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Purpose of Report

The purpose of the report is to consider approving the adoption of the 15 statutory
prudential indicators and 8 local indicators for the period 2017/18 to 2020/21
together with the 2018/19 Treasury Management Strategy alongside the Medium

1.1

Term Financial Strategy 2018-23.
2. Executive Summary
2.1

The table below summarises the key prudential indicators which have been
incorporated into the 2018/19 strategy. The projected capital expenditure will
determine the capital financing or borrowing requirement, which will in turn
determine the actual level of external borrowing taken and hence, cash balances
available for investment.  The figures are based on the final Medium Term
Financial Strategy therefore the figures in this report are different to those

presented to Audit Committee as those figures were based on the draft MTFS.

Key Prudential Indicators 2017/18 2018/19 2019/20 2020/21
Revised Estimated Estimated Estimated
£000 £000 £000 £000
Capital Expenditure*
e General Fund 31,419 14,209 500 500
e HRA 15,204 25,805 14,529 11,386
e Total 46,623 40,014 15,029 11,886
Capital Financing Requirement
e Non HRA 53,327 65,464 64,536 62,537
e HRA 58,503 58,503 58,503 58,503
e Total 111,830 123,967 123,039 121,040
. 65,703 85,503 79,103 80,248
Net Borrowing
External debt (borrowing only) 81,661 100,445 100,208 99,247
Investments**
e Longer than one year 0 0 0 0
e Under one year 15,400 14,600 21,000 19,000
e Total 15,400 14,600 21,000 19,000

* Based on MTFS 2018-23.
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4.1.1

The methodology employed for selecting investment counterparties is a multi-stage
formula based creditworthiness methodology provided by the Council’s treasury
management advisors, Link Asset Services. The aim of the investment strategy is
to generate a list of highly creditworthy counterparties, allowing the Council to
maintain a diversified portfolio of investments which safeguards the cash balances
whilst generating a reasonable rate of return. The Link methodology, which
incorporates credit ratings, credit outlooks and watches and overlays credit default
swaps as a measure of market risk, fully meets the aim of the strategy.

The Strategy for 2018/19 has been prepared taking into account changes in the
Prudential Code and Treasury Management Code.

Background

This report covers the operation of the Council’s prudential indicators, its treasury
function and its likely activities for the forthcoming year. It incorporates four key
Council reporting requirements:

e Prudential and Treasury Indicators — the reporting of the statutory
prudential indicators together with local indicators, in accordance with the
requirements of the CIPFA Prudential Code for Capital Finance in Local
Authorities and the CIPFA Treasury Management Code of Practice.

e Minimum Revenue Provision (MRP) Statement — the reporting of the
MRP policy which sets out how the Council will pay for capital assets
through revenue each year (as required by regulation under the Local
Government 2003)

e Treasury Management Strategy — which sets out how the Council's
treasury activity will support capital decisions, the day-to-day treasury
management and the limitations on activity through treasury prudential
indicators. The key indicator is the Authorised Limit, the maximum
amount of debt the Council could afford in the short term, but which would
not be sustainable in the longer term. This is the Authorised Borrowing
Limit required by s3 of the Local Government Act 2003 and is in
accordance with the CIPFA Code of Practice on Treasury Management
and the CIPFA Prudential Code.

e Investment Strategy - this is included within the Treasury Management
Strategy and sets out the criteria for choosing investment counterparties
and limiting exposure to the risk of loss. It is reported annually (in
accordance with Ministry of Housing, Communities and Local Government
(MHCLG) Investment Guidance).

Treasury Management Requirements 2018/19
The Capital Prudential Indicators 2017/18 — 2020/21

The Council’'s capital expenditure plans are one of the key drivers of treasury
management activity. The outputs of the capital expenditure plans are reflected in
prudential indicators, which are designed to assist members to overview and
confirm capital expenditure plans. The Local Government Act 2003 requires the
Council to adopt the CIPFA Prudential Code and to produce prudential indicators.
The Prudential Code requires the Council to approve as a minimum the statutory
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41.3

indicators and limits. This report revises the indicators for 2017/18 and details them
for 2018/19 to 2020/21. An explanation and calculation of each Prudential Indicator
is provided in Appendix 1 and the key messages summarised in section 4.1.3.

Capital Expenditure and Financing

The Council’s capital expenditure plans (as detailed in the MTFS 2018-23) are
summarised below. Capital expenditure can be paid for immediately (by resources
such as capital receipts, capital grants or revenue resources) but if these resources
are insufficient, any residual capital expenditure will form a borrowing need. This
can be supported by government grant for the repayment of debt (very limited
support available) or can be unsupported (prudential borrowing) where the Council
needs to identify the resources to finance and repay debt through its own budget.

Indicators 1&2 2017/18 2018/19 2019/20 2020/21
Revised Estimated | Estimated | Estimated
£000 £000 £000 £000
Capital Expenditure
General Fund 31,419 14,209 500 500
HRA (including New Build) 15,204 25,805 14,529 11,386
Total Expenditure 46,623 40,014 15,029 11,886
Financed by:
Capital receipts 5,483 6,912 3,819 900
Capital grants & contributions 3,284 670 300 300
Depreciation (HRA only) 12,857 16,631 10,710 10,486
Revenue/Reserve Contributions 361 2,785 0 0
Borrowing need 24,638 13,016 200 200

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

The CFR is simply the total historic outstanding capital expenditure which has
not yet been paid for from either capital or revenue resources. It is essentially a
measure of the Council’s underlying borrowing need. Based on the capital
expenditure plans in paragraph 4.1.2 the CFR for 2017/18 to 2020/21 is

projected to be:

2017/18 2018/19 2019/20 2020/21
Indicators 3&4 Revised | Estimated | Estimated | Estimated
£°000 £°000 £°000 £000

Capital Financing Requirement

General Fund 53,327 65,464 64,536 62,537
HRA 58,503 58,503 58,503 58,503
Total CFR @ 31 March 111,830 123,967 123,039 121,040
Net movement in CFR 23,154 12,137 (929) (1,998)
Actual debt (borrowing &

other liabilities) 81,661 100,445 100,208 99,247
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Net borrowing need for

the year 24,638 13,016 200 200
Return of LAMS deposit (1,000) 0 0 0
Minimum Revenue

Provision (MRP) (334) (1,028) (1,279) (1,493)
Repayment of GENF

borrowing (855)
Application of Capital

Receipts to reduce CFR (150) (150) (150) (150)
Movement in CFR 23,154 12,137 (929) (1,998)

The CFR also includes any other long term liabilities (e.g. finance and embedded
leases) brought onto the balance sheet. Whilst this increases the CFR, and therefore
the Council’'s borrowing requirement, these types of scheme include a borrowing
facility, so the Council is not required to separately borrow for them. The Council has
£0.559m of such leases within the CFR in 2017/18 reducing to £0.105m by the end
of 2019/20. The CFR does not yet include any allowance for the planned
replacement of the majority of the vehicle fleet under leasing. If following a full
financing options appraisal the most cost effective funding method is identified as
either borrowing or finance lease then the CFR will be increased to reflect a
borrowing requirement for the replacement fleet.

Limits on Borrowing — In order to ensure that borrowing decisions are based on
consideration of affordability, prudence and sustainability and that treasury
management decisions are taken in accordance with good professional practice, in
full understanding of the risks involved and how these risks will be managed to
levels that are acceptable to City of Lincoln Council, the Prudential Code requires
that Council’s set limits on borrowing activity.

Limiting Borrowing for Capital Purposes - the Council needs to ensure that its
total borrowing net of any investments, 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 the current and next two financial years. The Chief Finance Officer reports that
the Council complied with this prudential indicator in the current year and does not
envisage difficulties for the future.

