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Summary:

The report discusses the City Council’s Treasury Management revised forecasts for 2007/08 and the base forecast for 2008/09 with projections to 2010/11.  These estimates will be incorporated into the reports on the Council’s base budget and the new spending pressures and savings considered elsewhere on the agenda.  Also included is information regarding the requirements of the Prudential Code on local authority capital finance.

Recommendations:

That this report be received and that the projections for 2007/08 to 2010/11 be incorporated into the budget reports elsewhere on the agenda.

Contact Officer:
David Steele
Ext:
 7288



Note: in compliance with section 100d of the Local Government (Access to Information) Act 1985 the report has been prepared in part from the following papers: The Prudential Code on Local Authority Capital Finance including related guidance notes; Various interest rate forecasts from Sector Treasury Services and others.

Executive Summary

The body of the report discusses the treasury estimates from 2007/08 (revised) through to 2010/11 and the various factors that must be brought into play in compiling these forecasts, particularly the element relating to investment income.  

Appendix A, which is compiled on the assumptions discussed within the main report, sets out the original and revised treasury management estimates for 2007/08, the draft estimate for 2008/09 and contains projections to 2010/11.  At this stage, an improvement of £260,300 is forecast for the 2007/08 revised budget as compared to the original estimate. In 2008/09 a net improvement of £150,100 is anticipated, as compared to the current MTFP projections.  The improvement in 2007/08 is due primarily to higher than forecast short term interest rates in this financial year. 
Appendix B1 discusses the Prudential Code and the options the Council may have to undertake prudential borrowing.  The Prudential Code allows local authorities to borrow for capital purposes without specific government approval so long as they have followed the disciplines set out in the Code.  In the light of other capital resources that are available, it is not proposed at this stage that the Council undertakes any prudential borrowing in either 2007/08 or 2008/09.  Appendix B2 sets out the performance to date regarding the prudential indicators for 2007/08 and compares them to the actual ones for 2006/07.
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TREASURY MANAGEMENT 2007/08 AND 2008/09

1. INTRODUCTION

1.1 The purpose of this report is to inform Members on various Treasury Management issues.  The report is set out as follows:

(i) Appendix A sets out the revised treasury estimates for 2007/08 and base treasury estimates for 2008/09 with projections to 2010/11.

(ii) Appendix B discusses the Prudential Code and Prudential Indicators for 2007/08: 
· Appendix B1 – Prudential Code background

· Appendix B2 – Prudential Indicators

1.2 Discussed below are the assumptions that have been made in compiling the latest treasury estimates that are shown in Appendix A.  It must be recognised that any treasury estimates are inevitably subject to a certain level of uncertainty with regard to the level of investment interest that the Council can expect to receive in future years.  Interest rates are clearly outwith the Council’s control.  Assumptions also have to be made regarding the level and use of both capital and revenue balances in future years, both of which will necessarily impact upon the Council’s future cash flows and hence the amount of interest that can be achieved.

2 BORROWING ASSUMPTIONS UNDERLYING TREASURY FORECASTS 2007/08 – 2010/11

2.1 The repayment of principal on money borrowed by the Council is governed by the regulations regarding the Minimum Revenue Provision (MRP).  The current regulations as applied to the City Council require the authority to set aside 4% of what is termed its capital financing requirement.  For the City Council this is estimated to be £582,200 in 2008/09.  

2.2 The rules regarding the amount of MRP that local authorities must set aside are currently very technical and also quite prescriptive.  The government is now proposing to replace this particular regime, which has become a very complex area, even by the standards of local government finance.  Instead, authorities will be required merely to make a ‘prudent provision’ for debt repayment.  This proposal has just been issued for consultation but the assumption is that this authority will continue to make the same MRP as it would have done under the current regime.  This option is available to authorities whose debt (as is the case with the City Council) is all ‘supported’ by revenue support grant (RSG).  If the authority were to undertake any prudential borrowing which would not be supported by RSG, the level of MRP would be higher.  Further information will be included in the annual Treasury Strategy Statement, which will be prepared later on in the budget cycle.  The government is proposing that full Council must formally approve the Council’s MRP policy in the same way as its Investment Strategy and Borrowing Limits.

2.3 The commutation adjustment dates from 1992 and has enabled the City Council to reduce its MRP since that date.  The adjustment falls out next year but because the Council has been making an offsetting voluntary MRP, there is now no additional budget pressure to fund a rising MRP.  In fact, the MRP will start to fall from 2008/09 onwards unless the Council decides to fund any future capital expenditure through borrowing.

