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REPORT TO CABINET






22 September 2009

TITLE OF REPORT: 
Treasury Annual Report 2008/09

REPORT OF:            Derek Coates – Strategic Director, Finance and ICT

 


Purpose of the Report

1. 
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.

4. 2008/09 has been an unprecedented year for Treasury Management.  Events during the year precipitated by the worldwide banking crisis led to an urgent review of the implementation of the Council’s Treasury Management Strategy as described in the attached appendicies.


Proposals

5. 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

6. Cabinet is asked to recommend to Council the Treasury Annual Report for 2008/09.  

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 2008/09 (including investment and borrowing strategies);

· Treasury Management approach to risk;

· Outturn 2008/09 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 2008/09.


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 consulted.

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. 
Health Implications - Nil

16. 
Area and Ward Implications – Nil

16.

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 & Strategy Statements 2008/09 to 2010/11

· Council’s approved Treasury Management Practice Statements

· Sector’s annual review template 2008/09 (24/04/09 update)

APPENDIX 2 

TREASURY MANAGEMENT ANNUAL REPORT 2008/09

The Strategy for 2008/09

1. The 2008/09 Treasury Management Strategy was approved by Council on 18 March 2008.

2. The formulation of the 2008/09 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; and

· 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 headings of Specified investments and non-specified investments along with the approved non-specified limits which are shown in Appendix 3.  Specified investments are denominated in sterling, are for periods of 364 days or less and do not involve the acquisition of share or loan capital in any body corporate.  Such an investment will be with either an investment in the UK Government or a local authority, parish or community council, or a body or investment scheme, which has been awarded a high credit rating by a credit rating agency.

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 the assessed security of the counter party, the liquidity requirements of the cash flow, 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 2008/09 a maximum of 10% of investments were placed for periods longer than 364 days.

7. During 2008/09 a great deal of work was carried out to separate the Council and Northumbria Police Authority bank account as agreed by both parties in 2008.  A separate bank account enables the Police Authority’s cash balances to be identified each day facilitating the identification of the investments placed on their behalf by the Council.  As previously agreed, from the 1st April 2008 the risk associated with these investments was transferred to the Police Authority along with a change in the method of calculating interest on investments from the local authority 7-day rate to the actual interest earned on all pooled sums managed by the Council, to reflect the increased level of risk.

8. 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 interest rates would fall during the year.  It was expected that rates would peak at 5.25% at the start of the year falling to 4.75% by the end of 2008.  Since this was the view the Council adopted, the investment strategy for the year was to seek value in longer-term deals where opportunities arose and resources permitted in order to lock into higher rates prior to the predicted decline in market rates.  The use of shorter-term investments to cover required cash flows assisted in ensuring an adequate spread of risk and compounding returns more frequently.  

9. The implementation of the 2008/09 Treasury Management Strategy, including the Annual Investment Strategy, was subject to fundamental review during the year due to the unprecedented impact of the global economic downturn on world economies and the world banking system.  The impact of the global downturn resulted in a rapid fall in central bank rates around the world during the year, including the UK and correspondingly in the Council’s investment returns in the second half of the year.

10. In addition, the default of the Icelandic banks in October 2008 prompted a major review of credit policy by the Council in order to minimise the exposure to credit risk.  All non-UK banks were suspended from the list along with UK banks owned by non-UK banks.  Initially the investment periods were limited to a maximum of 3 months until the liquidity of the market could be assessed.  This limit was increased periodically during the year as markets became more stable; at the end of 2008/09 the limit had returned to 364 days for those UK banks which were part nationalised or members of the Government Credit Guarantee Scheme.

Borrowing strategy

11. Taking into account advice from Sector Treasury Services there was expected to be little difference between the 5-50 year Public Works Loan Board (PWLB) rates allowing the Council to spread debt maturities away from a concentration in long-term debt.  Therefore the objective was to take out borrowing in the 25-30 year period at any time in the financial year.  The 25-30 year period was identified as favourable due to this period being more suitable for future debt rescheduling as the spread between the PWLB new borrowing and repayment rates is generally considerably less.  Variable rate borrowing and borrowing in the five-year period were expected to be more expensive than long-term borrowing and therefore unattractive throughout the financial year.

12. 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 4.50%.  Shorter term borrowing was not advised due to the lower rates expected in the longer term.

13. 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.

14. 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.  Variable rate market loans can be utilised as a cheaper alternative to PWLB borrowing products.  After an initial fixed rate period the lender has the option to request a rate increase, at which point the borrower may take up their option to repay, potentially allowing the Council to restructure the debt at a better rate.  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.  Sector advised that market loans should be considered at 25-50 basis points below the PWLB target rates.  In order to maximise the benefit of this to the Council the limit placed on market loans was increased to 30% of total borrowing during the year. 

