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The report sets out the final Treasury Management Strategy Statement for 2007/08 in accordance with the requirements of the Revised CIPFA Code of Practice on Treasury Management.  The final Investment Strategy is included as part of the Statement as are the final Prudential Indicators as required within the Prudential Code for Capital Finance in Local Authorities.  The draft version of the Strategy was considered by the Executive on 18 December 2006 prior to the consultation period on the draft budget for 2007/08.  There are no substantive changes to the final version of the Statement as compared to the draft version. 

Recommendations:

The Executive is asked to approve the final Treasury Management Strategy Statement incorporating the draft Investment Strategy together with the Prudential Indicators for 2007/08 for submission to Council on 6 February 2007 as set out in Appendix A.
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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: CIPFA Code of Practice on Treasury Management (2001) and various briefing notes from Sector Treasury Services; the CIPFA Prudential Code for Capital Finance in Local Authorities.

CORP75/06 – Executive Summary

This report sets out the Council’s proposed Treasury Management Strategy Statement for 2007/08, a duty which is incorporated within the CIPFA Code of Practice on Treasury Management.  The Statement embraces the Council’s Annual Investment Strategy, which is a requirement of the Government’s Investment Guidance regulations that were issued in 2004.  The report also includes the Prudential Indicators that the Council must set each year to ensure that its capital investment plans are prudent, affordable and sustainable.  The Council must, under the Local Government Act 2003 and supporting regulations, ‘have regard to’ the Prudential Code in setting these indicators.

Appendix A to the report sets out and discusses, where appropriate, these indicators.  It also reviews the economic outlook in the next financial year and the possible impact this could have upon the Council’s borrowing and investment activities.  This includes reference to the further rise in base rate that was announced, to most people’s surprise, on 11 January 2007.

Appendix B contains a schedule of the types of investment vehicle that the Council may use to place its surplus funds.

Appendix C sets out various forecasts of interest rates in the period covered by the report that have been used to inform the strategies contained within the Statement. 
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TREASURY MANAGEMENT STRATEGY STATEMENT AND INVESTMENT STRATEGY 2007/08

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 2007/08, which also incorporates the Investment Strategy for that year, is set out in Appendix A.  The schedule of approved investment vehicles is contained in Appendix B.  Appendix C includes a summary of current economic forecasts on interest rates that have been utilised in preparing the Strategy.

2.2 Included within Appendix A are the Prudential Indicators that must be determined under the requirements of the CIPFA Prudential Code for Capital Finance in Local Authorities. These requirements came 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 Since 1 April 2004 there has been 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.

3. CONSULTATION

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

4. RECOMMENDATIONS

4.1 
The Executive is asked to approve the Treasury Management Strategy Statement incorporating the Investment Strategy and Prudential Indicators for 2007/08 for budget consultation purposes (as set out in Appendix A).

5. 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 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

Director of Corporate Services

Contact Officer:
David Steele
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APPENDIX A

CARLISLE CITY COUNCIL

TREASURY MANAGEMENT STRATEGY STATEMENT AND INVESTMENT STRATEGY 2007/08

1. INTRODUCTION

1.1 The Council is required to approve an annual Treasury Management Strategy Statement under 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 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.

1.2 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.

1.3 The suggested strategy for 2007/08 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:

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

· Prudential Indicators;

· the current treasury position;

· the borrowing requirement;

· prospects for interest rates;

· the borrowing strategy;

· the extent of debt rescheduling opportunities.

· the investment strategy

2. TREASURY LIMITS 2007/08 TO 2009/10
2.1 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’.

2.2 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 Prudential Indicators have been based on current projections for capital spending and resources in 2007/08 to 2009/10.  The Council has ensured that future years’ capital programmes have been set in accordance with the principles contained within the City Council’s Capital Strategy and Asset Management Plan.  

PRUDENTIAL INDICATOR
2005/06
2006/07
2007/08
2008/09
2009/10

AFFORDABILITY INDICATORS
actual
revised estimate
estimate
estimate
estimate


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

    Capital Expenditure
7,006
9,746
5,921
3,102
3,240

 
 



 

Ratio of financing costs to net revenue stream
2.2%
1.8%


2.7%
3.3%
3.6%

 
 



 

Net borrowing requirement in year
Nil
Nil
Nil
Nil
Nil

 
 



 

Capital Financing Requirement as at 31 March
15,734
15,176
14,551
13,951
13,375 

 
 



 

Annual change in Cap. Financing Requirement 
(477)
(558)
(625)
(600)
(576) 

 
 
 
 
 
 

Incremental impact of capital investment decisions 
£   p
£   p
£   p
£   p
£   p

    Increase in council tax (band D) per annum  
N/A
N/A
£3.20
£7.63
£10.20








3.2 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.  In the case of this authority, it is assumed that any support from central government towards the costs of capital expenditure programmes in the next three years will be by means of a capital grant.

