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Treasury Management Update

1.

Introduction

The CIPFA (Chartered Institute of Public Finance and Accountancy) Code of Practice for
Treasury Management recommends that members be updated on treasury management
activities regularly (through the reporting of the Treasury Management Strategy, and annual
and midyear reports). This report is in line with best practice in accordance with that Code,
to help demonstrate transparency and promote accountability.

Economic Background (provided by Capita Asset Services)

The UK GDP annual growth rates in each calendar year 2013 — 2016 of 1.9%, 3.1%, 2.2%
and 1.8%, have all been the top rate, or near top rate, of any of the G7 countries in every
year. It is particularly notable that the UK performance was repeated in 2016, a year in
which the Bank of England had forecast in August 2016 that growth would be near to zero
in the second half of the year due to the economic shock it expected from the result of the
Brexit referendum in June. However, it has had to change its mind and in its February and
May 2017 Inflation Reports, the Bank upgraded its forecasts for growth (May Report - 2017
1.9%, 2018 and 2019 1.9%). However over these years, it also expects inflation to
accelerate towards nearly 3% as increases in costs as a result of the fall in the value of
sterling since the referendum, gradually feeds through into the economy, though it should
fall back to 2.2% in 2019. Provided those cost pressures do not feed through into
significantly higher domestically generated inflation within the UK, the MPC is expected to
‘look through’ this one off blip upwards in inflation. Wage inflation, which is a key driver of
domestically generated price pressures, is currently subdued. There is, though, a potential
risk that the MPC might muster a majority to reverse the emergency 0.25% rate cut before
embarking on a progressive trend of increases in Bank Rate at a later time.

Growth in the EU improved in 2016, to 1.7%, after the ECB cut rates into negative territory
and embarked on massive quantitative easing during the year. The ECB is now forecasting
growth of 1.9% in 2017, 1.8% in 2018 and 1.7% in 2019. It has committed to continuing
major monthly quantitative easing purchases of debt instruments, though in April 2017 it
reduced the rate from €80bn per month to €60bn, to continue until the end of 2017, in order
to stimulate growth and to get inflation up to its 2% target.

There are major concerns about various stresses within the EU; these could even have the
potential to call into question the EU project. The Dutch and French elections passed off
without creating any waves for the EU but we still have a national election in Germany on
22 October; this is not currently expected to cause any significant change. What could be
more problematic is the general election in Austria on 15 October where a major front
runner is the Freedom Party which is strongly anti-immigration and anti EU. There is also
a risk of a snap general election in Italy before the final end possible date of 20 May 2018.
A continuing major stress point is dealing with the unsustainable level of national debt in
Greece in the face of implacable opposition from Germany to any further bail out. High
levels of unemployment in some EU countries and the free movement of people within the
EU, together with the EU’s fraught relationship with Turkey in controlling such people
movements, are also major stress issues. On top of which the EU also now has to deal with
Brexit negotiations with the UK.



3. Interest Rate Forecast

The Council’s treasury advisor, Capita Asset Services, has provided the following forecast:
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The Monetary Policy Committee, (MPC), cut the Bank Rate from 0.50% to 0.25% on 4th
August 2016 in order to counteract what it forecast was going to be a sharp slowdown in
growth in the second half of 2016. However, since then, growth has been robust until dipping
in quarter 1 of 2017 to 0.2%. Also, CPl inflation has risen substantially as a result of the sharp
fall in the value of sterling since the referendum. Consequently, the Bank Rate has not been
cut again, and market concern has switched to whether the MPC could get together a majority
to reverse the August emergency 0.25% rate cut before embarking on a progressive trend of
increases at a later time when the economic and political / Brexit situation is more robust to
withstand such increases. There is much uncertainty at this time over the slender majority the
Conservative Government has, which is dependent on DUP support, and also over what form
of Brexit will transpire and how difficult the EU could be in setting terms. There are, therefore,
a multiplicity of ifs and buts at the current time and depending on how things transpire, then
this will materially influence MPC decision making as to when Bank Rate will rise.

