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SUMMARY

This report is an update of the Royal Borough's treasury management policy arrangements, as required in the Authority's Treasury Management Policy Statement.

In addition to the Treasury Management Policy Statement, there is also a requirement for an annual report to be made to the Council. This report must cover such areas as the Authority's stewardship of its loan's portfolio, investment decisions made and the performance achieved during the previous financial year, and the broad investment principles and strategy which will be implemented in the future.

1. RECOMMENDATION

That the list of approved counterparties and limits attached at Appendix D be approved in order to minimise any risk to its investments, as required by the authority's Treasury Management Policy Statement.
	What will be different for residents as a result of this decision?

	A potential increase in the amount of income that the Authority receives on its investments.




2. SUPPORTING INFORMATION

2.1 Background

Review of 2007/2008. 

2007/08 was the year of the global credit crunch, when liquidity in the money markets all but dried up. It was the year in which a decade of cheap, easily obtainable credit came to an end. As banks reeled from mounting losses incurred from their exposure to US sub-prime mortgages, with billions of pounds of untradeable, or toxic, debt being written off, they became nervous about lending to each other. In normal market conditions banks lend freely to each other, but in the current climate the rising level of writedowns left lenders worried that they might not get their money back! 

As a result, short and mid term inter-bank (LIBID) rates rose sharply.

The highest profile casualty of this credit squeeze was Northern Rock, which in September, unable to raise sufficient funds on the inter-bank market to meet their obligations, went to the Bank of England to secure emergency funding. When news of this broke the UK saw the first run on a high street bank for over a century. Uncertainty regarding Northern Rock’s future hung over the market for the remainder of the year, before it was effectively nationalised in February 2008.

In an attempt to ease liquidity conditions in the inter-bank market, the Monetary Policy Committee (MPC) of the Bank of England (BoE) reduced UK interest rates from a mid year high of 5.75% to a year end level of 5.25% (the same level as at the start of the year). LIBID rates did fall slightly on the back of this, but they remained significantly above UK base rates for the remainder of the year. In normal circumstances base rates and LIBID rates should remain in close correlation to one another, reflecting the relative stability of short-term economic conditions. Prior to the emergence of liquidity problems in the credit markets, UK base rates had risen from 5.25% in April to 5.75% in September, as the MPC acted to control the build up of inflationary pressure within the UK economy, resulting in particular from increases in utility bills and the rising price of oil. Inflation, as measured by the Harmonised Index of Consumer Prices (HICP), remained above the target of 2% throughout the year to stand at 2.5% in March 2008. However, with the continued problems in the banking sector and the subsequent negative impact on both house prices and UK economic growth caused by a lack of available credit, the MPC became focussed on attempting to restore stability and liquidity to the credit markets by lowering interest rates.

As at 31st March 2008 US interest rates stood at 3%, having fallen from their level of 4.75% a year earlier. This reduction was the Feds attempt to restore stability and liquidity to the US credit markets, and included a cut of 125bp in January 2008 alone. Eurozone rates were increased by 25bp over the course of the year to stand at 4% at 31st March 2008, as the ECB identified inflation as the main risk to European economic stability.

Sterling once again had a mixed year, remaining strong against the dollar and weak against the Euro. Sterling’s continued strength against the dollar remains bad news for those UK companies selling to the American market, as they received fewer pounds for their dollars when their US earnings were converted back into sterling, and thus their profits were reduced. However, the domestic economy should have benefited from sterling’s weakness against the Euro, as not only is the Eurozone the UK’s most important export market, but it is also home to rival companies who are rendered less competitive by the strengthening Euro. The continued strength of the Euro was not due to any new found confidence in the economies of the Eurozone, but rather to continued concerns over the funding of the US's huge budget deficit, increasing worries that the US economy was sliding into recession and the widening differential between US and Eurozone interest rates. Due to its close association with the US economy, sterling also fell in value against the European currency.

Table 1 shows the movements in interest rates during 2007/08:

Table 1






Base

364 Day



Month



Rate

Money







  %

    %




April 30th 2007

5.25

5.9




May 31st 2007

5.5

6.1




June 30th 2007

5.5

6.2




July 31st 2007

5.75

6.25




August 31st 2007

5.75

6.4




September 30th 2007
5.75

6.1




October 31st 2007

5.75

6




November 30th 2007
5.75

5.9




December 31st 2007
5.5

5.6




January 31st 2008

5.5

5.25



February 29th 2008

5.25

5.4




March 31st 2008

5.25

5.75


April 30th 2008

5

5.8




May 31st 2008

5

6.04




June 30th 2008

5

6.4




July 31st 2008

5

6.1


August 31st 2008

5

6

Fund Management Performance 2007/2008

2007/08 ended with the Authority having total of funds under management of £29.85 million, all of which were internally managed and invested in fixed rate short- term loans and cash.

Appendix A shows the spread of the Authority's £29.85 million investments as at 31st March 2008. Appendix B shows the performance of the Authority's funds against the industry standard benchmark - the average 7 day return for 2007/2008 (5.71%). Appendix B also shows the equated book cost of the internally managed funds at each month end.