3.3 The capital financing requirement measures an authority’s underlying need to borrow for a capital purpose.  The City Council is not anticipating the need to undertake any borrowing for capital purposes in the period under review.

PRUDENTIAL INDICATOR
2005/06
2006/07
2007/08
2008/09
2009/10

TREASURY MANAGEMENT PRUDENTIAL INDICATORS
actual
revised estimate
estimate
estimate
estimate


£'000
£'000
£'000
£'000
£'000

Authorised Limit for external debt - 
 



 

    borrowing
22,500
22,500
22,500
22,500
22,500

    other long term liabilities
100
100
100
100
100

     TOTAL
22,600
22,600
22,600
22,600
22,600

 
 



 

Operational Boundary for external debt - 
 



 

     borrowing
17,500
17,500
17,500
17,500
17,500

     other long term liabilities
100
100
100
100
100

     TOTAL
17,600
17,600
17,600
17,600
17,600

 
 



 

Upper limit for fixed interest rate exposure
 



 

Net principal re fixed rate borrowing/ investments 
100%
100%
100%
100%
100%

 
 



 

Upper limit for variable rate exposure
 



 

 Net principal re variable rate borrowing/ investments 
100%
100%
100%
100%
100%

 
 



 

Upper limit for total principal sums invested for over one year
50%
50%
50%
50%
50%

 
 
 
 
 
 

Maturity structure of any fixed rate borrowing during 2007/08
Upper limit
Lower limit

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%

3.4 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 Director of Corporate Services, 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.

3.5 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.
3.6 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 Director of Corporate Services to effect movement between the separately agreed limits for borrowing and other long-term liabilities. The operational boundary can be exceeded in exceptional circumstances without prior Council approval providing that it remains within the authorised limit.

3.7 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.

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


(b)
Specified Investments

           The current minimum level of specified investments is set at 50%.  It is recommended that this level be continued into 2007/08.

3.9 
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 12 January 2007 comprised:

Debt





       Principal

     Av. Rate







£m

£m

%

Fixed Rate Funding

PWLB

Nil





Market
15.1

15.1

8.76

Variable Rate Funding




  Nil

  Nil

Other Long Term Liabilities




_0.1                N/A.

TOTAL DEBT





15.2

 8.76
In House Investments


34.7



  5.04

Externally Managed Investments

Nil



  Nil









        .

  _____          
TOTAL INVESTMENTS




34.7

  5.04

5. BORROWING REQUIREMENT
5.1
No requirement is anticipated to undertake any long term borrowing in either 2006/07 or 2007/08.  The current presumption is that this situation will pertain at least until 2009/10.

6. PROSPECTS FOR INTEREST RATES 

6.1     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:
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Sector’s current interest rate view is that Bank Rate will: -

· peak at 5.0% from November 2006

· fall to 4.75% in Q1 2008 and then to 4.5% in Q4 2008 before rising back to 4.75% in Q3 2009.

This view was formulated prior to the surprise 0.25% increase in base rate that has just been sanctioned by the Monetary Policy Committee.  This is the third increase since August 2006.

7. ECONOMIC BACKGROUND 

7.1 Growth in the UK’s GDP is expected to be 2.5% in 2006 falling to 2% in 2007.  The recovery in GDP from the low point in June 2005 has been underpinned by a recovery in consumer spending and retail sales while higher than forecast immigration from Eastern Europe has both strengthened growth and dampened wage inflation.  House price inflation has continued at around 8% p.a.

7.2 The rises in base rate in the last few months are likely to dampen the housing market as well as reduce the levels of unsecured borrowing.  Meanwhile the decision to raise rates should bring CPI inflation down to the 2.5% target level two years hence.  The Monetary Policy Committee is concerned that short term price increases as measured by the CPI could fed through into higher wage settlements in the coming pay round.  This has no doubt been a factor in the rise announced earlier this month as well as those sanctioned in the second half of 2006.  Household income is forecast to recover in 2007 as inflation falls and wage levels rise but this extra income is forecast to be directed into additional savings and the reduction of debt rather than into more consumer expenditure.  

