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SUMMARY

The purpose of this report is to enable Cabinet to recommend to Council its Treasury
Management Strategy Statement.

RISKS

The Council has agreed its risk management strategy which can be found on the
website at http//www.watford.gov.uk.

The strategy details the approach taken to management of Treasury Risk. This is
principally through ensuring that the main Treasury risks are managed. These risks

are:
°

liquidity risk — that the Council may not have the cash it needs on a day to day
basis to pay its bills. This risk is managed through forecasting and the
retention by the Council of an adequate working capital balance. In addition,
through the Public Works Loan Board and other organisations, the Council is
able to access short term borrowing, usually within 24 hours.

interest rate risk — that the costs and benefits expected do not materialise
due to changes in interest rates. This risk is managed through the placing of
different types and maturities of investments, the forecasting and monitoring
of the interest budget (with assistance from the Council’s retained advisors).
exchange rate risk — that losses or gains are made due to fluctuations in the
prices of currency. The Council does not engage in any significant non-
sterling transactions.

credit and counterparty risk — that the entity holding Council funds is unable
to repay them when due. This risk is managed through the maintenance of a
list of authorised counterparties, with separate limits to ensure that the
exposure to this risk is limited

refinancing risk — that the loans taken by the Council will become due for
repayment and need replacing at a time when there is limited finance
available or interest rates are significantly higher. The timing of loan
maturities is monitored along with interest rate forecasts. Officers ensure
that due dates are monitored and seek advice from the Council’s advisors
about when to raise any finance needed.

legal and regulatory risk — that the Council operates outside its legal powers.
This risk is managed through the Council’s training and development of
Officers involved in Treasury Management, the independent oversight of
Internal and External Audit, and the advice (for example on the contents of
this strategy) taken from the Council’s Treasury advisors.

fraud, error and corruption — that risk that losses will be caused by
impropriety or incompetence is managed through the controls in the
Council’s financial procedures. For example, the segregation of duties
between those making investment decisions and those transferring funds
market risk — that the price of investments held fluctuates, principally in
secondary markets. The majority of the Council’s investments are not traded,
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but where they are (e.g. Property investment portfolio) the main
investments’ value comes from the income they generate which is generally
long term and secure.

RECOMMENDATIONS

That Cabinet recommends to Council to:

That Council:

Approves the Treasury Management Strategy for 2018/19. Within this strategy
Council is requested to:

delegate authority to the Portfolio Holder, in consultation with the Director
of Finance, to approve any variation to the Treasury Management Strategy
during the year with the objective of maximising the Council’s returns
without significantly increasing risk. Any changes will be notified to Council
at the earliest opportunity.

approve the Council’s Minimum Revenue Provision (MRP) Strategy and
Policy Statement (para 2.3 of the Treasury report).

approve the Council’s treasury prudential indicators (para 3.3 of the Treasury
report)

approve the Annual Investment Strategy (para 3.5 of the TMS report)
including the counterparty list contained in the Annex A to the report
(Treasury Management Practices 1).

approve the flexibility for the Property Investment Board to invest treasury
funds within its scheme of delegation.

For further information on this report please contact: -
Bob Watson, Head of Finance

telephone extension: 7188

email: bob.watson@threerivers.gov.uk

Report approved by: Bob Watson, Head of Finance
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DETAILS

The Chartered Institute of Public Finance and Accountancy (CIPFA) defines treasury
management 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”.

This report meets the requirements of both the CIPFA Code of Practice on Treasury
Management and the CIPFA Prudential Code for Capital Finance in Local Authorities and
complies with the Local Government Act 2003.

Treasury Management Strategy Statement 2018/19 — 2020/21

The Council is required to operate a balanced budget over the medium term which,
after allowing for contributions to and from reserves, broadly means that cash raised
during the year will meet cash expenditure. Part of the treasury management
operation is to ensure that this cash flow is adequately planned, with cash being
available when it is needed. Surplus monies are invested in low risk counterparties or
instruments commensurate with the Council’s low risk appetite, providing the requisite
liquidity before considering investment return.

The Treasury Management Strategy Statement for 2018/19 to 2020/21 is attached at
Appendix 1.

The Treasury Management Policy Statement, details the policies, practices, objectives
and approaches to risk management of its treasury management activities, which is to
be monitored by the Audit Committee. The Council’s investment strategy’s primary
objectives are safeguarding the repayment of the principal and interest of its
investments on time, and then ensuring adequate liquidity, with the investment return
being the final objective. The strategy allows the Portfolio Holder, in consultation with
the Director of Finance, the delegated authority to approve any variation to the
Treasury Management Strategy during the year with the objective of maximising the
Council’s returns without significantly increasing risk. Any changes will be notified to
Council at the earliest opportunity.

IMPLICATIONS
Financial

Returns on investments provide a source of income that contributes to the Council’s
medium term financial strategy. Decisions in respect of Treasury Management will
affect the Council’s ability to achieve the budgets set for investment returns. The
strategy appended to this report is consistent with the estimates included in the
Medium Term Financial Strategy, but should Council wish to pursue a lower risk
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strategy an additional budget pressure might be created.
Legal Issues (Monitoring Officer)

It is a statutory requirement that the Treasury Management Strategy and Treasury
Management Practices are reviewed annually. The report meets the requirement of
CIPFA’s Code of Practice on Treasury Management and the CIPFA Prudential Code for
Capital Finance in Local Authorities and complies with the Local Government Act 2003.

Equalities

None Specific.

