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TREASURY MANAGEMENT STRATEGY STATEMENT 2004/05

AND DRAFT INVESTMENT STRATEGY 2004/05

1. INTRODUCTION 

1.1 The CIPFA Code of Practice on Treasury Management in Local Authorities was first issued in 1992 and updated in 1996 and more recently in December 2001.  The City Council formally adopted the current Code in March 2002. 

1.2 Under the requirements of the Code, the Council will receive each year the following reports:-

· Annual strategy and plan in advance of the year

· Annual report after its close.

2. TREASURY MANAGEMENT STRATEGY STATEMENT

2.1 As required under the Code, the Treasury Management Strategy Statement for 2004/05 is set out in Appendix A.  The annual report on treasury management outturn will be prepared as part of the closure of accounts process.

2.2 Included within Appendix A are the recommended Prudential Indicators that must now be determined under the requirements of the CIPFA Prudential Code for Capital Finance in Local Authorities.  These indicators, in some cases, have been based upon 2002/03 outturn and are therefore still subject to audit. If any figures are amended this will be reported to a future meeting of the Executive. These requirements come into operation on 1 April 2004 under the provisions of the Local Government Act 2003.  Part 1 of the Act allows a Local Authority to borrow money for any purpose that is within its control or for the purposes of the prudent management of its financial affairs.  The main purpose for borrowing money is to fund the capital programme although some short-term borrowing is permitted to cover temporary cash flow needs.

2.3 From 1 April 2004 there will be no statutory limit to the amount that can be borrowed.  However, there is a requirement for full compliance with CIPFA’s Prudential Code; the key objectives of which are to demonstrate that the proposed capital investment plans have been assessed by the Council as affordable, prudent and sustainable.  Section 3(1) of the Act puts a duty on the Council to determine before the start of the financial year and keep under review the maximum amount that it can afford to borrow.  This amount is called the Authorised Limit and is discussed in Appendix A.

2.4 The Prudential Indicators will be monitored via the quarterly Treasury Management monitoring reports.

2.5 The report also details other recommended limits and indicators that are required by the Act and the Prudential Code for the three financial years beginning 1 April 2004.

3. MINIMUM REVENUE PROVISION (MRP)

3.1
One aspect of the former capital finance regime that has been incorporated into the new system is the minimum revenue provision (MRP) for repayment of debt.  This was for the General Fund formerly set at 4% of the credit ceiling and now comprises 4% of the Capital Financing Requirement.

3.2
Ever since 1992 the City Council has been able to offset its MRP liability by the ‘commutation adjustment’ which refers to the forced repayment of some £9.6m of debt and associated loss of grant in that year.  In the past five years the City Council General Fund MRP liability has been nil for this reason.  

3.3
In 2000/01 the City Council nevertheless began to make a voluntary MRP in preparation for the time that the commutation adjustment, which in any case varies from year to year, was eventually phased out.  For the City Council this will be in 2010/11.  However in 2002/03 and 2003/04 no voluntary MRP was made to mitigate the effect of the Kingmoor Park adjustment that had to be made in respect of 2001/02 accounts.  This policy was agreed by Council in April 2003.

3.4
It is proposed that a voluntary MRP be again made in 2004/05 and the sum of £139,000 has been included in the draft estimates.  This is in addition to the actual MRP liability (net of the commutation adjustment) of £159,000 and the increase can be funded by additional income forecast from investments.  I would suggest at this stage that this voluntary element be increased by £50,000 p.a. from 2005/06 until the off setting effect of the commutation adjustment is fully neutralised.  This will be in approximately 2009.

4. ANNUAL INVESTMENT STRATEGY

4.1 In December 2003 the ODPM issued draft guidance on Local Government Investments for local authorities in England.  Central to this guidance is an Annual Investment Strategy that every local authority will need to prepare before the start of the financial year.  A separate outturn report must be produced at the end of the financial year.

4.2 The Strategy sets out the general policy objective for investments, the procedures for determining which investments will fall in the ‘Specified’ or ‘Non Specified’ categories that the authority will use in the forthcoming financial year and the maximum periods for which funds may be committed in each asset class.

4.3 Appendix B sets out a draft Strategy based upon the draft guidance as currently available.  It is anticipated that final guidance will be issued in February 2004 so that authorities can put the necessary policies and procedures in place before 1 April 2004.  It is therefore anticipated that the final version of the Strategy can be issued for approval by Council on 9 March 2004. 

5. CONSULTATION

5.1 The Council has appointed Sector Treasury Services as Treasury Advisers and they have been consulted on the Strategy and proposals contained within this report.

6. RECOMMENDATIONS

6.1 
The Executive is asked to approve the following for recommendations to Council on 12 February 2004:

(a) The Treasury Management Strategy Statement for 2004/05 as set out in Appendix A.

(b) The Prudential Indicators as set out in Appendix A noting that the some figures are based upon 2002/03 outturn and therefore still subject to audit. If these figures are amended a further report will be issued; 

(c) The draft Investment Strategy for 2004/05 and schedule of Approved Counter-party classes as set out in Appendix B noting that a revised Strategy will be issued once final guidance has been received from the ODPM; 

(d)
A voluntary increase in the Minimum Revenue Provision be made in 2004/05 of £139,000 and that this be increased by £50,000 per annum until the off setting effect of the commutation adjustment is fully neutralised in approximately 2009.