The equated return for the Authority in 2007/2008 was 5.96%. This represented an out-performance of the average 7 day rate for the year of +.25%. The in-house portfolio is restricted to investing in fixed term loans and cash deposits with a maximum maturity of 364 days.

The authority made total investment interest returns of £2.14 million, of which £.66 million was paid to the Berkshire Pension Fund as interest on their loan to the Authority. At 31st March 2008 this loan totalled £13.43 million.

During the year the Authority borrowed £8 million from Dexia via a LOBO (Lenders Option Borrowers Option) loan at 4.19%. This type of loan is for a fixed period at a fixed rate, following which the lender has the right to reset the level of interest whilst the borrower has the right to repay the loan in full if they do not wish to pay this new rate. As at 31st March 2008 the Authority’s total PWLB/ LOBO loan book was £57.55million (£44.55million from PWLB and £13million in two LOBO loans), with an average interest rate of 5.04% for the PWLB loans and 4.19% for the LOBO loans. Appendix C shows the Authority’s PWLB loan book as at 31st March 2008. During the course of the year a total of £3.1m was repaid on existing loans to PWLB and to Barclays in the form of principal repayments and interest payments.

Current Strategy

The Authority's current internal investment strategy continues to be to invest money in order to meet known capital, payroll and precept commitments. To achieve this the in-house team have been investing money on a short term basis only, for periods of up to three months. This excludes the £8 million LOBO loan from Dexia, the funds from which were lent out for the maximum permitted period of 364 days. 

Given the ongoing problems concerning liquidity in the banking sector, the in-house team has adopted a more cautious approach to lending funds to those banks that appear on our list of authorised counterparties.

Proposed Changes

In order to manage its cashflow requirements it has always been this authority’s policy to lend out surplus cash for fixed periods to approved counterparties. Whilst it has always been the case that this authority has sought to obtain the best returns possible when doing this, and that returns for last year and this year to date have comfortably outperformed the benchmark of the UK base rate, it is this authority’s intention to improve the returns that it currently makes on managing its surplus cash. The best way to achieve this would be by lending out more of the authority’s surplus cash for fixed periods than is currently possible.

Given the current state of the banking sector it is proposed that we limit the number of organisations this council invests with but increase the amount that is lent to these counterparties. The approved lending list has consequently been revised to reflect Banks with a credit rating of AA and above and local authorities. In this respect we have included Citibank, JP Morgan, Bank of America and Wells Fargo Bank. The Building Society will largely fall out as a consequence with the exception of the Nationwide. However, given the general uncertainty of the international banking sector the Council is recommended to limit its investment to those UK banks that are subject to the HM Treasury Bank Capitalisation Fund. The level of cash balances varies and the maximum invested in any one of these institutions is recommended at £15m. The Council should note that whilst Standard Charter is included on the list it currently only has a credit rating of A+. The Council will invest more in overnight and call deposits for security but these offer lower interest rates.  This strategy put reduces our ability to diversify our investments. This is justifiable in the current situation but as this is a fast changing environment officers will keep this situation under regular review and will return a report to Cabinet by the date of the budget meeting at the latest. Additional security has been introduced whereby an investment requires senior finance manager agreement and substantial premium rate proposals are questioned.

There are no risks to increasing lending limits to other local authorities. There is no risk of not ultimately being repaid by a local authority

3. OPTIONS AVAILABLE AND RISK ASSESSMENT

3.1 Options

	
	Option
	Comments
	Financial Implications

	1. 
	To approve the new lending list and lending limits
	This will provide some security of the Councils investments 
	Revenue - None


Capital - None



	2. 
	Not approve the recommendation 
	Not limiting where the Council’s places its investments is very high risk. Whilst the Council may enjoy short term interest gains the Council is not in the business of taking unmitigated risk
	Revenue - None

Capital - None




3.2 Risk assessment

Building societies represent much less of a risk than banks. They are more cautious in their approach to raising funds, and do not get involved in the type of high risk activities that have resulted in such problems for the banking sector. There is little if any risk of funds not being repaid by a building society.

There are no risks to increasing lending limits to other local authorities. There is no risk of not being repaid by a local authority.

4. CONSULTATIONS CARRIED OUT

No external consultation has been carried out in the preparation of this report.

5. COMMENTS FROM THE OVERVIEW AND SCRUTINY PANEL

Corporate Overview and Scrutiny Panel recognised the risks that the current banking climate would have on the Council’s investments. It therefore recommended only investing in AA-, or better, financial institutions and limiting until further notice any investment to those UK banks subject to the HM Treasury Bank Recapitalisation Fund. This would require an increase in maximum deposit per institution but the larger amounts may attract better interest rates. All investments are subject to the 364 day maximum included in the Treasury Management Statement

6. IMPLICATIONS

The following implications have been addressed where indicated below.

	Financial
	Legal
	Human Rights Act
	Planning
	Sustainable Development
	Diversity & Equality

	N/A
	N/A
	N/A
	N/A
	N/A
	N/A


Background Papers: None
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