ones.  They also introduced daily movements of 1 basis point instead of 5 basis points and rates in half yearly periods throughout the maturity range.  These changes have effectively prevented the Council from restructuring the portfolio into new PWLB borrowing for the remainder of 2007/08 and the foreseeable future.

Summary of Treasury management performance for the year 2007/08

26. Investments have out-performed the accepted benchmark earning gross interest of £17.175m with £8.687m being retained by the Council.  £6.1m more gross interest income was received than expected at the start of the year as a result of interest rate increases, the effect of the ‘credit crunch’ on the interbank market and higher than expected balances available to invest.  The £8.687m earned by the Council was £3.35m more than estimated at the beginning of the financial year and was used to offset some of the spending pressures in services during the year.  

27. There has been some requirement for short-term borrowing while long term borrowing remains within approved limits.  The borrowing which has taken place in 2007/08, mostly to support investment in decent homes, has been achieved at an average rate of 4.37%.  This has helped to reduce the average rate for all of the Council’s borrowing from 8.19 to 7.88%.

29. Overall, 2007/08 has seen another successful year’s performance in respect of treasury management by taking advantage of volatility in the banking sector to increase returns and at the same time protect the Council’s assets during a high risk period of market activity.
 APPENDIX 3

INVESTMENT ACTIVITY 

2007/08
2006/07
Number of Investments made in 2006/07 maturing in 2007/08
115
84

Number of Investments made in 2007/08 maturing in 2007/08
401         
    284
Number of Investments made in 2007/08 maturing in 2008/09
117
115
Total number of investments
633
483
Average period of investment
98 days*    
93 days
(including overnight and weekend deals)

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

Non-specified investments:

· Rated non-high:



             Approved limit 
 55% 
         55%

Maximum during year (monitored daily/reported weekly) 
49%
         44%

· Not rated:

Approved limit 
15%
          15% 

Maximum during year (monitored daily/reported weekly) 
  7%
          9%

· Investments over 364 days:

Approved limit 





          
10%
                 10%

Maximum during year (monitored daily/reported weekly)
  9%
             0


* 
Adjusted to remove distortion resulting from the use of money market funds and monthly callable deposits during 2007/08.
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