7. IMPLICATIONS

· Staffing/Resources – Not applicable.

· Financial – Included within the report.

· Legal – Not applicable.

· Corporate – Not applicable.

· Risk Management – Management of risk is one of the guiding principles of both the Code of Practice on Treasury Management and the Prudential Code.  The draft Investment Strategy also embraces the principles of risk management.

· Equality Issues – Not applicable.

· Environmental – Not applicable.

· Crime and Disorder – Not applicable.

· Impact on Customers – Not applicable.

ANGELA BROWN

Head of Finance

Contact Officer:
David Steele

 



Ext:
7288

Financial Services

Carlisle City Council

27 January 2004  
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APPENDIX A

CARLISLE CITY COUNCIL

TREASURY MANAGEMENT STRATEGY STATEMENT 2004/05

1. INTRODUCTION

The Council has customarily considered an annual Treasury Strategy Statement under the requirement of the CIPFA Code of Practice on Treasury Management, which was adopted by the Council in March 2002.  The 2003 Prudential Code for Capital Finance in local authorities has introduced new requirements for the manner in which capital spending plans are to be considered and approved, and in conjunction with this, the development of an integrated treasury management strategy.

The Prudential Code requires the Council to set a number of Prudential Indicators, certain of which replace the borrowing/variable interest limits previously determined as part of the strategy statement, whilst also extending the period covered from one to three years.  This report therefore incorporates the indicators to which regard should be given when determining the Council’s treasury management strategy for the next three financial years.

The suggested strategy for 2004/05 in respect of the following aspects of the treasury management function is based upon officers’ views on interest rates, supplemented with leading market forecasts provided by the Council’s treasury advisor.  The strategy covers:

· the current treasury position;

· prospects for interest rates;

· treasury limits in force which will limit the treasury risk and activities of the Council;

· the borrowing strategy;

· the extent of debt rescheduling opportunities.

2. TREASURY LIMITS 2004/05 TO 2006/07
It is a statutory duty, under S.3 of the Local Government Act 2003 and supporting regulations, for the Council to determine and keep under review how much it can afford to borrow.  The amount so determined is termed the ‘Affordable Borrowing Limit’.

The Council must have regard to the Prudential Code when setting its Affordable Borrowing Limit.  This essentially requires it to ensure that total capital investment remains within sustainable limits and in particular, that the impact upon its future council tax levels is ‘acceptable’. However it is important to understand that the Indicators themselves, which are set out in paragraph 3, do not have an inherently right or wrong answer. They are not intended as comparator information between different authorities but are designed to support and record local decision making. 

3. PRUDENTIAL INDICATORS
3.1
The Council has ensured that future years’ capital programmes have been set in accordance with the principles contained within the City Council’s Asset Management Plan. Capital Appraisal forms have been produced for new bids in accordance with the Council’s Capital Strategy for all schemes over £30,000, and these have been considered by the Strategic Financial Planning Group. All schemes are in accordance with the Council’s agreed priorities.

3.2
Affordability indicators







2003/04
2004/05
2005/06
2006/07






           £000’s           £000’s           £000’s           £000’s

(a)
Capital Expenditure


 8,027

8,595             3,172             2,311

(b)
Recommended estimates of the ratio of financing costs to net revenue stream.


Financing costs:



      2003/04   2004/05   2005/06   2006/07








        £000’s      £000’s     £000’s      £000’s


Interest payable with respect to borrowing
2,207       2,100      2,154        2,202


Interest paid under finance leases/


other long term liabilities

 

      0
           0
      0              0


Interest and investment income

        -1,600      –1,630     –1,484     –1,427


Replacement for MRP



      0          298          400          557

Total financing costs – new capital schemes        607          768       1,070       1,332


Net revenue stream: Funding from Gov grants/


local tax payers



         14,047    13,992    14,341      14,791


Ratio of financing costs to net revenue stream     4.3%      5.5%       7.5%        9.0%

(c)
Incremental impact of capital investment decisions    


on council tax.  (Band D)


            £0.00     £4.15   £11.68    £16.06


The estimates of financing costs include both current capital commitments and the draft capital programme as presented elsewhere on the agenda. The level of financing costs assumes a total of borrowing no greater than the amount forecast to be supported by revenue support grant.


The principal reason for the increase in ratio relates mainly to the voluntary increase in minimum revenue provision (MRP) as discussed at paragraph 3 of the main report. 






          2003/04         2004/05         2005/06        2006/07

(d)
Capital Financing Requirement
   £’000
    £’000 
    £’000 
   £’000

(as at 31 March)

TOTAL



£14,565
£15,490
£16,199
£16,751

The capital financing requirement measures an authority’s underlying need to borrow for a capital purpose.  As mentioned above, forecast borrowing in the next three years is anticipated to be at no more than ‘prudent’ limits.

