SOUTH YORKSHIRE FIRE AND RESCUE AUTHORITY

TREASURY MANAGEMENT AND ANNUAL INVESTMENT STRATEGY FOR 2011/12 INCLUDING PRUDENTIAL INDICATORS
1. INTRODUCTION


Background
1.1 Treasury management is defined as:


“The management of the local authority’s investments and cash flows, its banking, money market and capital market transactions; the effective control of the risks associated with those activities; and the pursuit of optimum performance consistent with those risks”

1.2 The Treasury Management activity therefore involves:

· ensuring that the Authority has sufficient cash available at any point in time (liquidity)
· investing any surplus cash available to generate investment income and borrowing temporarily if there is a shortfall in cash
· longer term borrowing to fund capital expenditure
· managing the risks of all of the above.
1.3 Officers at the South Yorkshire Joint Secretariat manage the treasury function on behalf of three Joint Authorities. Investment sums available for the Authority are pooled with those of South Yorkshire Police Authority and South Yorkshire Integrated Transport Authority and this enables the Authority to have access to a wider range of investments and also to share the risk. Based on cash flow forecasts, the Authority is projected to have between £5m and £12m to invest during 2011/12 depending on variations in cash flow (average over the year of £7m). This currently represents between approximately 6 - 10% of the total investment pool.
Statutory requirements
1.4 The Local Government Act 2003 (the Act) and supporting regulations require the Authority to “have regard to” the Chartered Institute of Public Finance and Accountancy’s (CIPFA) Prudential Code and the CIPFA Treasury Management Code of Practice when setting Prudential and Treasury Indicators for the next three years to ensure that the Authority’s capital investment plans are affordable, prudent and sustainable.

1.5 The Act therefore requires the Authority to set out its treasury strategy for borrowing and to prepare an Annual Investment Strategy (as required by Investment Guidance subsequent to the Act) which sets out the Authority’s policies for managing its investments and for giving priority to the security and liquidity of those investments.

1.6 The Department of Communities and Local Government (DCLG) has issued revised investment guidance which came into effect from 1 April 2010. There were no major changes required over and above the changes already required by the revised CIPFA Treasury Management Code of Practice 2009.


CIPFA requirements
1.7 The CIPFA Code of Practice on Treasury Management (revised November 2009) was adopted by this Authority on 22 February 2010.The primary requirements of the Code are as follows:

· Creation and maintenance of a Treasury Management Policy Statement which sets out the policies and objectives of the Authority treasury management activities
· Creation and maintenance of Treasury Management Practices which set out the manner in which the Authority will seek to achieve those policies and objectives
· Receipt by the full Authority of an annual Treasury Management Strategy Statement – including the Annual Investment Strategy and Minimum Revenue Provision Policy – for the year ahead, a Mid-year Review Report and an Annual Report covering activities during the previous year
· Delegation by the Authority of responsibilities for implementing and monitoring treasury management practices and for the execution and administration of treasury management decisions
· Delegation by the Authority of the role of scrutiny of treasury management strategy and policies to a specific named body. For this Authority the delegated body is the Audit Committee.
Treasury Management Strategy for 2011/12
1.8 The strategy for 2011/12 in respect of the following aspects of the treasury management function is based upon the treasury officers’ views on interest rates, supplemented with leading market forecasts provided by the Authority’s treasury adviser, Sector. The strategy covers:

· treasury limits in force which will limit the treasury risk and activities on the Authority

· the current treasury position

· the borrowing requirement

· Prudential and Treasury Indicators

· prospects for interest rates

· the borrowing strategy

· policy on borrowing in advance of need

· debt rescheduling

· the investment strategy

· creditworthiness policy

· policy on the use of external service providers

· Minimum Revenue Provision (MRP) strategy.


Balanced Budget Requirement

1.9 It is a statutory requirement under Section 33 of the Local Government Act 1992, for the Authority to produce a balanced budget. In particular, Section 32 requires a local authority to calculate its budget requirement for each financial year to include the revenue costs that flow from capital financing decisions. This, therefore, means that increases in capital expenditure must be limited to ensure that increases in charges to revenue are affordable within the projected income of the Authority for the foreseeable future.
Minimum Revenue Provision Policy Statement 
1.10 
Capital expenditure is generally expenditure on assets which have a life expectancy of more than one year e.g buildings, vehicles, equipment etc. It would be impractical to charge the entirety of such expenditure to revenue in the year in which it was incurred, therefore such expenditure is spread over several years in order to try to match the years over which such assets benefit the local community through their useful life. The manner of spreading these costs is through an annual Minimum Revenue Provision (MRP), which was previously determined under Regulation, and is now determined under Guidance.

1.11 Statutory Instrument 2008 no.414 s4 lays down that:

“A local authority shall determine for the current financial year an amount of minimum revenue provision that it considers to be prudent.”

1.12 The Government issued guidance, which came into force on 31st March 2008, requires that a Statement on the Authority’s policy for its annual MRP should be submitted to the full Authority for approval before the start of the financial year to which the provision will relate.

