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Reason for Decision

To present to Council, the strategy for 2020/21 Treasury Management activities including
the Minimum Revenue Provision Policy Statement, the Annual Investment Strategy and
Prudential Indicators together with linkages to the Capital Strategy.

Executive Summary

The report outlines the Treasury Management Strategy for 2020/21 including the Minimum
Revenue Provision Policy Statement, Annual Investment Strategy and Prudential Indicators
together with linkages to the Capital Strategy.

The Council is required through regulations supporting the Local Government Act 2003 to
‘have regard to’ the Prudential Code and to set Prudential Indicators for the next three years
to ensure that the Council’'s capital investment plans are affordable, prudent and
sustainable. It is also required to produce an annual Treasury Strategy for borrowing and to
prepare an Annual Investment Strategy setting out the Council’s policies for managing its
investments and for giving priority to security and liquidity of those investments.



The Chartered Institute of Public Finance and Accountancy (CIPFA) Code of Practice on
Treasury Management 2017 (the Code) also requires the receipt by full Council of a
Treasury Management Strategy Statement.

The Strategy for 2020/21 covers two main areas.
Capital Issues

e The Capital expenditure plans and the associated Prudential Indicators
e The Minimum Revenue Provision (MRP) Policy Statement

Treasury Management Issues:

The Current Treasury Position

Treasury Indicators which limit the treasury risk and activities of the Council
Prospects for Interest Rates

The Borrowing Strategy

The Policy on Borrowing in Advance of Need

Debt Rescheduling

The Investment Strategy

The Creditworthiness Policy

The Policy regarding the use of external service providers.

The report therefore outlines the implications and key factors in relation to each of the above
Capital and Treasury Management issues and makes recommendations with regard to the
Treasury Management Strategy for 2020/21.

The report includes an economic background commentary which has been updated to
reflect the latest position, especially in relation to the UK leaving the EU on 31 January 2020.

The Audit Committee, the body charged with the detailed scrutiny of Treasury Management
activities considered the proposed Treasury Management Strategy report at its meeting on
20 January 2020. It was also presented to the Overview and Scrutiny Performance and
Value for Money Select Committee on 23 January 2020. Both the Audit Committee and the
Overview and Scrutiny Performance and Value for Money Select Committee were content
to commend the report to Cabinet. The Cabinet duly considered and approved the report at
its meeting on 10 February 2020 and commended the Treasury Management Strategy
Statement 2020/21 to Council.

Recommendation
That Council approves the:

Capital Expenditure Estimates as per paragraph 2.1.2;

MRP policy and method of calculation as per Appendix 1;

Capital Financing Requirement (CFR) Projections as per paragraph 2.2.4;
Projected treasury position as at 31 March 2020 as per paragraph 2.3.3;
Treasury Limit's as per section 2.4;

Borrowing Strategy for 2020/21 as per section 2.6;

Annual Investment Strategy as per section 2.10 including risk management and
the creditworthiness policy at section 2.11; and

Level of investment in specified and non-specified investments detailed at
Appendix 5.
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Council 26 February 2020

Treasury Management Strategy Statement 2020/21 Including the Minimum Revenue Provision
Policy Statement, Annual Investment Strategy and Prudential Indicators

1 Background

11 The Council is required to operate a balanced budget, which 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 investment risk appetite, providing adequate liquidity
initially before considering investment return.

1.2 The second main function of the Treasury Management service is the funding of the
Council’s capital plans. These capital plans provide a guide to the borrowing need of the
Council, essentially the longer term cash flow planning to ensure that the Council can meet
its capital spending obligations. This management of longer term cash may involve
arranging long or short term loans, or using longer term cash flow surpluses. On occasion
any debt previously drawn may be restructured to meet Council risk or cost objectives.

1.3 The contribution the Treasury Management function makes to the Authority is critical, as the
balance of debt and investment operations ensure liquidity or the ability to meet spending
commitments as they fall due, either on day-to-day revenue or for larger capital projects. The
treasury operations will see a balance of the interest costs of debt and the investment income
arising from cash deposits affecting the available budget. Since cash balances generally result
from reserves and balances, it is paramount to ensure adequate security of the sums invested,
as a loss of principal will in effect result in a loss to the General Fund Balance.

1.4 Whilst any commercial initiatives or loans to third parties will impact on the treasury function,
these activities are generally classed as non-treasury activities, (arising usually from capital
expenditure), and are separate from the day to day treasury management activities.

15 Treasury management is defined as:

“The management of the local authority’s borrowing, 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.”

Source: The Chartered Institute of Public Finance and Accountancy (CIPFA) Treasury
Management in the Public Service’s Code of Practice.