2.4 The annual payment of external interest on monies borrowed must continue to be funded each year.  The stock issue continues to be the only substantial external loan to be serviced each year.  No assumption has been made regarding any additional loans to be taken up in future years.  It is anticipated that the government will continue to support the authority’s capital expenditure by the provision of a capital grant, a policy that has been in place for the past two years. 

3 DEBT MANAGEMENT AND RECHARGES

3.1 This provision varies relatively little from year to year.  The internal costs of the treasury management function are held here along with the costs of any consultancy advice.  Some debt costs can be recharged to Cumbria CC in respect of transferred debt incurred by the former county borough on what are now county council functions e.g. education.

4 INVESTMENT ASSUMPTIONS UNDERLYING TREASURY FORECASTS 2007/08 – 2010/11

4.1 As stated above, treasury estimates are subject to a number of variable factors, many of which are outside the direct control of the Council.  In fact, the old adage that expenditure is certain but income is not is particularly relevant to treasury forecasts.  It therefore follows that a certain level of health warning must apply to any estimates of investment income and the further ahead the projection, the more uncertain are the assumptions that will underlie any forecasts.

4.2 Anticipated cash flow in 2008/09 onwards is based upon current projections as contained in the MTFP regarding use of revenue balances.  The forecast also embraces the latest proposals in the capital programme including the use of capital grants and capital receipts.  At this stage, allowance has not been made for any items of growth or savings that may be agreed as part of the budget process and which will have to be fed into any projections for the use and movement of balances.

4.3 Interest rates are currently at their highest levels since 2001.  Base rate in 2007/08 is likely to average approx. 0.75% above the level in the previous financial year and while that may appear a relatively small margin, it equates on an average investment balance of £30m to £225,000 p.a.  The likelihood is that rates will start to fall in 2008/09 although the extent and timing of this fall is a matter of debate among economists and other forecasters.  The view of the money market view changes almost daily as each new statistic or other data is digested for its possible implications on the world’s financial policy makers.  This includes the situation regarding Northern Rock though from the City Council’s perspective there is little to add to the information supplied in October (Corp 53/07) in the interim treasury report for 2007/08.

4.4 The current forecast of the Authority’s treasury advisers (Sector) is that rates will start to fall early in 2008 from the current base rate of 5.75%, reaching a low point of 5% early in 2009.  At this stage an average yield of 5.50% is projected for 2008/09, falling by 2010/11 to 5% but this estimate may also be refined during the budget cycle if money market conditions make it appropriate to do so.

5.1 CONSULTATION

5.1      Consultation to Date.

None.

5.2      Consultation proposed.

The Corporate Resources Overview and Scrutiny Committee will consider this report as part of the budget process.

6 RECOMMENDATIONS

6.1
That this report be received and that the projections for 2008/09 to 2010/11 be incorporated into the budget reports elsewhere on the agenda.

7 REASONS FOR RECOMMENDATIONS

7.1
As per the report.

8 IMPLICATIONS

· Staffing/Resources – Not applicable.

· Financial – Included within the report.

· Legal – Not applicable.

· Corporate – Not applicable.

· Risk Management – Risk management lies at the heart of effective treasury management.

· Equality Issues – Not applicable.

· Environmental – Not applicable.

· Crime and Disorder – Not applicable.

                                                               ANGELA BROWN

Director of Corporate Services

Contact Officer:
David Steele


Ext:
7288
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TREASURY AND DEBT MANAGEMENT BASE ESTIMATES



APPENDIX A

Set out below are the base treasury management estimates for 2007/08 and 2008/09 with projections to 2010/11.






      2007/08

     2007/08

     2008/09

   2009/10

   2010/11






      Original

     Revised

          Base

 Projected

 Projected






                £


     £


     £

              £

              £


MRP (Core)


       625,000

     606,400

     582,200

   558,800

   536,500


Commutation Adj                     (266,000)

    (266,000)

    (167,000)
                   Nil                             Nil    


MRP (Voluntary)

       266,000

     266,000

     167,000

        Nil

         Nil


Interest Payable

    1,324,200

  1,325,300

  1,325,100

1,324,900

1,324,700


Debt Management

         50,500

       51,000

       51,500

     52,500

     53,500


Gross Costs


    1,999,700

  1,982,700

  1,958,800

1,936,200

1,914,700


Less Recharges

       (37,000)
 