Operational Boundary for External Debt — boundary based on the expected
maximum external debt during the course of the year

Authorised Limit for External Debt - represents the limit beyond which external
debt is prohibited. It represents the level of debt, which while not desired, could be
afforded in the short term, but is unsustainable in the long term. This limit needs to
be set or revised by full Council.

The level of the proposed operational and authorised limits is based on an
assessment of the level of borrowing required to meet the Capital Financing
Requirement (CFR) and also an allowance for temporary borrowing for working
capital and also in lieu of other capital financing sources (e.g. capital receipts).
Financial modelling has been carried out for both and the affordability and
sustainability of the potential borrowing requirement has been assessed and can be
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4.3.1

4.3.2

contained within the MTFS 2018-23. This is reflected in the table below and in the

Prudential Indicators 7 and 8 tables in Appendix 1.

Indicator 7 2017/18 2018/19 2019/20 2020/21
Revised Estimated Estimated | Estimated
£000 £000 £000 £000
Authorised limit
Borrowing 122,000 134,000 133,000 131,000
Other long term liabilities 2,500 1,800 1,300 800
Total Authorised limit 124,500 135,800 134,300 131,800

Minimum Revenue Provision (MRP) Policy

The Council is required to pay off an element of the accumulated General Fund
borrowing each year (the CFR) through a revenue charge - the Minimum Revenue
Provision (MRP), and is also allowed to undertake additional voluntary payments
(VRP). No revenue charge is currently required for the HRA. However, under self-
financing, the HRA is now required to charge depreciation on its assets, which has
been built into the revenue charges in the HRA 30 year Business Plan.

The Department of Homes, Communities and Local Government have issued
statutory guidance on the options available for making prudent provision for the
repayment of debt. The Council must have regard to this guidance. The guidance is
not prescriptive and makes it clear that councils can follow an alternative approach,
provided they still make a prudent provision. The broad aim of a ‘prudent provision’
is to ensure that debt is repaid over a period that is reasonably commensurate with
that over which the capital expenditure provides benefits to service delivery.

Guidance issued by the Secretary of State requires that before the start of each
financial year the Council prepares a statement of its policy on making MRP in
respect of the forthcoming financial year and submits it to Full Council for approval.
There are no changes proposed to the MRP policy for 2018/19.

The MRP policy statement is set out in Appendix 2.
The Treasury Management Strategy 2018/19

Treasury Management is an important part of the overall financial management of
the Council’s affairs. The treasury management service performs the borrowing and
investment activities of the Council and effectively manages the associated risks. Its
activities are strictly regulated by statutory requirements and a professional code of
practice (the CIPFA Code of Practice on Treasury Management). The Treasury
Management Policy and Practices and the annual Treasury Management Strategy
provides the operational rules and limits by which day to day treasury management
decisions are made.

The Treasury Management Strategy for 2018/19 is attached at Appendix 3. The
strategy outlines expected treasury activity for the coming year and expected
prudential indicators relating the treasury management for the next three years. The
key principals in the strategy are summarised below.



Debt and Investment Projections (Treasury Management Strategy
section 2) — based on the budgeted borrowing requirements, estimated
balances and cash flow, year-end debt and investment projections are:

2017/18 2018/19 2019/20 2020/21
Revised Estimated | Estimated | Estimated
£000 £000 £000 £000
External Debt
Debt at 31 March (including
other long term liabilities) 81,661 100,445 100,208 99,247
Investments
Total Investments at 31 March | 15,400 | 14,600 | 21,000 | 19,000

Expected Movement in Interest Rates (Treasury Management Strategy
section 3) - short term interest rates are not expected to rise until 2019/20
and then will rise slowly in future years. Long term rates for external
borrowing are not expected to rise until December 2018 and then only
marginally. After this they will continue to rise very slowly in future years.

Borrowing & Debt Strategy (Treasury Management Strategy section 4) -
The main aims are:
e To reduce the revenue costs of debt
To manage the Council's debt maturity profile
To effect funding at the cheapest cost commensurate with future risk.
To forecast average future interest rates and borrow accordingly
To proactively reschedule debt in order to take advantage of potential
savings as interest rates change.
¢ To manage the day-to-day cash flow of the Authority in order to, where
possible, negate the need for short-term borrowing.

Investment Strategy (Treasury Management Strategy section 5) - The
Council’'s investment strategy primary objectives are safeguarding the
repayment of the principal and interest of its investments on time, then
ensuring adequate liquidity, with investment return being the final objective.

The current investment climate continues to present one over-riding risk
consideration, that of counterparty security risk. In order to fully consider
counterparty risk factors when selecting investment counterparties, the
Council employs the multi-stage formula based creditworthiness methodology
provided by the Council’'s treasury management advisors, Link Asset
Services. This methodology, developed by Link, uses credit ratings as the
core criteria but also incorporates other market information on a mathematical
basis. The methodology is continuously reviewed and changes are made in
response to changes made by the credit rating agencies. There haven’t been
any major changes made to the credit rating methodology since last year’s
change when any reference to the implied levels of sovereign support (which
were phased out last year) were taken out. The current methodology is
explained in detail in the Council’s Investment Strategy 2018/19 in Section 5
of Appendix 3.



The aim of the investment strategy is to generate a list of highly creditworthy
counterparties which will also enable diversification and thus avoidance of
concentration risk (i.e. placing a large proportion of investments with a small
number of counterparties). The intention of the strategy is to provide security
of investment and minimisation of risk.

Investment instruments identified for use are listed in Appendix 3 under the
specified and non-specified investments categories. Counterparty limits will
be as shown in Appendix 3. Examples of institutions which currently fall
under the various colour coded categories are as follows:

¢ Blue (part-government owned - 1 year)
e Orange (1 year

e Green (100 days

e Yellow (5 years) — Local Authorities.

Sole reliance will not be placed on the use of this external service. In addition,
officers will also use market data and market information, information on
government support for banks and the credit ratings of that supporting
government.

The criteria to be used to select investment counterparties are set out in
Appendix 3. These include:-

e Maintenance of a counterparty list with approved credit ratings and
time and principal limits

e Regular monitoring of counterparties with the help of the Council’s
treasury management advisors

e Limits on the amounts on non-specified investments (e.g. over 1 year
investments)

e Limits on non-UK counterparties

Risk Benchmarking — The revised CIPFA Code and the MHCLG Investment
Guidance adopted 2" March 2010 introduced the consideration and approval of
security and liquidity benchmarks. The Investment Strategy for 2018/19 includes
the following benchmarks for liquidity and security:-

Liquidity — The Council’s bank overdraft limit is nil. The Council will seek to
maintain liquid short-term deposits of at least £5,000,000 available with a
week’s notice. The weighted average life (WAL) of investments is expected
to be 0.45years.

Security — the Council’'s expected security risk benchmark from its budgeted
investment strategy is 0.008% historic risk of default when compared to the
whole portfolio. This means that the risk amounts to approximately £0.001m
on the expected investment portfolio of £14.6 million.

e Treasury Limits on Activity (Treasury Management Strategy section 6) —
This section includes statutory and local indicators covering treasury
management activity. These include limits on fixed and variable interest rate
exposure, maturity structure of debt and performance targets for interest



rates on new investments and loans.

e Breakdown of Investment Categories (Treasury Management Strategy
section 7) — covers authorised posts for treasury management activities

The need to limit the risk to the Council of loss from counterparty failure
results in a restricted range of counterparties available for investment.