Background Papers:

UK Economic Forecasts provided by Capita Asset Services Treasury Solutions;

The Prudential Code for Capital Finance in Local Authorities: Guidance Notes for
Practitioners (2013 Edition);

CIPFA Treasury Management in the Public Services: Code of Practice and Cross-sectorial
Guidance Notes (2011 Edition);

CIPFA Treasury Management in the Public Services: Guidance Notes for Local
Authorities including Police Authorities and Fire Authorities (2011 Edition);

DCLG Guidance on Local Government Investments (2010 Edition);

APPENDICES / ATTACHMENTS

Appendix 1  Treasury Management Strategy Statement 2018/19 —2020/21
Annex A Treasury Management Practice (TMP1)

Credit and Counterparty Risk Management

Schedule 1 Details of the ratings criteria and counterparty exposure limits



APPENDIX 1
TREASURY MANAGEMENT STRATEGY STATEMENT 2018 — 2021

1.0 Introduction

The Local Government Act 2003 requires the Council to adopt the CIPFA Prudential Code and
produce prudential indicators. Each indicator either summarises the expected capital activity or
introduces limits upon that activity, reflecting the outcome of the Council’s underlying capital
appraisal systems. This report updates the approved indicators. Within this overall prudential
framework there is an impact on the Council’s treasury management function as it can directly
impact on borrowing or investment decisions. As a consequence the treasury management strategy
for 2017/18 to 2019/20 is included.

2.0 The Capital Plans and Prudential Indicators 2018/19 — 2020/21
The Council’s capital expenditure plans are one of the key drivers of the treasury management

function. The outputs of the capital expenditure plans are reflected in prudential indicators, which
are designed to assist members’ overview and confirm capital expenditure plans.

2.1 The Council’s Capital Position
This prudential indicator is a summary of the Council’s capital expenditure plans, both those agreed

previously, and those forming part of this budget cycle. Members are asked to approve the total
capital expenditure forecasts within the proposed capital expenditure programme.

201?/ 18 2018/19 2019/20 2020/21
AU iGUE Budget Budget Budget
Actual Budget g g g
Total Capital Expenditure | £33.385m | £53.882m | £31.166m | £21.448m | £17.302m

The capital expenditure programme is financed by a combination of capital receipts, capital grants or
use of capital reserves. The Council is also permitted to borrow to finance its capital programme,
provided that the borrowing is prudent, affordable and sustainable. Over the next three years there
are no planned shortfalls in the level of resources which would result in a need to borrow, however it
is always prudent to review the future borrowing requirements and if necessary borrow at the most
prudent time based on expectations of need and future rates.

2.2 The Council’s Borrowing Need - The Capital Financing Requirement (CFR)

The CFR is simply the total historic outstanding capital expenditure which has not yet been paid for
from either revenue or capital resources. It is essentially a measure of the Council’s underlying
borrowing need. Any capital expenditure above, which has not immediately been paid for, will
increase the CFR. Following accounting changes, the CFR also includes any other long term liabilities
(e.g. finance leases) that have been brought onto the balance sheet. Whilst this increases the CFR,
and therefore the Council’s borrowing requirement, these types of scheme include a borrowing
facility and so the Council is not required to separately borrow for these schemes.



The Council is asked to approve the CFR projections below:

2016/17 2017/18 2018/19 2019/20 2020/21
Actual Forecast | Estimate | Estimate | Estimate
Total Proposed Capex £53.9m £31.2m £21.4m £17.3m
Capital Financing -
Grants (£1.5m) (£0.2m) (£0.1m) (£0.1m)
Reserves (£4.1m) (£0.5) 0 0
Capital Receipts (£15.3m) | (£22.8m) | (£15.8m) | (£17.2m)
s.106 and CIL (£0.7m) 0 0 0
Closing CFR £17.3m £49.6m £57.2m £62.8m £62.8m
Movement in the CFR* £32.3m £7.6m £5.6m 0
Internal Borrowing £32.3m £5.3m 0 0
External Borrowing 0 £2.3m £5.6m (7.9m)

* Includes MRP and/or voluntary contributions to reduce the CFR

Any new capital expenditure if unfunded and requiring credit cover would however need to generate
a MRP.

2.3 Minimum Revenue Provision (MRP) Strategy and Policy Statement

The Minimum Revenue Provision (MRP) is designed to pay off an element of the capital spend which
has not already been financed from existing revenue or capital resources. The Council is required to
make prudent provision, which means that the repayment of debt is enabled over a period that is
reasonably commensurate with that over which the capital expenditure provides benefits.

The Council is also able to increase the rate it reduces its CFR by undertaking additional voluntary
payments (voluntary revenue provision - VRP) in addition to any MRP; this is not currently the
Council’s policy.

Government Regulations require the Council to approve a MRP Statement in advance of each year.
The following MRP statement is recommended:



For capital expenditure incurred before 1 April 2008 or which in the future will be Supported Capital
Expenditure, the MRP policy will be:

e Existing practice - MRP will follow the existing practice outlined in former Government
regulations (option 1);

This option provides for an approximate 4% reduction in the borrowing need (CFR) each year.

From 1 April 2008 for all unsupported borrowing (including PFl and finance leases) the MRP policy will
be:
e Asset life method — MRP will be based on the estimated life of the assets, in accordance with
the regulations (this option must be applied for any expenditure capitalised under a
Capitalisation Direction) (option 3)

This option provides for a reduction in the borrowing need over the asset’s estimated life.
Repayments of PFl or Finance Leases are allowable to use as a proxy for the above methods.

The Council’s current external borrowing is supported by matched capital receipts. Any new capital
expenditure that is classed as unfunded and therefore requiring credit cover would generate a MRP.

Watford Borough Council’s process is to produce for approval by the Director of Finance, in
consultation with the Portfolio Holder, a business case for each scheme intended to be unfunded
from other resources. This will clearly show the level of MRP which is proposed to ensure that the
repayment of any debt can be made in a period commensurate with the period over which the
expenditure provides benefits or makes returns.

2.4 The Use of the Council’s Resources and the Investment Position

The application of resources (capital receipts, reserves etc.) to either finance capital expenditure or
other budget decisions to support the revenue budget will have an ongoing impact on investments
unless resources are supplemented each year from new sources (asset sales etc).

