APPENDIX C

2011/12 Treasury Management Progress Report to
30 September 2011

Report of Head of Financial Services

Introduction

It is a requirement of the CIPFA Code of Practice on Treasury Management that regular
monitoring reports are presented to Members on treasury activities. These reports will
normally be presented soon after the end of June, September, December and March as part
of the Council’'s performance management framework.

Council approved the Treasury Strategy including the Investment Strategy for 2011/12 at its
meeting on 02 March 2011. This report outlines activities undertaken in pursuance of those
strategies during the financial year up to the end of Quarter 2.

Treasury management is a technical area. To assist with the understanding of this report, a
glossary of terms commonly used in Treasury Management is attached at Annex A. In
addition, the Councillor's Guide to Local Government Finance also has a section on treasury
and cash management and this is available through the Member Information section on the
Intranet.

Summary

¢ Due to the upcoming HRA finance reforms, Cabinet is asked to note various changes
to the Prudential Indicators presented at Annex B as well as changes to the
Investment Strategy set out in section 9, for referral on to full Council.

e The decision from the Icelandic Courts was in the Council’s favour. It is anticipated
that the judgment is applied to all non test cases and that in broad terms the Council
will recover all but £400K of the £6M invested.

* There is a £40K favourable variance against the budget to date. This relates to the
‘accounting’ interest accruing on Icelandic investments. Once full details of the
settlement and timing are released, this will need to be reviewed.

¢« On other treasury matters there have been no changes to the debt portfolio. No
temporary borrowing was required during the quarter and no new long term debt has
been taken on.

e There have been no material breaches of any prudential indicators or counterparty
limits in the quarter and no other major risks have been identified.



Economic Review (section 3.1 to 3.4 as provided by Sector)

Global Economy

The Euro zone sovereign debt crisis continued with Spain, and particularly Italy, being the
focus of renewed market concerns that they may soon join with Greece, Ireland and Portugal
in needing assistance. This uncertainty and the lack of a co-ordinated or credible Euro zone
response, left commentators concerned over the potential impact of sovereign default and
resulting effect on the Euro zone banking sector. The approval by various countries of the
£440bn bail out fund in September brought temporary relief to financial markets and it has
now been agreed that private investors will take a 50%cut in the face value of their Greek
bonds. Also, a new 130bn Euro bail-out of Greece by the EU and International Monetary
Fund has also been agreed and together, these actions resulted in markets regaining their
risk appetite as investors’ confidence returned.

However, political difficulties in the US over their plans to address the budget deficit, the size
and control over the US sovereign debt, and the subsequent loss of the AAA credit rating
from Standard and Poors, has led to a much more difficult and uncertain outlook for the
world economy.

Growth prospects in the US, UK and the Euro zone have been lower than expected, with
future prospects similarly cut. Whilst not a central view, concerns of a double dip recession
in some Western countries have increased. World stock markets fell in the second quarter of
2011/12 as a consequence.

UK Economy

Following zero growth in the final half of 2010/11 the UK economy grew by a weaker than
expected 0.2% in the first quarter of 2011/12, providing a knock on effect to future growth
prospects. Growth prospects are expected to be governed by UK consumer sentiment,
which is currently subdued due to falling disposable income. Higher VAT, overhanging debt,
high inflation and concerns over employment are likely to weigh heavily on consumers into
the future.

Inflation remains stubbornly high, although the expectation of future falls, the external nature
of the price increases (energy, oil, food etc.), and the negative impact a rate rise would have
on the UK economy, are all likely to stop the Monetary Policy Committee from raising the
Bank Rate for some considerable time to come. An indicator of the worsening position arose
from the Monetary Policy Committee minutes recently, signalling a greater willingness to
expand the quantitative easing programme.

International investors continue to view UK government gilts as being a safe haven from the
EU sovereign debt crisis. The consequent increase in demand for gilts has helped to add
downward pressure on gilt yields and sent PWLB borrowing rates to low levels. This has
been partially reversed by the recent Greek debt bailout as investors confidence returned,
resulting in the biggest rise in the UK 10 year gilt yield for 2 years.