44 Treasury Management Practices
The Council adopted the CIPFA Code of Practice on Treasury Management (which
was revised December 2017) on 2" March 2010. At this time the Treasury
Management Policy Statement was also adopted. The Treasury Management
Policy and Practices (TMP’s) are updated annually to reflect the Treasury
Management Strategy approved by Council and to reflect any changes in staffing
structures or working practices of the treasury function.

5. Organisational Impacts

5.1 Finance
Financial implications are contained in the main body of the report.

5.2 Legal Implications
The Treasury Management Strategy and Prudential Indicators meet the
requirements under legislation and code of practice.

6. Risk Implications
The risk implications are contained within the body of the report.

7. Recommendations

71 That Council:

7.2 Approve the prudential indicators detailed in section 4.1 and appendix 1 of the
report.

7.3 Approve the Treasury Management Strategy (including the treasury management
prudential indicators and the Investment Strategy) set out section 4.3 and appendix
3 of the report.

Is this a key decision? Yes
Do the exempt information No

categories apply?

Does Rule 15 of the Scrutiny No
Procedure Rules (call-in and

urgency) apply?



How many appendices does
the report contain?

List of Background Papers:

Lead Officer:

Medium Term Financial Strategy 2018-23
CIPFA Code of Practice

CIPFA Prudential Code

Treasury Management Practices

Sarah Hardy, Group Accountant (Technical and
Exchequer)
Telephone (01522) 873839
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Appendix 1

Prudential Indicators 2017/18 — 2020/21

Introduction

The Local Government Act 2003 requires the Council to adopt the CIPFA
Prudential Code and to produce prudential indicators. The Code sets out a
framework for self-regulation of capital spending, in effect allowing councils to
invest in capital projects without any limit as long as they are affordable, prudent
and sustainable. The Prudential Code operates by the provision of prudential
indicators, which highlight particular aspects of the capital expenditure planning.
This report revises the indicators for 2017/18 and details them for 2018/19-
2020/21. Each indicator either summarises the expected capital activity or
introduces limits upon the activity, and reflects the outcomes of the Council’s
underlying capital appraisal systems.

The Prudential Code requires the Executive and full Council to approve as a
minimum the 15 statutory indicators. The Chief Finance Officer has added 8 local
indicators that are believed to add value and assist understanding of the main
indicators.

The purpose of the indicators is to provide a framework for capital expenditure
decision-making. It highlights, through the prudential indicators, the level of capital
expenditure, the impact on borrowing and investment levels and the overall
controls in place to ensure the activity remains affordable, prudent and
sustainable.

Within this overall capital expenditure framework there is a clear impact on the
Council’s treasury management activity, either through increased borrowing levels
or the investment of surplus balances. As a consequence the treasury
management strategy for 2018/19 (see Appendix 3) includes the expected
treasury management activity, together with the 5 specific Prudential indicators
and 8 local indicators, which relate to treasury management.

The 15 statutory prudential indicators can be categorised under the following four
headings:

e Capital Expenditure and External Debt (numbers 1, 2, 3, 4, 5, 7, 8)
e Prudence (number 6)
o Affordability (numbers 9,10)
e Treasury Management limits (numbers 11, 12, 13, 14, 15)
(The numbers above relate to the reference given to each indicator).

The paragraphs 2 to 4 below detail the 10 statutory indicators under the headings
of Capital Expenditure/External Debt, Prudence and Affordability. The remaining
5 statutory and 8 local indicators relating to the treasury management strategy are
set out in appendix 3.

Capital Expenditure Prudential Indicators

The Council’s capital expenditure plans are summarised below and this forms the
first of the prudential indicators. This expenditure can be paid for immediately (by
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resources such as capital receipts, capital grants etc.), but if resources are
insufficient any residual expenditure will form a borrowing need.

A certain level of capital expenditure may be supported by government grant; any
decisions by Council to spend above this level will be unsupported and will need
to be paid for from the Council’'s own resources. This unsupported capital
expenditure needs to have regard to:

e Service objectives e.g. strategic planning
o Stewardship of assets e.g. asset management planning
e Value for money

e Prudence and sustainability e.g. implications for external borrowing and
whole life costing

o Affordability
¢ Practicality e.g. achievability of plan

The revenue consequences of capital expenditure, particularly the unsupported
expenditure, will need to be paid for from the Council’s own resources.

The Government retains an option to control either the total of all councils’ plans,
or those of a specific council, although no control has yet been required.

The key risks to the plans are that some estimates for sources of funding, such as
capital receipts, may be subject to change over this timescale. For instance,
anticipated asset sales may be postponed due to the impact of the recession on
the property market.

The summary capital expenditure and financing projections are shown in the table
below.

Indicators 1&2 2017/18 2018/19 2019/20 2020/21
Revised Estimated | Estimated | Estimated
£000 £000 £000 £000
Capital Expenditure
General Fund 31,419 14,209 500 500
HRA (including New Build) 15,204 25,805 14,529 11,386
Total Expenditure 46,623 40,014 15,029 11,886
Financed by:
Capital receipts 5,483 6,912 3,819 900
Capital grants & contributions 3,284 670 300 300
Depreciation (HRA only) 12,857 16,631 10,710 10,486
Revenue/Reserve Contributions 361 2,785 0 0
Borrowing need 24,638 13,016 200 200
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External Debt and Prudence Prudential Indicators

Borrowing Need - The Council’s Capital Financing Requirement (CFR) represents
the Council’s borrowing need. The CFR is simply the total outstanding capital
expenditure, which has not yet been paid for from either revenue or capital
resources. It is essentially a measure of the Council’s underlying borrowing need.
The capital expenditure above which has not immediately been paid for will increase
the CFR.

The CFR also includes any other long term liabilities (e.g. finance and embedded
leases) brought on to the balance sheet. Whilst this increases the CFR, and
therefore the Council’s borrowing requirement, they are purely accounting
adjustments and include a borrowing facility, so the Council is not required to
separately borrow for them. The Council has £0.559m of such leases within the
CFR in 2017/18 reducing to £0.105m by the end of 2019/20. The CFR does not yet
include any allowance for the planned replacement of the majority of the vehicle
fleet under leasing arrangements.

3.3

Capital Financing Requirement projections are detailed below:

2017/18 2018/19 2019/20 2020/21
Indicators 3&4 Revised | Estimated | Estimated | Estimated
£000 £000 £000 £000

Capital Financing Requirement
General Fund 53,327 65,464 64,536 62,537
HRA 58,503 58,503 58,503 58,503
Total CFR @ 31 March 111,830 123,967 123,039 121,040
Net movement in CFR 23,154 12,137 (929) (1,998)
Actual debt (borrowing & other
liabilities) 81,661 100,445 100,208 99,247
Net borrowing need for the year

24,638 13,016 200 200
Return of LAMS deposit (1,000) 0 0 0
Minimum Revenue Provision
(MRP) (334) (729) (979) (1,193)
Repayment of GENF borrowing (855)
Application of Capital Receipts
to reduce CER (150) (150) (150) (150)
Movement in CFR 23,154 12,137 (929) (1,998)

* MRP = Minimum Revenue Provision — Statutory requirement to annually fund the repayment of General Fund

borrowing.
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Estimates of External Debt - The expected impact of the capital expenditure
decisions on the Council’s net debt position is shown below:
Indicator 5 2017/18 2018/19 2019/20 2020/21
Revised Estimated | Estimated Estimated
£000 £000 £000 £000
External Debt
Gross Borrowing 81,103 100,103 100,103 99,247
Other Long Term Liabilities® 559 342 105 (0)
Total Debt at 31 March 81,661 100,445 100,208 99,247

*Other Long Term liabilities include finance leases

The expected movement in the CFR over the next three years is dependent on
the level of capital borrowing taken during the budget cycle. Such borrowing is the
capital expenditure freedom allowed under the Prudential Code i.e. prudential
borrowing which allows the freedom to enter into projects such as spend to save
schemes, or decisions to allocate additional resources from revenue to capital to
enable service enhancements (subject to affordability).