The Property Investment Board will play an important role in optimising returns on capital
investments. Subject to each business case, where reserves or cash balances can be deployed in
accordance with the Property Investment Strategy to generate better returns for the Council, then
Council is asked to approve the flexibility required to invest Council treasury funds accordingly.

3.0 Treasury Management Strategy

The treasury management strategy is an important part of the overall financial management of the
Council’s affairs. The prudential indicators consider the affordability and impact of capital
expenditure decisions, and set out the Council’s overall capital framework. The treasury service
considers the effective funding of these decisions. Together they form part of the process which
ensures the Council meets its balanced budget requirement under the Local Government Finance Act
1992.




The Council’s treasury activities are regulated by statutory requirements and the CIPFA Code of
Practice on Treasury Management. The Council has adopted a Treasury Management Policy
Statement in accordance with the code of practice.

The Constitution requires a strategy to be reported to Council outlining the expected treasury activity
for the forthcoming 3 years. A key requirement is to explain the risks associated with the treasury
service. Further treasury reports are produced after the year-end to report on actual activity for the
year and a mid-year monitoring update. This strategy covers:

e The current portfolio position;

e The borrowing strategy;

e Annual investment strategy;

e Specific limits on treasury activities;

e Treasury performance indicators;

e Reporting requirements;

e Policy on use of external service providers;
e Training of Officers and Members.

The treasury management function ensures that the Council’s cash is organised in accordance with
the relevant professional codes, so that sufficient cash is available to meet this service delivery. This
will involve the organisation of both cash flow and the use of approporiate short-term borrowing
facilities if required. The strategy covers the relevant treasury prudential indicators, the current and
projected debt positions and the annual investment strategy.

3.1 Current Portfolio Position

The Council’s current treasury portfolio position at December 2017, with forward projections are
summarised below.

Treasury Portfolio 2016/17 2017/18 2018/19 2019/20 2020/21
Actual Estimate Estimate | Estimate | Estimate
External Borrowing £7.5m £7.5m £9.8m £15.3m £0m
Total Investments 31 March
(including working capital £25m £25m £10m £10m £10m
balance of £10m)

The external borrowing relates to:

e The Growing Places Funding from the Hertfordshire Local Enterprise Partnership (LEP) was
received in July 2013 and is due to be repaid in March 2020. The money has been paid over
to the LABV (Local Asset Backed Vehicle) to finance the infrastructure phase of the Watford
Health Campus. The development zones will pay back the loan as they are completed.

e £1.5m loan from LEP to part fund the redevelopment of Zone A in Watford Business Park
which is due to be repaid in March 2020. The loan is being used to finance the development
of new Industrial units in Caxton Way which are expected to be completed in 2017/18.



The Council held £37.2m of investments as at 31 December 2017. Included in the Lloyds Bank total
(see table below) is a balance of £15.23m on the current account which is retained for liquidity in
order to meet short term cash commitments including precepts. An Interest rate of 0.50% was paid
on credit balances on the current account in line with the current bank rate.

Institution Principal (£)
Banks

Lloyds Bank plc 6,000,000
Lloyds Bank plc (current ac / call) 15,231,000
Total 21,231,000
Building Societies

Nationwide Building Society 3,000,000
Principality Building Society 3,000,000
Coventry Building Society 10,000,000
Total 16,000,000
Grand Total 37,231,000

In accordance with the Code, it is the Council’s priority to ensure security of capital and liquidity, and
to obtain an appropriate level of return which is consistent with the Council’s risk appetite.

Monthly Interest Rates to the end of December 2017

Month Rate Achieved
April 0.42%
May 0.46%
June 0.50%
July 0.52%
August 0.41%
September 0.48%

October 0.36%
November 0.39%
December 0.41%

The approved benchmark measure of yield is a return of 0.12% above the average bank rate of 0.50%
(it increased to 0.5% in November 2017). The returns up to 31 December averaged 0.47%, against a
benchmark rate of 0.37%. The average yield return is higher than the benchmark for the year to
date. In accordance with its risk appetite, the Council tends to keep the majority of investments
short-term (not greater than 364 days).



The budget for interest on investments for 2017/18 is £220,000; interest earned and due to the end
of December 2017 was £260,000 and actual interest will exceed the original budget estimate.

3.2 Prospects for Interest Rates
The Council has appointed Capita Asset Services (now Link Asset Services) as its treasury advisor and

part of their service is to assist the Council to formulate a view on interest rates. The following table
gives their central view.

Dec Mar Jun Sep Dec Mar Jun Sep Dec Mar Jun Sep Dec Mar
17 18 18 18 18 19 19 19 19 20 20 20 20 21

Bank Rate 0.50% | 0.50% | 0.50% | 0.50% | 0.75% | 0.75% | 0.75% | 0.75% | 1.00% | 1.00% | 1.00% | 1.25% | 1.25% | 1.25%

As expected, the Monetary Policy Committee (MPC) delivered a 0.25% increase in Bank Rate at its
meeting on 2 November 2017. This removed the emergency cut made in August 2016 after the EU
referendum. The MPC also gave forward guidance that they expected to increase Bank rate only
twice more by 0.25% by 2020 to end at 1.00%. The Link Asset Services forecast as above includes
increases in Bank Rate of 0.25% in November 2018, November 2019 and August 2020.

The overall longer run trend is for gilt yields and PWLB rates to rise, albeit gently. It has long been
expected, that at some point, there would be a more protracted move from bonds to equities after a
historic long-term trend, over about the last 25 years, of falling bond yields. The action of central
banks since the financial crash of 2008, in implementing substantial Quantitative Easing, added
further impetus to this downward trend in bond yields and rising bond prices. Quantitative Easing
has also directly led to a rise in equity values as investors searched for higher returns and took on
riskier assets. The sharp rise in bond yields since the US Presidential election in November 2016 has
called into question whether the previous trend may go into reverse, especially now the Fed. has
taken the lead in reversing monetary policy by starting, in October 2017, a policy of not fully
reinvesting proceeds from bonds that it holds when they mature.