7.3 When inflation is back at its target level, interest rates are forecast to fall to counter the negative effects described above regarding the economy and economic growth.

8. BORROWING STRATEGY

8.1
The Director of Corporate Services will monitor the interest rate market and adopt a pragmatic approach to changing circumstances, reporting any decisions to the Council at the next available opportunity.  The Council is, however, very unlikely to have any recourse to borrowing in 2007/08 as it is anticipated that a combination of capital grants and internal resources will be used to meet most if not all capital commitments in the new financial year.

9. DEBT RESCHEDULING
9.1 There is unlikely to be much scope for debt rescheduling in 2007/08 as far as this Authority is concerned as only one substantial sum of long term debt remains on the books.  The situation remains under review, however, if circumstances should change.

10.
INVESTMENT STRATEGY
10.1 Principles
10.1.1
The City Council will have regard to the ODPM’s Guidance on Local Government Investments (issued in March 2004) 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).  The Council’s investment priorities are:
(a) The security of capital

(b) The liquidity of its investments

10.1.2   The Council will also endeavour to achieve the optimum return on its investments commensurate with proper levels of security and liquidity.

10.1.3
The borrowing of monies purely to invest or to on lend and make a return is unlawful and the Council will not engage in any such activity.
10.1.4
Investment instruments identified for use in the financial year are listed below under the ‘Specified’ and ‘Non Specified‘ Investment categories.  Individual counterparty limits will be set through the Council’s Treasury management Practices – Schedules which will be monitored by the Director of Corporate Services.  Total investments with any one counterparty will not exceed £3m.
10.1.5 This Annual Investment Strategy states which instruments 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 B. Essentially, specified investments are those with a maturity of up to one year which have a suitable credit rating or are otherwise guaranteed e.g. by HM Government.  All other investments are non specified.

10.1.6
The City Council will have regard to credit ratings issued by Moodys or Fitch as appropriate in determining its counterparty limits.  Investments with institutions that do not have a credit rating e.g. many smaller building societies or investments for periods over one year would be classed as non specified investments.  However it is important to stress that both the specified and non specified investments in Appendix B are perfectly legal instruments in which the City Council may invest.  This includes for example many building societies as only the larger societies have an individual credit rating although there are other criteria by which a judgement can be made as to their credit quality.

10.1.7
The minimum percentage of its overall investments that the Council will hold in specified investments is 50%.  

10.2
Investment Strategy 

10.2.1
The money market curve has been anticipating a possible rise in base rate to 5.25% early in 2007, a scenario that came to pass on 11 January, which was rather sooner than most people were expecting.  The Council’s own treasury advisers have been, until now, anticipating a continuation of the 5% base rate throughout 2007 with a decrease to 4.75% early in 2008 and a further reduction to 4.50% later in that year.  Such predictions are of course subject to the mercy of events, as this month’s base rate movement has demonstrated, and can only be considered to be a reasonable expectation of likely outturn.  Last year, for example, the general expectation was for rates to fall from 4.50% down to 4% by the end of 2006 rather than increase to 5% over the same period.  

10.2.2 Many of the City Council’s investments are cash flow driven with the need to make provision for major known outgoings each month e.g. precepts, salaries, RSG and other grants etc.  Whilst allowing for these constraints, however, the opportunity does exist to place funds for longer periods and the City Council has always made such investments in the past when it was considered appropriate, subject of course to whatever investment regime was in place at the time.  The City Council will continue this policy where there is judged to be the opportunity to lock into added value in investments of one year or longer.  Advice is regularly received from the authority’s treasury consultants on investment matters and regard will be had to such advice, particularly when making any longer term investments.

10.2.3 The City Council has based its investment budget for 2007/08 on a slightly prudent average base rate of 4.75%.  This is now 0.50% below the current rate and hence the opportunity will be taken to try and lock in investments at rates above this level whilst not compromising on the principles outlined above.  The City Council will have regard to advice from Sector on the suitability of placing sums for longer periods of up to five years where added value can be identified for such investments.  Meanwhile the treasury management investment income budget will as ever be carefully monitored in the coming financial year and reported on to members in the regular Treasury Transactions reports. 

