APPENDIX G

Report of the Service Director — Finance and Procur  ement

Treasury Management Strategy 2015/16

Introduction
1. Treasury Management is defined by the Chartered Institute of Public Finance

and Accountancy (CIPFA) as:

“the management of the organisation’s investments and cash flows, its
banking, money market and capital market transactions; the effective
control of the risks associated with those activities; and the pursuit of
optimum performance consistent with those risks”.

. The Local Government Act 2003 (the Act) requires local authorities “to have

regard —

(a) to such guidance as the Secretary of State may issue, and

(b) to such other guidance as the Secretary of State may by regulations
specify for the purposes of this provision.”

. The Local Authorities (Capital Finance and Accounting)(England)
Regulations 2003 state that:
“In carrying out its capital finance functions, a local authority must have
regard to the code of practice in ‘Treasury Management in the Public
Services: Code of Practice and Cross-Sectoral Guidance Notes’
(regulation 24).”

. The 2003 regulations further require local authorities to have regard to the
code of practice entitled the ‘Prudential Code for Capital Finance in Local
Authorities’ (published by CIPFA), when considering how much they can
afford to borrow. Both the Treasury Management Code (the Code) and the
Prudential Code were updated in November 2011.

. With regard to investment of funds, the Secretary of State issued revised
guidance in 2010 that requires local authorities to prepare an annual
investment strategy which has the key objectives of security and liquidity of
funds.

. The Code has 3 key principles which are:

) the establishment of ‘comprehensive objectives, policies and
practices, strategies and reporting arrangements for the effective
management and control of their treasury activities'.

1)) the effective management and control of risk are prime objectives and
that responsibility for these lies clearly within the organisation.

i) the pursuit of value for money and the use of suitable performance
measures are valid and important tools.
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7. In accordance with the CIPFA Code the Council adopts the following:

(a) The Council will create, and maintain, as the cornerstones for effective
treasury management:

- a Treasury Management Policy Statement, stating the policies,
objectives and approach to risk management of its treasury
management activities

- suitable Treasury Management Practices (TMPSs), setting out the
manner in which the Council will seek to achieve those policies and
objectives, and prescribing how it will manage and control those
activities.

The content of the policy statement and TMPs will follow the
recommendations contained in Sections 6 and 7 of the Code, subject to
amendment only where necessary to reflect the particular circumstances
of the Council. Such amendments will not result in the Council materially
deviating from the Code’s key principles.

(b) The Council will receive reports on its treasury management policies,
practices and activities, including an annual strategy and plan in advance
of the year, a mid-year review and an annual report after its close, in the
form prescribed in its TMPs.

(c) The Council delegates responsibility for the implementation, scrutiny and
monitoring of its treasury management policies and practices to the
Treasury Management Group, comprising the Service Director (Finance &
Procurement), the Group Manager (Financial Management), the Senior
Accountant (Pensions & Treasury Management) and the Senior Finance
Business Partner (Capital & External Funding). The responsible officer for
the execution and administration of treasury management decisions is the
Senior Accountant (Pensions & Treasury Management), who will act in
accordance with the policy statement and TMPs.

8. This Treasury Management Strategy has been prepared in accordance with
the regulations, guidance and codes of practice to support the Council’'s
Medium Term Financial Strategy and in particular the financing of the capital
programme and the management of cash balances. In addition to this
strategy there is a Treasury Management Policy Statement in Appendix H
that underpins the strategy, together with the TMPs that govern treasury
management operations.

9. The strategy covers:
* the current treasury position
* the borrowing requirement
* Treasury Indicators
* interest rate forecasts
* the borrowing strategy
* the investment strategy
* Pension Fund cash.
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Current Treasury Position

10.The table below shows the Council’s forecast treasury position as at 31

March 2015:
Table 1 £m Average
Interest
Rate
EXTERNAL BORROWING
Fixed Rate PWLB 293.1 5.21%
Market Loan 100.0 3.85%
Other 5.0 2.08%
398.1 4.83%
Variable Rate PWLB 0.0 0.00%
Market Loan 0.0 0.00%
Other 0.0 0.00%
0.0 0.00%
Total External Borrowing 398.1
Other Long Term Liabilities 127.3
Total Gross Debt 525.4
Less: Investments (13.4)
Total Net Debt 512.0

