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1.0 INTRODUCTION AND BACKGROUND

1.1. The Chartered Institute of Public Finance and Accountancy’s Code of Practice on Treasury Management 2001 was adopted by Clackmannanshire Council on 19th February 2002 and the Council fully complies with its requirements.  The primary requirements of the Code are:-

1 Creation and maintenance of a Treasury Management Policy Statement that sets out the policies and objectives of the Council’s treasury management activities.

2 Creation and maintenance of Treasury Management Practices that set out the manner in which the Council will seek to achieve those policies and objectives.

3 Receipt by the Council of an annual strategy report for the year ahead and an annual review report of the previous year.

4 Delegation by the Council of responsibilities for implementing and monitoring treasury management policies and practices and for the execution and administration of treasury management decisions.

1.2. Treasury management in this context is defined as:
“The management of the local authority’s 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. ”

1.3
This annual report covers:

the Council’s current treasury position;

performance measurement;

the strategy for  2005/2006;

the economy in 2005/2006;

borrowing and investment rates in 2005/2006;

· the borrowing outturn for 2005/2006;

· compliance with treasury limits and Prudential Indicators;


investment outturn for 2005/2006;

debt rescheduling.

2.0 CURRENT TREASURY POSITION

2.1. The Council’s debt position at the beginning and end of the year was as follows:

	
	 Principal 31.3.2006
	
	Rate
	Principal 31.3.2005
	
	Rate

	Fixed Rate Funding: 
	
	
	
	
	
	

	  -  PWLB
	£ 71.844m
	
	
	£  63.939m
	
	

	  -  Market
	£   0.000m
	£ 71.844m
	6.1%
	£    0.000m 
	£ 63.939m
	  6.3%

	Variable Rate Funding:  
	
	
	
	
	
	

	  -  PWLB
	£   0.000m 
	
	
	£    0.000m
	
	

	  -  Market
	£ 18.500m
	£ 18.500m
	3.9%
	£  18.500m 
	£ 18.500m
	  3.9%

	Total Debt
	
	£ 90.344m
	5.6%
	 
	£ 82.439m
	  5.8%

	 Investments:
	
	
	
	
	
	

	 - In House
	£   0.000m
	
	
	£   0.000m
	
	

	 - With Managers
	£   0.774m
	£  0.774m
	
	£   0.774m
	£  0.774m
	

	Total Investments
	
	£  0.774m
	  6.0%
	
	£  0.774m
	  6.0%


3.0 PERFORMANCE MEASUREMENT

3.1. One of the key changes in the revision of the Code in 1996 was the formal introduction of performance measurement relating to investments, debt and capital financing activities.  Whilst investment performance criteria have been well developed and universally accepted, debt performance indicators continue to be a more problematic area with the traditional average portfolio rate of interest acting as the main guide (as incorporated in the table in section 2).
4.0 THE STRATEGY FOR 2005/2006

4.1. Our treasury strategy for 2005/2006 was based on the view of a weakening of the rate of growth of GDP in the UK economy precipitated by a downturn in household spending, in conjunction with a weakening of the housing market.  Inflation was expected to rise due to increases in oil and commodity prices which would cause the Monetary Policy Committee to be on alert for second round inflation effects in increases in the prices of goods and services and pay inflation.  The base rate forecast was that it would increase to 5%  in quarter 1 of 2005 and be cut to 4.5% by the end of 2005/2006.
4.2. The US Fed was expected to continue its policy of a gradual increase in the Fed rate (still only 2.5% at the beginning of 2005) as the economy continued to expand at a robust rate, though less strong than in 2004.
4.3. The Eurozone growth rate was expected to improve, but only weakly, and so the European Central Bank was therefore forecast to leave rates unchanged at 2.0% for probably most of 2005/2006 until the economy showed some stronger signs of stirring.

4.4. Inflation in all three areas was expected to be well contained.

4.5. The effect on interest rates for the UK was therefore expected to be as follows:
Shorter-term interest rates - The “average” City view anticipated that the peak of the growth in the UK, US and world economies had passed in 2004 and that the moderating growth rates in 2005 would lead to only a slight decrease in the UK base rate from an average of 5.0% in 2006 to reach about 4.75% by the end of 2007. 

Longer-term interest rates - The view on longer-term fixed interest rates was that long term PWLB rates would be fairly stable around the 4.75% level for most of the financial year (equivalent to long-term gilt yield of approximately 4.6%).  

4.6. The Adopted Treasury Strategy - The agreed strategy put to Committee, based upon the above forecast, was that:
Short term rates would be good value compared to long term rates, and were likely to remain so for potentially for the next couple of years so if borrowing was required best value would be in funding short term at variable rates.  The Council’s view was that maintaining a short-term position would lead to a cheaper, low risk long term portfolio.  It was proposed in the Treasury Strategy Statement passed by the Policy and Audit Committee on 28th April 2005 that caution would be adopted with the 2005/06 treasury operations.  The Head of Finance would monitor the interest rate market and adopt a pragmatic approach to any changing circumstances and report any decisions to the Committee at the next available opportunity.