1.13 The Authority is legally obliged to “have regard” to the guidance, which is intended to enable a more flexible approach to assessing the amount of annual provision than was required under the previous statutory requirements. The guidance offers different options under which MRP could be made, with an overriding recommendation that the Authority should make prudent provision to redeem its debt liability over a period which is reasonably commensurate with that over which the capital expenditure is estimated to provide benefits. 

1.14 The Minimum Revenue Provision Policy Statement is attached at Appendix A for approval by the Authority.
2. TREASURY LIMITS FOR 2011/12 TO 2013/14
2.1 It is a statutory duty under Section 3 of the Act and supporting regulations, for the Authority to determine and keep under review how much it can afford to borrow. The amount so determined is termed the “Affordable Borrowing Limit” and this represents the legislative limit specified in the Act.

2.2 The Authority must have regard to the Prudential Code when setting the Authorised Limit, which essentially requires it to ensure that total capital investment remains within sustainable limits and, in particular, that the impact upon its future council tax is “acceptable”.

2.3 Whilst termed an “Affordable Borrowing Limit”, the capital plans to be considered for inclusion incorporate financing by both external borrowing and other forms of liability, such as finance leases. The Authorised Limit is to be set, on a rolling basis, for the forthcoming year and two successive financial years.
2.4 The Authority has not yet finalised its capital programme and information regarding the Affordable Borrowing Limit and other prudential indicators will be added before consideration of the Strategy by the Authority in February.
3. 
CURRENT PORTFOLIO POSITION AS AT 17 JANUARY 2011
3.1 The latest estimates for the Authority are shown below:
	
	
	£m
	Average Rate

%

	Borrowing
	
	
	

	Fixed Rate
	PWLB
	33.668
	4.375

	Gross Debt
	
	33.668
	

	Total Investments
	
	(12.200)
	0.510

	Net Debt
	
	21.468
	

	
	
	
	


4. BORROWING REQUIREMENT
4.1 The Authority’s borrowing requirement has not yet been finalised. A draft position is therefore set out below and will be amended if required following the completion of the capital programme and the receipt of information in the final government funding settlement with regard to potential availability of capital grant which may affect the borrowing position. The latest draft position is as follows:

	
	2009/10
Actual

£000
	2010/11
Probable

£000
	2011/12
Estimate

£000
	2012/13
Estimate

£000
	2013/14
Estimate

£000

	New Borrowing required to fund capital investment
	6,633
	3,869
	1,231
	1,300
	2,500

	Replacement Borrowing
	-
	-
	1,220
	1,500
	1,700

	Previous years under / (over) borrowed
	3,157
	(1,283)
	-
	-
	-

	Less Set Aside to repay debt (MRP)
	(1,073)
	(1,121)
	(1,401)
	(1,557)
	(1,568)

	Total Borrowing Requirement
	8,717
	1,465
	1,009
	1,296
	2,693

	
	
	
	
	
	


4.2 In accordance with the strategy for 2009/10, capital expenditure was funded internally from existing cash balances which reduced the investment levels and in turn reduced exposure to interest rate and credit risk. However this could not be maintained throughout the year due to the need to maintain the Authority’s liquidity position and new borrowings of £10m were undertaken in separate borrowings of £5m in July 2009 and £5m in March 2010. Actual borrowing in 2009/10 was therefore higher than the final year end borrowing requirement due to slippage in the capital programme. Accordingly the required borrowing has been reduced in 2010/11. 
4.3 No borrowing has yet been undertaken for 2010/11 as cash balances are still relatively high (see para 3.1).
5. PRUDENTIAL AND TREASURY INDICATORS FOR 2011/12
5.1 Prudential and Treasury Indicators are relevant for the purpose of setting an integrated Treasury Management Strategy. These are set out in Appendix B to this strategy
5.2 The Authority is also required to indicate if it has adopted the CIPFA Code of Practice on Treasury Management. The original code was adopted in February 2001 by the Authority and the revised 2009 Code was adopted by the Authority on 22 February 2010.
6. ECONOMIC BACKGROUND AND INTEREST RATE FORECASTS
6.1 The Authority has appointed Sector as treasury advisor to the Authority and part of their service is to assist the Authority to formulate a view on interest rates.

Global Economy

6.2 The credit crunch storm of August 2007 eventually fed through to the near collapse of the world banking system in September 2008. This then pushed most of the major economies of the world into a very sharp recession in 2009 accompanied by a dearth of lending from banks anxious to rebuild their weakened balance sheets. Many governments were forced to recapitalise and rescue their major banks and central banks cut their rates to 0.1% to 1% in order to counter the recession.

6.3 Most major economies resorted to a huge expansion of fiscal stimulus packages in 2008 and 2009, plus various measures of quantitative easing, in order to promote a faster exit from recession. This, together with expenditure on direct support provided ailing banks, has led to a rapid expansion in government debt and the total level to which such debt has risen has caused major concern in some countries. The banking crisis has now mutated to a sovereign debt crisis.