Note 1: PWLB = Public Works Loans Board
Note 2: Market Loans = Lenders’ Option Borrowers’ Option (LOBO)

Borrowing Requirement
11.Under the Prudential Code, the Council is required to calculate the ‘Capital
Financing Requirement’ (CFR). This represents the Council’s underlying need
to borrow for the approved capital programme. New capital expenditure,
financed by borrowing or by credit arrangements such as finance leases and
private finance initiative schemes, increases the CFR.

12.The Council also sets aside an amount each year as a provision for the
repayment of debt. This is known as the Minimum Revenue Provision (MRP)
and is, in effect, the principal repayment for the borrowing expected to be
undertaken by the Council to finance its capital programme. MRP amounts
set aside reduce the CFR.
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The difference between the CFR and the total of long-term liabilities and
existing and new borrowing indicates that the Council has made temporary
use of internal cash balances (from its own earmarked reserves and working
capital) to finance the capital programme. This is known as “Internal
borrowing”. Internal borrowing is a way of making short-term savings and
avoiding the risks associated with holding large cash balances and is
explained further in the “Borrowing Strategy” section below.

The Local Government Act 2003 and supporting regulations requires the
Council to determine and keep under review how much it is prepared to
borrow, termed the “Authorised Limit”. This limit is determined for external
borrowing (including both long-term and temporary borrowing and other forms
of long-term liability, such as credit arrangements). This limit reflects the need
to borrow for capital purposes. The Authorised Limit is set for at least the
forthcoming financial year and two successive financial years. The Council
must have regard to the Prudential Code when setting the Authorised Limit,
which essentially requires it to ensure that its total capital investment is
‘affordable, prudent and sustainable’.

In practice during the year the level of borrowing will be monitored against the
“Operational Boundary”. This represents the planned level of borrowing for
capital purposes and, as shown in Appendix F, is made up as follows:
» Existing borrowing and other long-term liabilities
* Increased by:
- planned new borrowing
- net change in long-term liabilities
* Reduced by amounts set aside for repayment of debt (referred to as
Minimum Revenue Provision or MRP).
» Contingency for changes to reserves forecast

The Operational Boundary is set for the forthcoming financial year and next
two financial years. Any breach of this indicator would provide an early
warning of a potential breach of the Authorised Limit and allow time for the
Council to take appropriate action.

17.There are two main reasons why planned actual borrowing may be lower than

that shown as being required to finance the capital programme. These are
slippage in capital schemes and the Council temporarily making use of its
cash reserves to delay external borrowing (the internal borrowing referred to
above). The main components involved in calculating planned actual
borrowing over the next three years are shown in the table below.
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Table 2 2013/14 | 2014/15 | 2015/16 | 2016/17 | 2017/18 | 2018/19
Actual Est. Est. Est. Est. Est.
£m £m £m £m £m £m
Capital Financing Requirement 717 725 754 759 737 720
Less:
- Long-term liabilities -127 -127 -127 -125 -121 -116
- Existing borrowing -352 -398 -387 -376 -366 -352
- Cap Ex to be financed by borrowing -29 -7 18 11
- Replenishment/Replacement -49 -96 -116 -109
borrowing
Internal borrowing (A) 238 200 162 155 152 154
Cash and cash equivalents 14 4 5 5 5 5
Fixed investments 10 10 5 5 3 0
Y/E investment balances (B) 24 14 10 10 8 5
Cash deployed (A+B) 262 214 172 165 160 159
comprising:
- Usable reserves 209 162 120 112 108 109
- Provisions / Working capital 53 52 52 53 52 50
Cumulative minimum borrowing 0 78 103 98 98
requirement
Annual borrowing requirement 0 78 25 -5 0
18.The table above shows that, after factoring in internal borrowing, the Council

19.

20.

is expecting to borrow around £98m from the financial markets over the next
4 years. This is a minimum and should not result in any surplus cash that
could be held as long-term investments by the Council. Therefore, if reserve
balances are used quicker than forecast, or if working capital is reduced,
additional borrowing will be necessary.

