REPORT TO EXECUTIVE

PORTFOLIO AREA: POLICY, PERFORMANCE MANAGEMENT, FINANCE AND RESOURCES

Date of Meeting:
1 February 2005

Public


Key Decision:
No
Recorded in Forward Plan:
No

Inside Policy Framework

Title:
INVESTMENT STRATEGY 2005/06

Report of:
The Head of Finance

Report reference:
FS53/04

Summary:

The report sets out the City Council’s proposed Investment Strategy for 2005/06.

Recommendations:

The Executive is asked to approve for recommendation to Council on 10 February 2005:

(a) The Investment Strategy for 2005/06 as detailed in Appendix A and schedule of approved counter-party classes as set out in Appendix B.

Contact Officer:
David Steele
Ext:
6251116

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); Various briefing notes from Sector Treasury Services; CIPFA Prudential Code for Capital Finance in Local Authorities (2003); Final ODPM guidance on Local Authority Investments (March 2004); An analysis by Sterling Brokers on the credit worthiness of Building Societies (2003).

CITY OF CARLISLE

To:
The Executive







FS53/04 


1 February 2005


INVESTMENT STRATEGY 2005/06

1. ANNUAL INVESTMENT STRATEGY

1.1 In March 2004 he ODPM issued 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. 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.  The Strategy also needs to conform to the principles set out in the CIPFA Code of Practice on Treasury Management.

1.2 Appendix A sets out the Investment Strategy for 2005/06.  

1.3 Appendix B sets out the schedule of instruments which the Council may use for the prudent management of its treasury balances within the categories of specified and non specified investments. 

2. CONSULTATION

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

3. RECOMMENDATIONS

3.1 
The Executive is asked to approve for recommendation to Council on 10 February 2005:

(a) The Investment Strategy for 2005/06 as set out in Appendix A and schedule of approved counter-party classes as set out in Appendix B. 

4. IMPLICATIONS

· Staffing/Resources – Not applicable.

· Financial – Included within the report.

· Legal – Not applicable except that the City Council must have regard to legal constraints in compiling both its schedule of counterparties and its assessment of asset classes.

· 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 and the guidance upon which it is based also embrace 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
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 APPENDIX A
CARLISLE CITY COUNCIL

ANNUAL INVESTMENT STRATEGY:2005/06
1. PRINCIPLES
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

1.2
The Council will also endeavour to achieve the optimum return on its investments         commensurate with proper levels of security and liquidity.

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.

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 Head of Finance.  Total investments with any one counterparty will not exceed £3m.
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.

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.

1.7
The minimum percentage of its overall investments that the Council will hold in specified investments is 50%.  The current limit is 75% and the reason for the proposed reduction is to allow for greater flexibility in making investments, in particular with regard to implementing any longer term investment strategy as discussed in paragraph 2.3.

2.
INVESTMENT STRATEGY 

2.1 
The money market curve is currently anticipating one possible rise in base rate early in 2005.  This would result in base rate reaching 5.0% and the expectation is that it would remain at that level until towards the end of 2005 before a gradual decline to perhaps 4.25% by the end of 2006.  

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.  However whilst allowing for these constraints, 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.

2.3 The City Council has based its investment budget for 2005/06 on an average base rate of 4.5%.  This is 0.25% above the current rate and hence the opportunity will be taken to try and lock in some investments at rates above this level whilst not compromising on the principles outlined in para 1.  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.  Sector are in the process of devising a longer term investment strategy for the City Council which will try to secure added value in the investment of ‘core balances’ ie sums that are not expected to be required for short term cash flow. 

3.
END OF YEAR INVESTMENT REPORT
3.1
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 B

LOCAL GOVERNMENT INVESTMENTS (England)

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

Investment
Security / 

Minimum Credit Rating 
Circumstance of use
Max period
Limit

Debt Management Agency Deposit Facility*  (DMADF)

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


Govt-backed
In-house
1 year 
£3m

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


High security although local authorities are  not credit rated. 
In-house  
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
Yes

Short-term P1, Support 1,2,3 or equivalent
In-house  
1 year
£3m per counter-party

Money Market Funds

(ie a collective investment scheme as defined in SI 2004 No 534)

These funds do not have any maturity date

Yes-AAA rated
In-house 
The period of investment may not be determined at the outset but would be subject to cash flow and liquidity requirements
£3m per Fund

LOCAL GOVERNMENT INVESTMENT (England)

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 50%.

Investment
(A) Why use it? 

(B) Associated risks?
Security / 

Minimum credit rating **
Circumstance of use
Maximum maturity of investment

Term deposits with credit rated deposit takers (banks and building societies) with maturities greater than 1 year and other local authorities
(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
YES

Long-term A3 (Moodys)
In-house 
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. 
Govt backed
(1) Buy and hold to maturity : to be used in-house after consultation/ advice from Sector 


5 years 

Bonds issued by multilateral development banks (as defined in S1 2004 No 534) with maturities in excess of 1 Year

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


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


5 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. 
YES

Long-term AA-
To be used in-house after consultation/ advice from Sector.
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


Not rated in their own right, but parent must be rated.

Example : rating for parent : long-term AA-
In-house
1 year

Unrated building societies which do not have an unconditional guarantee : any maturity
(A)(i)certainty of return over period invested. 

(ii) No movement in capital value of         deposit despite changes in interest   rate environment.

(iii) Security of building society structures and means of regulation

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


Asset base £1.5bn+             

1 Year limit.  £3m per society

Asset base £400m-£1.5bn.  1 Year limit. £2m per society

Asset base £150-£400m. 6 mth limit.

£1m per society

Under £150m No investment.  
In-house
Up to 1 Year

Bonds issued by a financial institution that is guaranteed by the United Kingdom Government (as defined in SI 2004 No 534) with maturities in excess of 1 year.

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


5 years
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