6.4 The global sovereign debt crisis peaked in May 2010 prompted, in the first place, by major concerns over the size of the Greek government’s total debt and annual deficit. However, any default or write down of Greek debt would have substantial impact on other countries, in particular, Portugal, Spain and Ireland. The crisis culminated with the European Union (EU) and International Monetary Fund (IMF) putting together a 750bn euro package in mid May. A second crisis, this time over Ireland, culminated in another “bail out” package agreed in November 2010. Concerns remain that Portugal will need a “bail out” during the early 2011.

UK Economy
6.5 Following the general election in May 2010, the coalition government has put in place an austerity plan to carry out correction of the public sector deficit over the next five years. The inevitable result of fiscal contraction will be major job losses during this period, in particular in public sector services. This will have a knock on effect on consumer and business confidence and appears to have also hit the housing market as house prices started on a negative trend during the summer and autumn of 2010. 
6.6 UK Economic Growth – Gross Domestic Product (GDP) growth is likely to have peaked in the current period of economic recovery at 1.2% in quarter 2 of 2010. The growth of +0.7% for quarter 3 was unexpectedly high. However, the outlook is for slow growth in 2011/12 although the Bank of England and the Office for Budget Responsibility are forecasting near trend growth (2.5%) i.e. above what the most forecasters are currently expecting. 

6.7 Unemployment – the trend of falling unemployment (on the benefit claimant count) has now been replaced since July 2010 with small increases which are likely to be the start of a new trend for some years ahead of rising unemployment.

6.8 Inflation and Bank Rate – Consumer Price Index (CPI) has remained high during 2010. It peaked at 3.7% in April 2010 and has gradually declined to 3.1% in September. However, the outlook from there is a rising trend which could even reach as much as 4% in early 2011 before starting to subside again. Although inflation has remained above the Bank of England Monetary Policy Committee’s (MPC) 2% target, the MPC remains confident that inflation will fall back under the target over the next two years. 

The Bank of England finished its programme of quantitative easing with a total of £200bn in November 2009. 

Sector’s view is that there is unlikely to be any increase in Bank Rate until the end of 2011 and their latest interest rate forecast as at 6 January 2011 is shown below:

	

	2011
	2012
	2013
	2014

	
	Mar

%
	Jun

%
	Sep %
	Dec %
	Mar %
	Jun %
	Sep %
	Dec %
	Mar %
	Jun %
	Sep %
	Dec %
	Mar %

	Bank Rate
	0.50
	0.50
	0.50
	0.75
	1.00
	1.25
	1.50
	1.75
	2.25
	2.75
	3.00
	3.25
	3.25

	5 yr PWLB
	3.30
	3.30
	3.40
	3.50
	3.60
	3.80
	3.90
	4.10
	4.30
	4.60
	4.80
	4.90
	5.00

	10 yr PWLB
	4.40
	4.40
	4.40
	4.50
	4.70
	4.80
	4.90
	5.00
	5.10
	5.20
	5.30
	5.40
	5.40

	25 yr PWLB
	5.20
	5.20
	5.20
	5.30
	5.30
	5.40
	5.40
	5.40
	5.50
	5.50
	5.60
	5.70
	5.70

	50 yr PWLB
	5.20
	5.20
	5.20
	5.30
	5.30
	5.40
	5.40
	5.40
	5.50
	5.50
	5.60
	5.70
	5.70


6.9 “AAA” rating – prior to the general election in May 2010, credit rating agencies had been issuing repeated warnings that unless there was a major fiscal contraction, then the AAA sovereign rating was at significant risk of being downgraded. Sterling was also under major pressure during the first half of the year. However, after the Chancellor’s budget on 22 June 2010, Sterling strengthened against the US dollar and confidence has returned that the UK will retain its AAA rating. In addition, international investors now view UK government gilts as being a safe haven from EU government debt. The consequent increase in demand for gilts helped to add downward pressure on gilt yields and PWLB rates.

6.10 Sector’s forward view highlights the huge uncertainties in all forecasts due to the major difficulties of forecasting the following areas:

· the strength/weakness of economic growth in our major trading partners – the US and EU
· the degree to which the government austerity programmes will dampen economic growth and undermine consumer confidence
· changes in the consumer savings ratio
· the speed of rebalancing of the UK economy towards exporting 
· the timing of UK quantitative easing reversal
· the speed of recovery of UK bank’s profitability and balance sheet imbalances and the consequent implications for the availability of credit to borrowers
· the potential for a major EU sovereign debt crisis which could have a significant impact on financial markets and the UK economy.
6.11 The overall balance of risk is weighted towards the downside and there is some risk of a double dip recession, creating a downward spiral of falling demand, falling jobs and falling prices, although this is currently viewed as a small risk.
7. BORROWING STRATEGY
7.1 In view of the forecast for new PWLB borrowing rates (as shown above in the table at 6.8), the Authority’s borrowing strategy will be based on the following information:

· The cheapest borrowing will be internal borrowing by running down cash balances and foregoing interest earned at historically low rates. However, in view of the overall forecast for long term borrowing rates to increase over the next few years, consideration will also be given to weighing the short term advantage of internal borrowing against potential long term costs if the opportunity is missed for taking market loans at longer term rates which will be higher in future years.
· PWLB borrowing for periods up to 10 years is significantly lower than rates for longer periods. Borrowing for these periods would also enable the spread of maturities to be maintained away from a concentration on longer dated debt. 