There are two limiting factors on the Council’s ability to undertake prudential
borrowing:

1. Whether the revenue resource is available to support in full the implications
of capital expenditure, both borrowing costs and running costs. Can the
Council afford the implications of the capital expenditure?

2. The Government may use a long stop control to ensure that either the total
of all the Councils’ plans do not jeopardise national economic policies, or in
the event of an assessment by Central Government that local plans are
unaffordable at a council, it may implement a specific control to limit its
capital expenditure plans. No such control has been implemented during
2017/18.

Limits to Borrowing Activity - Within the prudential indicators there are a
number of key indicators to ensure the Council operates its activities within well-
defined limits.

For the first of these the Council needs to ensure that its total borrowing net of
any investments, 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 2018/19 and
next two financial years. This allows some flexibility for limited early borrowing for
future years but ensures that borrowing is not undertaken for revenue purposes.

Indicator 6 2017/18 2018/19 2019/20 2020/21
Revised Estimated | Estimated | Estimated
£000 £°000 £000 £°000
Gross Borrowing 81,103 100,103 100,103 99,248
Investments 15,400 14,600 21,000 19,000
Net Borrowing 65,703 85,503 79,103 80,248
CFR 111,830 123,967 123,039 121,040
Net Borrowing is below CFR 46,127 38,464 43,936 40,792
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The Chief Finance Officer reports that the Council complied with this prudential
indicator in the current year and does not envisage difficulties for the future. This
view takes into account current commitments, existing plans, and the proposals in
this budget report.

A further two key prudential indicators control or anticipate the overall level of
borrowing, these are:

e The Authorised Limit for External Debt — This represents a limit beyond
which external debt is prohibited, and this limit needs to be set or revised
by full Council. It reflects the level of external debt, which while not
desired, could be afforded 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
no control has yet been exercised.

e The Operational Boundary for External Debt — This indicator is based
on the expected maximum external debt during the course of one year; it is
not a limit and actual borrowing could vary around the boundary for short
times during the year.

The level of the proposed operational and authorised limits is based on an
assessment of the level of borrowing required to meet the Capital Financing
Requirement (CFR) and also an allowance for temporary borrowing for working
capital and also in lieu of other capital financing sources (e.g. capital receipts).
The limits proposed for the 2018/19 Treasury Management Strategy also allow for
the borrowing requirement associated with the Lincoln Transport Hub scheme and
the purchase of Broadgate Carpark. The affordability and sustainability of the
borrowing requirement for both have been assessed and can be contained within
the MTFS 2018-23. The operational and authorised limits for 2018/19 have been
set to allow these.

Indicator 7 2017/18 2018/19 2019/20 2020/21
Revised | Estimated | Estimated | Estimated
£000 £000 £°000 £°000
Authorised limit
Borrowing 122,000 134,000 133,000 131,000
Other long term liabilities 2,500 1,800 1,300 800
Total Authorised limit 124,500 135,800 134,300 131,800
Indicator 8 2017/18 2018/19 2019/20 2020/21
Revised | Estimated | Estimated | Estimated
£°000 £000 £°000 £000
Operational Boundary
Borrowing 115,000 126,400 125,900 124,300
Other long term liabilities™ 2,000 1,600 1,100 700
Total Operational Boundary 117,000 128,000 127,000 125,000

*Other Long Term liabilities include finance leases
Borrowing in advance of need — The Council has some flexibility to borrow
funds this year for use in future years. The Chief Finance Officer may do this
under delegated power where, for instance, a sharp rise in interest rates is
expected, and so borrowing early at fixed interest rates will be economically




beneficial or meet budgetary constraints. Whilst the Chief Finance Officer will
adopt a cautious approach to any such borrowing, where there is a clear
business case for doing so borrowing may be undertaken to fund the
approved capital programme or to fund future debt maturities. Borrowing in
advance will be made within the constraints that:

« It will be limited to no more than 75% of the expected increase in
borrowing need (CFR) over the three year planning period; and

« Would not look to borrow more than 36 months in advance of need

3.11 Risks associated with any advance borrowing activity will be subject to
appraisal in advance and subsequent reporting through the mid-year or
annual reporting mechanism.

4.0 Affordability Prudential Indicators

4.1 The 8 statutory indicators above cover the overall capital and control of
borrowing, but in addition, within this framework, there are further indicators
that assess the affordability of the capital investment plans. These indicators
provide an indication of the impact of the capital investment plans on the
Council’s overall finances and these are shown below:

4.2 Actual and Estimates of the Ratio of Financing Costs to Net Revenue
Stream (Indicators 9 & 10) — This indicator identifies the trend in the cost of
capital (borrowing and other long term obligation costs net of investment
income) against the net revenue stream. The estimates of financing costs
include current commitments and the proposals in this budget. The General
Fund financing costs increase across the MTFS period. This reflects the need
to borrow to support the capital programme.

The HRA financing costs decrease very marginally year on year. As there is
no planned borrowing to fund the capital programme this has no impact on
the financing costs over the four year period.

Neither the General Fund nor the HRA indicators include the effect of
replacing some of the finance leases for vehicles replaced in 2015/16 and
2016/17 yet. This may increase the interest charges if finance leasing or
borrowing if it is the most cost effective method of financing.

Indicators 9 & 10 2017/18 2018/19 2019/20 2020/21
Revised Estimated Estimated Estimated
£000 £000 £000 £000
General Fund 12.6% 13.3% 20.1% 21.8%
HRA 45.3% 44.1% 43.1% 42.5%
4.3 Estimates of the incremental impact of capital investment decisions on the

Council Tax — This indicator has been discontinued following an update to the
code in December 2017.

4.4 Estimates of the incremental impact of capital investment decisions on
Housing Rent Levels — This indicator has been discontinued following an
update to the code in December 2017.
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Appendix 2

Minimum Revenue Provision (MRP) Policy

The Council is required to pay off an element of the accumulated General Fund
borrowing each year through a revenue charge (the Minimum Revenue
Provision), and is also allowed to undertake additional voluntary payments
(VRP).

MHCLG Regulations have been issued which require full Council to approve an
MRP Statement in advance of each year. A variety of options are provided so
long as there is a prudent provision.

Members are recommended to approve the following MRP Statement:
For capital expenditure incurred:

(A) Before 1st April 2008 or which in the future will be Supported Capital
Expenditure, the MRP policy will be:

Existing practice - MRP will follow the existing practice outline in former
MHCLG Regulations, but on a 2% straight-line basis, i.e. provision for the full
repayment of debt over 50 years;

(B) From 1st April 2008 for all unsupported borrowing (including finance leases)
the MRP policy will be:

Asset Life Method — MRP will be based on the estimated life of the assets on
either a straight line or annuity basis (as deemed most appropriate for capital
expenditure being financed through borrowing). Asset life is deemed to begin
once the asset becomes operational. MRP will commence from the financial
year following the one in which the asset becomes operational.

MRP in respect of unsupported borrowing taken to meet expenditure, which is
treated as capital expenditure by virtue of either a capitalisation direction or
regulations, will be determined in accordance with the asset life method as
recommended by the statutory guidance.

(C) The Council will set aside £750k of capital receipts to the Capital Adjustment
Account instead of applying these receipts to new expenditure in order to reduce
the total debt liability (this will be £150k per annum over the period 2017/18 to
2021/22). The Council will reduce the MRP provision for the year by the same
amount.