(e) Authorised Limit for External Debt

         2004/05         2005/06      2006/07








  £’000
  £’000
£’000

Borrowing



    

46,200
47,400
48,600

Other Long Term Liabilities



0

0

0








_____

_____

_____

TOTAL




         £46,200        £47,400         £48,600

In respect of its external debt, it is recommended that the Council approves the above authorised limit for its total external debt gross of investments for the next three financial years.  The limit separately identifies borrowing from other long term liabilities such as finance leases.  The Council is asked to approve these limits and to delegate authority to the Head of Finance, within the total limit for any individual year, to effect movement between the separately agreed limits for borrowing and other long term liabilities in accordance with option appraisal and best value for money.  Any such change would be reported to the next available Council meeting.

The authorised limit is consistent with the authority’s current commitments, plans and proposals for capital expenditure and its financing. However the overall authorised limit is not to be exceeded without prior Council approval.







2004/05
2005/06
2006/07

(f) Operational Boundary 



£000’s

£000’s

£000’s

Borrowing





41,200
42,400
43,600

Other Long Term Liabilities



0

0

0








_____

_____

_____

TOTAL




         £41,200         £42,400        £43,600

The operational boundary is based upon the same estimates as the authorised limit but without the headroom included within the authorised limit to allow for unusual cash movements.  As with the authorised limit, the Council is asked to delegate authority to the Head of Finance to effect movement between the separately agreed limits for borrowing and other long-term liabilities. However the operational boundary can be exceeded in exceptional circumstances providing that this remains within the authorised limit.

3.3
Prudence and Sustainability
(a)
The City Council has adopted the CIPFA Code of Practice on Treasury Management in the Public Services.








2004/05
2005/06
2006/07

(b) Upper Limit for Fixed Interest

Rate Exposure

Expressed as 

Net Interest re Fixed Rate

  
   100%
   100% 
   100%

  Borrowing/Investment

(c) Upper Limit for Variable Rate

Exposure

Expressed as 

Net Interest re Variable Rate

   100%
   100%
   100%

  Borrowing/Investments

The City Council’s current limits for maximum levels of fixed and variable rate funding are 100% in each case and this continuation is as recommended by the treasury advisors.

(d) Maturity Structure of New Fixed

Upper Limit


Lower Limit 


Rate Borrowing During 2004/05


Under 12 Months



100%



0%


12 Months and Within 24 Months

100%



0%


24 Months and Within 5 Years

100%



0%


5 Years and Within 10 Years

100%



0%


10 Years and Above


100%



0%


Given the relatively small level of new borrowing anticipated in the capital programme it could fetter unnecessarily the flexibility in borrowing if the upper limit in each case was less than 100%.

(e)
The minimum percentage of its overall investments that the Council will hold in specified investments is 75%.

3.4
Monitoring of the Prudential Indicators will be incorporated into the quarterly Treasury Transaction reports presented to the Executive.

4. CURRENT PORTFOLIO POSITION
The Council’s treasury portfolio position at 31 December 2003 comprised:







Principal


Av. Rate







£m



%

Fixed Rate Funding

PWLB

  2.5





Market
15.1

17.6

  7.98

Variable Rate Funding
PWLB

15.9





Market
0

15.9

  3.94

Other Long Term Liabilities




__ 0                       .

TOTAL DEBT





33.5

  6.06
In House Investments


26.2



  3.78

Investment Fund



15.3



  3.75









        .

            
TOTAL INVESTMENTS




41.5

  3.77
5. BORROWING REQUIREMENT






2003/04
2004/05
2005/06
2006/07






£’000

£’000

£’000

£’000

New Borrowing


1.2

  1.2

1.2

1.2

Alternative Financing Arrangmts
0

  0

0

0

Replacement Borrowing

5.6

12.8

0

0






___

____

___

___

TOTAL



6.8

14.0

1.2

1.2

This table illustrates forthcoming maturities.  As discussed elsewhere under the investment strategy, it may be beneficial to fund maturing debt by reducing the level of short term investments.  Appropriate advice will be sought at the time.

6. PROSPECTS FOR INTEREST RATES 

The Council has appointed Sector Treasury Services as a treasury adviser to the Council and part of their service is to assist the Council to formulate a view on interest rates and longer fixed interest rates.  The following table gives the Sector central view:

Sector View Interest Rate Forecast – December 2003

(%)
Q4

2003
Q1

2004
Q2

2004
Q3

2004
Q4

2004
Q1

2005
Q2

2005
Q3

2005
Q4

2005
Q1

2006

Base Rate
3.75%
4.00%
4.00%
4.25%
4.25%
4.50%
4.50%
4.50%
4.50%
4.50%

5yr Gilt Yield
4.75%
4.75%
4.75%
4.75%
4.75%
4.75%
4.75%
4.75%
4.75%
4.75%

10yr PWLB
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%

25yr PWLB
5.00%
4.75%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%

There is a risk that base rate might rise more quickly in 2004 if world economic recovery is stronger and faster than forecast.  In addition, there is a risk that PWLB rates between 10 and 25 years could fall by up to 0.50% below the above forecasts for limited periods if there were exceptional selling pressure on equities.