· Annuity or EIP rates from 4 to 10 years are significantly cheaper than the equivalent maturity rates.

· Variable rate loans are the cheapest rates available. However as the bank rate rises, the cost of a variable rate loan will also rise (although it can be converted to a fixed rate loan on any day for any period longer than the remaining period to maturity of the original loan).
· Long term fixed market loans could be available at rates significantly below PWLB rates for the equivalent maturity period.
· Rates are expected to gradually increase during the year so it should therefore be advantageous to time borrowing for the start of the year.

7.2 Sensitivity of the Forecast – Prevailing interest rates and market forecasts will be closely monitored in conjunction with treasury advisers, and the timing and periods of any new borrowing will be determined accordingly. The following responses to a change in the current view of interest rates will be adopted:

· If it were felt that there was a significant risk of a sharp FALL in long and short term rates, e.g due to a marked increase of risks around the relapse into recession or of risks of deflation, then long term borrowings will be postponed, and potential rescheduling from fixed rate funding into short term borrowing will be considered.

· If it were felt that there was a significant risk of a much sharper RISE in long and short term rates than that currently forecast, perhaps arising from a greater than expected increase in world economic activity or a sudden increase in inflation risks, 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.
7.3 External v. Internal Borrowing – the following table shows the level of gross and net debt (ie net of cash balances). The revised Prudential Code requires an explanation where there is a significant difference between the balances. 
	Comparison of gross and net debt positions at year end
	2009/10
Actual

£000
	2010/11
Probable

£000
	2011/12
Estimate

£000
	2012/13
Estimate

£000
	2013/14
Estimate

£000

	Actual External Debt (Gross)
	33,668
	33,668
	34,921
	34,717
	35,710

	Cash Balances
	(5,172)
	(7,000)
	(5,000)
	(4,000)
	(4,000)

	Net Debt
	28,496
	26,668
	29,921
	30,717
	31,710


7.4 As can be seen from the above table, there is a relatively small difference between gross and net debt. The Authority must retain some cash balances to retain liquidity. The general aim of the current treasury management strategy is to keep the difference between the two debt levels low in order to reduce the credit risk incurred by holding investments. 

7.5 However another factor which will be carefully considered is the difference between borrowing rates and investment rates to ensure that the Authority obtains value for money once an appropriate level of risk management has been attained to ensure the security of its investments. 
7.6 Over the next three years, investment rates are expected to be below long term borrowing rates and so value for money considerations would indicate that value could best be obtained by avoiding new external borrowing and by using internal cash balances to finance new capital expenditure or to replace maturing external debt (this is referred to as internal borrowing). This would maximise short term savings.
7.7 However, short term savings, by avoiding new long term external borrowing in 2011/12 will also be weighed against the potential for incurring additional long term extra costs by delaying unavoidable new external borrowing until later years when PWLB long term rates are due to be significantly higher.

7.8 It is likely that capital expenditure will be funded internally as far as possible during the year to minimise risk. However the Authority will need to retain some cash balances to remain in a liquid position. The Clerk and Treasurer will continue review the options in 2011/12 dependent upon market conditions, reporting any decisions as part of the quarterly treasury management report to the Authority / Audit Committee.

8. POLICY ON BORROWING IN ADVANCE OF NEED 
8.1 The Authority will not borrow more than or in advance of its needs purely in order to profit from the investment of extra sums borrowed. Any decision to borrow in advance will be considered carefully to ensure value for money can be demonstrated and that the Authority can ensure the security of such funds.
8.2 In determining whether borrowing will be undertaken in advance of need the Authority will:

· Ensure that there is a clear link between the capital programme and the maturity profile of the existing debt portfolio which supports the need to take funding in advance of need
· Ensure the ongoing revenue liabilities created, and the implications for the future plans and budgets have been considered
· Evaluate the economic and market factors that might influence the manner and timing of any decision to borrow
· Consider the merits and demerits of alternative forms of funding
· Consider the alternative interest rate bases available, the most appropriate period to fund and repayment profiles to use.

9. DEBT RESCHEDULING
9.1 The introduction of the new PWLB rates structure on 1 November 2007 that introduced a spread between the rates applied to new borrowing and repayment of debt, has meant that PWLB to PWLB debt restructuring is now much less attractive than before that date. Consideration would have to be given to the large premiums which would be incurred by prematurely repaying existing PWLB loans and it is very unlikely that these could be justified on value for money grounds if using replacement PWLB refinancing. Some interest savings might be achievable through using market loans as the source of replacement financing.
9.2 As short term borrowing rates will be considerably cheaper than longer term rates, there may be potential to generate savings from switching from long term debt to short term debt. However, these savings will need to be considered in the light of the size of the premiums that would be incurred, their short term nature and the likely cost of refinancing those short term loans, once they mature, compared to the current rates of longer term debt in the existing debt portfolio. Any such rescheduling and repayment of debt is likely to cause a flattening of the Authority’s profile as in recent years there has been a skew towards longer dated PWLB.