10.3 End of Year Investment Report

10.3.1
In line with current practice, the Council will receive a report on its investment activity as part of the Annual Treasury Report at the end of the financial year. 

 






Appendix B

APPROVED INVESTMENT INSTRUMENTS

Specified Investments

All such investments will be sterling denominated, with maturities up to maximum of 1 year, meeting the minimum ‘high’ rating criteria where applicable.  A maximum of £3m will be placed with any one counterparty whether by way of specified or non-specified investments.

Fixed Term Deposits with fixed rates and maturities:-
Minimum ‘High’ Credit Criteria
Use

Debt Management Agency Deposit Facility
Government backed
In-house

Term deposits – local authorities  
--High level of security
In-house

Term deposits – banks and building societies **
Short-term P1 or equivalent Support C or equivalent
In-house 

Fixed term deposits with variable rate and variable maturities: -



Callable deposits
Short-term P1 or equivalent Support C or equivalent
In-house

Certificates of deposits issued by banks and building societies
Short-term PI or equivalent, Support C or equivalent
In-house buy and hold 

UK Government Gilts
Government backed
In-house buy and hold 

Bonds issued by multilateral development banks 
AAA
In-house on a ‘buy-and-hold’ basis. 

Bonds issued by a financial institution which is guaranteed by the UK government
AAA
In-house on a ‘buy-and-hold’ basis. 

Collective Investment Schemes structured as Open Ended Investment Companies (OEICs): -



    1. Money Market Funds
Short-term AAA        
In-house 

    2. Enhanced cash funds
Short-term AAA       
In-house 

    3. Short term funds
Short-term AAA        
In-house 

If forward deposits are to be made, the forward period plus the deal period should not exceed one year in aggregate.  

Non-Specified Investments: 
A maximum of 50% will be held in aggregate in non-specified investments

1.  Maturities of ANY period.

Minimum Credit Criteria
Use
Max % of total investments
Max. maturity period

 Term deposits with unrated Building Societies
As approved by the Director of Corporate Services
In-house 
50
1 Year

2.  Maturities in excess of 1 year
Term deposits – local authorities 
Any authority
In-house
50
5 Years

Term deposits – banks and building societies 
Long-term A3  Support C or Equivalent
In-house 
50
5 Years

Fixed term deposits with variable rate and variable maturities 





Certificates of deposits issued by banks and building societies
Long-term A3  Support C or equivalent
In house on a ‘buy and hold basis’ 
50
5 Years

UK Government Gilts 
 Government backed
In house on a ‘buy and hold basis’ 
50
5 Years

Bonds issued by multilateral development banks 
AAA
In-house on a ‘buy-and-hold’ basis. 
50
5 Years

Bonds issued by a financial institution which is guaranteed by the UK government 
AAA
In-house on a ‘buy-and-hold’ basis. 
50
5 Years

Collective Investment Schemes structured as Open Ended Investment Companies (OEICs) 



   1. Bond Funds
Long-term AAA


In-house 
50
5 Years

   2. Gilt Funds
Long-term AAA


In-house 
50
5 Years

The Council uses Moodys or Fitch ratings to derive its counterparty criteria.  All credit ratings will be monitored monthly.  The Council is alerted to changes in Fitch ratings through its use of the Sector creditworthiness service.  If a downgrade results in the counterparty/investment scheme no longer meeting the Council’s minimum criteria, its further use as a new investment will be withdrawn immediately.

APPENDIX C

INTEREST RATE FORECASTS

The data below shows a variety of forecasts published by a number of institutions.  The first three are individual forecasts including those of UBS and Capital Economics (an independent forecasting consultancy).  The final one represents summarised figures drawn from major City banks and academic institutions.  The forecast within this strategy statement has been drawn from these diverse sources and officers’ own views.  It should be noted that all these forecasts will be reviewed in the light of the further rise in base rate that was announced on 11 January 2007.

1. INDIVIDUAL FORECASTS
Sector interest rate forecast – 22.11.2006
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Capital Economics interest rate forecast – 2.11.2006
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UBS interest rate forecast (for quarter ends) – 4.12.06  
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2. SURVEY OF ECONOMIC FORECASTS

HM Treasury – November 2006 summary of forecasts of 26 City and 14 academic analysts for Q4 2006 and 2007.   (2008 – 2010 are as at November 2006 but are based on 18 forecasts)
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