1.6 Reporting Requirements — Capital Strategy

1.6.1 The CIPFA Prudential and Treasury Management Codes (2017) require all Local Authorities
to prepare a capital strategy report which will provide the following:

e a high-level long term overview of how capital expenditure, capital financing and
treasury management activity contribute to the provision of services;

e an overview of how the associated risk is managed; and

e the implications for future financial sustainability.

1.6.2  The Councils capital strategy (elsewhere on the agenda) is therefore prepared following the
required Codes of Practice to ensure that all Council Members are presented with the
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1.6.3
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1.6.5

1.6.6

1.6.7

1.7

1.7.1

overall long-term capital investment policy objectives and resulting capital strategy
requirements, governance procedures and risk appetite.

The Council’s capital strategy is reported separately from the Treasury Management
Strategy Statement; non-treasury investments will be reported through the former. This
ensures the separation of the core treasury function under security of capital, liquidity and
yield principles, and the policy around commercial investments, usually driven by
expenditure on an asset. Specifically in relation to non-treasury investments, the capital
strategy includes, where appropriate:

The corporate governance arrangements for these type of activities;

Any service objectives relating to the investments;

The expected income, costs and resulting contribution to support the Councils budget;
The debt related to the activity and the associated interest costs;

The payback period (MRP policy);

For non-loan type investments, the cost against the current market value;

The risks associated with each activity.

Where a physical asset is being bought, details of market research, advisers used, (and
their monitoring), ongoing costs and investment requirements and any credit information
will be disclosed, including the ability to sell the asset and realise the investment cash.

The Council will also follow the most recent guidance issued by CIPFA entitled Prudential
Property Investment. However, should the Council borrow to fund any non-treasury
investment, there will be an explanation if borrowing was required and if the Ministry of
Housing Communities and Local Government (MHCLG) Investment Guidance and CIPFA
Prudential Code have not been adhered to (note, to date there has been no such
borrowing).

If any non-treasury investment sustains a loss during the final accounts and audit process,
the strategy and revenue implications will be reported through the same procedure as the
capital strategy (again, to date there have been no such losses).

To demonstrate the proportionality between the treasury operations and the non-treasury
operation, high-level comparators are shown throughout this report.

Treasury Management Reporting

The Council is currently required to receive and approve, as a minimum, three main treasury
reports each year, which incorporate a variety of policies, estimates and actuals.

a. Prudential and treasury indicators and treasury strategy (this report), the first and most
important report which is a forward look to the year ahead and covers:

e The capital plans, (including prudential indicators);

e A minimum revenue provision (MRP) policy, (how residual capital expenditure
is charged to revenue over time);
The treasury management strategy, (how the investments and borrowings are
to be organised), including treasury indicators; and

e An investment strategy, (the parameters on how investments are to be
managed).



1.7.2

1.8

1.8.1

1.8.2

b. A mid-year treasury management report

This is primarily a progress report and will update Members on the capital position,
amending prudential indicators as necessary, and whether any policies require
revision.

c.  Anannual treasury report

This is a backward looking review document and provides details of a selection of
actual prudential and treasury indicators and actual treasury operations compared to
the estimates within the strategy.

The above reports are required to be adequately scrutinised before being commended to
Cabinet and Council. The Overview and Scrutiny Performance and Value for Money
(PVFEM) Select Committee scrutinised the Treasury Management Strategy Statement for
2020/21 on 23 January 2020 alongside all the other reports which are presented to the
annual Budget Council meeting. The Audit Committee, the body charged with the detailed
scrutiny of Treasury Management activities also considered the Strategy report on 20
January 2020. The Audit Committee also considers the mid-year and annual review reports
prior to presentation to Cabinet and Council.

Treasury Management Strategy for 2020/21

The strategy for 2020/21 covers two main areas:

Capital issues:
« The capital expenditure plans and the associated prudential indicators;
« The minimum revenue provision (MRP) policy.

1.8.3 Treasury management issues:
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« The current treasury position;

« Treasury indicators which limit the treasury risk and activities of the council;
« Prospects for interest rates;

« The borrowing strategy;

« Policy on borrowing in advance of need;

« Debt rescheduling;

« The investment strategy;

« Creditworthiness policy; and

« The policy on use of external service providers.

These elements cover the requirements of the Local Government Act 2003, the CIPFA
Prudential Code, MHCLG MRP Guidance, the CIPFA Treasury Management Code and
MHCLG Investment Guidance.