9.3 The reasons for any rescheduling to take place will include:

· The generation of cash savings and/or discounted cash flow savings
· Helping to fulfil the borrowing strategy
· Enhance the balance of the portfolio (amend the maturity profile and/or balance of volatility). 

10. ANNUAL INVESTMENT STRATEGY

Investment Policy

10.1 The Authority will have regard to the CLG’s Guidance on Local Government Investments (“the Guidance”) and the 2009 revised CIPFA Treasury Management in Public Services Code of Practice and Cross Sectoral Guidance Notes (“the CIPFA TM Code”). The Authority’s investment priorities are:-


(a)
the security of capital; and


(b)
the liquidity of investments.

10.2 The Authority will also aim to achieve the optimum return on its investments commensurate with proper levels of security and liquidity. The risk appetite of this Authority is low in order to give priority to security of its investments.

10.3 The borrowing of monies purely to invest or on-lend and make a return is unlawful and the Authority will not engage in such activity.

10.4 Under Government guidance, specified investments are categorised as those offering both high security and high liquidity and must be sterling dominated, maturing in less than 1 year and be made either with UK Government, local authorities or institutions with high credit ratings as determined by the Authority. The list of proposed specified investments is set out in section 10.15.

10.5 All other investments which do not meet the above definitions are therefore non-specified investments and are regarded as potentially higher risk. In view of this the Authority, as part of the “pooled” investments with South Yorkshire Police Authority and South Yorkshire Integrated Transport Authority, will not use non-specified investments. 

Creditworthiness Policy

10.6 An overall perspective of an institution’s creditworthiness can be gained from looking at a combination of credit ratings:

· Short term rating which looks at a counterparty’s ability to meet financial commitments due within the next twelve months.

· Long term rating which looks at the counterparty’s ability to meet its financial commitments over a longer time span.
· Individual rating is an attempt to assess how a counterparty would be viewed if it were entirely independent and is a measure of its soundness and strength on a standalone basis.

· Support rating assesses whether it would receive support if it ran into difficulties.
10.7 The Authority uses the creditworthiness service provided by Sector Treasury Services. This service has been progressively enhanced over the last year and now uses a sophisticated modelling approach with credit ratings from all three rating agencies – Fitch, Moodys and Standard and Poors, forming the core element. However, it does not only rely on the current credit ratings of counterparties but also uses the following as overlays:-

· Credit watches and credit outlooks from credit rating agencies

· Credit Default Swap (CDS) spreads to give early warning of likely changes in credit ratings

· Sovereign ratings to select counterparties from only the most creditworthy countries.

10.8 This modelling approach combines credit ratings, credit watches and credit outlooks in a weighted scoring system which is then combined with an overlay of CDS spreads with the end product being a series of colour code bands which indicate the relative creditworthiness of counterparties. These colour codes are also used by the Authority to determine the duration for investments and are therefore referred to as durational bands. 
10.9 The selection of counterparties with a high level of creditworthiness will be achieved by selection of institutions down to a minimum durational band within Sector’s weekly credit list of worldwide potential counterparties. The Authority will therefore use counterparties within the following durational bands:
· Yellow

5 years

· Purple

2 years

· Blue 

1 year (applies to nationalised and semi nationalised UK banks)
· Orange
1 year

· Red

6 months

· Green

3 months
· No colour
Not to be used


For example, a counterparty that is coloured green in Sector’s weekly credit list indicates that it is suitable for investment for up to a 3 month period; a red colour would indicate that it is suitable for investment for up to 6 months. If a counterparty has no colour, then no investments should be placed.

10.10 The Authority is satisfied that this service now gives a much improved level of security for its investments. It is also a service which the Authority would not be able to replicate using in house resources.
10.11 The Authority will not use the approach suggested by CIPFA of using the lowest rating from all three credit rating agencies to determine creditworthy counterparties as Moodys are currently very much more aggressive in giving low ratings than the other two agencies. This would therefore be unworkable and leave the Authority with few banks on its approved lending list. The Sector creditworthiness services does though, use ratings from all three agencies, but by only using a scoring system, does not give undue preponderance to just one agency’s ratings.

10.12 The credit ratings are regularly monitored on a weekly basis and the Authority is alerted to changes the use of the Sector creditworthiness services on a daily basis.

· If a downgrade results in a counterparty no longer meeting the Authority’s minimum criteria, its further use as a new investment will be withdrawn immediately.

· In addition to the use of credit ratings, the Authority will be advised of information on movements in Credit Default Swap and other market data on a weekly basis. Extreme market movements may result in downgrade of an institution or removal from the Authority’s lending list.
10.13 Sole reliance will not be placed on the use of the external service from Sector Treasury Services. In addition the Authority will also use market data and market information, information on Government support for banks and the credit ratings of that Government support.