Shorter-Term Rates – Base rate was cut by 0.25% in July 2003, to a new 48-year low of 3.5% due to hesitant recovery after the Iraq war and a climbing pound.  With hindsight, this now appears to have been an over cautious move by the Monetary Policy Committee (MPC) as this cut was reversed in November.  However, the Chancellor announced a switch of inflation target for the MPC in the Pre Budget Report in December 2003 from plus or minus 1% around 2.5% on RPIX to plus or minus 1% around 2% on CPI (consumer prices index; this was formerly known as the harmonised index of consumer prices).  CPI has been running at 1.1 – 1.6% throughout 2003 and is forecast to average 1.4% in 2003, 1.7% in 2004 and 1.4% in 2005 i.e. below the likely target.  In addition, wage inflation and producer price inflation are running at benign levels and oil prices are likely to come down from current high levels.  There is therefore likely to be little inflationary pressure to raise base rate.  In addition, the upside potential for base rate is limited by the heightened sensitivity of consumers to interest rate rises due to the huge increase in personal borrowing in recent year e.g. an increase in base rate from 3.5% to 4.5% is an increase of 29% in likely borrowing rates.  In view of the probable fragility of consumer demand in 2004 in the UK, and the likelihood of growth in the US falling back in 2004 to only a modest rate and weak growth expected in the Eurozone in 2004, it is expected that base rate will only rise to 4.25% by the end of 2004 after being at 4.0% for most of the year.

Longer-Term Interest Rates
PWLB rates were at low levels during the first half of 2003 due to investor fears over the Iraq war which depressed share values and gilt yields.  Equity values have increased by about 25-30% from the low point to which they plummeted before the Iraq war, on expectations that the surge in economic recovery in the second half of 2003 will last well into 2004 and beyond and so boost corporate earnings.  Gilt prices have consequently fallen, causing increases in gilt yields and long-term PWLB rates which incurred a sharp unexpected increase in October 2003 on a surge in optimism on US economic recovery.  This pushed the PWLB 20-25 year lower quota rate up to 5.0% - 5.15% and it is forecast that this rate will stabilise around 5.0% for most of 2004/05.  A rise in long-term PWLB rates to more normal levels with the 20-25 year lower quota rate returning consistently to the band of 5.00% - 5.40% looks unlikely in 2004/05.

7. CAPITAL BORROWINGS AND THE BORROWING PORTFOLIO STRATEGY
Based upon the prospects for interest rates outlined above, there are a number of strategy options available.  The anticipation is that short-term variable PWLB rates will continue to be cheaper than long-term PWLB fixed rate borrowing during 2004/05.  Short term variable rates are expected to rise in line with increases in base rate.  Long term rates are not currently expected to move far but if there were a major fall in share prices (which is not expected given the general expectations for world economic recovery), then long rates would be susceptible to a corresponding fall.  These expectations provide a variety of options:

· That short term variable rates will be good value compared to long term rates, and are likely to remain so for potentially at least the next couple of years.  Best value will therefore be achieved by borrowing short term at variable rates in order to minimise borrowing costs in the short term or to make short term savings required in order to meet budgetary constraints. 

· That the risks intrinsic in the shorter term variable rates are such, when compared to historically relatively low long term fixed funding, which maybe achievable in 2004/05, that the Council will maintain a stable, longer term portfolio by drawing longer term fixed rate funding at a marginally higher rate than short term rates.

Against this background, caution will be adopted in implementing 2004/05 treasury operations.  It is possible that investment returns will be less than the cost of new borrowing in which case it may be beneficial to finance new capital expenditure by utilising existing investments.  The Head of Finance will monitor the interest rate market and adopt a pragmatic approach to any changing circumstances, reporting any significant decisions at the next available opportunity.

Sensitivity of the Forecast
The main sensitivities of the forecast are likely to be the two scenarios below.  The Head of Finance, in conjunction with the treasury advisers, will continually monitor both prevailing interest rates and market forecasts, adopting the following responses to a change of sentiment:

· If it was felt that there was a significant risk of a sharp rise in long and short term rates, perhaps arising from a greater than expected increase in world economic activity, then the portfolio position will be re-appraised with the likely action that fixed rate funding will be drawn whilst interest rates were still relatively cheap.

· If it was felt that there was a significant risk of a sharp fall in long and short term rates, due to e.g. growth rates remaining low or weakening, then long term borrowings will be postponed, and any rescheduling from fixed rate funding into variable or short rate funding will be exercised.

8. DEBT RESCHEDULING
Following the conversion of £12.2m of PWLB loans to Short Term variable debt in July 2003, debt rescheduling opportunities in 2004/05 may be rather limited.  Any rescheduling that is undertaken will be reported to the Executive at the meeting following its action.

APPENDIX B
CARLISLE CITY COUNCIL

DRAFT ANNUAL INVESTMENT STRATEGY : 2004-05
1. INTRODUCTION
1.1 This Council has regard to the ODPM’s Guidance on Local Government Investments (currently in draft form in December 2003) and CIPFA’s Treasury Management in Public Services : Code of Practice and Cross Sectoral Guidance Notes (“CIPFA TM Code”) (adopted by the Council in March 2002).  This strategy is therefore only in draft form at this stage.