     (37,000)

     (35,000)

    (33,000)

    (31,000)


Total Expenditure

   1,962,700
             1,945,700

  1,923,800

1,903,200

1,883,700


Total Income

  (1,625,700)             (1,869,000)

 (1,562,000)
          (1,320,000)
          (1,172,000)


NET EXPENDITURE
    £337,700

     £76,700

   £361,800

 £583,200

  £711,700
Current MTFP Projections  


           -

   £511,900

 £586,700

  £408,100


Variation from MTFP

-

 (£260,300)

  (£150,100)
             (£3,500)

  £303,600

APPENDIX B1

THE PRUDENTIAL CODE AND PRUDENTIAL BORROWING

1. Introduction
1.1 The Local Government Act 2003 brought about a new borrowing system for local authorities known as the Prudential Code (the Code).  This gives to Councils much greater freedom and flexibility to borrow without government consent so long as they can afford to repay the amount borrowed.

1.2 The aim of the Code is to support local authorities when making capital investment decisions.  These decisions should also be in line with the objectives and priorities as set out in the Council’s Corporate Plan.

1.3 The key objectives of the Code are to ensure, within a clear framework, that the capital investment plans of the Council are affordable, prudent and sustainable or, if appropriate, to demonstrate that they may not be.  A further key objective is to ensure that treasury management decisions are taken in accordance with good professional practice and in a manner that supports prudence, affordability and sustainability.  These objectives are consistent with and support local strategic planning, local asset management planning and proper option appraisal.  They also encourage sound treasury management decisions.

2.
Prudential Indicators

2.1 To demonstrate that the Council has fulfilled these objectives, the Code sets out indicators that must be used.  It is for the Council to set any indicative limits or ratios.  It is also important to note that these indicators are not designed to be comparative performance figures indicators but to support and record the Council’s decision making process.

2.2 Appendix A2 sets out the latest performance indicators for the current year with comparative figures for 2006/07.  Future year projections will be reported further on during the budget process once the Revenue and Capital estimates have been determined as part of the Budget setting process. 

3.
Supported and Unsupported (or Prudential) Borrowing

3.1 Local authorities have always funded a substantial element of their capital programme via borrowing.  This will continue to be the case but until the advent of the Code, any local authority borrowing was essentially based upon a government ‘permission to borrow’.  Differing types of government control operated over the years but since 1990 these had been termed credit approvals.  The level of an authority’s credit approvals was also included in the revenue support grant (RSG) allocation so that ultimately any borrowing was ‘supported’ via the RSG.

3.2 This element of supported borrowing is still an integral part of the RSG system and the City Council has resolved for the time being that its capital borrowing will be limited to its level of supported borrowing.  In 2008/09 this is estimated to be Nil.  In 2007/08, for the second year running, the City Council received a capital grant in lieu of a borrowing allocation and it is anticipated that this aspect of government policy will continue into the next financial year.

3.3 Authorities are now permitted to borrow in excess of their supported borrowing allocation.  This is referred to as prudential or unsupported borrowing.  This can be undertaken so long as the Council can demonstrate that the revenue consequences of such borrowing (i.e. the cost of the debt) are sustainable, affordable and prudent in the medium to long term.

4. Costs of Prudential Borrowing
4.1 Because it is not supported by RSG, it is important to be aware of the additional costs incurred through prudential borrowing.  Equally, it is important to recognise that other means of capital financing incur a real ongoing cost to the authority e.g. the use of capital receipts or revenue balances results in lower cash balances and hence an opportunity cost through the loss of investment interest.  

4.2 The table below sets out the financing costs for Years 1-4 of funding a scheme either by capital receipts (i.e. internal resources) or external unsupported borrowing.  Whilst it is clear that unsupported borrowing is the more expensive option, equally important is the need to acknowledge the real costs of also using internal resources through the hidden cost of loss of interest.

4.3  Use of Prudential Borrowing
Example:

· Assume that the City Council has £1m of capital receipts and wishes to fund £1m scheme.

· Assume the £1m scheme is all spent in Year 1.

· Assume that we can borrow or invest at 4.5%.