Specified Investments
10.14 The proposed list of specified investments for the Authority is shown below:
	Counterparty
	Minimum ‘High’ Credit Criteria
	Maximum Maturity Period

	UK Government/local authorities 
	
	364 days

	Banks and building Societies  
	Green
	3 Months

	Money Market Funds
	Long Term AAA
	

	Debt management agency deposit facility Backed by Government
	
	

	UK Nationalised Banks
	Green
	3 Months

	UK Banks and Building Societies operating with implicit government guarantees 
	Green
	3 Months


10.15 The approved strategy for 2010/11 included a restriction that investments placed with foreign banks were to be limited to overnight only and it is proposed that this is continued as part of the strategy for 2011/12. 

10.16 The current year’s strategy also included a restriction on all investments to a one month period. Following further discussions with Sector, it is considered appropriate to now amend this and to allow investments with approved banks and building societies for up to 3 months, and investments with UK government and local authorities for up to 364 days with effect from the approval of the strategy by the Authority in February. This will allow more flexibility in placing investments together with an increase in investment income without compromising the security of investments.

Specified Investment Limits

10.17 The limit of investment with any one institution is £15m on behalf of all the Joint Authorities which spreads the risk for any one Authority.

10.18 To reduce the risk of exposure, an overall limit has to be put in place for investments with institutions that are part of the same banking group even if they are covered under the UK banking system support package. The maximum limit of investment which may be lent to any one UK based banking group protected by the support package is £20m on behalf of all the Joint Authorities.


Investment Strategy 2011/12

10.19 Bank Rate has been unchanged at 0.50% since March 2009. Bank Rate is forecast to commence rising in quarter 4 of 2011 and then to rise steadily from thereon. Bank rate forecasts for financial year ends (March) are as follows:-


(a)
2010/11  0.50%


(b)
2011/12  1.00%


(c)
2012/13  2.25%


(d)
2013/14  3.25%

There is a downside risk to these forecasts if recovery from the recession proves to be weaker and slower than currently expected.


The Authority will therefore avoid locking into longer term deals (current maximum is 3 months) while investment rates are down at historically low levels unless exceptionally attractive rates are available which make longer term deals worthwhile. 

End of year investment report

10.20 At the end of the financial year, the Authority will report on its investment activity as part of its Annual Treasury Report by 30 September 2012 in accordance with the CIPFA Treasury Management Code.


Policy on the use of external service providers

10.21 The Authority uses Sector Treasury Services as its external treasury management advisors.

10.22 The Authority recognises that responsibility for treasury management decisions remains with the Authority at all times and will ensure that undue reliance is not placed upon our external service providers.

10.23 The Authority also recognises that there is value in employing external providers of the treasury management services in order to acquire access to specialist skills and resources. The Authority will ensure that the terms of their appointment and the methods by which their value will be assessed are properly agreed and documented, and subjected to regular review.


Scheme of Delegation
 

10.24 The Full Authority will:
· receive and review reports on treasury management policies, practices and activities

· approve the annual strategy

· approve amendments to the Authority’s adopted clauses, treasury management policy statement 

10.25 The Audit Committee will:
· scrutinise, and make recommendations to the Authority on the treasury management strategy and policies, and to monitor the implementation of policies and practices.
· receive and review regular monitoring reports.
10.26 Treasury Management Role of the Section 151 Officer:

The Clerk and Treasurer has overall responsibility for the execution and administration of treasury management decisions and will be responsible for:

(a) recommending clauses, treasury management policy/practices for approval, reviewing the same regularly, and monitoring compliance
(b) submitting regular treasury management policy reports
(c) receiving and reviewing management information reports
(d) reviewing the performance of the treasury management function
(e) ensuring the adequacy of treasury management resources and skills, and the effective division of responsibilities within the treasury management function
(f) ensuring the adequacy of internal audit, and liaising with external audit
(g) the appointment of external service providers.










APPENDIX A
MINIMUM REVENUE PROVISION POLICY STATEMENT 2011/12
1. The Minimum Revenue Provision (MRP) is a statutory charge relating to the repayment of debt and until 2007/08, the basis of the calculation was specified as 4% of the capital financing requirement, which represents the Authority’s underlying need to borrow for capital expenditure.

2. The Local Authorities (Capital Finance and Accounting)(England) Regulations 2008 came into force on 31 March 2008 and replaced the above statutory calculation with a more general duty for the Authority to make an amount of MRP which the Authority considers “prudent”.

3. Prudent provision is not defined within the Regulations but the guidance sets out several options which could be considered, although the overriding principle is that the charge to revenue should be linked to the lives of the assets funded by borrowing. 

4. MRP commences in the year following the one in which the capital expenditure is incurred. 

5. In accordance with the guidance, the MRP policy recommended for 2011/12 is as follows:

a) For capital expenditure incurred before 1 April 2008, MRP will be based on 4% of the Capital Financing Requirement
b) For capital expenditure incurred after 1 April 2008 which is supported by Government grant (supported borrowing), MRP will be based on 4% of the Capital Financing Requirement
c) For capital expenditure incurred after 1 April 2008, for which borrowing is undertaken which is not supported by Government Grant (unsupported borrowing), MRP will be calculated based on equal annual instalments over the estimated life of the asset. The estimated life of each asset will be assessed each year based on the type of expenditure.

d) MRP will be deferred for new capital projects until the year after the asset is complete and therefore operational rather than the year in which the capital expenditure is undertaken. This approach is beneficial for building projects which take more than one year to complete.