Outlook for the next six months of 2011/12:

There remain huge uncertainties in economic forecasts due to the following major difficulties:
- the speed of economic recovery in the UK, US and EU;

the likely political gridlock in the US preventing significant government fiscal action to
boost growth ahead of the Presidential elections in November 2012;

. the potential for a major EU sovereign debt crisis which could have a significant
impact on financial markets and the global and UK economy;

- the degree to which government austerity programmes will dampen economic growth;

the potential for more quantitative easing, and the timing of this in both the UK and
us;



. the speed of recovery of banks’ profitability and balance sheet imbalances.

The overall balance of risks is weighted to the downside:

Low and modest growth in the UK is expected to continue, with a low Bank Rate to
continue for at least 12 months. This will keep investment returns depressed.

The expected longer run trend for PWLB borrowing rates is for them to rise, primarily
due to the need for a high volume of gilt issuance in the UK, and the high volume of
debt issuance in other major western countries. However the current safe haven
status of the UK may continue for some time.

Sector’s Interest Rate Forecast

Sector's Interest Rate View
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10yr PWLB Rate 3.52% 3.80% 4.00% 4.10% 430% 4.40% 450% 4.60% 4.70% 4.80% 4.90% 500% 5.10%
25yr PWLB Rate 456% 5.00% 500% 5.10% 590% 570% 520% 520% 530% 5.40% 540% 550% 5.50%
50yr PWLB Rate 473% 5.00% 5.00% 510% 510% 510% 520% 520% 530% 540% 540% 550% 550%

Significance of Sector’'s Review to Lancaster

As will be discussed below, a key issue affecting the Council is the financing of the HRA
subsidy buy out, planned for the end of this financial year. The review from Sector has an
important influence on planning the treasury management elements of this transaction. The
forecast indicates that returns on investment balances will remain at their historically low
levels for at least another year, before a steady rise in bank rate over subsequent quarters.

In terms of borrowing costs, the international factors which impact on guilt rates, and
therefore PWLB rates, may keep the cost of borrowing depressed, although the projection is
for a steady rise up to, and beyond, the self financing date. The recent Greek debt bailout
has already led to an increase in rates although it remains to be seen whether this
confidence is maintained.

What seems likely is that the existing, significant margin between what rate the Council can
achieve from investments and the rate it must pay for borrowing will be maintained over the
medium term. In addition, the spread of rates, where shorter term loans are significantly
cheaper, will be maintained, although the trend will be for this spread to reduce over time.
These factors should be taken into account when developing the strategy for financing the
estimated payment to DCLG — as will other factors outlined in the sections below.

4. Capital Budgets, the Debt Portfolio and HRA self financing.

There has been no change to the long term debt portfolio since January 2009 and there is no
immediate need to take out new long term loans. As noted later, the Council has positive
news on Icelandic investments and as previously reported the two other big issues (Luneside
and Land at South Lancaster) for the capital programme are nearing conclusion with reason
for optimism on both fronts. The next major issue will be Council Housing self financing.



Officers need to develop a strategy for financing the likely settlement, currently estimated at
£30M to buy out of the housing subsidy system. This will increase the underlying need to
borrow but does not mean that the Council will have to borrow the whole amount. There may
be an opportunity to net down the borrowing/investment balances, as has been discussed in
previous quarterly updates. The upcoming capital budget process will also need to feed in to
any strategy to finance the payment.

In anticipation of the self financing proposal being brought into law, a number of Prudential
Indicators will need to be updated to reflect the changes to capital expenditure, debt and
borrowing and the updated values are presented at Annex B, for noting and referral onto full
Council.

Current Borrowing Rates and special provision fo r HRA self financing.

The graph below shows that the pattern seen since January 2009 has persisted, with a

marked spread between short term and long term borrowing. Further, rates remain at their
depressed levels and have been on a downward trend, fuelled by the Eurozone crisis.
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This latest trend is good for the Council as it faces taking on new borrowing before the end of
the financial year, in relation to the HRA subsidy buy out. The projections from Sector are,
however, that these rates will rise before the self financing buy out but they will still remain
relatively low. The spread of rates also means that structuring the maturity profile rather than
relying on long term maturity loans, would be beneficial in terms of interest cost although it
would commit the Council to either repayment or re-financing, sooner than if long terms
loans were used.