Training

The CIPFA Code requires the responsible officer (in Oldham the Director of Finance) to
ensure that Members with responsibility for treasury management receive adequate training
in treasury management. This especially applies to Members responsible for scrutiny.
Training was provided to Audit Committee Members on 1 October 2019. The Audit
Committee receive regular updates regarding any issues that affect Treasury Management.
Further training will be arranged as required. Training was also provided for Cabinet
Members and Senior Officers in October 2018.
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The training needs of treasury management officers are periodically reviewed. The team is
staffed by professionally qualified accountants with extensive Local Government finance
experience. Team members attend all relevant training courses, workshops and events to
ensure that their knowledge and skills are up to date and the Council is in a position to
address all new technical developments. They all follow a Continuous Professional
Development (CPD) Plan as part of their individual accounting body accreditation. The
overall responsibility for capital and treasury activities lies with the Council’'s Section 151
Officer (Director of Finance) who, in accordance with statute, is professionally qualified and
is suitably experienced to hold the post.

Treasury Management Consultants

The Council uses Link Asset Services, Treasury Solutions as its external treasury
management advisors.

The Council recognises that responsibility for treasury management decisions remains with
the organisation at all times and will ensure that undue reliance is not placed upon the
services of our external service providers. All decisions will be undertaken with regards to
all available information, including, but not solely, our treasury advisers.

Itis also recognised 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.

Commercial type investments will require specialist advice that Link Asset Services may not
provide. Prior to any commercial investments being made, appropriate external advice will
be sought and a due diligence exercise will be undertaken.

Capital Plans & Prudential Indicators 2020/21 — 2022/23

Capital Plans

The Council’s capital expenditure plans are the key driver of Treasury Management activity.
The output of the capital expenditure plans is reflected in Prudential Indicators, which are
designed to assist Members’ overview and confirm capital expenditure plans. These
indicators as per the Capital Programme include previous years’ actual expenditure,
forecast expenditure for this current year 2019/20 and estimates for the next three year
period, the timeframe required by CIPFA’s guidance.

Capital Expenditure Estimates

This first Prudential Indicator is a summary of the Council’s capital expenditure plans, both
those agreed previously, and those forming part of this budget cycle. Council is asked to
approve the capital expenditure forecasts included the table below presented to reflect
previous years and current Portfolio management arrangements. It is important to note that
the level of planned capital expenditure has increased significantly following the approval
of two reports by Cabinet, firstly on 16 December 2019 and then on 27 January 2020 which
set out the Creating a Better Place strategy. The capital spending plans included in the
Capital Strategy and Programme translate the ambition and vision for Oldham that were set
out in both Cabinet reports.



Table 1 - Capital Expenditure Estimates

Corporate Services * 14,525 1,128 6,010

Children’s Services 18,781 15,590 12,305 5,000
Health & Adult Social Care Community

Services 2,058 0 0 0 0
Community Services & Adult Social Care 0 2,029 3,400 703 400
People & Place ** 28,066 29,910 108,308 104,062 86,710
Reform 169 39 346 400 0
Funds for Emerging Priorities 1,500 1,098 3,440 3,575 4,200
General Fund Services 46,318 | 52,985| 137,094 | 121,045| 96,310
Housing Revenue Account (HRA) 2,246 1,854 5,538 3,922 6,200
HRA 2,246 1,854 5,538 3,922 6,200
Commercial Activities / Non-Financial

Investments *** 0 9,106 5,000 6,500 0
Commercial Activities / Non-Financial

Investments 0 9,106 5,000 6,500 0
Total 48,564 63,945 147,632 131,467 102,510

* Excludes commercial activities which are included in the Corporate Services capital programme
within the Capital Strategy report.

** Excludes commercial activities which are included in the People & Place capital programme
within the Capital Strategy report.

*** Relate to areas such as capital expenditure on investment properties, loans to third parties,
purchase of equity shares etc.

The capital expenditure shown above excludes other long-term liabilities, such as Private
Finance Initiative (PFI) and leasing arrangements which already include borrowing
instruments. It should be noted that any new expenditure commitments are likely to increase

Table 2 below summarises the above capital expenditure plans and how these plans are
being financed by capital or revenue resources. Any shortfall of resources results in a

The borrowing need for capital expenditure in 2020/21 is currently expected to be
£99.070m. This will however change if there is a revision to the spending profile of the

2.1.3

the borrowing requirement.
2.1.4

funding need (borrowing).
215

capital programme.
2.1.6

During 2019/20, the Council purchased an industrial estate in borough, in accordance with
the parameters set out in its Commercial Property Investment Strategy (CPIS) following a
substantial due diligence process. The purchase will provide a sustainable income stream
to offset the costs of the Council in the provision of services. The commercial activities/non-
financial investment in Table 1 above from 2020/21 relates to current estimated spend on
commercial activities included in the capital programme.