(D) Expenditure in respect of land purchases will increase the Capital Financing
Requirement (CFR) by the borrowing required to fund the purchase which will be
repaid by the future sale of the asset. Once the asset is sold and the funds are
realised they will be classed as a capital receipt and will be off-set against the
CFR which will reduce accordingly. As the funds will be returned in full there is
no need to set aside prudent provision to repay the debt liability so no MRP will
be applied in respect of this type of purchase.
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Appendix 3

Treasury Management Strateqy 2018/19

Introduction

Treasury Management is an important part of the overall financial management of
the Council’s affairs. Its importance has increased as a result of the freedoms
provided by the Prudential Code. The 12 prudential indicators in Appendix 1
cover the affordability and impact of capital expenditure decisions and set out the
Council’s overall capital framework. The treasury service considers the effective
funding of these decisions. Together they form part of the process which ensures
the Council meets its balanced budget requirement under the Local Government
Finance Act 1992. There are 5 specific statutory treasury management
prudential indicators and 8 local indicators.

The treasury management service performs the borrowing and investment
activities of the Council and effectively manages the associated risks. Its
activities are strictly regulated by statutory requirements and a professional code
of practice (the CIPFA Code of Practice on Treasury Management - Revised
December 2017). The adoption of the Code is one of the 12 statutory Prudential
Indicators. This Council adopted the Code of Practice on Treasury Management
on 2" March 2010. As a result of adopting the Code, the Council also adopted a
Treasury Management Policy Statement on 2" March 2010.

The policy requires an annual strategy to be reported to Council outlining the
expected treasury activity for the forthcoming year and includes prudential
indicators relating specifically to Treasury Management for the next three years.
Further reports are produced; a mid-year monitoring report and a year-end report
on actual activity for the year (Annual Treasury Management Stewardship
Report). In addition, Treasury Management Practice (TMPs) documents are also
maintained by the Chief Finance Officer. The TMPs have been reviewed and
updated to reflect any changes in the Treasury Management Strategy and
reviewed by Audit Committee.

A key requirement of this report is to explain both the risks, and the management
of the risks, associated with the treasury service. This strategy covers:

The Council’s debt and investment projections;

The expected movement in interest rates;

The Council’s borrowing strategy;

The Council’s investment strategy;

Treasury Management prudential indicators and limits on activity;
Local Treasury issues

Debt and Investment Projections 2017/18 — 2020/21

The borrowing requirement comprises the expected movement in the Capital
Financing Requirement (CFR) and any maturing debt that will need to be re-
financed. The table below shows the anticipated effect on the treasury position
over the current and next three years based on the current capital programme.
The expected maximum debt position during each year represents the
Operational Boundary prudential indicator (for borrowing only) and so may be
different from the year-end position. It also highlights the expected change in
investment balances.



2.2

3.0

2017/18 2018/19 2019/20 2020/21
Revised | Estimated | Estimated | Estimated
£000 £°000 £000 £°000
External Debt
Debt at 1 April 75,353 81,103 100,103 100,103
Expected change in debt 5,750 19,000 0 (855)
Debt at 31 March 81,103 100,103 100,103 99,248
Operational Boundary (debt
only) 117,000 128,000 127,000 125,000
Investments
Total Investments at 31 March 15,400 14,600 21,000 19,000
Investment change (8,000) (800) 6,400 (2,000)
Expected borrowing has been profiled to take out loans before current low
borrowing interest rates are forecast to rise.
The related impact of the above movements on the revenue budgets are:
2017/18 2018/19 2019/20 2020/21
Revised | Estimated | Estimated | Estimated
£000 £000 £000 £000

Revenue Budgets
Total interest payable on borrowing 3,140 3,330 3,627 3,551
Related HRA charge 2,352 2,352 2,352 2,332
Net General Fund interest payable 788 978 1,275 1,219
Total investment income 113 77 132 149
Related HRA income share 31 31 32 38
Related to other commitments 19 17 17 17
Net General Fund income 63 29 83 94

Prospects for Interest Rates

The Council has appointed Link Asset Services as its treasury advisor and part of
their service is to assist the Council to formulate a view on interest rates.

The following table gives the Link central view and paragraph 3.1 give
Link’s view on economic prospects.

Annual Bank PWLB Rates*
Average % Rate

5 year 25 year 50 year
March 2018 0.50 1.60 2.90 2.60
March 2019 0.75 1.80 3.10 2.90
March 2020 1.00 2.10 3.40 3.20
March 2021 1.25 2.30 3.60 3.40

* Borrowing Rates
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Economic Growth (Link’s view)

UK. After the UK surprised on the upside with strong economic growth in 2016,
growth in 2017 has been disappointingly weak; quarter 1 came in at only
+0.3% (+1.8% yly), quarter 2 was +0.3% (+1.5% yly) and quarter 3 was +0.4%
(+1.5% yly). The main reason for this has been the sharp increase in inflation,
caused by the devaluation of sterling after the EU referendum, feeding increases
in the cost of imports into the economy. This has caused, in turn, a reduction in
consumer disposable income and spending power and so the services sector of
the economy, accounting for around 80% of GDP, has seen weak growth as
consumers cut back on their expenditure.

The Monetary Policy Committee, (MPC), meeting of 14th September 2017
surprised financial markets and forecasters by warning that the Bank Rate would
need to rise soon. At the 24 November meeting the MPC increased the Bank Rate
by 0.25% to 0.50% and gave forward guidance that they expected to increase rates
only twice more in the next three years to reach 1% by 2020.

The other key factor in forecasts for Bank Rate is inflation where the MPC aims
for a target for CPI of 2.0%. The Bank of England have indicated that it expects
CPl inflation to peak at just under 3% in 2017 before falling back to near its target
rate is two years’ time.

While there is so much uncertainty around the Brexit negotiations, consumer
confidence, and business confidence to spend on investing, it is difficult to be
confident about how the next two to three years will actually turn out.

USA. Growth in the American economy was notably erratic and volatile in 2015
and 2016. 2017 is following that path again with quarter 1 coming in at only 1.2%
but quarter 2 rebounding to 3.1% and quarter 3 coming in at 3.2%.
Unemployment in the US has also fallen to the lowest level for many years,
reaching 4.1%, while wage inflation pressures, and inflationary pressures in
general, have been building. The Fed has started on a gradual upswing in rates
with four increases in all and four increases since December 2016; the latest rise
was in December 2017 and lifted the central rate to 1.25 — 1.50%. There could
then be another four increases in 2018. At its September meeting, the Fed said it
would start in October to gradually unwind its $4.5 trillion balance sheet holdings
of bonds and mortgage backed securities by reducing its reinvestment of
maturing holdings.

EZ. Economic growth in the Eurozone (EZ), has been lack lustre for several years
after the financial crisis despite the ECB eventually cutting its main rate to -0.4%
and embarking on a massive programme of Quantitative Easing (QE). However,
growth picked up in 2016 and has now gathered substantial strength and
momentum thanks to this stimulus. GDP growth was 0.6% in quarter 1 (2.1%
yly), 0.7% in quarter 2 (2.4% yly) and +0.6% in quarter 3 (2.6% yly). However,
despite providing massive monetary stimulus, the European Central Bank is still
struggling to get inflation up to its 2% target and in November inflation was 1.5%.
It is therefore unlikely to start on an upswing in rates until possibly 2019. It has,
however, announced that it will slow down its monthly QE purchases of debt from
€60bn to €30bn from January 2018 and continue to at least September 2018.
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Asia. Economic growth in China has been weakening over successive years,
despite repeated rounds of central bank stimulus; medium term risks are
increasing. Major progress still needs to be made to eliminate excess industrial
capacity and the stock of unsold property, and to address the level of non-
performing loans in the banking and credit systems.