Until 2015, monetary policy was focused on providing stimulus to economic growth but has since
started to refocus on countering the threat of rising inflationary pressures as stronger economic
growth becomes more firmly established. The US Central Bank (the Fed) has started raising interest
rates and this trend is expected to continue during 2018 and 2019. These increases will make holding
US bonds much less attractive and cause their prices to fall, and therefore bond yields to rise. Rising
bond yields in the US are likely to exert some upward pressure on bond yields in the UK and other
developed economies. However, the degree of that upward pressure is likely to be dampened by
how strong or weak the prospects for economic growth and rising inflation are in each country, and
on the degree of progress towards the reversal of monetary policy away from quantitative easing and
other credit stimulus measures.

From time to time, gilt yields — and therefore PWLB rates - can be subject to exceptional levels of
volatility due to geo-political, sovereign debt crisis and emerging market developments. Such
volatility could occur at any time during the forecast period.




Economic and interest rate forecasting remains difficult with so many external influences weighing

on the UK. The above forecasts (and MPC decisions) will be liable to further amendment depending

on how economic data and developments in financial markets transpire over the next year.

Geopolitical developments, especially in the EU, could also have a major impact. Forecasts for

average investment earnings beyond the three-year time horizon will be heavily dependent on

economic and political developments.

The overall balance of risks to economic recovery in the UK is probably to the downside, particularly
with the current level of uncertainty over the final terms of Brexit.

Downside risks to current forecasts for UK gilt yields and PWLB rates currently include:

Bank of England monetary policy takes action too quickly over the next three years to
raise Bank Rate and causes UK economic growth, and increases in inflation, to be
weaker than we currently anticipate.

Geopolitical risks, especially North Korea, but also in Europe and the Middle East, which
could lead to increasing safe haven flows.

A resurgence of the Eurozone sovereign debt crisis, possibly Italy, due to its high level of
government debt, low rate of economic growth and vulnerable banking system.

Weak capitalisation of some European banks.

The result of the October 2017 Austrian general election is likely to result in a strongly
anti-immigrant coalition government. In addition, the new Czech prime minister is
expected to be Andrej Babis who is strongly against EU migrant quotas and refugee
policies. Both developments could provide major impetus to other, particularly former
Communist bloc countries, to coalesce to create a major block to progress on EU
integration and centralisation of EU policy. This, in turn, could spill over into impacting
the Euro, EU financial policy and financial markets.

Rising protectionism under President Trump

A sharp Chinese downturn and its impact on emerging market countries

The potential for upside risks to current forecasts for UK gilt yields and PWLB rates, especially for
longer term PWLB rates include: -

The Bank of England is too slow in its pace and strength of increases in Bank Rate and,
therefore, allows inflation pressures to build up too strongly within the UK economy,
which then necessitates a later rapid series of increases in Bank Rate faster than we
currently expect.

UK inflation returning to sustained significantly higher levels causing an increase in the
inflation premium inherent to gilt yields.

The Fed causing a sudden shock in financial markets through misjudging the pace and
strength of increases in its Fed Funds Rate and in the pace and strength of reversal of



Quantitative Easing, which then leads to a fundamental reassessment by investors of
the relative risks of holding bonds, as opposed to equities. This could lead to a major
flight from bonds to equities and a sharp increase in bond yields in the US, which could
then spill over into impacting bond yields around the world.

3.3 Treasury Indicators: Limits to Borrowing Activity

There are two limits on external debt: the ‘Operational Boundary’ and the ‘Authorised Limit’. Both
are consistent with existing plans and the proposals in the budget report for capital expenditure and
financing, and with approved treasury management policy statement and practices.

The key difference is that the Authorised Limit cannot be breached without prior approval of the
Council. The Operational Boundary is a more realistic indicator of the likely position. The difference
between the authorised limit and operational boundary for borrowing is that the authorised limit
includes a head room for borrowing for future known capital needs now. The Authorised Limit
represents the limit beyond which borrowing is prohibited, and needs to be revised if necessary by
members.

The first key control over the treasury activity is a Performance Indicator (Pl) to ensure that over the
medium term, net borrowing (borrowings less investments) will only be for a capital purpose. Gross
external borrowing should not, except in the short term, exceed the total of CFR in the preceding
year plus the estimates of any additional CFR for 2018/19 and next two financial years. This allows
some flexibility for limited early borrowing for future years, but ensures that borrowing is not
undertaken for revenue purposes.

3.3.1 Treasury Management Indicator - The Operational Boundary

This is the limit beyond which external borrowing is not normally expected to exceed. In most cases
this would link directly to the authority’s plans for capital expenditure, its estimates for CFR and its
estimate of cashflow requirements for the year for all purposes. It is not currently expected that the
Council will need to borrow, this limit represents a contingency should the need arise.

As the council already has a loan of £6.0m and a £1.5m loan from the LEP; current budget indications
are that there may be a need to borrow for other capital purposes in the next three years, it would
be prudent to set the operational boundary at £25 million for 2018/19.

. 2018/19 2019/20 2020/21
it ey Estimate Estimate Estimate
Borrowing £25m £30m £35m

3.3.2 Treasury Management Indicator - The Authorised Limit for External Borrowing

This PI, which is required to be set and revised by Members, controls the overall level of borrowing
and represents the limit beyond which external long and short term borrowing is prohibited, and this
limit needs to be set or revised by the Council. It reflects the level of borrowing which, while not
desired, could be afforded in the short term, but is not sustainable in the longer term. It is the



expected maximum borrowing need with some headroom for unexpected movements. This is the
statutory limit determined under section 3 (2) of the Local Government Act 2003.