Table 2 - Funding of the Capital Programme

General Fund Services 46,318 52,985 137,094 121,045 96,310
HRA 2,246 1,854 5,538 3,922 6,200
Commercial Activities 0 9,106 5,000 6,500 0
Total 48,564 63,945 147,632 | 131,467 | 102,510
Financed by:

Capital receipts (14,919) | (13,143) (9,306) (7,855) (7,352)
Capital grants - Ringfenced (9,250) (8,310) (11,209) (2,397) (1,250)
Capital grants — Un-ringfenced (15,613) | (21,578) (22,504) | (14,258) (3,202)
Other Resources (660) (87) (5) (3,935) 0
Revenue (7,271) (6) 0 0 0
HRA Resources (851) (1,854) (5,538) (3,922) (6,200)
Net financing need for the year 0 18,967 99,070 99,100 84,506

All other prudential indicators included within this report are based on the above capital

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

The second Prudential Indicator is the Council’'s CFR. The CFR represents total historic
outstanding capital expenditure which has not yet been financed 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 financed from cash backed

The CFR does not increase indefinitely, as the Council makes ‘prudent’ provision for debt
repayment which broadly reduces indebtedness in line with each asset’s life and so charges
the economic consumption of capital assets as they are used. The approach to making
prudent provision is set out in the MRP Policy Statement at Appendix 1.

The MRP policy for 2020/21 has not been amended and incorporates the changes agreed
in the 2019/20 Treasury Management Strategy report approved at Council on 27 February

2.1.7
estimates.
2.2
221
resources, will increase the CFR.
2.2.2
2.2.3
2019.
2.2.4

The CFR includes other long term liabilities (e.g. Private Finance Initiative (PFI) schemes,
finance leases etc.). Whilst these arrangements increase the CFR, and therefore the
Council’s borrowing requirement, such schemes also include a ‘loan’ facility meaning the
Council is not required to make separate borrowing arrangements. The Council currently
estimates a net figure of £224.425m of such schemes within the CFR for 2020/21,
decreasing to £204.651m in 2022/23. From 2020/21 and future years an estimated of £1m
has been included in the CFR to reflect anticipated costs associated with the
implementation of IFRS 16 (see paragraph 2.15.3).



Table 3 Capital Financing Requirement (CFR)

Capital Financing Requirement (CFR)

CFR - Services 493,880 | 483,011 | 554,242 | 621,164 | 679,832
CFR - Commercial Activities 0 8,000 13,000 19,500 19,500
Total CFR 493,880 | 491,011 | 567,242 | 640,664 | 699,332
Movement in CFR (11,169) (2,869) 76,231 73,422 58,668
Movement in CFR represented by

Net financing need for the year 0 18,967 99,070 99,100 84,506
PFI Repayments (8,225) | (10,159) | (10,157) (9,691) (8,907)
Less MRP/VRP and other financing (2,944) | (11,677) | (12,682) | (15,987)| (16,931)
movements

Movement in CFR (11,169) (2,869) 76,231 73,422 58,668

A key aspect of the regulatory and professional guidance is that elected members are aware
of the size and scope of any commercial activity in relation to the Authority’s overall financial
position. The capital expenditure figures shown in Table 1 at paragraph 2.1.2 and the details
above demonstrate the scope of this activity and, by approving these figures, consider the

The capital expenditure plans set out in section 2.1 to a large extent drive the borrowing
estimates included in this report. 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 activity and the Council’s capital strategy.
This will involve both the organisation of the cash flow and, where capital plans require, the
organisation of appropriate borrowing facilities. The strategy covers the relevant Treasury
and Prudential Indicators, the current and projected debt positions and the Annual

2.2.5
scale proportionate to the Council’s remaining activity.
2.3 Borrowing
23.1
Investment Strategy.
Current Borrowing Portfolio Position
2.3.2

The overall treasury management portfolio as at 31 March 2019 and for the position as at
February 2020 are shown below for both borrowing and investments.




Table 4 Current Treasury Position

Treasury Investments Current Current
Actual Actual February @ February
31/03/2019 31/03/2019 2020 2020
£'000 % £'000 %
Banks 13,000 15.31% 52,500 44.12%
Building Societies Rated 0 0.00% 0 0.00%
Local Authorities 30,500 35.92% 22,500 18.91%
Public Bodies 0 0.00% 0 0.00%
Money Market Funds 26,400 31.10% 28,990 24.36%
Total Managed in House 69,900 82.33% 103,990 87.39%
Property Funds 15,000 17.67% 15,000 | 12.861%
Total Managed Externally 15,000 17.67% 15,000 12.61%
Total Treasury Investments 84,900 100.00% 118,990 | 100.00%
Treasury External Borrowing
PWLB 15,482 10.47% 35,482 21.14%
LOBO'S 85,500 57.83% 85,500 50.94%
Market 46,600 31.52% 46,600 27.76%
Temporary other 264 0.18% 264 0.16%
Total Treasury External Borrowing 147,846 100.00% 167,846 | 100.00%
Net Treasury Investments / (Borrowing) (62,946) (48,856)

2.3.3

The Council’s forward projections for borrowing are summarised below. The table shows

the actual external debt, the Treasury Management operations, against the underlying
capital borrowing need, the CFR, highlighting any over or under borrowing. Table 5 shows
the forecast position of gross borrowing as at 31 March 2020 at £403.338m and an under

borrowed position of £87.673m.