Under the capital finance regulations, local authorities are permitted to fully
borrow up to three years in advance of need as determined by the Capital
Financing Requirement. This Council could therefore consider borrowing up
to £252m (£98m plus £154m) if cashflow dictates or if market conditions
indicate that it is the best course of action. One of the reasons for borrowing
more than the minimal amount is to take advantage of, and lock in, low long-
term interest rates. There will almost certainly be a short term ‘carry cost’ to
borrowing in advance of need when current investment rates are lower than
long-term borrowing rates, but this could be offset by long-term savings, and
would be fully evaluated before any decision is taken.

Borrowing in advance of need also increases the level of temporary
investments and makes the security of those funds even more important.
However, the Council’s treasury management practices ensure that the risks
of investing funds are minimised.
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21.A summary of the proposed Treasury Management Indicators for 2015-19 are
set out below. The ‘Authorised Limit and ‘Operational Boundary’ are detailed
in Appendix F but are shown in the table below for completeness.

Table 3. Proposed Proposed Proposed Proposed
TREASURY INDICATORS 2015/16 2016/17 2017/18 2018/19
£m £m £m £m

Operation al Boundary

Borrowing 460.0 500.0 515.0 535.0

Other long term liabilities 127.3 125.1 121.4 115.5

TOTAL 587.3 625.1 636.4 650.5
Authorised Limit

Borrowing 485.0 525.0 540.0 560.0

Other long term liabilities 127.3 125.1 121.4 115.5

TOTAL 612.3 650.1 661.4 675.5
Upper limit for Rate Exposure

Fixed Rate 100% 100% 100% 100%

Variable Rate 75% 75% 75% 75%
Upper limit for principal sums Higher of Higher of Higher of Higher of
invested for over 364 days £20m and | £20m and | £20m and | £20m and

15% 15% 15% 15%

Table 4. Lower Upper

Maturity structure of fixed rate borrowing limit limit

under 12 months 0% 25%

12 months and within 24 months 0% 25%

24 months and within 5 years 0% 75%

5 years and within 10 years 0% 100%

10 years and above 0% 100%

Adoption of CIPFA’s Treasury Management

in the Public Services Code of Practice and Adopted

Cross Sectoral Guidance Notes

Review of 2014 and forecasts for 2015

22.The performance of the UK economy continued to improve during 2014. The
recovery in GDP growth that had commenced in the closing stages of 2012
persisted, the annual rate moving above 3% in the first half of the year. GDP
finally rose above its pre-crisis level in the second quarter.

23.CPl inflation fell below the Government’s 2% target rate at the start of the
year. Falling food and commaodity prices and strong competition on the High
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Street continued to exert downward pressure through the summer and
autumn. The Bank of England’s November Inflation Report suggested annual
inflation could drop below 1% by early 2015 before rebounding modestly.
Since then, the steep fall in oil prices has placed further downward pressure
upon inflation and a dip into negative territory became a strong possibility.

24. Employment growth remained stronger than anticipated. Official statistics
highlight the fact that the vast bulk of this growth was concentrated initially in
part-time and self-employed categories, although there has been some
progress towards the reduction of youth and long-term unemployment.

25.This jobs growth reflects a combination of economic growth and the
cheapness of labour. Wage increases remained very weak and, with the
exception of just a few months, the growth in real earnings failed to return to
positive territory. Consequently, the bulk of the strong growth in consumers’
expenditure was financed by the rundown of savings, income from new
employment and, to a lesser extent, consumer credit. At some stage a more
pronounced contribution from earnings growth will be necessary if the
recovery is not to become dangerously reliant upon credit.

26.The greatest area of uncertainty through much of the year centred upon the
housing market. House price inflation escalated to a double-digit rate by mid-
year. While much of this was a result of strong inflation in the London area,
there were signs that price growth was spreading to other areas of the
country.

27.The dangers posed by this development and the increase in debt exposures
that might accompany a housing boom were acknowledged by the Bank of
England at a relatively early stage. Prudential measures to cool demand and
to pre-empt excessive debt exposure were announced during the course of
the year.