Furthermore, the Government have announced that for HRA subsidy buy out purposes only,
the margin which was added onto PWLB rates in October 2010 will be reversed on loans
agreed by the 26™ March 2012. This is further good news for Council as it will reduce rates
by around 0.7%, which on £30M of debt, relates to an annual saving of around £210K.

The timing and level of resource available to make future repayments will be governed by the
ongoing performance of the HRA. Therefore, before a meaningful borrowing strategy can be
fully appraised and developed, consensus will be needed over the main principles of the 30
year HRA business plan, for example, rent levels and investment in the housing stock. In
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view of time pressures it could well mean that some of the more detailed aspects and options
surrounding the HRA are developed for consideration later during 2012/13.

As noted in section 4, draft prudential indicators have been updated to ensure that the debt
limits are raised sufficiently to allow for this transaction in the 2011/12 financial year. In
addition, the target maturity profile of borrowings has been amended to allow maximum
flexibility in planning the structure of any additional loans.

It should be noted that a figure of £35M has been used to amend the capital expenditure and
debt figures as it is likely that the indicative amount of £30M will increase in the actual
determination, although these final figures will not be released until January 2012.

Icelandic Investments Update

The Council has had very good news from the Icelandic Supreme Court which ruled that the
local authority depositors tried as test cases, should have preferential creditor status. It is
anticipated that this will be applied to the non test case authorities, including Lancaster. This
means that the Council should get back all but around £400K of the £6M invested and some
amounts of interest, although this is yet to be fully clarified.

The Council has already received around £1.3M (all from KSF), a further £3.3M could be
paid as early as this financial year with the remaining £1M anticipated in smaller amounts to
be paid over subsequent years. This is however, subject to confirmation from the
administrators.

Other Investing Activities

As laid down in the approved Investment Strategy, the aim is to prioritise security and
liquidity of the Council’'s investments. This is to ensure that the Council has sufficient cash to
support its business, but also to minimise any further chance of a counterparty failing and the
Council not being able to remove its deposits, as happened with the Icelandic banks.

All investment activity has been in line with the approved Treasury Strategy for 2011/12. No
fixed term investments have been placed; surplus cash has been managed on a day to day
basis using the call accounts and Money Market Funds (MMF). A full list of the investments
at the end of Quarter 2 is enclosed at Annex C. The strategy approved for 2011/12 did not
reduce credit criteria for counterparties but it did increase the investment limits for the small
pool of counterparties that the Council places deposits with. This has meant that the DMADF
account has not been needed in the last quarter. Instead, deposits have been held in instant
access accounts that are higher yielding.

Investment values from April 2009
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During the next quarter Officers hope to join a local Sector benchmarking group. This will
allow the Council to compare its risk profile with other similar authorities as well as the
returns being obtained for that level of risk. This should help inform the Investment Strategy
for 2012/13.

In addition, the Council has opened a call account with Barclays which will come into use
during Quarter 3. Although this does not pay as high a rate as some other call account
offerings, it is judged to be more secure and would form part of the ‘specified’ investments
unlike the other call accounts, which are included on the investment list partly on the basis of
their access to government support. In addition, the County Council call account will come
back into use. These actions mean that the very low yielding Government Liquidity MMF
should not be needed in future.

Summary of Budget Position and Performance

In terms of performance against external benchmarks, the return on investments compared
to the LIBID and bank rates over the year to date is as follows:

Base Rate 0.50%
3 Month LIBID 0.86%
Lancaster CC investments 0.63%

The return is just above base but well below 3 month LIBID. The Council has focused on
secure and highly liquid deposits that have mainly been on instant access, hence the
relatively poor rate of return.

The approved Investment Strategy also allows for fixed term deposits up to 1 year with other
local authorities. Further consideration will therefore be given to any such options in future,
e.g. with the County Council.

In terms of performance against budget, the details are as follows:

Annual budget £205K

Actual to date £54K (see details in Annex C)

“Icelandic” to date £89K (see details in Annex C)

Total £143K

Variance £40K favourable against evenly profiled budget

There is a £40K favourable variance which is mainly due to the impact of Icelandic
investments. At the time the budget was set, the best estimate was that there was a 50/50
chance of full repayment in June 2011 which has not happened. The Icelandic element of
the budget will need to be reviewed once the appeal case has concluded and the actual
repayment amounts and dates are better known although it is judged likely that this will show
a positive variance at out-turn. This should more than offset an increase in fees for the
LGA/Bevan Brittan which are projected at around £3K more than was budgeted for in
2011/12, based on their latest fee estimates.