Table 5 Current and Forecast Treasury Portfolio

Forecast
position
2018/19 as at 2020/21 2021/22  2022/23
Actual 31/3/20 Estimate Estimate Estimate
£'000 0[0[0) £'000 0[0[0) £'000
External Debt
Debt at 1 April 147,851 | 147,846 167,843 | 237,599 | 317,596
Actual/Expected change in debt (5) 19,997 69,756 79,997 88,397
Debt at 31 March 147,846 | 167,843 237,599 | 317,596 | 405,993
Opening OLTL* at 1 April 256,115 | 246,610 235,495 | 224,425 | 213,563
Expected change in OLTL (9,505) | (11,115) (11,070) | (10,862) (8,912)
Closing OLTL at 31 March 246,610 | 235,495 224,425 | 213,563 | 204,651
Actual/ Forecast gross debt 394,456 | 403,338 462,024 | 531,159 | 610,644
(borrowing requirement) at 31 March
The Capital Financing Requirement 493,880 | 491,011 567,242 | 640,664 | 699,332
Under / (over) borrowing 99,424 87,673 105,218 | 109,505 88,688

* Other Long Term Liabilities

10
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2.35

2.3.6

2.3.7

Table 5 above shows the Council will need to undertake significant additional borrowing in
future years if capital programme expenditure matches the anticipated spending profile.
The borrowing requirement is a key driver of the borrowing strategy as set out in section
2.6 below. Due to the overall financial position and the underlying need to borrow for capital
purposes (the capital financing requirement — CFR), new external borrowing of £20m was
undertaken from the PWLB in August 2019. The borrowing was undertaken at the bottom
range of interest rates. The timing of any additional borrowing given the amounts indicated
in the table above will be closely monitored. Members will recall that capital spending plans
have been reprofiled year on year and it is possible that the trend could be repeated in
2020/21 and future years.

There are a number of key Prudential Indicators to ensure that the Council operates its
activities within well-defined limits. The Council must ensure that gross debt does not,
except in the short term, exceed the total of the CFR in the preceding year plus the
estimates of any additional CFR for 2020/21 and the following two financial years. This
allows some flexibility for limited early borrowing for future years, but ensures that borrowing
is not undertaken for revenue or speculative purposes. It is clear from the table above that
the Council’s gross borrowing position remains within these limits.

The Council has complied with this Prudential Indicator in the current year and does not
envisage any difficulties with compliance in the future. This view takes into account current
commitments, existing plans, and the proposals set out in this report.

Included within the forecast position of gross borrowing figures in Table 5 is debt that relates
to commercial activities / non-financial investment. Table 6 below shows that external debt
for commercial activities/non-financial investment that is included in the gross borrowing
figures in Table 5. Under the Prudential Code, there is a requirement to provide the
information in Table 6 which shows that to date there has been a minimal impact on debt
from potential investments in commercial activities compared to the Council’'s overall
borrowing (excluding long-term liabilities).

Table 6 Commercial Activities Debt

External Debt for commercial
activities / non-financial investments 0

7,606 12,606 19,106 | 19,106

Actual / Forecast Debt at 31 March 147,846 | 167,843 237,599 | 317,596 | 405,993

Percentage of total external debt 0 4.53% 5.31% 6.02% 4.71%
2.4 Treasury Limits for 2020/21 to 2021/22

241

The Council is required to determine its operational boundary and authorised limit for
external debt for the next three financial years.

11




2.4.2
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Operational Boundary

The forecast Operational Boundary for 2019/20 together with the proposed operational
boundaries for 2020/21 to 2022/23 are set out in Table 7 below. The boundary reflects the
maximum anticipated level of external debt which is not expected to be exceeded. In most
cases, this would be a similar figure to the CFR, but may be lower or higher depending on
levels of actual debt and the ability to fund under-borrowing by other cash resources. This
boundary will be used as a management tool for ongoing monitoring of external debt, and
may be breached temporarily due to unusual cash flow movements. However, a sustained
or regular trend above the Operational Boundary should trigger a review of both the
operational boundary and the authorised limit.

Table 7 Operational Boundary

Borrowing 252,000 337,000 | 413,000 | 480,500
Other long term liabilities 235,500 224500 | 214,500 | 205,500
Commercial activities / non-financial 8,000 13,000 19,500 19,500
investments

Total 495 500 574,500 | 647,000 | 705,500

Authorised Limit

A further key Prudential Indicator, the Authorised Limit controls the maximum level of
borrowing. This represents a limit beyond which external debt is prohibited, and this limit
may only be determined by full Council. It reflects the level of external debt which, while not
desirable, is affordable in the short term, but is not sustainable in the longer term. This is
the statutory limit determined under section 3 (1) of the Local Government Act 2003. The
Government retains an option to control either the total of all Councils’ plans, or those of a
specific Council, although this power has not yet been exercised.

