ADDENDUM TO REPORT CORP 75/06 

The changes which are required as set out in this and the Addendum to CORP79/06 will be incorporated to the Treasury Statement going to Council 6 February 2007.

Treasury Management Strategy Statement 2007/08

This report was despatched on 12 January 2007 i.e. a day after the Bank of England’s Monetary Policy Committee announced its surprise increase in the base rate from 5% to 5.25% with effect from that date.  While the report was able to refer to the rate rise having taken place, it was not possible at that stage to gauge what the effect of the move might be upon the Council’s investment income.  Such predictions are in turn best informed by consideration of the latest projections by banks and other financial institutions of the likely pattern of interest rates in the next twelve months and beyond.

Following the move in interest rates, these institutions have been busily revising their forecasts.  So too have Sector Treasury Services who are the City Council’s own treasury advisers.  Their revised projection is shown below as are those from UBS and Capital Economics whose previous forecasts are also included in Corp 75/06.  

Comparing these three projections with those in Report 75/06 (Appendix C), some of which were produced little over a month ago, the forecasts for base rate in 2007/08 have increased from an average of 4.92% to one of 5.27%.  Projections in future years have also firmed up although at this stage it is not proposed to amend the investment income estimates for years beyond 2007/08.  There is clearly greater uncertainty in the forecasts for future years while this issue is more properly addressed as part of the next Medium Term Financial Plan.  

As far as the 2007/08 financial year is concerned, investment income has been estimated based upon an average base rate of 4.75%.  This was very much in line with most projections three months ago when the budget was prepared.  Any movement in base rate will clearly have an effect upon the Council’s investment income although the exact effect is very difficult to gauge.  This is due to the varying pattern of the City Council’s investments which at any one time will almost all be running at either above or below base rate depending upon money market conditions at the time the investment was placed.  

Almost as important as base rate itself is the market’s perception of the direction of the next change in rates.  Current expectations are that there will be at least one more rise in interest rates and market yields are pricing in that change.  Once perceptions change to a period of stable or falling rates, yields will tend to ease even as the final upward movement in rates is implemented. 

The City Council has no control over the level of interest rates and only marginal control over the resulting yield from its investments.  Having said that, the pattern of short term interest rates has hardened in recent months.  This pattern that has now been reflected in increased investment yields and these higher yields do look set to remain for some months even if not necessarily throughout 2007/08.  

An average base rate of 5% in 2007/08 now seems more probable than 4.75%.  Based upon the current projection of available cash balances in the next financial year, this would translate into estimated additional income of £75,000 as compared to the forecast included in the draft revenue budget for the next financial year.

Sector interest rate forecast – 15.1.2007
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Capital Economics interest rate forecast – 15.1.2007
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UBS interest rate forecast (for quarter ends) – 15.1.2007  
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