THE ECONOMY

5.1 Shorter-term interest rates – Base rate started 2005/06 at 4.75%, having been unchanged at this level since August 2004.  It fell to 4.5%  in August 2005 and remained at that level for the rest of the year.  The strong growth of consumer expenditure and housing prices in 2004 slowed sharply in 2005 though the housing market did pick up a bit later in the year and in quarter 1 of 2006.  High oil prices and major increases in utility prices reduced spending power and negatively impacted sentiment.  Claimant count unemployment increased each month during the year while manufacturing output was actually in recession for the first two quarters of 2005 before staging a recovery.  GDP growth picked up from a low point of 1.7% y/y in quarter 2 to 2.3% in quarter 1 2006 ie still slightly below the long term average growth rate of about 2.5% per annum.

5.2 Longer-term interest rates – The PWLB 25-30 year rate started the year at 4.750% and fell to a low of 3.85% before rising back to a new peak of 4.25% at the end of the year.  Fifty year gilts were launched in 2005 and on 7th December the PWLB introduced new PWLB borrowing maturity periods longer than 25-30 years and up to a maximum of 45-50 years.  This longest band started at a rate of 4.20% (compared to 4.30% for the 25-30 year borrowing) and the rate bottomed at 3.70% in late January before ending the year at 4.15%..

5.3 Debt Performance – As highlighted in section 2 above, although the average debt portfolio rate has increased by £7.905m over the course of the year, the average interest rate has reduced by 0.2%.  The approach during the year was to fund borrowing from surplus cash where possible.

5.0 COMPLIANCE WITH TREASURY LIMITS

5.1. During the financial year the Council operated within the treasury limits and Prudential Indicators set out in the Council’s Treasury Policy Statement and Treasury Strategy Statement.

6.0 INVESTMENT OUTTURN FOR 2005/06

6.1. Internally managed investments - The Council manages its investments in-house and invests within the institutions listed in the Approved Lending List.  Normally the Council invests for a range of periods from overnight to 364 days, dependant on the cash flow situation, its interest rate view and the interest rates on offer.  In order to achieve the best return at the lowest risk surplus funds are invested with the Abbey National Building Society, 4.6%, the Halifax Bank of Scotland current account, 4.5% and HBOS base rate plus account 4.64% as at 31st March 2006). 

6.2. Externally managed investments – The Council employs the services of various brokers to manage its investments.  Restrictions are set as to the amounts and institutions the funds can be invested in order to limit risk.  Since the agreement with the Abbey National Building Society and HBOS were completed brokers have not been used as they could not compete with the interest rate we had secured in-house.

6.3. Investment Strategy – The expected short-term investment strategy for in-house managed funds was that as interest rates were low we would look elsewhere eg banking institutions, other than the market, for investment opportunities.  As cash surpluses could not be guaranteed, mainly through not knowing when payments would be made for the rail link and problems with receiving grants for it, it was not possible to invest for longer periods.

7.0 DEBT RESCHEDULING

7.1. It was originally expected that rescheduling opportunities would present themselves later in the financial year for restructuring long term debt into variable rate short term debt.  With variable rate borrowing rates likely to fall , it was expected to be best to avoid restructuring into fixed borrowings for short periods.  Short term PWLB rates did indeed fall during the year but the 25-30 year rate was highly competitive during much of July to October.  The long term gilt yields fell during the rest of 2005/06 to phenomenally low levels which, combined with the introduction of the new PWLB loan periods up to 45-50 years, which fell to a low of 3.70% in January, caused many local authorities to change their outlook and to focus on the new PWLB borrowing, even including taking their financing for their capital programme for three years ahead as allowed under the Prudential Code.  However, restructuring from PWLB debt to LOBOs was also attractive at this time as high volatility reduced LOBO rates again, to very low levels.  There were also opportunities in restructuring existing LOBO loans into the lower rate LOBO loans through blend and extend deals ie lower rate on change then increase but for a longer period.  Offers made for rescheduling LOBOs were made to the Council but were not taken up due to the extended interest period.  

8.0 CONCLUSION

8.1. This report seeks to increase the awareness and importance of the treasury management function and to make officers accountable to the Council for actions taken in support of the treasury strategy.

11.0
IMPLICATIONS FOR THE COUNCIL

11.1
Financial implications:
As noted in the report

11.2
Staff implications:
None

11.3
Strategic aims:

	Create strong, active, safe and caring communities
	 MACROBUTTON CheckIt (

	Achieve local economic prosperity and stability
	 MACROBUTTON CheckIt (

	Make the most of Clackmannanshire's unique built and natural environment


	 MACROBUTTON CheckIt (

	Develop a culture of personal achievement where everyone is valued


	 MACROBUTTON CheckIt (

	Improve the health of the people of Clackmannanshire
	 MACROBUTTON CheckIt (

	Represent and promote the interests of all of the people of Clackmannanshire


	 MACROBUTTON CheckIt (

	Ensure that the people of Clackmannanshire receive the highest quality services for the public pound
	(


                                                        

Director of Corporate Development

                                                        

Head of Finance
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