Council is asked to approve the proposed Operational Boundary for each financial year from
2019/20 to 2022/23 as set out in Table 7 above and Authorised Limit as set out in Table 8
below:

Table 8 Authorised Limit

Borrowing 262,000 357,000 | 433,000 | 500,500
Other long term liabilities 240,500 229,500 | 219,500 | 210,500
Commercial activities / non-financial 10,000 15,000 21,500 21,500
investments

Total 512,500 601,500 | 674,000 | 732,500

Table 9 and the graph below show how the two indicators above, the Operational Boundary
and the Authorised Limit compare to actual external debt and the CFR.

12




Table 9 Estimate Capital Financing Requirement, Debt and Treasury Indicators

Capital Financing Requirement Actual 2019/20 2020/21 2021/22 2022/23

(CFR) including PFI and finance | 2018/19 Estimate Estimate Estimate Estimate

leases £°000 £°000 £°000 £°000 £°000
General Fund CFR 493,880 | 483,011 | 554,242 | 621,164 | 679,832
Commercial activity / non-financial

investments 0 8,000 13,000 19,500 19,500
Total CFR 493,880 | 491,011 | 567,242 | 640,664 | 699,332
External Borrowing 147,846 | 167,843 | 237,599 | 317,596 | 405,993
Other long term liabilities 246,610 | 235,495 | 224,425 | 213,563 | 204,651
Total Debt 394,456 | 403,338 | 462,024 | 531,159 | 610,644
Operational Boundary 530,000 | 495,500 | 574,500 | 647,000 | 705,500
Authorised Limit 545,000 | 512,500 | 601,500 | 674,000 | 732,500

Capital Finance Requirement (including PFl and finance leases)
750,000

700,000 —
650,000
600,000
550,000
500,000
450,000
400,000
350,000
300,000
250,000
200,000
150,000

£'000

2018/19 2019/20 £'000 2020/21 £'000 2021/22 £'000 2022/23 £'000
£'000
B Total Debt ~ ess===Total CFR  e===== Operational Boundary Authorised Limit
2.5 Prospects for Interest Rate

2.5.1 The Council has appointed Link Asset Services as its Treasury Adviser and part of its
service is to assist the Council to formulate a view on interest rates. The table below gives
Link Asset Services central view of interest rates from March 2020 to March 2023.
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Table 10 Interest Rate Forecast

March 2020 0.75 2.30 2.50 3.00 2.90
June 2020 0.75 2.30 2.50 3.00 2.90
September 2020 0.75 2.40 2.60 3.10 3.00
December 2020 0.75 2.40 2.60 3.20 3.10
March 2021 0.75 2.50 2.70 3.30 3.20
June 2021 1.00 2.60 2.80 3.40 3.30
September 2021 1.00 2.70 2.90 3.50 3.40
December 2021 1.00 2.80 3.00 3.60 3.50
March 2022 1.00 2.90 3.10 3.70 3.60
June 2022 1.25 2.90 3.10 3.80 3.70
September 2022 1.25 3.00 3.20 3.80 3.70
December 2022 1.25 3.00 3.20 3.90 3.80
March 2023 1.25 3.10 3.30 3.90 3.80

The above forecasts have been based on an assumption that there is an agreed deal on
the terms of post-Brexit trade between the UK and EU. The result of the recent general
election has removed much uncertainty around this major assumption. However, it does not
remove uncertainty around whether agreement can be reached with the EU on a
comprehensive trade deal within the short time to December 2020, as the Prime Minister
has pledged.

The calendar year of 2019 was a weak year for UK economic growth as political and Brexit
uncertainty depressed confidence. It was therefore little surprise that the Monetary Policy
Committee (MPC) left Bank Rate unchanged at 0.75% during the year.

During January 2020, financial markets were predicting a 50:50 chance of a cut in Bank
Rate at the time of the 30 January MPC meeting. Admittedly, there had been plenty of
downbeat UK economic news in December and January which showed that all the political
uncertainty leading up to the general election, together with uncertainty over where Brexit
would be going after that election, had depressed economic growth in quarter 4 of 2019.
However, that downbeat news was backward looking; more recent economic statistics and
forward looking business surveys, all pointed in the direction of an improvement in economic
activity and a recovery of confidence after the decisive result of the general election
removed political and Brexit uncertainty.