Japan. GDP growth has been gradually improving during 2017 to reach an
annual figure of 2.1% in quarter 3. However, it is still struggling to get inflation up
to its target of 2%, despite huge monetary and fiscal stimulus. It is also making
little progress on fundamental reform of the economy.

The Council’s Borrowing and Debt Strategy 2018/19

The Council is currently maintaining an under-borrowed position. This means that
the capital borrowing need (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 high and will be maintained for the borrowing.

Against this background and the risks within the economic forecast, caution will
be adopted with the 2018/19 treasury operations. The Chief Finance Officer will
monitor interest rates in financial markets and adopt a pragmatic approach to
changing circumstances as follows.

If it was felt that there was a significant risk of a sharp fall in long term rates e.g.
due to a marked increase of risks around a relapse into recession or of risks of
deflation, then long term borrowings will be postponed, and potential rescheduling
from fixed rate funding into short term borrowing will be considered.

If it was felt that there was a significant risk of a much sharper rise in long and
short term rates than that currently forecast, perhaps arising from a greater than
expected increase in world economic activity or a sudden increase in inflation
risks, then the portfolio position will be re-appraised with the likely action that
fixed rate funding will be drawn whilst interest rates are still relatively cheap.

The Council’s overall core borrowing objectives will remain uniform and follow a
similar pattern to previous years as follows:

. To reduce the revenue costs of debt in line with the targets set for the Chief
Finance officer (see local indicators).

. To manage the Council's debt maturity profile, leaving no one future year
with a high level of repayments that might cause problems in re-borrowing.

. To effect funding at the cheapest cost commensurate with future risk.

. To forecast average future interest rates and borrow accordingly i.e. short
term/variable when rates are 'high’, long term/fixed when rates are 'low'.

. To monitor and review the level of variable rate loans in order to take
greater advantage of interest rate movements.

o To proactively reschedule debt in order to take advantage of potential
savings as interest rates change. Each rescheduling exercise will be
considered in terms of the effect of premiums and discounts on the General
Fund and the Housing Revenue Account.

. To manage the day-to-day cash flow of the Council in order to, where
possible, negate the need for short-term borrowing. However, short-term
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borrowing will be incurred, if it is deemed prudent to take advantage of good
investment rates.

There is unsupported borrowing in the General Fund Investment Programme
(GIP) as detailed in the MTFS. The Council expects to take out loans for the
General Fund before current low borrowing interest rates are forecast to rise
significantly, and it will continue to use internal balances whilst interest rates on
investments remain low. Officers are continually evaluating the cost effectiveness
of borrowing as opposed to selling capital assets. Proposals are presented to
Members when borrowing becomes more cost effective.

There are currently no plans to borrow for the HRA planned new build
programme during the next MTFS period, starting in 2018/19. It is planned to fund
the programme using alternative sources of funding.

The strategy allows for additional borrowing in line with the expected movement
in the Capital Financing Requirement (CFR), should it become necessary for
cash flow requirements. The Council will consider PWLB loans, Market loans, the
Municipal Bond Agency and other financial institutions, if attractive rates are
offered. In addition, should schemes be identified that benefit the Council’s
strategic aims and be deemed cost effective, i.e. Invest to Save schemes where
the income streams more than pay for the borrowing costs, unsupported
borrowing will be considered.

The Council’s Investment Strategy 2018/19

The Council’s investment strategy’s primary objectives are safeguarding the
repayment of the principal and interest of its investments on time, ensuring
adequate liquidity, with the investment return being the final objective.

The intention of the strategy is to provide security of investment and minimisation
of risk.

The aim of the strategy is to generate a list of highly creditworthy counterparties
which will also enable diversification and thus avoidance of concentration risk.

In line with this aim, the Council will ensure:

. It maintains a policy covering the types of specified and unspecified
investments it will invest in, criteria for choosing investment counterparties
with adequate security and monitoring their security. This is set out in the
paragraphs below.

= Specified Investments — these are high security investments (i.e. high
credit quality) and high liquidity investments in sterling with a maturity of
no more than one year.

= Non-specified Investments — investments that do not fall into the
category of Specified Investments, representing a potential greater risk
(e.g. over one year).

o It has sufficient liquidity in its investments. For this purpose it will set out
procedures for determining the maximum periods for which funds may
prudently be committed. These procedures also apply to the Council’s
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prudential indicators covering the maximum principal sums invested.

Risk benchmarking

Yield benchmarks are widely used to assess investment performance. Discrete
security and liquidity benchmarks are also requirements to Treasury Management
reporting, although the application of these is more subjective in nature.
Additional background in the approach taken is shown at the end of this
appendix.

These benchmarks are simple guides to maximum risk and so may be breached
from time to time, depending on movements in interest rates and counterparty
criteria. The purpose of the benchmark is that officers will monitor the current and
trend position and amend the operational strategy to manage risk as conditions
change. Any breach of the benchmarks will be reported, with supporting reasons
in the Mid-Year or Annual Report.

Security

The Council’'s expected security risk benchmark for the current portfolio, when
compared to these historic default tables, is:

e 0.008% historic risk of default when compared to the whole portfolio.
Liquidity
In respect of this area the Council seeks to maintain:

e Bank overdraft - £nil.
e Liquid short term deposits of at least £5 million available with a week’s notice.
e Weighted Average Life benchmark is expected to be 0.45 years.

Yield
Local measure of yield benchmark employed is:

¢ Investments — return above the 7 day LIBID rate

Investment Counterparty Selection Criteria

The primary principle governing the Council’s investment criteria is the security of
its investments although the yield or return on the investment is also a key
consideration. After this main principle the Council will ensure:

e |t maintains a policy covering both the categories of investment types it will
invest in, criteria for choosing investment counterparties with adequate
security, and monitoring their security. This is set out in the Specified and
Non-Specified investment sections below.

It has sufficient liquidity in its investments. For the purpose it will set out
procedures for determining the maximum periods for which funds may be
prudently committed. These procedures also apply to the Council’s prudential
indicators covering the maximum principal sums invested.

The Chief Finance Officer will maintain a counterparty list in compliance with the
criteria set out in the table contained within this appendix and will revise the
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criteria and submit them to Council for approval as necessary. These criteria are
separate to that which chooses Specified and Non-Specified investments as they
provide an overall pool of counterparties considered high quality which the
Council may use rather than defining what its investments are.

Following the Comprehensive Spending Review on the Council’s grant funding
settlement and the ongoing financial pressures, the identification of savings and
income generation are critical to the delivery of the Medium Term Financial
Strategy. Treasury Management is an important area for further income
generation and therefore, the main theme of the Council’s investment strategy
must continue to be to maximise interest from investments, after ensuring
adequate security and liquidity. The Investment Strategy 2018-19 seeks to
achieve this objective by establishing a pool of counterparties available for
investment whilst still containing overall risk within acceptable levels.

The Council uses Link Asset Services’ creditworthiness service. This service
employs a sophisticated modelling approach utilising credit ratings from the three
main credit rating agencies — Fitch, Moody’s and Standard and Poor’s.

In accordance with the guidance from the MHCLG and CIPFA, and in order to
minimise the risk to investments, the Council applies minimum acceptable credit
criteria in order to generate a list of highly creditworthy counterparties which also
enables diversification and thus avoidance of concentration risk. The key ratings
used to monitor counterparties are the Short Term and Long Term ratings.