15. 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 16 June 2009 as part of the capital monitoring process. 

Treasury Management Approach to Risk 
16. 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 2008/09 – Performance Measurement

17. 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 2008/09 performance.

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

Shorter-term interest rates – The bank rate started 2008/09 at 5.25%.  The expectations at the time the Annual Strategy was written were that rates would decrease to 4.75%.  At the end of 2008/09 the bank rate was 0.50%.  The first cut of 0.50% occurred in October as interbank lending dried up following the bankruptcy of Lehman Brothers in America, the collapse of the Icelandic Banks and the government pumping £37bn into UK clearing banks, RBS and HBOS/Lloyds.  This had little impact on the market and a further 1.5% cut was announced in November.  This still did not help market conditions and as the ramifications of the ‘credit crunch’ became increasingly clear the bank rate was cut by a further 1% to 2% in December.  Decreases of 0.50% followed in January, February and March but these cuts did not have the desired effect and the quantitative easing scheme was announced in early March to introduce substantial amounts of cash into the economy.  The financial year ended with markets still badly disrupted, the economy suffering from a lack of credit, short to medium term interest rates at record lows and a great deal of uncertainty as to how or when recovery will take place.  Investment income returns have been badly hit in the second half of the year but lower borrowing rates in short to medium periods have benefited local authorities.

Longer-term interest rates – The view on longer term fixed interest rates (25+ years) at the time of preparing the strategy was that there would be little difference between 5-50 year rates remain relatively constant at 4.50% to 4.55% until the end of the financial year.  In actual fact, the Public Works Loans Board (PWLB) 45-50 year rate started the year at 4.43% and was then generally in a band of 4.3%-4.6% until mid October when there was a spike up to 4.84% followed by a plunge down to 3.86% in early December.  Further spikes of 4.84% and 4.72% occurred in late January and early February with the year closing at 4.58%.  It was not uncommon to see rates fluctuating 40-50 basis points within a few weeks during the year as a result of changing market conditions.  The fluctuating interest rates have provided opportunities for debt restructuring

Investment performance

19. 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, maximise liquidity and obtain attractive rates.  Money market funds and reserve accounts have been used as an alternative to overnight investments where cash flow permitted. 

20. A summary of the year’s activity is shown at Appendix 3.  The change during the year to restrict investment periods has led to an increase in the number of transactions.  The total interest earned in the year was £16.849m (2007/08 £17.175m) with an average interest rate of 5.55% (2007/08 5.875%).  Of this sum, £7.115m interest was generated by the Council, which was £0.359m less than the original budget.  The remaining £9.734 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 £0.804m against the original estimate of £16.046m, resulting mainly from returns on deposits placed at the beginning of the financial year compensating for lower returns received on deposits placed in the second half of the year as base rate reductions fed through to the markets.

21. The overall return of 5.55% exceeds the accepted benchmark for 2008/09, which was 3.60%.  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 2008/09 have recently been received and are currently being analysed.  Analysis of the 2007/08 benchmarking showed that for 10 months of the year the Council’s rate of return was above the group average as was the overall rate of return.

Icelandic Bank Defaults

22. The Council did not have any money deposited directly in any Icelandic Bank, however a claim has been submitted to the administrator in respect of funds invested in a UK bank, Heritable Bank, that is wholly owned by an Icelandic Bank, Landsbanki.  Heritable Bank was placed in administration under Scottish law and a statutory creditor committee has been established with local authority representation from Kent and Haringey Councils.  
23. The full deposit in Heritable was due to mature by the end of 2008/09 with interest, but was not repaid within this timescale.  Feedback from the creditor committee, however, is positive.  The administrator, Ernst and Young, has carried out a great deal of work and the proposal to run off the business rather than a quick sale has been supported by the creditor committee.  The first release of monies in the form of a dividend was in August 2009, with a receipt of £0.450m reducing the balance outstanding to £2.342m.  Further dividends are expected every six months.  The administrator has described the prospect of a “material dividend” over the life of the administration.