The MPC clearly decided to focus on the more recent forward-looking news, rather than the
earlier downbeat news, and so left Bank Rate unchanged. Provided that the forward-looking
surveys are borne out in practice in the coming months, and the March Budget delivers a
fiscal boost, then it is expected that Bank Rate will be left unchanged until after the
December 2020 trade deal deadline. However, the MPC is on alert that if the surveys prove
optimistic and/or the Budget does not provide sufficient fiscal stimulus, then they may still
take action and cut Bank Rate in order to stimulate growth.
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Bond vields / PWLB rates.

There had been much speculation during 2019 about a bond market bubble, as evidenced
by high bond prices and remarkably low yields. However, given the context that there are
heightened expectations that the US could be heading for a recession in 2020, and a
general background of a downturn in world economic growth, together with inflation
generally at low levels in most countries and expected to remain subdued, economic
conditions support low bond yields.

While inflation targeting by the major central banks has been successful over the last thirty
years in lowering inflation expectations, the real equilibrium rate for central interest rates
has fallen considerably due to the high level of borrowing by consumers: this means that
central banks do not need to raise rates as much now to have a major impact on consumer
spending, inflation, etc.

This has pulled down the overall level of interest rates and bond yields in financial markets
over the last thirty years. Over the last year, many bond yields up to ten years in the
Eurozone actually turned negative. In addition, there has, at times, been an inversion of
bond yields in the US whereby ten-year yields have fallen below shorter-term yields. In the
past, this has been the precursor of a recession.

The other side of this coin is that bond prices are elevated, as investors would be expected
to be moving out of riskier assets i.e. shares, in anticipation of a downturn in corporate
earnings and so selling out of equities. However, stock markets are also currently at high
levels as some investors have focused on chasing returns in the context of ultra-low interest
rates on cash deposits.

During the first half of 2019/20 to 30 September, gilt yields reduced significantly causing a
near halving of longer term PWLB rates to completely unprecedented historic low levels.
(See paragraph 2.5.17 for comments on the increase in the PWLB rates margin over gilt
yields of 100 basis points (bps) introduced on 9 October 2019)

There is though, an expectation that financial markets have gone too far in their fears about
the degree of the downturn in US and world growth. If, as expected, the US only suffers a
mild downturn in growth, bond markets in the US are likely to sell off and that would be
expected to put upward pressure on bond yields, not only in the US, but also in the UK due
to a correlation between US treasuries and UK gilts. At various times this correlation has
been strong but at other times weak. However, forecasting the timing of this and the
strengthening of the correlation is likely to be very difficult with any degree of confidence.
Changes in UK Bank Rate will also impact on gilt yields.

One potential risk that may pre-occupy investor’'s minds is that Japan has become mired in
twenty-years of economic stagnation despite a combination of massive monetary and fiscal
stimulus by both the Central Bank and Government. Investors may be concerned that this
condition might affect other western economies.

Another risk is that unconventional monetary policy post 2008, (ultra-low interest rates plus
guantitative easing), may cause more harm than good through prolonged use.

Low interest rates have encouraged a debt-fuelled boom that now makes it harder for central

banks to raise interest rates. Negative interest rates could damage the profitability of
commercial banks and so impair their ability to lend and / or incentivise riskier lending.
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Banks could also end up holding large amounts of their Government’s bonds and so create
a potential doom loop. (A doom loop occurs where the credit rating of the debt of a nation
is downgraded which causes bond prices to fall, causing losses on debt portfolios held by
banks and insurers, so reducing their capital and forcing them to sell bonds — which, in turn,
would cause further falls in their prices etc.). In addition, the financial viability of pension
funds could be damaged by low yields on holdings of bonds.

The overall longer run future trend is for gilt yields, and consequently PWLB rates, to rise,
albeit gently. From time to time, gilt yields, and therefore PWLB rates, can be subject to
exceptional levels of volatility due to geo-political developments, sovereign debt crises,
emerging market developments and sharp changes in investor sentiment. Such volatility
could occur at any time during the forecast period.

In addition, PWLB rates are subject to ad hoc decisions by H.M. Treasury to change the
margin over gilt yields charged in PWLB rates: such changes could be up or down. It is not
clear that if gilt yields were to recover by over 100 bps within the next year or so, whether
H. M. Treasury would remove the extra 100 bps margin implemented on 9 October 2019.

Economic and interest rate forecasting remains difficult with so many influences weighing
on UK gilt yields and PWLB rates. 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.

Investment and borrowing rates

Investment returns are likely to remain low during 2020/21 with little increase in the following
two years. However, if major progress is made with an EU trade deal, then there is upside
potential for earnings.

Borrowing interest rates were on a major falling trend during the first half of 2019/20 but
then increased by 100 bps following the H. M. Treasury decision to increase the margin on
PWLB borrowing on 9 October 2019.