Risk management

There has been no material change in the policy or operation of the treasury function over
the quarter, in recognition of the considerable uncertainty that exists within the economy and



10.

financial sector. The view is, therefore, that residual risk exposure for investment remains
comparatively low.

There is financial risk attached to the longer term debt portfolio, associated with interest rate
exposure; there has been no change to this over the quarter. There is a risk for the new
loans required for HRA self financing, although as noted in section 3, current rates are very
low. As the HRA business plan is crystallised, an explicit strategy for the new debt will be
developed including a policy to mitigate the interest rate risks. In anticipation of this, some of
the prudential indicators have been amended and are presented at Annex B for noting and
referral on to full Council.

In addition, it is requested that the counterparty limit for the Coop and the DMADF have a
special condition applied until 28" March 2011 (payment date to DCLG) to allow these
accounts to hold any amounts in relation to funds transferred to the authority in relation to
HRA self financing. The intention being that funds would be held in the Coop for as short a
period as possible with any elongated holding of funds (for example if there was a compelling
argument to borrow early) being in the DMADF.

Finally, as per the previous year’s quarterly updates, recovery of Icelandic investments is still
being managed with legal support organised through the Local Government Association.
This should reach a conclusion in Quarter 3.

Conclusion

The Council’s treasury function has been on a low risk plateau since the Icelandic banking
crisis; even though it now looks likely that the Council will get the vast majority of its Icelandic
deposits back, there is no strong argument for moving away from this position.

The appetite for risk has remained very low with the use of either AAA rated MMFs, and
instant access call accounts. The strategy for 2011/12 was approved at budget Council on
02 March 2011 and this has continued in the same vein as prior years, being very cautious,
although with the limits on some counterparties increased. This is allowing more investments
to be placed outside of the DMDAF account whilst maintaining high credit quality.

The main upcoming issue that will need addressing through 2011/12 is the HRA subsidy buy
out. A detailed treasury strategy to support this is now being developed in parallel with the
Council Housing 30-year business plan and in consultation with Sector, the Council’'s
Treasury advisors.



ANNEX A
Treasury Management Glossary of Terms

Annuity — method of repaying a loan where the payment amount remains
uniform throughout the life of the loan, therefore the split varies such that the
proportion of the payment relating to the principal increases as the amount of
interest decreases.

CIPFA - the Chartered Institute of Public Finance and Accountancy, is the
professional body for accountants working in Local Government and other public
sector organisations, also the standard setting organisation for Local Government
Finance.

Call account — instant access deposit account.

Counterparty — an institution (e.g. a bank) with whom a borrowing or investment
transaction is made.

Credit Rating — is an opinion on the credit-worthiness of an institution, based on
judgements about the future status of that institution. It is based on any
information available regarding the institution: published results, Shareholders’
reports, reports from trading partners, and also an analysis of the environment in
which the institution operates (e.g. its home economy, and its market sector).
The main rating agencies are Fitch, Standard and Poor’s, and Moody’s. They
analyse credit worthiness under four headings:
Short Term Rating - the perceived ability of the organisation to meet its
obligations in the short term, this will be based on measures of liquidity.
Long Term Rating - the ability of the organisation to repay its debts in the
long term, based on opinions regarding future stability, e.g. its exposure to
‘risky’ markets.
Individual/Financial Strength Rating — a measure of an institution’s
soundness on a stand-alone basis based on its structure, past performance
and credit profile.
Legal Support Rating — a view of the likelihood, in the case of a financial
institution failing, that its obligations would be met, in whole or part, by its
shareholders, central bank, or national government.
The rating agencies constantly monitor information received regarding financial
institutions, and will amend the credit ratings assigned as necessary.

DMADF and the DMO — The DMADEF is the ‘Debt Management Account Deposit
Facility’; this is highly secure fixed term deposit account with the Debt
Management Office (DMO), part of Her Majesty’s Treasury.

EIP — Equal Instalments of Principal, a type of loan where each payment includes
an equal amount in respect of loan principal, therefore the interest due with each
payment reduces as the principal is eroded, and so the total amount reduces with
each instalment.