Year 1

Year 2

Year 3

Year 4






    £

    £

    £

    £

Scenario 1:
Scheme funded by

capital receipts

Loss of Investment Interest
22,500
45,000
45,000
45,000

Total Revenue Cost

22,500
45,000
45,000
45,000

Scenario 2:

Scheme funded by

prudential borrowing

Interest paid on loan

22,500
43,200
41,472
39,813

*MRP @ 4%



NIL

40,000
38,400
36,864

Loss of Investment Interest
NIL

NIL

NIL

NIL

Total Revenue Cost

22,500
83,200
79,872
76,677

*MRP = Minimum Revenue Provision (for debt repayment).  The City Council, under current regulations, is obliged to charge 4% of its outstanding borrowing to its revenue account as a repayment of principal.  The charge starts in the year after money has been borrowed.  Thus £1m borrowing in Year 1 incurs a charge of £40,000 (4%) in Year 2 and £38,400 (4% of £960,000) in Year 3 etc.  For the purposes of the above illustration, it is assumed that the Council will continue to make its MRP on the same basis, notwithstanding the current proposal to base the MRP upon a ‘prudent’ provision which is not defined by detailed regulation.
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APPENDIX B2

PRUDENTIAL INDICATORS

Central to the operation of the Prudential code is the compilation and monitoring of prudential indicators covering affordability, prudence, capital expenditure, and treasury management.  Set out below are the indicators for 2007/08 to date and actuals for 2006/07. Indicators for 2008/09 will be set in the forthcoming budget cycle.

(a) Affordability

2006/07
2007/08








Actual

Revised (Nov 2007)









£000’s

£000’s

(i)
Capital Expenditure



  9,337
9,772
The figures above reflect the slippage that occurred between 2006/07 and 2007/08 in respect of the capital programme.  

(ii) Financing Costs

Interest Payable re Borrowing


  1,286
  1,288

Minimum Revenue Provision


     540
     606

Investment Income




 (1,659)
 (1,869)








  _____
  _____

Total Financing Costs 



     167
       25

(iii)
Net Revenue Stream: Funding from

Govt Grants/Local Taxpayers


15,511
16,513

(iv)
Ratio of Financing Costs to Net Revenue 

Stream





    1.1%             0.1%

The figures monitor financing costs as a proportion of the total revenue stream from government grants and local taxpayers.  The improvement in the City Council’s treasury management position discussed elsewhere in the report has resulted in a lower ratio of financing costs than previously estimated.

(v)
Incremental Impact on Council Tax

             N/A
           £3.25 (est)

This indicator allows the effect of the totality of the Council’s capital investment decisions to be considered at budget setting time, and will be built into the budget process once initial decisions have been taken.

(vi)
Authorised Borrowing Limit



  22,600
22,600


Maximum Level of Borrowing and Other


Long Term Liabilities                    


  
  15,779
15,135

The authorised borrowing limit is determined by Council prior to the start of the financial year.  The limit must not be altered without agreement by Council and should not be exceeded under any foreseeable circumstances.

(vii)
Operational Borrowing Limit



  17,600
17,600


Maximum Level of Borrowing and Other


Long Term Liabilities




  15,779
15,135


The operational borrowing limit is also determined by Council prior to the start of the financial year.  Unlike the authorised limit, it may be breached temporarily due to cashflow variations but it should not be exceeded on a regular basis..

(viii)
Capital Financing Requirement (CFR)


  15,160
14,554


(as at 31 March)

The CFR is a measure of the underlying borrowing requirement of the authority for capital purposes.  It can be compared with the current total of external loans (£15.1m) which indicates a very close correlation between the CFR and the level of external loans at the end of 2006/07.  

(b)       Prudence and Sustainability


2007/08










£000’s

(i)
New Borrowing to date





  NIL


No long term borrowing has yet been undertaken in 2007/08.

(ii) Percentage of Fixed Rate Long Term Borrowing

at 30 September 2007





100%

(iii) Percentage of Variable Rate Long Term Borrowing

at 30 September 2007





    0%

Prudent limits for both fixed and variable rate exposure have been set at 100%.

This is due to the limited flexibility available to the authority in the context of its overall outstanding borrowing requirement.

(iv)
Minimum Level of Investments Classified as Specified
   50%


Level of Specified Investments as at 30 September 2007
   79%


As part of the Investment Strategy, the Council set a minimum level of 50% for its specified as opposed to non specified investments.  The two categories of investment were defined as part of the Strategy but for the City Council non specified investments will presently refer mainly to either investments of over one year in duration or investments placed with building societies that do not possess an appropriate credit rating.  These tend to be the smaller building societies.
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