As Link Asset Services’ long-term forecast for Bank Rate is 2.25%, and all PWLB certainty
rates are close to or above 2.25%, the Council will reassess its risk appetite in terms of
either seeking cheaper alternative sources of borrowing or switching to short term borrowing
in the money markets until such time as the Government possibly reconsiders the margins
charged over gilt yields. Longer term borrowing could also be undertaken for the purpose
of certainty, where that is desirable, or for flattening the maturity profile of overall debt.

While the Council may not be able to avoid borrowing to finance new capital expenditure,
and the use of internal cash resources that have supported the under borrowed position,
there will be a cost of carry, (the difference between higher borrowing costs and lower
investment returns), to any new short or medium-term borrowing that causes a temporary
increase in cash balances as this position will, most likely, incur a revenue cost.

Borrowing strateqy

The factors that influence the 2020/21 strategy are:
e The movement in CFR as set out in Table 3 above;

e Forthcoming ‘Option’ dates on £39m of Lender Option Borrower Option loans (LOBQO’s)
in 2020/21;
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¢ The interest rate forecasts (set out in Table 10 above);

¢ Aiming to minimise revenue costs to reduce the impact on the Council Tax Requirement;
and

¢ The impact of the Council’s Capital and Property Investment Programmes.

The Council is currently maintaining an under-borrowed position. This means that the CFR
has not been fully funded with loan debt as cash supporting the Council’s reserves,
balances and cash flow has been used as a temporary measure. This strategy is prudent
as investment returns are low and counterparty risk is still an issue that needs to be
considered.

Against this background and the risks within the economic forecast, caution will be adopted
with the 2020/21 treasury operations. The Treasury Management team will monitor interest
rates in financial markets and adopt a pragmatic approach to changing circumstances so
that:

o if it was considered that there was a significant risk of a sharp fall in long and short term
rates (e.g. due to a marked increase of risks around relapse into recession or of risks of
deflation), then long term borrowing will be postponed.

o if it was considered that there was a significant risk of a much sharper rise in long and
short term rates than that currently forecast, perhaps arising from an acceleration in the
start date and in the rate of increase in central rates in the USA and UK, an increase in
world economic activity or a sudden increase in inflation risks, then the portfolio position
will be re-appraised. The likely action would be that fixed rate funding will be drawn whilst
interest rates are still lower than they will be in the next few years.

The forecast gross borrowing requirement in Table 5 at 2.3.3 above shows, based on
current estimates, that the Council will need to drawdown a significant amount of new
borrowing, to support the capital programme. Any additional borrowing will be completed
with regard to the limits, indicators and interest rate forecasts set out above. As noted
previously, initial estimates of borrowing have changed in previous years due to the
reprofiling of the capital programme once the financial year has begun.

During 2020/21, £39m of LOBO (Lender Option Borrower Option) debt will reach the option
renewal date. Table 11 below, sets out the maturity structure of fixed rate debt. At the
renewal date the loans will either:

¢ Move to the option rate of interest, which in all cases will be the same as the current rate;
or

¢ Be offered at a rate above the option rate, in which case the Council has the option to
repay. This would then require refinancing at the prevailing market rates.
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Table 11 Maturity Structure of Fixed Rate Debt

under 12 months 23.39%
12 months and within 24 months 9.08%
24 months and within 5 years 22.70%
5 years and within 10 years 4.47%
10 years to 20 years 7.59%
20 years to 30 years 2.98%
30 years to 40 years 2.98%
40 years to 50 years 14.89%
50 years to 60 years 11.92%
60 years and above 0.00%

Due to the current interest rate forecast it is not anticipated that any of these LOBO loans
will be called.

The 2020/21 Capital Programme now shows anticipated prudential borrowing of £99.070m
with £99.100m in 2021/22, £84.506m in 2022/23. These figures have been reflected in this
report and factored into the borrowing strategy for 2020/21 and future years.

Members are advised that indicators for interest rate exposure are no longer a requirement
under the Treasury Management Code. However, as interest rate exposure risk is an
important issue, officers will continue to monitor the balance between fixed and variable
interest rates for borrowing and investments. This will aim to ensure the Council is not
exposed to adverse fluctuations in fixed or variable rate interest rate movements.

This is likely to reflect higher fixed interest rate borrowing if the borrowing need is high or
fixed interest rates are likely to increase, or a higher variable rate exposure if fixed interest
rates are expected to fall. Conversely if shorter term interest rates are likely to fall,
investments may be fixed earlier, or kept shorter if short term investments are expected to
rise.

The balance between variable rate debt and variable rate investments will be monitored as
part of the overall treasury function in the context of the overall financial instruments
structure and any under or over borrowing positions.

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 CFR estimates, and will be considered carefully to ensure that
value for money can be demonstrated and that the Council can ensure the security of such
funds. Any borrowing will follow the most recent guidance issued by CIPFA entitled
Prudential Property Investment.

Borrowing in adv