Gilts — the name given to bonds issued by the U K Government. Gilts are issued
bearing interest at a specified rate, however they are then traded on the markets
like shares and their value rises or falls accordingly. The Yield on a gilt is the
interest paid divided by the Market Value of that gilt.



Eg. a 30 year gilt is issued in 1994 at £1, bearing interest of 8%. In 1999 the
market value of the gilt is £1.45. The yield on that gilt is calculated as 8%/1.45 =
5.5%.

See also PWLB.

» LIBID — The London Inter-Bank Bid Rate, the rate which banks would have to bid
to borrow funds from other banks for a given period. The official rate is published
by the Bank of England at 11am each day based on trades up to that time.

* LIBOR - The London Inter-Bank Offer Rate, the rate at which banks with surplus
funds are offering to lend them to other banks, again published at 11am each
day.

* Liquidity — Relates to the amount of readily available or short term investment
money which can be used for either day to day or unforeseen expenses. For
example Call Accounts allow instant daily access to invested funds.

* Maturity — Type of loan where only payments of interest are made during the life
of the loan, with the total amount of principal falling due at the end of the loan
period.

* Money Market Fund (MMF) - Type of investment where the Council purchases
a share of a cash fund that makes short term deposits with a broad range of high
quality counterparties. These are highly regulated in terms of average length of
deposit and counterparty quality, to ensure AAA rated status.

» Policy and Strategy Documents — documents required by the CIPFA Code of
Practice on Treasury Management in Local Authorities. These set out the
framework for treasury management operations during the year.

» Public Works Loans Board (PWLB) - a central government agency providing
long and short term loans to Local Authorities. Rates are set daily at a margin
over the Gilt yield (see Gilts above). Loans may be taken at fixed or variable
rates and as Annuity, Maturity, or EIP loans (see separate definitions) over
periods of up to fifty years. Financing is also available from the money markets,
however because of its nature the PWLB is generally able to offer better terms.

» Sector — Sector are the City Council’'s Treasury Management advisors.  They
provide advice on borrowing strategy, investment strategy, and vetting of
investment counterparties, in addition to ad hoc guidance throughout the year.

* Yield — see Gilts

Members may also wish to make reference to The Councillor's Guide to Local
Government Finance.
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PRUDENTIAL INDICATORS - LANCASTER CITY COUNCIL
As Approved and Updated by Council 02 March 2011 (e  xcept where highlighted, which need

to be noted by Cabinet for approval by Council)

Annex B

2011/12 2012/13 2013/14
£'000 £'000 £'000
AFFORDABILITY
Pl 1: Estimates of ratio of financing costs to net revenue stream  Non - HRA 13.7% 11.7% 11.3%
HRA 7.2% 7.2% 7.1%
Overall 11.3% 10.0% 9.7%
[_P12: Actual ratio of financing cost to net revenue stream Reported after each financial year end |
PI 3: Estimates of the incremental impact of new Capital Investment decisions on the Council Tax 2.29% 1.12% 1.17%
This includes the impact of all elements of funding, including any increase in the need to borrow, £4.41 £2.19 £235
required to finance new schemes added to the Capital Programme . . :
PI3A: lllustrative Impact of Additional Borrowing £1 million Repayment Period
5 Years 10 Years 25 Years
Increase in Council Tax (£) £4.99 £2.80 £1.65
Increase in Council Tax (%) 2.59% 1.46% 0.86%
P4 Estlmates of the incremental impact of Capital Investment on Nil Nil Nil
Housing Rents
CAPITAL EXPENDITURE
PI5: Estimates of capital expenditure Non - HRA 5,765 3,822 1,196
HRA subsidy buy out 35,000
Other HRA 3,658 3,616 3,616
Total 44,423 7,438 4,812
[ _PI6: Actual capital expenditure Reported after each financial year end |
PI7: Estimates of Capital Financing Requirement Non - HRA** 28,655 30,133 29,336
Existing HRA* 15,303 15,303 15,303
HRA subsidy buy out 35,000 35,000 35,000
Total 78,958 80,436 79,639
[ PI8: Actual Capital Financing Requirement Reported after each financial year end |
EXTERNAL DEBT
P19:  Authorised Limit
Authorised Limit for Borrowing 51,740 51,640 51,650
Additional authorised limit for HRA buy out 35,000 35,000 35,000
Authorised Limit for Other Long Term Liabilities 260 260 250
Authorised Limit for External Debt 87,000 86,900 86,900
[ P110: External Debt: Operational Boundary 82,000 81,900 81,900 |
[[PI11: Actual external debt Reported after each financial year end |

PRUDENCE

Pl 12: Treasury Management: adoption of CIPFA code of Practice

The Council has adopted the updated Treasury
Management code of practice (November 2009).