As with previous practice, ratings will not be the sole determinant of the quality of
an institution; it is important to continually assess and monitor the financial sector
on both a micro and macro basis and in relation to the economic and political
environments in which institutions operate. The assessment will also take
account of information that reflects the opinion of the markets. To this end the
Council will engage with its advisors to maintain a monitor on market pricing such
as “credit default swaps” and overlay that information on top of the credit ratings.
This is fully integrated into the creditworthiness methodology provided by Capita
Asset Services. The result is a colour coding system, which shows the varying
degrees of suggested creditworthiness.

Alongside the credit ratings other information sources are used and include the
financial press, share price and other such information pertaining to the banking
sector in order to establish the most robust scrutiny process with regard to the
suitability of potential investment counterparties.

The credit ratings of counterparties are supplemented with the following overlays:
e Credit watches and credit outlooks from credit rating agencies;

e Credit Default Swaps (CDS) spreads to give early warning of likely changes in
credit ratings;

e Sovereign ratings to select counterparties from only the most creditworthy
countries.

This modelling approach combines credit ratings, credit watches and credit
outlooks in a weighted scoring system which is then combined with an overlay of
CDS spreads for which the end product is a series of colour coded bands which
indicate the relative creditworthiness of counterparties. These colour codes are
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used by the Council to determine the suggested duration for investments. The
Council will therefore use counterparties within the following durational bands:

Yellow 5 years

Purple 2 years

Blue 1 year (only applies to part-government owned UK banks)
Orange 1 year

Red 6 months

Green 100 days

No colour Not to be used

The Link Asset Services creditworthiness service uses a wider array of
information than primary ratings alone and by using a risk weighted scoring
system, does not give undue preponderance to just one agency’s ratings.

Typically, the minimum credit ratings criteria the Council use will be a Short Term
rating (Fitch or equivalents) of F1 and a Long Term rating of A-. There may be
occasions when the counterparty ratings from one rating agency are marginally
lower than these ratings but may still be used. In these instances, consideration
will be given to the whole range of ratings available, or other topical market
information, to support their use.

The credit ratings specified above are defined as follows:-
F1 (short term rating) — Highest credit quality
A- (long term rating) — High credit quality, denoting a very strong bank

All credit ratings will be monitored regularly. The Council is alerted to changes to
ratings of all three agencies through its use of Link’s creditworthiness service.

e |f a downgrade results in the counterparty no longer meeting the Council’s
minimum criteria, its further use as a new investment will be withdrawn
immediately.

e In addition to the use of credit ratings the Council will be advised of
information in movements in credit default swap spreads against the iTraxx
benchmark and other market data on a weekly basis. Extreme market
movements may result in downgrade of an institution or removal from the
Council’s counterparty list.

Sole reliance will not be placed on the use of this external service. In addition the
Council will also use market data and market information, information on
sovereign support for banks and the credit ratings of that supporting government.

Country and sector considerations

Due care will be taken to consider the country, group and sector exposure of the
Council’s investments. In part the country selection will be chosen by the credit
rating of the Sovereign state. In addition:

e No more than 50% will be placed with any non-UK country at any time (see
below).

e Group limits have been set to ensure that the Council is not exposed to
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excessive risk due to concentration of investments within any one institution or
group. These are detailed in the Investment Counterparty Limits table
contained within this appendix.

Although the strategy sets a limit for investment in non-UK countries at no more
than 50%, the Council has been operating a tighter operational strategy in the
light of the Eurozone difficulties and has not been investing outside the UK. This
operational restriction will continue until the problems in the Eurozone economy
have been sufficiently resolved.

In the normal course of the Council’s cash flow operations it is expected that both
Specified and Non-specified investments will be used for the control of liquidity as
both categories allow for short-term investments. The Chief Finance Officer will
strive to keep investments within the Non-specified category to a prudent level
(having regard to security and liquidity before yield). To these ends the Council
will maintain a maximum of 75% of investments in Non-specified investments.

The use of longer-term instruments (greater than one year from inception to
repayment) will fall in the Non-specified investment category. These instruments
will only be used where the Council’s liquidity requirements are safeguarded. The
investment in longer-term instruments is also limited by the prudential indicator 16
shown in paragraph 6.3, which gives the maximum amount to be invested over 1
year, as well as the limits on the amounts that can be placed with the categories
within the non-specified range of investments (see above paragraph 5.14).

Expectations on shorter-term interest rates, on which investment decisions are
based, reflect the fact that an increase in the current 0.50% Bank Rate is unlikely
until December 2018. The Council’'s investment decisions are based on
comparisons between the rises priced into market rates against the Council’'s and
advisers own forecasts.

There is a clear operational difficulty arising from the ongoing economic
conditions. Ideally investments would be invested longer to secure better returns,
however uncertainty over counterparty creditworthiness suggests shorter dated
investments would provide better security

The criteria for choosing counterparties set out above provide a sound approach
to investment in the current difficult market circumstances.

Sensitivity to Interest Rate Movements

The Council’s Statement of Accounts is required to disclose the impact of risks on
the Council’s treasury management activity. Whilst most of the risks facing the
treasury management service are addressed elsewhere in this report (credit risk,
liquidity risk, market risk, maturity profile risk), the impact of interest rate risk is
discussed but not quantified. The table below highlights the estimated impact of
a 0.5% increase/decrease in the average interest rates for investments for next
year. That element of the debt and investment portfolios, which are of a longer
term, fixed interest rate nature, will not be affected by interest rate changes.
There will be no effect on borrowing costs as all the Council’s existing debt is
fixed rate and the additional borrowing planned will also be fixed rate and has
been included within the budget figures in this report at the forecast rate for
2018/19.
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£000 2018/19 2018/19
Estimated Estimated
+ 0.5% - 0.5%*
Revenue Budgets
Investment income 76,869 0
Related HRA Income 30,795 0
Net General Fund/Other Income 46,073 0

*The average interest rates on investment are 0.5% so if interest rates fell by this amount they would be zero which would
result in no interest being earned

Treasury Management Limits on Activity

There are four further treasury activity limits, which were previously prudential
indicators. The purpose of these is to contain the activity of the treasury function
within certain limits, thereby managing the risk and reducing the impact of an
adverse movement in interest rates. However, if these are set to be too
restrictive they will impair the opportunity to reduce costs. The indicators are:

o Upper limit on variable rate exposure — this identifies a maximum limit for
variable interest rates based upon the debt position net of investments.

o Upper limit on fixed rate exposure — Similar to the previous indicator this
covers a maximum limit on fixed interest rates.

o Maturity structures of borrowing — These gross limits are set to reduce
the Council’s exposure to large fixed rate sums falling due for refinancing at
the same time and are required for upper and lower limits.

o Total principal sums invested for periods longer than 1 year — These
limits are set with regard to the Council’s liquidity requirements and to
reduce the need for early sale of an investment, and are based on the
availability of funds after each year-end.

In addition the Chief Finance Officer has set eight additional local indicators. The
aim of these indicators is to increase the understanding of the treasury
management indicators.

The 4 treasury limits above together with the adoption of the Code of Practice
indicators are shown below:

Indicator 11 2018/19 2019/20 2020/21
Target Target Target
£m £m £m
Upper Limit on variable interest rate 400 393 39
exposure
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Indicator 12 2018/19 2019/20 2020/21
Target Target Target
£m £m £m
Upper Limit on fixed interest rate 96.5 93.1 927
exposure
Indicator 13 2018/19 2019/20 2020/21
Maturity Structure | Lower | Upper | Lower | Upper | Lower | Upper
of fixed borrowing
Under 12 months 0% 40% 0% 40% 0% 40%
12 months to 2 years 0% 40% 0% 40% 0% 40%
2 years to 5 years 0% 60% 0% 60% 0% 60%
5 years to 10 years 0% 80% 0% 80% 0% 80%
10 years and above 10% 100% 10% 100% 10% 100%
Indicator 14 2018/19 2019/20 2020/21
£m £m £m
Maximum principal sums invested for
5 5 5
longer than 1 year

Indicator 15

CIPFA Code of Practice for Treasury Management in the Public Services
(Revised December 2017) adopted by Council on 2" March 2010.