. . . 2018/19 2019/20 2020/21
cRinei s Estimate Estimate Estimate
Borrowing £30m £35m £40m

3.3.3 Treasury Management Indicator — Actual External Debt

This is the closing balance for actual gross borrowing obtained directly from the council’s Balance
Sheet at year end.

The Director of Finance reports that the Council complied with this prudential indicator in the current
year and does not envisage difficulties for the future. This view takes into account current
commitments, existing plans, and the proposals within this report regarding future external
borrowing.

3.4 Borrowing Strategy

Although at this stage there has been no requirement to borrow externally over the medium term,
the Council has a number of regeneration projects and it is possible that these may require pump
priming for the necessary infrastructure works. Any external borrowing that is required by the
Council will be reported to Members at the appropriate time.

The Council’s treasury team maintains a cashflow forecast and works its liquidity requirements within
this forecast; it may, on rare occasions, be necessary to borrow short-term for cashflow purposes.
This will be in the form of short term debt or overdraft facilities and is normally for small amounts for
minimum durations. As this is based on need and has a defined repayment period it is not normally
included within the limits set above.

3.4.1 Policy on borrowing in advance of need

The Council will not borrow more than or in advance of its needs purely in order to profit from the
investment of the extra sums borrowed. Any decision to borrow in advance will be within forward
approved Capital Financing Requirement estimates, and will be considered carefully to ensure that
value for money can be demonstrated (ie: the cost of holding does not outweigh the benefits of early
borrowing) and that the Council can ensure the security of such funds. Any associated risks will be
approved and reported through the standard reporting method.

3.5 Annual Investment Strategy
3.5.1 Key Objectives
The Council’s investment strategy’s primary objectives are safeguarding the re-payment of the

principal and interest of its investments on time, and then ensuring adequate liquidity, with the
investment return being the final objective. The current strategy allows the Portfolio Holder, in



consultation with the Director of Finance, the delegated authority to approve any variation to the
Treasury Management Strategy during the year which may be brought about by investigating the
opportunity to invest for greater than one year and also to invest in other investment instruments i.e
Government bonds, Gilts and investment property with a view of to maximising the Council’s returns
without significantly increasing risk.

3.5.2 Investment Policy

The Council’s investment policy has regard to the DCLG’s Guidance on Local Government
Investments and the CIPFA Treasury Management in Public Services Code of Practice and Cross
Sectoral Guidance Notes (“the CIPFA TM Code”). The Council’s investment priorities are security first,
liquidity second, then yield.

Investment instruments identified for use in the financial year are listed below under the ‘Specified’
and ‘Non-Specified’ Investments categories. Counterparty limits will be as set through the Council’s
Treasury Management Practices Schedules and are detailed at Annex A.

As part of its diversification of investments, the Council has invested some of its core funds (ie: funds
not immediately required for cashflow reasons) in longer—term investment property instruments.
These are in the form of individual assets directly owned by the council. Although the Council has no
current investments or plans to invest in pooled property funds, these are an option that could be
considered in the future. All property investments are controlled through the Property Investment
Board (PIB) and each investment is subject to its own business case and appraisal before a decision to
invest is taken and before any Council funds are committed.

3.5.3 Creditworthiness policy
The Council will ensure:

° It maintains a policy covering both the categories of investment types it will invest in and the
criteria for choosing investment counterparties with adequate security, and monitoring their
security. This is set out in the Specified and Non-Specified investment sections below.

° It has sufficient liquidity in its investments. For this purpose it will set out procedures for
determining the maximum periods for which funds may prudently be committed. These
procedures also apply to the Council’s prudential indicators covering the maximum principal
sums invested.

The Director of Finance will maintain a counterparty list in compliance with the following criteria and
will revise the criteria and submit them to Council for approval as necessary and will provide an
overall pool of counterparties considered high quality.

Credit rating information is supplied by our treasury consultants on all active counterparties that
comply with the Council’s criteria. Any counterparty failing to meet the criteria would be omitted
from the counterparty (dealing) list. Any rating changes, rating watches (notification of a likely
change), rating outlooks (notification of a possible longer term change) are provided to officers
almost immediately after they occur and this information is considered before dealing.



Counterparty Categories
The Council uses the following criteria in choosing the categories of institutions in which to invest:

° Banks 1 - Good Credit Quality
The Council will only use UK banks or foreign banks trading in the UK in sterling denomination
and which meet the Rating criteria.

° Banks 2 — The Council’s Own Banker
For transactional purposes, if the bank falls below the above criteria, it will be included,
although in this case balances will be minimised as far as possible in both monetary size and
time within operational constraints.

° Bank Subsidiary and Treasury Operations — the Council will use these where the parent bank
has the necessary ratings outlined above and the parent has provided an indemnity guarantee.

° Building Societies
The Council will use all Societies which meet the ratings for banks outlined above.

° Specific Public Bodies
The Council may lend to Public Bodies other than Local Authorities. The criterion for lending to
these bodies is that the loan has been approved by Council.

. Money Market Funds AAA Rated
The Council may lend to Money Market Funds in order to spread its investment risk.

. Local Authorities
A limit of £5m per authority will be applied.

° Debt Management Deposit Account Facility
A Government body which accepts local authority deposits.

° Council Subsidiaries (non-specified)
The Council will lend to its subsidiaries subject to approval of a business case by the Portfolio
Holder, in consultation with the Director of Finance. Business cases must be accompanied by
an independent assessment of viability, and be subjected to regular monitoring by the Director
of Finance.

The current investment counterparty criteria selection approved in the Treasury Management

Strategy are being met.

For details of Specified and Non-Specified Investments see below.

Use of Additional Information Other Than Credit Ratings

Additional requirements under the Code of Practice require the Council to supplement credit rating
information. Whilst the above criteria rely primarily on the application of credit ratings to provide a
pool of appropriate counterparties for officers to use, additional operational market information will



be applied before making any specific investment decision from the agreed pool of counterparties.
This additional market information (for example Credit Default Swaps, negative rating
watches/outlooks) will be applied to compare the relative security of differing investment
counterparties.