1.2 
This Annual Investment Strategy states which investments the Council may use for the prudent management of its treasury balances during the financial year under the heads of Specified Investments and Non-Specified Investments. These are listed in Appendix B1. Essentially specified investments are those with a maturity of less than one year or which have a suitable credit rating of are otherwise guaranteed e.g. by HM Government.

1.3 Specified and Non Specified Investments are both new terms in the field of treasury management and the schedules in Appendix B1 include several instruments that the City Council has not hitherto used, either directly or via Investment Fund managers.  Most of the City Council’s in house investments are with major banks or (more commonly) building societies and only for periods up to 364 days.  Where such institutions have a suitable credit rating and the period does not exceed 364 days they would now be classed as specified investments. 

1.4 Investments with institutions that do not have a credit rating e.g. many smaller building societies or investments for periods over 364 days would be classed as non specified investments.  However it is important to stress that both the specified and non specified investments in Appendix B1 are perfectly legal investments in which the City Council may invest.  The issue of building society investments in discussed more fully later in the report.

1.5
This Strategy also sets out :

· The procedures for determining the use of each asset class (advantages and associated risk), particularly if the investment falls under the category of “non‑specified investments”; 

· The maximum periods for which funds may be prudently committed in each asset class;

· The limit to be invested in each asset class;

· Whether the investment instrument is to be used by the Council’s in‑house officers and/or by the Council’s appointed external fund managers;  and, if non-specified investments are to be used in-house, whether prior professional advice is to be sought from the Council’s treasury advisors;

· The minimum amount to be held in short-term investments (i.e. one which the Council may require to be repaid or redeemed within 12 months of making the Investment).
2.
INVESTMENT OBJECTIVES
2.1
All investments will be in sterling. The general policy objective for this Council  is the prudent investment of its treasury balances*.  The Council’s investment priorities are 


(a) the security of capital and 

(b) liquidity of its investments. 

The council will aim to achieve the optimum return on its investments commensurate with the proper levels of security and liquidity. 

* this includes monies borrowed for the purpose of expenditure in the reasonably near future (i.e. borrowed 12-18 months in advance of need).

2.2 The ODPM maintains that the borrowing of monies purely to invest or on-lend and make a return is unlawful and this Council will not engage in such activity. 

3.
SECURITY OF CAPITAL: THE USE OF CREDIT RATINGS
3.1 
This Council relies primarily on credit ratings published by Fitch Ratings to establish the credit quality of counterparties (issuers and issues) and investment schemes. The Council has also determined the minimum long-term, short-term and other credit ratings it deems to be “high” for each category of investment. 

3.2 All credit ratings will be monitored monthly.  The Council has access to Fitch credit ratings and is alerted to changes through its use of the Sector website.  If a counterparty’s rating is downgraded with the result that it no longer meets the Council’s minimum criteria, the further use of  that counterparty/investment scheme as a new investment will be withdrawn immediately.  The Council will also immediately inform its external fund manager of the withdrawal of the same.  If a counterparty is upgraded so that it fulfils the Council’s criteria, its inclusion will be approved by the Head of Finance and subsequently reported to the Executive. 

4.
INVESTMENT BALANCES / LIQUIDITY OF INVESTMENTS
4.1 
The minimum percentage of its overall investments that the Council will hold in short-term investments, i.e. investments maturing within twelve months, is 75%. 

5.
INVESTMENTS DEFINED AS CAPITAL EXPENDITURE
5.1 The acquisition of share capital or loan capital in any body corporate is defined as capital expenditure under Section 16(2) of the Local Government Act 2003. Such investments will have to be funded out of capital or revenue resources  and will be classified as ‘non-specified investments’. 

5.2 
A loan or grant by this Council to another body for capital expenditure by that body is also deemed by regulation to be capital expenditure by this Council. It is therefore important for this Council to clearly identify if the loan has been made for policy reasons (e.g to a registered social landlord for the construction/improvement of dwellings) or if it is an investment for treasury management purposes.  The latter will be governed by the framework set by the Council for ‘specified’ and ‘non-specified’ investments.  

6.
PROVISIONS FOR CREDIT-RELATED LOSSES  

6.1
If any of the Council’s investments appeared at risk of loss due to default (i.e. a credit-related loss, and not one resulting from a fall in price due to movements in interest rates) the Council will make revenue provision of an appropriate amount. 

7.
INVESTMENT STRATEGY TO BE FOLLOWED IN-HOUSE

7.1
The money market yield curve is currently anticipating a rising base rate for the next year.  However investment returns may be less than the cost of new borrowing during most of the year; it may therefore be beneficial to finance new capital expenditure by running down cash balances.

8.
BUILDING SOCIETIES
8.1 Mention was made in paragraph 1 of the fact that the majority of the City Council’s in house investments are placed with building societies.  Current investment limits are based essentially on size and may be summarised as:







Limit


Period


Assets over £1bn



£3m


364 Days


Assets over £300m - £1bn


£2m


364 Days


Assets over £100m - £300m

£1m


6 months


Assets under £100m


NIL


NIL

8.2 Many, though not all, of the building societies in the largest category do have a credit rating.  Generally speaking other building societies do not have a credit rating.  This does not make them inherently risky investments.  All building societies are regulated by the Building Societies’ own regulator as well as by the financial authorities and the building society movement itself has a long history as a secure haven for its investors’ deposits.

