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2018/19 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.

2. Economic update (provided by Link Asset Services)

After weak economic growth of only 0.1% in quarter one, growth picked up to 0.4% in
quarter 2 and to 0.6% in quarter 3. However, uncertainties over Brexit look likely to cause
growth to have weakened again in quarter four. After the Monetary Policy Committee
raised the Bank Rate from 0.5% to 0.75% in August, it is little surprise that they have
abstained from any further increases since then. We are unlikely to see any further action
from the MPC until the uncertainties over Brexit clear. In the event of a disorderly exit, the
MPC have said that rates could go up or down, though it is probably much more likely to
be down so as to support growth. Nevertheless, the MPC does have concerns over the
trend in wage inflation which peaked at a new post financial crisis high of 3.3%,
(excluding bonuses), in the three months to October. The main issue causing this is a lack
of suitably skilled people due to the continuing increase in total employment and
unemployment being near to 43 year lows. Correspondingly, the total level of vacancies
has risen to new highs.

As for CPI inflation itself, this has been on a falling trend, reaching 2.3% in November.
However, in the November Bank of England Inflation Report, the latest forecast for
inflation over the two year time horizon was raised to being marginally above the MPC’s
target of 2%, indicating a slight build up in inflationary pressures.

The rise in wage inflation and fall in CPI inflation is good news for consumers as their
spending power is improving in this scenario as the difference between the two figures is
now around 1%, i.e. a real terms increase. Given the UK economy is very much services
sector driven, an increase in household spending power is likely to feed through into
providing some support to the overall rate of economic growth in the coming months.

In the political arena, there is a risk that the current Conservative minority government
may be unable to muster a majority in the Commons over Brexit. However, our central
position is that Prime Minister May’s government will endure, despite various setbacks,
along the route to Brexit in March 2019. If, however, the UK faces a general election in
2019, this could result in a potential loosening of monetary policy and therefore medium to
longer dated gilt yields could rise on the expectation of a weak pound and concerns
around inflation picking up.



3.

4.

Interest Rate Forecast

The council’s treasury advisor, Link Asset Services has provided the following forecast:

Link Asset Services Interest Rate View

Mar-19  Jun-19
Bank Rate View 0.76% | 1.00%  1.00%  1.00%  1.25% | 1.26%  4.28%  1.50%  1.50% | 4.75%  A78%  475%  2.00%
3 Month LIBID 090% | 1.00%  1.40%  1.20%  4.30% | 1.40%  150%  1.50%  1.60% | 1.70%  1.80%  190%  2.00%
6 Month LIBID 100% | 120% 1.30%  1.40%  1.50% | 160%  470%  1.70%  1.80% | 190%  200% < 210% 2.20%
12 Month LIBID 120% | 1.30% 140%  1.50%  4.60% | 170%  180%  190%  200% | 210% < 220% @ 230% 2.40%
§yr PWLB Rate 210% | 220%  220%  230%  230% | 240% @ 250%  250%  260% | 260% @ 270% @ 280%  2.80%
10yr PWLB Rate 250% | 260%  260%  270%  280% | 290%  290%  300%  3.00% | 310%  310%  320% 3.20%
25yr PWLB Rate 290% | 300%  3.40%  340%  3.20% | 3.30%  3.30%  3.40%  340% | 350%  350%  360%  3.60%
Hyr PWLB Rate 270% | 280%  290%  290%  3.00% | 310%  340%  320%  320% | 330%  330%  J40%  3.40%

After the August increase in the Bank Rate to 0.75%, the first above 0.5% since the
financial crash, the MPC has since then put any further action on hold, probably until such
time as the fog of Brexit clears and there is some degree of certainty of what the UK will
be heading into. It is particularly unlikely that the MPC would increase Bank Rate in
February 2019 ahead of the deadline in March for Brexit, if no agreement on Brexit has
been reached by then. The above forecast, and other comments in this report, are
based on a central assumption that there is an agreement on a reasonable form of
Brexit. In that case, then we think that the MPC could return to increasing Bank Rate in
May 2019 but then hold fire again until February 2020. However, this is obviously based
on making huge assumptions which could be confounded. In the event of a disorderly
Brexit, then cuts in the Bank Rate could well be the next move.

The balance of risks to the UK
e The overall balance of risks to economic growth in the UK is probably neutral.

e The balance of risks to increases in the Bank Rate and shorter term PWLB rates,
are probably also even and are broadly dependent on how strong GDP growth
turns out, how slowly inflation pressures subside, and how quickly the Brexit
negotiations move forward positively.

Investing Activities
The Treasury Management Strategy Statement (TMSS) for 2018/19, which includes the
Annual Investment Strategy, was approved by the Council on 28 February 2018. It sets
out the Council’s investment priorities as being:

« Security of capital,

« Liquidity; and

o Yield.