Time and Monetary Limits Applying to Investments

The time and monetary limits for institutions on the Council’s Counterparty List summarised in the
table below, are driven by the above criteria. These limits will cover both Specified and Non-Specified
Investments.

Exceptional Circumstances

The criteria for choosing counterparties set out above provide a sound approach to investment in
“normal” market circumstances. Whilst Members are asked to approve this base criteria above,
under the exceptional current market conditions Director of Finance may temporarily restrict further
investment activity to those counterparties considered of higher credit quality than the minimum
criteria set out for approval. These restrictions will remain in place until the banking system returns
to “normal” conditions. Similarly, the time periods for investments will be restricted.

Examples of these restrictions would be the greater use of the Debt Management Deposit Account
Facility (DMO) — a Government body which accepts local authority deposits, Money Market Funds,
and strongly rated institutions. The credit criteria have been amended to reflect these facilities.

3.5.4 Investment Strategy

In-House Funds - investments will be made with reference to the core balance and cashflow
requirements and the outlook for short-term interest rates (i.e. rates for investments up to 12
months).

Investment Returns Expectations:

Bank rate is forecast to remain unchanged at 0.50% before starting to rise from quarter 3 of 2018/19.
Bank rate forecasts for financial year ends (March) are:

2017/18 0.50%
2018/19 0.75%
2019/20 1.00%
2020/21 1.25%

Investment Treasury Indicator and Limit - total principal funds invested for greater than one year.
These limits are set with regard to the Council’s liquidity requirements and to reduce the need for
early sale of an investment, and are based on the availability of funds after each year-end.

Treasury Indicator & Limit 2018/19 2019/20 2020/21




Maximum Principal Sums
invested for greater than one
year (excluding property £5m £5m £5m
investment and loans to Council
subsiduaries).

3.5.5 Investment Risk & Security Benchmarking

These benchmarks are simple guides to maximum risk and so may be breached from time to time,
depending on movements in interest rates and counterparty criteria. The purpose of the
benchmarks is that officers will monitor the current and trend position and amend the operational
strategy to manage risk as conditions change. Any breach of the benchmarks will be reported, with
supporting reasons in the Mid-Year or Annual Report. In line with the Treasury Management
Strategy, the Council has managed to invest with those institutions who offered the best rate and the
investment portfolio is above the overall benchmark during the year to date.

Security

Security of the investments is measured by credit ratings, which is supplied by the three main credit
rating agencies (Fitch, Moodys and Standard & Poors). Where investments are made to Council
subsidiaries (non-listed), the security is measured through a business case with independent viability
assessment.

Liquidity

The Council set liquidity facilities/benchmarks to maintain:

e Authorised bank overdraft - nil.

e Liquid short term deposits of at least £5m available with a week’s notice.

e Weighted Average Life benchmark is expected to be 0.5 years, with a maximum of 10 years for an
individual loan with a public body (excluding loans to institutions the Council has an interest in).

The Council has the benefit of instant access to its funds on the general account with Lloyds.

Yield

The measure of yield on Investments is a return of 0.12% above average bank rate. In accordance
with the Code of Practice on Treasury Management this used as a performance indicator. The results
of this indicator have been reported in the Treasury Annual Report and the mid-year report.

3.6 Reporting Requirements

End of Year Investment Report - the Council will report on its investment activity for the financial
year completed as part of its Annual Treasury Management Report after the end of the financial year.

Mid-year Investment Report — the Council will report on its investment activity for that financial year



as part of its Mid Year Treasury Management Report at the end of September of that financial year.

Treasury Management Strategy — the Council will produce the Strategy for the next three financial
years towards the end of the current financial year.

3.7 Policy on the Use of External Service Providers

The contract for external treasury management advisors was re-tendered in October 2016, and
following this, Capita Asset Services Treasury Solutions (now Link Asset Services) have been
appointed as the advisors to the Council until October 2019. The Council recognises that
responsibility for treasury management decisions remains with the Council at all times and will
ensure that undue reliance is not placed upon our external service providers. It also recognises that
there is value in employing external providers of treasury management services in order to acquire
access to specialist skills and resources. The Council 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.

The Council will also, from time to time, procure specialist advice for ad-hoc pieces of work; this will
be procured in accordance with the Council’s normal procedure rules.

3.8 Member and Officer Training

The increased Member consideration of treasury management matters and the need to ensure
officers dealing with treasury management are trained and kept up to date requires a suitable
training process for Members and officers. This Council has addressed this important issue by:

° Ensuring that officers attend suitable courses and seminars to keep their technical knowledge
up to date;

. Keeping up to date with CIPFA publications on Treasury Management. From December 2017
there are new codes for Capital Finance in Local Authorities and also a new Treasury
Management Code;

. Regular briefings both by email and face to face with the Council’s Treasury advisors;

° Reports and briefing sessions to Members on major changes to Treasury policies and strategies.



Treasury Management Practice (TMP1) ANNEX A
Credit and Counterparty Risk Management

The DCLG issued a reviewed Investment Guidance in 2010 (second edition), and this forms
the structure of the Council’s policy below. These guidelines do not apply to either trust funds
or pension funds, which operate under a different regulatory regime.

The key intention of the Guidance is to maintain the current requirement for councils to
invest prudently, and that priority is given to security and liquidity before yield. In order to
facilitate this objective the guidance requires this Council to have regard to the CIPFA
publication Treasury Management in the Public Services: Code of Practice and Cross-Sectorial
Guidance Notes. This Council has adopted the Code and will apply its principles to all
investment activity. In accordance with the Code, the Director of Finance has produced this
Treasury Management Practices (TMP’s) guidance.