P113: Net borrowing and the capital financing requirement

Anticipated indebtedness (Weighted Authorised limit) 47,287 81,900 81,900
Anticipated average investment 15,960 15,750 14,590
Average CFR 47,440 79,697 80,037
(Under)/over borrowed -16,113 -13,547 -12,727
TREASURY MANAGEMENT
Pl 14: Fixed Interest Rate Exposure
The Authourity will limit its exposure to fixed interest rate costs to the amounts payable on the 100% 100% 100%
following amount of outstanding debt.
P115: Variable Rate Interest Rate Exposure
The Authourity will limit its exposure to variable interest rate costs to the amounts payable on the 30% 30% 30%
following amount of outstanding debt.
P116: Maturity Structure of Borrowing
Upper and Lower Limits Under 12 months 0% to 50% 0% to 50% 0% to 50%
12 months and within 24 months 0% to 50% 0% to 50% 0% to 50%
24 months and within 5 years 0% to 50% 0% to 50% 0% to 50%
5 years and within 10 years 0% to 50% 0% to 50% 0% to 50%
10 years and within 15 years 0% to 100% 0% to 100% 0% to 100%
15 years and within 25 years 0% to 100% 0% to 100% 0% to 100%
25 years and within 50 years 50% to 100%  50% to 100%  50% to 100%
Maturity Profile of Current Outstanding Debt Under 12 months 0% 0% 0%
12 months and within 24 months 0% 0% 0%
24 months and within 5 years 0% 0% 0%
5 years and within 10 years 0% 0% 0%
10 years and within 15 years 0% 0% 0%
15 years and within 25 years 0% 0% 0%
25 years and within 50 years 100% 100% 100%
P117: Investments for periods longer than 364 days
The Authority will not invest for periods of longer than 364 days. Nil Nil Nil




INVESTMENT INTEREST EARNED TO 30 September 2011

Annex C

Carrying
Icelandic investments No Start End Rate Principal value Cumulative Interest*
% £ £
Deposited 2007/08
Landsbanki Islands 004 31-Mar-08 22-Apr-09 6.25 1,000,000 588,718 18,448
Glitnir F102/023  31-Mar-08 22-Apr-09 5.76 3,000,000 1,976,474 57,029
Deposited 2008/09
Kaupthing, Singer & Friedlander 06/07-129 16-May-08 07-Oct-08 6.00 840,000 452,867 13,623
Sub total 4,840,000.00 89,100
Budgeted income (£100K pro rated) 50,137
Other Investments opening Min Max closing Indicative rate Cumulative Interest
£
Call: Santander 5,550,000 1,500,000 6,000,000 2,470,000 0.75% 17,977
Call: Yorkshire bank 3,000,000 0 3,000,000 460,000 0.50% 1,501
Call: RBS 3,000,000 1,700,000 3,000,000 2,700,000 0.70% 8,931
Call: Lancashire County Council 0 0 0 0 0.70% 0
DMADF 0 0 0 0 0.25% 0
Government Liquidity MMF 6,000,000 2,000,000 6,000,000 2,980,000 0.39% 6,957
Liquidity First MMF. 6,000,000 6,000,000 6,000,000 6,000,000 0.65% 18,917
Sub-total 23,550,000 14,610,000 54,283
Budgeted income (£105K pro rated) 52,844
TOTAL Interest 143,383
Variance (+ive = favourable) 40,402

* Under 2009 accounting guidance, which is quite complex, interest continues to be accrued whilst Icelandic investments are on the Council's
balance sheet. To counter this, however, the provisions made to cover any losses take account of such accrued interest, as well as the principal

sums (i.e. the £6M) invested.

As at the end of Qtr 1 2011/12 £1,160K of principal had been repaid by KSF, representing 58% of the original deposit.