8.3
Therefore the schedule of investments in Appendix B1 embraces those societies with a credit rating in the specified category and those without such a rating in the unspecified category.  I would at this stage wish to seek further clarification of the credit status of these latter societies and this, together with an illustrative schedule of societies, can be incorporated in the final version of the Investment Strategy.

9.
EXTERNAL CASH FUND MANAGEMENT 

9.1       The Council’s appointed fund manager, Morley Fund Management, manage the    

           funds on a discretionary basis. The fund management agreement between the 

Council and the manager formally documents the instruments that may be used    within pre-agreed limits.  

9.2 
Their performance is kept under review and an annual report on the Fund is  

           presented at the end of the financial year.

10.
END OF YEAR INVESTMENT REPORT
10.1
In line with current practice, the Council will prepare a report on its investment activity as part of its Annual Treasury Report at the end of the financial year. 

Appendix B1

LOCAL GOVERNMENT INVESTMENTS (England)

DRAFT
SPECIFIED INVESTMENTS 
All investments listed below must be sterling-denominated. 

Investment
Share/ Loan Capital?     
Repayable/

Redeemable within 12 months?
Security / 

Minimum Credit Rating **
Capital Expenditure?
Circumstance of use
Max period
Limit

Debt Management Agency Deposit Facility*  (DMADF)

* this facility is at present available for investments up to 6 months


No
Yes
Govt-backed
NO
In-house
1 year *
£3m

Term deposits with the UK government or with English local authorities (i.e. local authorities as defined under Section 23 of the 2003 Act) with maturities up to 1 year


No
Yes
High security although LAs not credit rated. 
NO
In-house and by external fund managers 
1 year
£3m per counter-party

Term deposits with credit-rated deposit takers (banks and building societies), including callable deposits, with maturities up to 1 year
No
Yes
Yes-varied**

example : Short-term F1, Individual __, Support 1,2,3 or equivalent
NO
In-house and by external fund managers 
1 year
£3m per counter-party

Certificates of Deposit issued by credit-rated deposit takers (banks and building societies) : up to 1 year.

Custodial arrangement required prior to purchase


No
Yes
Yes-varied**

example  : Short-term F1, Individual __, Support 1,2,3 or equivalent
NO
External fund managers  
1 year
As per Inv Fund Agree-ment

Gilts : up to 1 year

Custodial arrangement required prior to purchase


No
Yes
Govt-backed
NO
(1) Buy and hold to maturity : to be used in-house after consultation/ advice from Sector 

(2) for trading : by external cash fund manager(s) only subject to the guide- lines and parameters agreed with them
1 year
As per Inv Fund Agree-ment

Reverse Gilt Repos : maturities up to 1 year

[A transaction where gilts are bought with a commitment (as part of the same transaction) to sell equivalent gilts on a specified date, or at call, at a specified price.   

Custodial arrangement required prior to purchase
No
Yes
Govt-backed
NO
To be used by external fund managers only subject to the guidelines and parameters agreed with them
1 year
As per Inv Fund Agree-ment

Money Market Funds

These funds do not have any maturity date

No
Yes
Yes-varied**

Suggested minimum : Standard & Poor’s : AAAm,. 

Moody’s : AAA and  volatility rating MR1+ 

Fitch : ____
NO
In-house and by external fund managers subject to the guidelines and parameters agreed with them
the period of investment may not be determined at the outset but would be subject to cash flow and liquidity requirements
£3m per Fund

Commercial paper**

[short-term obligations (generally with a maximum life of 9 months) which are issued by banks, corporations and other issuers]

Custodial arrangement required prior to purchase


No
Yes
Yes-varied

Suggested minimum : Short-term F1, or equivalent
NO
To be used by external fund managers only subject to the guidelines and parameters agreed with them
9 months
As per Inv Fund Agree-ment

Gilt Funds – open end***. 

[Mutual funds investing predominantly in UK govt gilts.] 

These funds do not have any maturity date. These funds hold highly liquid instruments and the Council’s investments in these funds can be sold at any time. 
No
Yes
Yes - 


NO
To be used by external fund managers only subject to the guidelines and parameters agreed with them

As per Inv Fund Agree-ment

Other Bond  Funds - open end***.

[Mutual funds investing in various types of bonds including government, supranational and corporate bonds.] 

These funds do not have any maturity date. These funds hold liquid instruments and the Council’s investments in these funds can be sold at any time
No
Yes
Yes-varied**

Suggested minimum rating for bond fund : AA-
NO
To be used by external fund managers only subject to the guidelines and parameters agreed with them

As per Inv Fund Agree-ment

Treasury bills 

[Government debt security with a maturity less than one year and issued through a competitive bidding process at a discount to par value]

Custodial arrangement required prior to purchase
No
Yes
Govt-backed 
NO
External fund managers only subject to the guidelines and parameters agreed with them
1 year
As per Inv Fund Agree-ment

Eligible Bills of Exchange < 1 year

[A signed, written order by which one party (drawer) instructs the second party (drawee) to pay on demand or at a fixed or determinable future time, a specified sum of money to or to the order of a specified third party (payee). 
No
Yes
Yes-varied**

Suggested minimum rating for drawee : Short-term F1. 
NO
To be used by external fund managers only subject to the guidelines and parameters agreed with them
 1 year
As per Inv Fund Agree-ment

**Subject to each council’s determination of ‘high credit rating’. Sector has given suggestions; however each Council is free to define and set its own criteria. 