Accordingly, a first increase to 0.50% is not tentatively pencilled in, as in the table above, until
quarter 2 2019, after the Brexit negotiations have been concluded, (though the period for
negotiations could be extended). However, if strong domestically generated inflation, (e.g.
from wage increases within the UK), were to emerge, then the pace and timing of increases
in Bank Rate could be brought forward.

4. Annual Investment Strategy

The Treasury Management Strategy (TMS) for 2017/18, which includes the Annual
Investment Strategy, was approved by the Council on 01 March 2017. It sets out the
Council’s investment priorities as being:

« Security of capital,
. Liquidity; and
« Yield.

The Council will also aim to achieve the optimum return (yield) on its investments
commensurate with proper levels of security and liquidity. In the current economic climate



it is considered appropriate to keep investments short term to cover cash flow needs, but
also to seek out value available in periods up to 12 months with highly credit rated financial
institutions, using Capita’s suggested creditworthiness approach, including a minimum
sovereign credit rating, and Credit Default Swap (CDS) overlay information.

Officers can confirm that the approved limits within the Annual Investment Strategy were
not breached during the quarter ended 30 June 2017.

Investment rates available in the market were on a slight declining trend during the quarter
but over 3 month rates rose during the last half of June.

The average level of funds available for investment purposes during the quarter was
£28.7M. These funds were available on a temporary basis, and the level of funds available
was mainly dependent on the timing of precept and business rate related payments, the
receipt of grants and progress on the Capital Programme.

In terms of performance against external benchmarks, the return on investments compared
to the 7 day LIBID and bank rates over the year to date is as follows. This is viewed as
reasonable performance, given the need to prioritise security of investments, and liquidity
(i.e. making sure that the Council’'s cashflow meets its needs):

Base Rate 0.25%
7 day LIBID 0.11%
Lancaster City Council investments 0.30%

Investment performance against budget for quarter ended 30 June 2017

Indicative Current

Maturity Rate Fixed Interest
Other Investments Term Date Opening Closing (YTD) Rate to Date
B B B
Call Accounts
Natwest (Cash Manager Plus) 123,961 125,321 0.01% 2
Money Market Funds
Goldman Sachs 0 0 305
1,250,000 500,000 0.20% 1,093
Blackrock Sterling Govt Liquidity Fund
6,000,000 5,200,000 0.23% 3,271
6,000,000 6,000,000 0.24% 3,766
Fixed Term Deposits
Cambridgeshire County Council 6 months | 04/07/2017 12,000,000 12,000,000 0.35% 10,583
Leeds City Council 6 months | 16/07/2017 5,000,000 5,000,000 0.36% 4,438
30,373,961 28,825,321 23,458
Budgeted
income 21,725

1,733
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5. Borrowing (commentary provided by Capita Asset Services)

As depicted in the graph(s) below, PWLB rates varied little during the quarter until rising
sharply in the last week of June.

During the quarter ended 30 June 2017, the 50 year PWLB target (certainty) rate for new
long term borrowing was 2.5%.
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Due to the overall financial position there is no underlying need to borrow further for capital
purposes (the Capital Financing Requirement — CFR), therefore no new borrowing was
undertaken.

Debt Rescheduling

Officers continue to monitor potential saving opportunities associated with the early
repayment of existing debt. This takes into account the premiums or discounts associated
with early repayment and the projected cost of refinancing or loss in investment interest.
Debt rescheduling opportunities have been limited in the current economic climate. At
present, it would still not be financially prudent to repay any debt based on the current rates
being offered.

Compliance with Treasury and Prudential Limits

It is a statutory duty for the Council to determine and keep under review the affordable
borrowing limits. The Council’s approved Treasury and Prudential Indicators (affordability
limits) are included in the approved Treasury Management Strategy.

During the financial year to date the Council has operated within the treasury and prudential
indicators set out in the Council’'s Treasury Management Strategy and in compliance with
the Council's Treasury Management Practices.

Risk Management

Many of the risks in relation to treasury management are managed through the setting and
monitoring of performance against the relevant Prudential and Treasury Indicators and the
approved investment strategy.

The Authority’s Investment Strategy is designed to engineer risk management into
investment activity by reference to credit ratings and the length of deposit to generate a
pool of counterparties, together with consideration of other creditworthiness information to
refine investment decisions.