Borrowing performance

24. The total borrowing at 31st March 2009 was £420.2m, which was within the operational borrowing limit of £495m approved as a Prudential Indicator by Council.  This is a net increase from the opening figure of £376.16m at 1 April 2008 of £44m, represented by £45m new borrowing in respect of the Gateshead Housing Company’s decent homes work, £15m prudential schemes and repayments of £16m.  The new borrowing totalling £60m was taken out at various stages during 2008/09 as follows:

Date


Amount

Interest Rate

Source

06/05/2008

£10,000,000

4.15%


Market Loan

15/08/2008

£10,000,000

4.39%


PWLB

15/08/2008

£  5,000,000

4.39%


PWLB

01/07/2008

£10,000,000

4.10%


Market Loan

03/07/2008

£10,000,000

3.93%


Market Loan

10/09/2008

£  5,000,000

4.38%


PWLB

08/10/2008

£  5,000,000

3.99%


PWLB

31/03/2009

£  5,000,000

1.49%


PWLB

25. At 31st March £360.20m of the total borrowing was from the PWLB at an average rate of 7.20% (31st March 2008 £346.06m at 7.88%).  A further £60m was in the form of market loans at an average rate of 4.05% (31st March 2008 £30m at 4.04%).

26. During 2008/09 no short-term borrowing was necessary to cover cash flow. 

27. 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 to Council in July 2009.  

Debt restructuring & repayment

28. The recommended strategy for debt restructuring was to move from longer term PWLB debt, where rates were rising, to market loans but due to the economic downturn the availability of market funding decreased.  During the year the fall in investment returns provided an opportunity to repay debt where the reduction in borrowing costs was greater than the interest earned on balances. 

29. Due to increased concerns around the credit crunch there were large swings in PWLB long-term rates.  Advantage was taken during one of the peaks in long-term rates in December 2008 to repay £27.4m of PWLB debt due to be repaid in the next 5 years with an average interest rate of 10.31% and to borrow £27m at an average rate of 4.4% in 50 year PWLB debt.  The remaining £400,000 was repaid from balances held.  The restructure will provide a full year saving of £1.71m for the next offset by an estimated £6,000 of lost interest receivable on deposits

30. After the Icelandic banks defaulted and the unsettled market conditions which followed, the Strategic Director Finance and ICT undertook a review of investment and borrowing.  In light of the perceived increased risk around holding investments and the likely poor rate of return available on investments following the Monetary Policy Committees reductions to Bank Rate throughout the year, it was decided that new prudential borrowing would not be undertaken to finance capital expenditure.

31. As a further measure to reduce risk and costs, £46.4m of long-term PWLB debt, with an average rate of 4.42%, was repaid in January 2009.  This was restructured and replaced with £35m of short-term PWLB debt at an average rate of 2.43% with the remaining £11.4m being repaid from balances held. Short-term loans were taken due to long term loans being more expensive than anticipated.  .  The use of short-term loans allowed the Council to take advantage of the lower rates available with the expectation that more favourable long-term rates will be available when the loans mature.

Summary of Treasury management performance for the year 2008/09

32. Investments have out-performed the accepted benchmark earning gross interest of £16.850m with £7.115m being retained by the Council.  This was only £359,000 (4.8%) less than the budget despite interest rates falling to 0.5% by the end of the year.

33. The borrowing that has taken place in 2008/09, mostly to support investment in decent homes, has been achieved at an average rate of 3.605%.  This along with the debt rescheduling has helped to reduce the average rate for all of the Council’s borrowing from 7.02 to 6.37%, a significant fall in one year.

34. Opportunities for restructuring debt have been limited but advantage of fluctuating interest rates was taken on two occasions to repay debt worth £73.8m and replace with debt of £62m at lower rates.  This generates a saving of £2.7m a year in the medium term to partly offset the significant reduction in interest earned and the cost of new borrowing undertaken.

35. 2008/09 has been an unprecedented year for Treasury Management.  It has seen the collapse of Iceland’s banking system, Government intervention in some of the UK’s biggest banks and the lowest bank rate in the 315 year history of the Bank of England, all of which had ramifications on the decisions taken with regard to Treasury Management.  Deposits placed early in the year enabled the Council to get close to its investment income budget.  The default of the Icelandic banks causing Heritable Bank to go into administration has not had an adverse effect on the Council’s business or the interest returns made to date and the administrators are confident of a high percentage return of the currently frozen deposits.  Members will continue to be kept up to date with progress on the administration through regular briefings.

Appendix 3
INVESTMENT ACTIVITY 

2008/09
2007/08
Number of Investments made in 2007/08 maturing in 2008/09
117
115

Number of Investments made in 2008/09 maturing in 2008/09
527         
    401
Number of Investments made in 2008/09 maturing in 2009/10
84
117
Total number of investments
728
633
Average period of investment
 62 days    
98 days*
(including overnight and weekend deals)

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

Non-specified investments:

· Rated non-high:



             Approved limit 
55% 
         55%

Maximum during year (monitored daily/reported weekly) 
55%
         49%

· Not rated:

Approved limit 
15%
          15% 

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

· Investments over 364 days:

Approved limit






10%
                 10%

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


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