28. Short-term interest rates remained stable throughout the year, anchored by
the persistence of the official Bank Rate at 0.5%. Longer-term rates were a
little more volatile. Initially, gilt yields rose in response to the strengthening
economy and expectations of an eventual return to higher inflation and a
tightening of official monetary policy. Nevertheless, the influence of these
negative considerations was both limited and weak.

29.The lowering of domestic inflation expectations, weaker activity in China and
the threat of deflation in the Euro-zone combined with the emergence of fresh
political uncertainties in the Middle-East and Eastern Europe reinforced
demand for safe-haven instruments.

30.This drove long-term government bond yields lower. While they did not
decline to the lows seen during the previous two years they remained below
levels usually justified by the rates of growth in the US and UK. The Council
took the opportunity to borrow from the PWLB — whose rates are directly
linked to government bonds — during this period of decline.
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31.The movement in PWLB maturity rates over 2014/15 is shown in the chart

below.
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32.Official interest rates are likely to remain on hold for some time yet. Weak
external inflation pressures and low domestic labour costs are major factors
underlying the Bank’s short and medium-term inflation forecasts. With the
annual increase in CPI threatening to dip below zero during the next six
months and for it to remain below the 2% official target rate for most of the
next two years, there would seem to be no pressure to increase official
interest rates for quite some time. When they do start to rise, upward
progress is expected to be gradual.

33.The table below shows an estimated forecast for both the bank rate and gilt
rates. Assuming no change to the PWLB’s lending policy, this would indicate
that interest rates for the Council’s borrowing purposes might be expected to
increase by around 80 basis points over the next financial year.

31/12/14 2015 2016 2017
Bank Rate 0.5 0.6 1.3 25
10-yr Gilt 1.8 2.5 3.0 3.5
20-yr Gilt 2.3 3.1 3.5 4.0

Borrowing Strategy

34.The chart below shows how the Council’s cash position has progressed over
the financial year 2014/15. Although the cash position has been fairly stable
over the year between £20m and £80m (with the occasional peak as grant
money is received, and occasional trough when large payments are made), it
can be seen that this stability has been achieved only through the Council’s
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borrowing strategy. Net new borrowing has increased over the course of the
year and is currently forecast to be around £46m by year end. The forecast
for the year, as reported in the 2014/15 Strategy Report, was £67m; the
difference of £21m being large due to slippage in the capital programme.

NCC Cash forecast 2014-15
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35.Generally the activity of investing surplus cash comes to the fore in the first

few months of the financial year, when grant income and precept income
tends to exceed outgoing payments. Towards the end of the year the
cashflow tends to reverse, and the focus shifts towards the borrowing
strategy. Decisions then have to be taken about the mix of short- and long-
term borrowing and the extent to which use can be made of internal
borrowing.

36.0ver the past several years the Council has to a large extent temporarily

financed the capital programme by using its cash balances. These are
essentially earmarked reserves, general fund reserves and net movement on
current assets. As the cash in these reserves is not required in the short term
for the reserves’ specific purposes, it has been utilised to reduce external
borrowing (thereby generating savings for the Council) and also to reduce
credit risk by having lower balances available for investments.

37.The advantage to the Council of internal borrowing is that it costs less than

external borrowing, the cost being the opportunity cost of interest foregone by
not investing the cash (investment rates are typically around 0.5% for short-
term deposits). Another advantage is that counterparty risk is reduced by
having less cash to invest.

38.The borrowing strategy will therefore need to (i) provide funds not only to

finance the capital programme but also to (ii) replenish reserves as and when
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these are required and (iii) cover principal repayments on any maturing debt.
If long-term borrowing is not taken to cover these outflows of cash then the
Council would consider other sources of finance (such as any bank overdraft
facility or market loans).

39.These strategic factors drive the Council’'s objective need to secure long-term
debt finance, but there are a number of day-to-day factors — relating to market
conditions and the Council's own revenue budget - that must be taken into
account when deciding precisely when to borrow.