APPENDIX B
PRUDENTIAL AND TREASURY INDICATORS  2011/12

1. New arrangements for capital finance in local authorities were brought into effect from 1 April 2004 by the Local Government Act 2003. They provide opportunity for local authorities to take greater control of their investment in fixed assets, subject to prudence, affordability and sustainability. 

2. At the heart of the new arrangements is the CIPFA Prudential Code, which provides a framework of decision making to support the system of capital investment in Local Authorities to ensure that:

· capital expenditure plans are affordable

· all external borrowing and other long term liabilities are within prudent and sustainable limits
· treasury management decisions are taken in accordance with good practice

· the Authority is accountable by providing clear and transparent framework, which highlights the risks involved in capital projects.
3. To demonstrate that local authorities have fulfilled these objectives, the Prudential Code specifies arrangements for authorities to set and monitor prudential indicators and impose limits for the current and next two years covering:

· affordability

· prudence

· capital expenditure, external debt and treasury management

Prudential Indicators 2011/12

4. The indicators can be set in a series of logical steps and their purpose and method of calculation is described in more detail below. They are based on the capital programme and the assumptions are consistent with the Medium Term Financial Strategy. 

Total Capital Expenditure

5. This includes the actual capital expenditure incurred in the previous financial year (2009/10) and the estimates of expenditure to be incurred in the forthcoming and two further future years. 

	Capital Expenditure

	
	2009/10
	2010/11
	2011/12
	2012/13
	2013/14

	
	Actual
	Estimate
	Estimate
	Estimate
	Estimate

	
	£000
	£000
	£000
	£000
	£000

	Indicator
	8,994
	5,086
	3,459
	2,800
	2,500


Capital Financing Requirement (CFR)
6. In accordance with best practice, the Authority does not associate borrowing with particular items or types of expenditure and adopts an integrated treasury management strategy. In day-to-day cash management, no distinction can be made between revenue cash and capital cash and external borrowing may arise as a consequence of all the financial transactions of the Authority. 

7. In contrast, the Capital Financing Requirement measures the Authority’s underlying need to borrow for capital purposes, in other words the amount of capital not yet funded by other sources such as grants, capital receipts or internal funds. It includes the accumulated requirement from previous years (taken from the balance sheet at 31 March 2010) and then increases each year as capital expenditure is incurred and is reduced when other financing methods are used or funds are set aside to repay debt.

	Capital Financing Requirement

	
	2009/10
	2010/11
	2011/12
	2012/13
	2013/14

	
	Actual
	Estimate
	Estimate
	Estimate
	Estimate

	
	£000
	£000
	£000
	£000
	£000

	Indicator
	32,384
	35,132
	34,921
	34,717
	35,710


8. The increase for 2010/11 reflects the borrowing required to fund the capital programme. This consists of both borrowing supported by the government through the settlement grants and prudential borrowing which is not supported by the government and has to be funded locally. It is then projected to level off as additional borrowing is approximately matched by sums set aside for repaying debt (MRP) until 2013/14 when there is an increase due to the assumed cessation of government grant available in previous years.

Net External Borrowing

9. In order to ensure that over the medium term net borrowing (gross borrowing less investments) is only for capital purposes, the Authority should ensure that, except in the short term, net borrowing does not exceed the total Capital Financing Requirement in the preceding year after allowing for any additional Capital Financing Requirement for the current and next two years. This allows some flexibility to borrow earlier than required to take advantage of favourable interest rates.

10. The Clerk and Treasurer reports that the Authority had no difficulty meeting this requirement in 2009/10, nor are there any difficulties envisaged for the current and future years.

Ratio of Capital Financing Costs to Net Revenue Stream
11. This is meant to show the proportion of the Authority’s revenue funding that is used to support capital financing costs (interest and principal repayments on borrowing netted off by interest receivable on investments). These costs are then compared to the Authority’s revenue funding which is defined as the amount to be met from government grants and local taxpayers (RSG, NNDR, Precepts and collection fund surpluses). 

12. Examination of the trend may be more meaningful in understanding the implications of capital investment rather than taking one year in isolation. 

	Ratio of Financing Costs to Net Revenue Stream

	
	2009/10
	2010/11
	2011/12
	2012/13
	2013/14

	
	Actual
	Estimate
	Estimate
	Estimate
	Estimate

	
	%
	%
	%
	%
	%

	Indicator
	4.98
	5.34
	6.39
	6.57
	6.89



The increases are due to the impact of additional borrowing levels proposed, and also reflect the reduction in government grant funding anticipated over the period.