Annual Investment Strategy - The key requirements of both the Code and the investment
guidance are to set an annual investment strategy for the following year, covering the
identification and approval of following:

° The strategy guidelines for choosing and placing investments, particularly non-specified
investments;

° The principles to be used to determine the maximum periods for which funds can be
committed;

o Specified investments that the Council will use. These are high security, and high
liquidity investments in sterling and with a maturity of no more than a year;

° Non-specified investments, clarifying the greater risk implications, identifying the
general types of investment that may be used and a limit to the overall amount of
various categories that can be held at any time.

The investment policy proposed for the Council is:

Strategy Guidelines — the main strategy guidelines are contained in the body of the treasury
strategy statement.

Specified Investments — these investments are sterling investments of not more than one-
year maturity, or those which could be for a longer period but where the Council has the right
to be repaid within 12 months if it wishes. These are considered low risk assets where the
possibility of loss of principal or investment income is small. These would include sterling
investments with:

1. The UK Government (such as the Debt Management Account deposit facility, UK Treasury
Bills or a Gilt with less than one year to maturity).

2. Alocal authority, parish council or community council.

3. Abody that is considered of a high credit quality (such as a bank or building society) with
a minimum short term rating of F-1 (or the equivalent) as rated by Standard and Poor’s,
Moody’s or Fitch rating agencies or a Building Society with assets over £1,000m. Non
rated Building Societies are non-specified investments.



4. Money Market Funds (triple AAA rated only).

Within these bodies, and in accordance with the Code, the Council has set additional criteria
to set the time and amount of monies which will be invested in these bodies. These criteria
are defined in the Treasury Management Strategy.

The ratings criteria and exposure limits are detailed at Schedule 1.

Non-Specified Investments — non-specified investments are any other type of investment (i.e.
not defined as Specified above). The identification and rationale supporting the selection of
these other investments and the maximum limits to be applied are set out below. Non
specified investments would include any sterling investments with:

Non Specified Investment Category Limit (£ or %)

a. | Any bank or building society that has a minimum long term
credit rating of A (or equivalent), for deposits with a maturity of £5m
greater than one year (including forward deals in excess of one
year from inception to repayment).

b. | The Council’s own banker if it fails to meet the basic credit In this instance
criteria. balances will
be minimised
as much as
possible

c. | Building Societies not meeting the basic security requirements
under the specified investments.

The operation of some building societies does not require a
credit rating, although in every other respect the security of the £2m
society would match similarly sized societies with ratings. The
Council may use such building societies which were originally
considered Eligible Institutions and have a minimum asset size
of £5,000m, but will restrict these types of investments to £2m
for up to six months.

d. | Specific Public Bodies

The Council can seek Member approval to make loans to other

£10
public bodies for periods of more than one year. m

e. | Loans to Council Subsidiaries

The Council will lend to its subsidiaries subject to approval of a
business case by the Portfolio Holder, in consultation with the | £10m limit for
Director of Finance. Business cases must be accompanied by an | any single loan
independent assessment of viability, and be subjected to
regular monitoring by the Director of Finance.

f. | Other unspecified investments

The strategy allows the Portfolio Holder, in consultation with
the Director of Finance, in consultation with the Lead Member,
the delegated authority to approve any variation to the




Treasury Management Strategy during the year which may be
brought about by investigating the opportunity to invest for
greater than one year and also to invest in other investment
instruments i.e Government bonds, Gilts and investment
property with a view of to maximising the Council’s returns
without significantly increasing risk. This allows the addition of
further unspecified investments, subject to conditions which
will be generally similar to (e).

£10m

In accordance with the Code, the Council has developed additional criteria to set the overall
amount of monies which will be invested in these bodies. These criteria are defined in the
Treasury Management Strategy.

In respect of category ‘d’ this will only be considered after obtaining external advice and
subsequent Member approval.

The Council will also consider investment in property in accordance with its Property
Investment Strategy. All property investments will be dependent on a standalone business
case being proven.

The Monitoring of Investment Counterparties

The credit rating of counterparties is monitored regularly. The main rating agencies (Fitch,
Moody’s and Standard & Poor’s) provide credit ratings for financial institutions. The Council
receives credit rating information (changes, rating watches and rating outlooks) from Capita
Asset Services Treasury Solutions as and when ratings change, and counterparties are
checked promptly. The Council considers minimum short term ratings as key criteria in the
choice of creditworthy investment counterparties; F1+, P-1 and A-1+ are the highest short
term credit ratings of Fitch, Moody's and Standard & Poor's respectively. Minimum Short
Term Ratings, where given, must be met for all categories. On occasion ratings may be
downgraded when an investment has already been made. The criteria used are such that a
minor downgrading should not affect the full receipt of the principal and interest. Any
counterparty failing to meet the criteria will be removed from the list immediately by the
Director of Finance, and if required new counterparties which meet the criteria will be added
to the list.

For non-specified investments (e.g. e-f above) the progress of the entity against the
approved, independently verified business case will be monitored by the Director of Finance.



Institution Type Max Amount: £10m £10m £10m £10m £10m
Max Length: 10 Years 364 Days 6 Months 3 Months 1 Month
Minimum Short Term
Ratings
Moody
Fitch 's S&P
UK Banks
The Council's own Bankers Fim P-1 A-1 If Council's own bankers fall below the minimum long term criteria for UK banks,
cash balances will be managed within operational liquidity constraints and
balances will be minimised as much as possible.
Wholly Owned Subsidiaries of UK F1 P-1 A-1 Backed up by | Backed up by | Backed up by Backed up by
Clearing Banks - Parent Ratings AA(F), single Along | lower than A lower than A
Aa2(M) and term ratings | long term long term
AA(S&P) long | by all rating rating
term credit agencies
rating
Partially Owned Subsidiaries of F1 P-1 A-1 Backed up by | Backed up by | Backed up by | Backed up by
UK Clearing Banks - Parent AA(F), single Along | lower than A lower than A
Ratings Aa2(M) and term ratings | long term long term
AA(S&P) long | by all rating rating
term credit agencies
rating
UK Building Societies
Either Backed up by | Backed up by | Backed up by Backed up by
AA(F), single Along | lower than A lower than A
F1 p.1 Al Aa2(M) and term ratings | long term long term
AA(S&P) long | by all rating rating
term credit agencies

rating

T 3|npayds



Or Assets over Assets over Assets of Assets of
£15,000m £5,000m £2,500m £1,000m
g . . As approved
Specific Public Bodies by Members
Debt Management Deposit Unlimited