40.Despite recent fluctuations in the gilt market it is still the case that short-term
debt is considerably cheaper than long-term: 1 year loans are approximately
1.1% (taking account of the ‘certainty’ rate offered by PWLB), whereas 40
year loans (reflecting the asset life of the assets within the capital
programme) are approximately 2.95%. In cash terms taking the very short-
dated debt would equate to a saving of £18,500 per annum for every £1m of
Council borrowing.

41.However, there would be a significant risk in pursuing such a short-term
approach, since short-term loans need regular refinancing and at these points
the Council would find itself exposed to interest rate risk, ie. it would be forced
to accept whatever the prevailing interest rates were at the time. If this
happened the Council could find itself facing considerably higher interest
rates, which would quickly undermine any saving made by taking short-dated
debt.

42.Given that the Council’s current portfolio of PWLB loans average 5.21% the
long-term rates being offered by PWLB look relatively attractive. Occasionally,
however, long-term loans offered by the market or by other local authorities
can be a competitive alternative to PWLB loans, and these may also be worth
considering.

43.In practice, a balanced portfolio will include a mix of:

* Temporary use of the Council’s cash reserves

» Short-term debt provided by the market/other local authorities

* Short-term or variable rate debt provided by PWLB

» Long-term debt provided by PWLB

» Long-term debt provided by the market or other local authorities

44.Given these contingencies the amount, type, period, rate and timing of new
borrowing will be an operational matter falling under the responsibility of the
Service Director, Finance and Procurement exercised by the Senior
Accountant (Pensions & Treasury Management) within the approved
borrowing strategy, taking into account the following factors:

* expected movements in interest rates as outlined above
» current debt maturity profile

» the impact on the medium term financial strategy

» the capital financing requirement

» the operational boundary
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* the authorised limit.

45.Opportunities to reschedule debt will be reviewed periodically throughout
2015/16 but the current structure of repayment rates from the PWLB indicate
significant premiums to be paid on the premature repayment of existing loans
which would not be compensated by lower rates available for new loans.

Investment Strategy

46.During 2015/16 cash balances are expected to be kept at a low level with the
aim of maintaining a working balance of around £20m, and a minimal level of
around £5m by year end. This will provide a level of liquidity without recourse
to temporary borrowing, and will minimise the risk of having to seek funds
when availability may be restricted or expensive.

47.As the 2014/15 cash flow chart above suggests, the most suitable strategy
will be for the Council to consider making use of fixed-term investments in the
early part of the financial year, and use call accounts or money market funds
for a substantial part of its portfolio in order to manage any liquidity risk.

48.The Council actively manages counterparty risk by monitoring the ratings of
the institutions in which it could invest. However, this is made more difficult
by (a) the current economic and financial climate in the Eurozone, and (b) the
possible changes in credit ratings due to the so-called ‘bail in’ risk.

49.Exposure to the Eurozone is limited by investing in UK banks and high credit
quality overseas banks. The criteria for selecting counterparties are detailed
in TMP 1 in Appendix H.

50.A further measure to ensure security of the Council’'s investments is to
maintain the Council’'s exposure to the UK local authority sector and UK
government securities. When lending to local authorities fixed term deposits
would be used but these are subject to demand and cannot be relied upon in
the same way as bank lending. The use of treasury bills and UK government
gilts may be considered and would ensure priority is given to security and
liquidity of funds.

Pension Fund Cash

51.The Council is an administering authority in the Local Government Pension
Scheme and is required, under the Local Government Pension Scheme
(Management and Investment of Funds) Regulations 2009, to invest any fund
money that is not needed immediately to make payments. Since 1 April 2011
the Council is also required to have a separate bank account for transactions
associated with the pension fund.

52.A separate Treasury Management Policy has been approved by the
Nottinghamshire Pension Fund Committee and investments will be made on
the Fund’s behalf by the Council in accordance with that policy.

53. Joint investments with the County Council may be made where this is in the
best interests of the Fund. In considering such investments, guidance issued
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by the Department for Communities and Local Government will be followed
and the Fund will receive its fair share of interest in proportion to the share of
cash invested. If losses occur the Fund will bear its share of those losses.