Incremental impact of capital investment decisions on Council Tax

13. This shows the additional revenue implications of new schemes proposed in the capital programme, over and above capital decisions previously taken (completion of existing schemes, schemes previously included in the approved capital programme and additional schemes approved since). The additional revenue costs are converted into an incremental impact on the council tax. It is assumed for this purpose that the council tax base remains at the 2011/12 level.

14. This is probably the most easily understood indicator of affordability in that it enables the marginal impact of capital investment to be measured in terms of projected council tax increases and enables members to assess the commitment that the Authority is taking on for future years. The impact is shown in both monetary and percentage increase terms.

	Incremental Impact of Capital Investment Decisions on Council Tax

	
	
	2011/12
	2012/13
	2013/14

	
	
	Estimate
	Estimate
	Estimate

	Indicator
	
	£0
(0%)
	£0.65
(1.1%)
	£0.96
(1.5%)


15. The above indicator does not measure the revenue effect of the total capital programme, but merely shows the effect of new decisions on the capital programme and schemes not previously approved for inclusion.


Treasury Management Indicators 2011/12

Authorised Limit for External Debt
16. The Authority must set an overall limit on its external debt and this is the statutory limit determined under Section 3 (1) of the Local Government Act 2003.

17. It must take into account all borrowing not just that for capital purposes, including the transferred debt that is managed on behalf of the Authority by Rotherham MBC. It is based on an estimate of the most likely, prudent but not worst-case scenario, with sufficient headroom over and above this to allow for operational management such as unusual cash movements. 

18. The limit must separately identify borrowing from other long term liabilities such as leasing, and the Authority is requested to delegate authority to the Clerk and Treasurer to effect movement within the total limit in accordance with option appraisal and best value for money for the Authority.

	Authorised Limit for External Debt

	
	2010/11
	2011/12
	2012/13
	2013/14

	
	Estimate
	Estimate
	Estimate
	Estimate

	
	£000
	£000
	£000
	£000

	Indicators

-Borrowing

-Other long term liabilities

Total
	47,000
          -

47,000
	48,000
          -

48,000
	47,000
          -

47,000
	46,000
          -

46,000


Operational Boundary for External Debt
19. This is calculated as the above Authorised Limit but without the additional headroom included to allow for unusual cash movements. It is therefore the key management tool for in year monitoring. 

20. It also must separately identify borrowing from other long-term liabilities such as leasing and the Authority is requested to delegate authority to the Clerk and Treasurer to effect movement within the total limit in accordance with option appraisal and value for money for the Authority.

	Operational Boundary for External Debt

	
	2010/11
	2011/12
	2012/13
	2013/14

	
	Estimate
	Estimate
	Estimate
	Estimate

	
	£000
	£000
	£000
	£000

	Indicators

-Borrowing

-Other long term liabilities

Total
	44,000
          -

44,000
	45,000
          -

45,000
	43,000
          -

43,000
	42,000
          -

42,000


Actual External Debt
21. This is the actual external debt for 2009/10 and can be obtained directly from the Authority’s balance sheet. It is relevant to compare this with the Capital Financing Requirement in 2010/11. 

	Actual External Debt

	2009/10
	2010/11

	Actual
	Estimate

	£000
	£000

	33,668
	33,668


Interest rate exposures

22. Whilst fixed rate borrowing and investment can contribute significantly to reducing the uncertainty surrounding future interest rate scenarios, the pursuit of optimum performance may justify retaining  a degree of flexibility through the use of variable interest rates on at least part of the treasury management portfolio, depending on the prevailing rates.

23. The Authority must set for the forthcoming and following 2 financial years upper limits to its exposures to the effects of changes in interest rates. It is recommended that the Authority set the following limits:


Upper limit on Fixed Interest Rates
24. The Authority’s upper limit on principal sums outstanding in respect of borrowing at fixed interest rates is £47m for the period 2010/11 to 2012/13. This enables the Authority to have all its external debt at fixed rates if it is regarded as best value to do so.


Upper limit on Variable Interest Rates

25. The Authority’s upper limit on principal sums outstanding in respect of borrowing at variable interest rates is £12m for the period 2010/11 to 2012/13. This would allow the Authority to have a maximum of 25% of its external debt at variable rates if it is regarded as best value to do so.


Maturity Structure of Borrowing

26. This indicator is designed to be a control over an authority having a large concentration of fixed rate debt maturing and needing to be replaced at times of uncertainty over interest rates.

27. It is recommended that the Authority set the following limits on the amount of projected borrowing that is fixed rate maturing in each period expressed as a percentage of the total projected borrowing:

	
	Upper Limit
	Lower Limit

	
	
	

	Under 12 Months
	20%
	0%

	12 months and within 24 months
	20%
	0%

	24 months and within 5 years
	50%
	0%

	5 years and within 10 years
	75%
	0%

	10 years and above
	100%
	25%



Total Principal Sums Invested for Periods longer than 364 days

28. Where a local authority invests, or plans to invest, for periods longer than 364 days, the local authority must set an upper limit for each forward financial year period for the maturing of such investments. Investments for longer than 364 days are categorised as non-specified investments which the Authority is not proposing to utilise in 2011/12. 