Facility (UK Government)

Money Market Funds (AAA
Rated)

£5m per fund

Municipal Bond Agency

As approved
by Members

UK Local Authorities

The Council
caninvestin
all UK Local
Authorities
whether
rated or not




Notes:-

1. F1+, P-1and A-1+ are the highest short term credit ratings of Fitch, Moody's and
Standard and Poor's respectively.

2. Minimum Short Term Ratings - Where given, these must be met, for all categories
(except RBS Group).

3. Building Societies - A Building Society has to meet either the ratings criteria or the
assets criterion to be included in the category, not both.

4. Maximum amount is the maximum, in total, over all investments, with any one
institution (with the exception of RBS Group).



Annex B
PROPERTY INVESTMENT STRATEGY

Property Investment Policy 2015/16

The council is restricted in the different investment vehicles it is legally allowed to
invest in notwithstanding the over-riding need for prudence. Of the few options
open one is Property and the returns from investing in property have generally
been, and currently are, greater than the limited opportunities in the money
markets. This should be read in conjunction with the Asset Management Policy.

In broad terms the returns can be higher because the risks are greater. Factors to
be taken into account when deciding the principle of investing in property
include:

= investment will be for the long term since it may not be possible, or
wise, to sell quickly

= the costs of acquisition and disposal

= there are management costs, risk of rent default and failure to honour
maintenance agreements

= generally property tends to appreciate in value, although this will vary by
type and area; however, in some cases the value may godown

= property can become functionally obsolete necessitating major
refurbishment

= without regular repair and maintenance the condition will deteriorate and
the responsibility for repairs/maintenance may not always rest with the
tenant

= certain types of property may become less desirable as time goes by; this
can make re-letting difficult or attract a lower calibre oftenant.

How much is invested?
Approximately £100 million is currently held in the property portfolio and £ 30
million is invested in treasury investments (short term investments (less than 1 year)
with UK building societies and banks).

What type of property?

There are different types of property investment as follows:

i) Retail

ii) Office

iii)) Industrial
iii) Leisure

For risk management purposes it is recommended that no single asset should
comprise more than 10% of the whole portfolio and locations should be diverse as
should property types. Convention has often dictated an ideal balance of 30% of
monies invested in each retail, office and industrial sectors, and the remaining 10%
into leisure and miscellaneous uses. The mix helps to protect the fund against



movements that might adversely affect one specific sector which would otherwise
have a disproportionate impact.

What level of financial return?

In general, property can be categorised as prime, secondary or tertiary in terms of
its desirability. ‘Rack-rented’ means that the maximum market rental achievable is
being received. Yield derives from both capital and rent. Lower yields can indicate
that the investment attracts a lower degree of risk due to the ratio of rent to
capital and other factors such as location, security and regularity of income.
Property investment returns will differ depending upon the market and the
nature of the asset.

The Investment Portfolio Database (IPD) index tracks total returns (income return
and capital growth) on a combined portfolio of all property types and is frequently
used as a benchmark by which to measure the performance of individual portfolios.
Over the last 12 months the Index has demonstrated All Property returns of 16.2%,
comprised of retail at 10.6%, office at 21.3%, and industrial at 20.7%. The long term
average total return is 8.3%, which would be a more reliable benchmark moving
forward.

The Council has a target to grow the income from the portfolio by 5% per annum.
This is to be benchmarked against the income return element of the IPD Index to
demonstrate that value for money has been achieved and to promote
accountability.

Where should it be located?

There are compelling legal, cultural and financial reasons for not investing in the
European mainland at the moment. Within the UK the location will influence the
return and the type of property and may make management more or less difficult
depending on distance from the Council offices. Only property located in the UK
will be considered.

Wherever possible, stock to be selected should support local regeneration and
provide a community benefit, although the Council may have to consider
opportunities outside the Borough in order to achieve the required results.



INVESTMENT PORTFOLIO ASSESSMENT MATRIX

A scoring matrix allows the relative merits of an investment opportunity to be

measured. The resultant score can then be assessed against a target measure or used
for comparison against other opportunities. The key financial elements are covered in
the following table:

SCORING Score 4 3 2 1
CRITERIA
Weighting | Excellent / Good Acceptable Not
Factor Very Good Acceptable
Location 5 Major Micro prime | Secondary Tertiary
prime
Tenant 5 Single Multiple Single or Tenants
Covenant tenant with | tenants with | Multiple with poor
strong strong tenants with | financial
financial financial good covenant
covenant covenant financial strength
Building 4 Modern or Good quality | Good quality | Older style or
Quality recently with capex with capex non-
refurbished | likely to be likely to be compliant
with required required with capex
nominal within the within the required
capex next 20 next 10 within the
vracirad | vnaee vanre novt B yvinnee
Occupier s 4 Greater Between 6 Between 3 Less than 3
Lease than 10 and 10 and 6 years years or
Length years years vacant
Tenure 3 Freehold Lease 125 Lease Lease
years plus between between 60
100 and and 100
125 years years
Lot Size 3 Between Between Between Greater
£3m & £5m | £2m & £3m £fim & £2m than £15m
orf5m & orf7m &
£7m £10m
Max 96 72 48 24
Score

The threshold score should be set at 60.