***Open ended funds continually create new units (or shares) to accommodate new monies as they flow into the funds and trade at net asset value. (NAV). 

Monitoring of credit ratings :

All credit ratings will be monitored monthly. If a counterparty or investment scheme is downgraded with the result that it no longer meets the Council’s minimum credit  criteria,  the use of that counterparty / investment scheme will be withdrawn. 

Any intra-month credit rating downgrade which the Council has identified that affects the Council’s pre-set criteria will also be similarly dealt with. 

The Council will establish with its fund manager the frequency of their monitoring of credit ratings so as to be satisfied as to their stringency and regularity. 

LOCAL GOVERNMENT INVESTMENT (England)

DRAFT
NON-SPECIFIED INVESTMENTS

All investments listed below must be sterling-denominated.  The total of all non specified investments managed either in house or by an external fund manager shall not exceed 25%.

Note : When setting the maximum % limit for each investment, please base this on the  aggregate sum  managed in-house and through external fund managers
Investment
(A) Why use it? 

(B) Associated risks?
Share/ Loan Capital?     
Repayable/

Redeemable within 12 months?
Security / 

Minimum credit rating **
Capital Expen-diture?
Circumstance of use
Max % of overall investments 
Maximum maturity of investment

Term deposits with credit rated deposit takers (banks and building societies) with maturities greater than 1 year
(A) (i) Certainty of rate of return over period invested. (ii) No movement in capital value of deposit despite changes in interest rate environment. 

(B) (i) Illiquid  : as a general rule, cannot be traded or repaid prior to maturity.

(ii) Return will be lower if interest rates rise after making the investment. 

(iii) Credit risk : potential for greater deterioration in credit quality over longer period
No
No
YES-varied

Example  : long-term AA-, Individual __, Support 1,2 or equivalent
NO
in-house
25
Suggested limit :

5 years

Certificates of Deposit with credit rated deposit takers (banks and building societies) with maturities greater than 1 year

Custodial arrangement required prior to purchase


(A) (i) Although in theory tradable, are relatively illiquid.

(B) (i) ‘Market or interest rate risk’ : Yield subject to movement during life of CD which could negatively impact on price of the CD. 


No
Yes
YES-varied**

Example  : long-term AA-, Individual __, Support 1,2 or equivalent
NO
To be used by external cash fund manager only
25
Suggested limit :

5 years

Callable deposits with credit rated deposit takers (banks and building societies) with maturities greater than 1 year
(A) (i) Enhanced income ~ Potentially higher return than using a term deposit with similar maturity. 

(B) (i) Illiquid – only borrower has the right to pay back deposit; the lender does not have a similar call. (ii) period over which investment will actually be held is not known at the outset. (iii) Interest rate risk : borrower will not pay back deposit if interest rates rise after deposit is made. 
No
No
YES-varied**

Example :  long-term AA-, Individual __, Support 1,2 or equivalent
NO
to be used in-house after consultation/ advice from Sector

Suggested limit :

5 years

UK government gilts with maturities in excess of 1 year

Custodial arrangement required prior to purchase


(A) (i) Excellent credit quality. (ii)Very  Liquid.

(iii) If held to maturity, known yield (rate of return) per annum ~ aids forward planning.  (iv) If traded, potential for capital gain through appreciation in value (i.e. sold before maturity) (v) No currency risk

(B) (i) ‘Market or interest rate risk’ : Yield subject to movement during life of sovereign bond which could negatively impact on price of the bond i.e. potential for capital loss. 
No
Yes
Govt backed
NO
(1) Buy and hold to maturity : to be used in-house after consultation/ advice from Sector 

(2) for trading : by external cash fund manager(s) only subject to the guidelines and parameters agreed with them

Suggested maturity limit :

10 years including but also including the 10 year benchmark gilt

Sovereign issues ex UK govt gilts : any maturity

Custodial arrangement required prior to purchase


(A) (i) Excellent credit quality. (ii) Liquid.

(iii) If held to maturity, known yield (rate of return) per annum ~ aids forward planning.  (iv) If traded, potential for capital gain through appreciation in value (i.e. sold before maturity) (v) No currency risk

(B) (i) ‘Market or interest rate risk’ : Yield subject to movement during life of sovereign bond which could negatively impact on price of the bond i.e. potential for capital loss. 


No
Yes
AAA
NO
(1) Buy and hold to maturity : to be used in-house after consultation/ advice from Sector 

(2) for trading : by external cash fund manager(s) only subject to the guidelines and parameters agreed with them

Suggested limit :

10 years

Supranational Bonds

Custodial arrangement required prior to purchase


(A) (i) Excellent credit quality. (ii) relatively liquid. (although not as liquid as gilts)

(iii) If held to maturity, known yield (rate of return) per annum, which would be higher than that on comparable gilt ~ aids forward planning, enhanced return compared to gilts. 