The Council aims 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, if and
where appropriate, to seek out value available in periods up to 12 months with highly
credit rated financial institutions, using the adopted creditworthiness approach, including a
minimum sovereign credit rating, and Credit Default Swap (CDS) overlay information.

Officers confirm that the approved limits within the Annual Investment Strategy were not
breached during the quarter ended 31 December 2018.

The average level of funds available for temporary investment purposes during the
quarter was £37M. 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 at the end of the period is shown below.
This is viewed as reasonable performance given the need to prioritise the investments
and liquidity (i.e. making sure that the Council’s cash flow meets its needs).

Base Rate 0.75%
7 day LIBID 0.58%
Lancaster City Council investments 0.70%

Investment Balances — quarter ended 31 December 2018
At the start of the quarter investments totalled £40m falling to £33m by 31 December.

Fixed term investment with local authorities at 31 December were £25m whilst Money
Market Fund balances were £8m

Investments
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Maturity Indicative Interest to
Other Investments Term Date Opening Closing Rate Current Date
£ £ (YTD) Fixed Rate £
Call Accounts
Matwest (Cash Manager Plus) 71,193 £1,900 0.01% 189
Money Market Funds
Blackrock Sterling Liquidity First 6,000,000 6,000,000 0.71% 24,632
Fund
Blackrock Sterling Government 6,000,000 0 0.58% 8,116
Liquidity Fund
LGIM 6,000,000 | 6,000,000 0.73% 23,704
Aberdeen Life Investments 6,000,000 6,000,000 0.74% 27,392
Insight 6,000,000 1,550,000 0.68% 14 498
Goldman Sachs 6,000,000 6,000,000 0.69% 10,892
Lancashire County Council Call 0.50%
Account 1,680,000 a 1,168
Fixed Term Deposits
Guildford Borough Council 364 days | 17072018 0 0 0.53% 7,768
Rugby Borough Council 11 months | 29/06/2018 ] ] 0.35% a53
Antrim & Mewtown Abbey BC 364 days | 06/08/2018 0 a 0.37% 3,862
Broxtowe Borough Council 364 days | 28/09/2018 0 0 0.40% 1,873
London Borough of Islington 364 days | 011072018 0 0 0.40% 4011
Telford & Wrekin Council 123 days | 25/09/2018 0 a 0.55% 7414
Surrey Heath Borough Council 183 days | 16M1/2018 | 1,000,000 a 0.75% 6,774
Maorthamptonshire County Council| 363 days | 01/04/2019 | 1,000,000 | 1,000,000 0.70% 5,235
Midlothian Council 31 days | 03/01/2019 0| 7,000,000 0.63% 3,383
Sub-total 30,751,193 | 33,611,900 151,864
Budgeted income 179,250
(27,386)
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1.10
1.05
1.00
0.95
0.90 R
_"\-_-r'h\.-'—/ﬁ-ﬂ__!
0.85 /_/
0.80 L
- "_\u..-—-._—-—’_'—’f . et ———
- - g =
0.75 =<
’I
-i"
0.70 P
Jp—— Np——
0.65
0.60 mxzmrrroonT T
0.55 - i i i i
A% A% e A% ] a8 A%
ﬁ“-.'hl {E,Ii.lﬁ'l ww‘n 4,":1"'“ -5(}'!&“ ,"r_-ﬁ"':lj -3\'11"'11
—pBank Rate ----7day ---Imth ==-3mth —6mth -—12mth



Borrowing Activities

PWLB rates have not been on any consistent trend during this period.

During the quarter, the 50 year PWLB target (certainty) rate for new long term borrowing
varied between 2.40% and 2.70%.

PWLB Rates 1.10.2018 - 31.12.2018
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Due to the overall financial position there is no new underlying need to borrow 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 and
following the increase in the margin added to gilt yields which has impacted PWLB new
borrowing rates since October 2010. At present it would not be financially prudent to
repay any debt because of the high penalties associated with early repayment. No debt
rescheduling was, therefore undertaken during the quarter.

Compliance with Treasury and Prudential Limits

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



During the quarter ended 31 December 2018 the Council has operated within the
approved treasury and prudential indicators and in compliance with the Council’s Treasury
Management Practices.

Other Issues

Changes in risk appetite

The 2018 CIPFA Codes and guidance notes have placed enhanced importance on risk
management. Where an authority changes its risk appetite this change in risk appetite
and policy should be brought to members’ attention in treasury management update
reports.



Annex

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:

o 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.

e 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.

e 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 DMADF 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.

E.g. 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.



e 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.

e 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.

e 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.

e 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.

e 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.

o 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.

e 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.

o Link Asset Services — 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.

o Yield —see Gilts

Members may also wish to make reference to The Councillor's Guide to Local Government
Finance.