(iv) If traded, potential for capital gain through appreciation in value (i.e. sold before maturity)

(B) (i) ‘Market or interest rate risk’ : Yield subject to movement during life of bond which could negatively impact on price of the bond i.e. potential for capital loss. 

(ii) Spread versus gilts could widen


Yes
Yes
AAA or government guaranteed 
YES
(1) Buy and hold to maturity : to be used in-house after consultation/ advice from Sector 

(2) for trading : by external cash fund manager(s) only, subject to the guidelines and parameters agreed with them 

Suggested limit :

10 years

Floating Rate Notes (FRNs)

[Bonds (i.e. debt instruments) with a coupon whose rate varies in line with a market rate of interest and is generally re-set every 3 months ]

Custodial arrangement required prior to purchase


(A) (i) Additional yield relative to term deposits (e.g. around 0.20% for a 2-year senior debt issue, around 0.30% for a 5-year senior debt issue. Subordinated debt issues will yield higher) 

(ii) Low volatility : As the coupon is re-set every 3 months, FRNs are less volatile and interest rate risk is minimal. 

(B) (i) Credit risk : would be aligned to the credit quality of the issuer.  Subordinated debt issues may have a lower rating than that of senior debt issues by the same issuer of the FRN.

(ii) Exact rate of return not known for the whole of the investment period at the outset of the investment, although it can be estimated.


Yes
Yes
YES-varied
YES
For trading : by external cash fund manager(s) only subject to the guidelines and parameters agreed with them

Suggested limit :

5  years

Corporate bonds

[Bonds other than sovereign bonds]
(A) (i) Liquid, unlike longer-term deposits which are illiquid. 

(ii) Additional yield (ie. spread) over comparable gilt which is the premium to compensate for credit risk taken.

(iii) Diversification into asset class other than gilts. 
(B) (i) ‘Market or interest rate risk’ : Yield subject to movement during life of bond which could negatively impact on price of the bond.  (ii) ‘Spread’ may widen post purchase resulting in higher yield (i.e. fall in price).  (iii) Credit rating migration to a lower category would also result in the bond’s yield rising and impacting on its price.  
Yes
Yes
YES-varied**

Suggested minimum long-term rating :

A : for bonds with maturities up to 2 years

AA : for bonds with maturities up to 10 years

YES
For trading : by external cash fund manager(s) only subject to the guidelines and parameters agreed with them

Suggested limit :

10 years

Forward deposits with credit rated banks and building societies for periods > 1 year (i.e. negotiated deal period plus period of deposit)
(A) (i) Known rate of return over period the monies are invested ~ aids forward planning. 

(B) (i) Credit risk is over the whole period, not just when monies are actually invested. 

(ii) Cannot renege on making the investment if credit rating falls or interest rates rise in the interim period. 
No
No
YES-varied

Example  : long-term AA-, Individual __, Support 1,2 or equivalent
NO
To be used in-house after consultation/ advice from Sector.

Suggested limit :

5 years

Deposits with unrated deposit takers (banks and building societies) but with unconditional financial guarantee from HMG or credit-rated parent institution : any maturity
(A) Credit standing of parent will determine ultimate extent of credit risk


No
Yes
Not rated in their own right, but parent must be rated.

Example : rating for parent : long-term AA-, Individual __, Support 1,2 or equivalent
NO
In-house

Suggested limit :

1 year

Unrated building societies which do not have an unconditional guarantee : any maturity
Credit quality unknown; therefore credit risk unquantifiable.  Further details to be supplied.
No
Yes
No
NO
In-house
To be determined
to be determined



INSTRUMENTS NOT CONSIDERED BY THIS COUNCIL AS PRUDENT INVESTMENTS FOR ITS SURPLUS TREASURY FUNDS









Investment
Associated risks?
Share/ Loan Capital?     
Repayable/

Redeemable within 12 months?
Security / 

High Credit Rating?
Capital Expen-diture?
Circumstance of use
Max % of overall investments 
Maximum maturity of investment

Equities
Very volatile

Requires sophisticated knowledge of the equity market and individual stocks. 

Not suitable for treasury funds which have a much shorter time frame than pension funds.


YES
Yes
No
YES
None
None 
None

Open Ended Investment Companies (OEICS)  - those which are equity based.  
Volatile

Requires sophisticated understanding of the equities, geographical and industry sectors  underlying the fund. 

Not suitable for treasury funds which have a much shorter time frame than pension funds.


YES
Yes
No
YES
None
None 
None

Derivatives
These are still considered ultra vires (see below) *
No
n/a
n/a
ultra vires
None
None
None

* The prohibition on the use of derivatives : This prohibition effectively relies on the judgement of the House of Lords in the case of Hazell v The Council of the London Borough of Hammersmith and Fulham and Others in 1991. Their Lordships held that local authorities have no power to enter into interest rate swaps and similar instruments. 

Sector believes that as this ruling still stands and will not be rescinded by the introduction of the Local Government Act 2003, local authorities will not have the power to use derivative instruments. 