The Code of Practice on Treasury Management requires the Council to set
performance indicators to assess the adequacy of the treasury management
function over the year. The Chief Finance Officer has therefore set 8 local
indicators, which are believed to add value and assist the understanding of the

main prudential indicators. These indicators are:

o Debt — Borrowing rate achieved against average 7 day LIBOR.

o Investments — Investment rate achieved against average 7 day LIBID.

o Average rate of interest paid on the Councils Debt — this will evaluate
performance in managing the debt portfolio to release revenue savings.

Limit on variable rate debt

The 8 indicators are shown below:

Amount of interest on debt as a percentage of gross revenue expenditure.
Limit on fixed interest rate investments
Limit on fixed interest rate debt

Limit on variable rate investments

2018/19 2019/20 2020/21

Target Target Target
:3:btte-chz)r::mggr:zt‘;i:ch(lli\;en(l Less than 7 Less than 7 Less than 7
<. lemporary 9 day LIBOR | dayLIBOR | dayLIBOR
of less than 1 year)




2018/19 2019/20 2020/21
Target Target Target
Investment rate achieved Greater than | Greater than | Greater than
7 day LIBID 7 day LIBID 7 day LIBID
2018/19 2019/20 2020/21
Target Target Target
Average rate of Interest Paid o o o
on Council Debt (%) 4.25% 4.25% 4.25%
2018/19 2019/20 2020/21
Target Target Target
o,
Interest on Debt as a % _of 3.5% 3.8% 36%
Gross Revenue Expenditure
2018/19 2019/20 2020/21
Target Target Target
Upper Limit on fixed interest o o o
rate Investments 100% 100% 100%
2018/19 2019/20 2020/21
Target Target Target
Upper Limit on fixed interest o o o
rate debt 100% 100% 100%
2018/19 2019/20 2020/21
Target Target Target
Uppe_;r Limit on variable interest 759, 759, 759
rate investments
2018/19 2019/20 2020/21
Target Target Target
Upper Limit on variable interest 40% 40% 40%

rate debt
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Treasury Management Advisers

The Council uses Link Asset Services as its treasury management consultants.
The company provides a range of services which include:

e Technical support on treasury matters, capital finance issues and the drafting
of Member reports;

e Economic and interest rate analysis;
e Debt rescheduling advice surrounding the existing portfolio;

e Credit ratings/market information service comprising the three main credit
rating agencies.

Whilst the advisers provide support to the internal treasury function, under current
market rules and the CIPFA Code of Practice the final decision on treasury
matters remains with the Council. This service is subject to regular review.

Member and Officer Training

The increased Member consideration of treasury management matters and the
need to ensure officers dealing with treasury management are trained and kept up
to date requires a suitable training process for Members and officers.

This Council has addressed this important issue by:

e Member Training — Our treasury management advisers provided training to the
Audit Committee and Budget Review Scrutiny Group prior to the consideration
of this year's strategy and review of the Draft MTFS 2018-23. They also
provided training to the Performance Scrutiny Committee to support their
consideration of the mid-year report. The training needs will be regularly
reviewed and updated as necessary in 2018/19.

e Staff Training — training needs for staff engaged in treasury management are
addressed through the appraisal process. Training is provided both by the
Council’'s treasury management advisers, other external providers and
internally. In addition, the Council encourages staff engaged in treasury to
undertake a professional accountancy qualification and ensures that the day-
to-day trading is overseen by a professionally qualified accountant following
the CIPFA Code of Practice.

Breakdown of Investment Categories with Maximum Amounts and Periods

The Chief Finance Officer, in accordance with TMP 1 (1) within the Council’s
Code of Practice, is authorised to invest funds surplus to immediate requirements
with the following types of institutions subject to the minimum ratings produced by
the three credit rating agencies Fitch, Moody’s and Standard & Poor’s. The Link
Asset Services creditworthiness service is applied to determine a list of suitable
counterparties available for investment. The minimum ratings applied by Link
Asset Services in compiling their recommended counterparty list are set out in
section 5.11 of the investment strategy.

All counterparty ratings are updated on a regular basis on the advice of the
Council’'s Treasury Consultants. Notifications of rating changes are received as
they happen.



Investment Counterparty Limits

Institution Minimum credit | Maximum limit per| Maximum maturity
criteria/colour | group or institution period
band £ million

SPECIFIED INVESTMENTS

UK Bank ™ Orange/Blue 1 year
Red £5 million 6 months
Green 100 days

Non-UK Banks™ Orange 1 year

Sovereign rating AA Red £5 million 6 months
Green 100 days

Building Society™ Orange 1 year
Red £5 million 6 months
Green 100 days

Money Market Fund™ | Yellow £5 million Liquid

UK Government™ Yellow unlimited 6 months

UK Local Authority™ | Yellow £2 million 1 year

NON-SPECIFIED INVESTMENTS

UK Bank™ Purple £5 million 2 years

Non-UK Banks™

Sovereign rating AA Purple £3 million 2 years

Building Society™ Purple 2 years
Yellow £2 million 5 years

UK Local Authority™ | Yellow £2 million 5 years

Lincoln Credit Union N/A £10K N/A

Council’'s own bank™

(operational cash limit in £500K Overnight

addition to the investment | N/A

group limit)

*{Where the term ‘Bank’ is used, this denotes a UK or European Bank authorised to accept deposits through a bank account

incorporated within the UK banking sector. The maximum amount indicated is the ‘Group total’ and covers the total amount that can be
invested when spread over any number of subsidiaries within that group.

*2 Where the term Building Society is used, this denotes a UK Building Society.

*3 Money market funds are mutual funds that invest in short-term high quality debt instruments. The assets are actively managed within
very specific guidelines to offer safety of principal, liquidity and competitive returns. Although money funds are regarded as short-term
investments the rating agencies use a classification system based on long-term debt ratings.

*4 The UK Government (i.e. HM Treasury and its Executive Agency, the Debt Management Office) and Local Authorities, although not
rated as such, are classified as having the equivalent of the highest possible credit rating.

*5This limit covers normal treasury management activities but excludes any deposits received after money market trading has closed.
It allows up to £500K of operational cash to be held in the Council’'s main bank account in addition to the group investment limit for
the bank, if the bank is included on the Council’s counterparty list.



Approved Investment Instruments

In addition to determining the rating and limits of authorised counterparties TMP 4
“Approved instruments, methods and techniques” within the Council’s Code of Practice
requires the Council to define the instruments that the Authority will use in undertaking
its Treasury Management activities. In accordance with this, and the investment
regime issued as part of the prudential capital finance system, the Instruments that the
Chief Finance Officer will consider investing surplus funds in are shown below:

Instruments of Specified Investments *1

1. Gilt-edged securities issued by the United Kingdom Debt Management Office (UK
DMO), an Executive Agency of HM Treasury.

. Treasury Bills issued by the UK DMO.

. Deposits with the Debt Management Office Debt Management Account Deposit
Facility (DMADF).

. Deposits with a Local Authority, Parish Council or Community Council.

. Deposits with Banks and Building Societies (Including opening Business Accounts).

. Certificates of deposit issued by Banks and Building societies.

. Pooled investment vehicles (e.g. money market funds)
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1 To be defined as a Specified Investment the above instruments will have these
features common to all:

e Be denominated in Sterling,

e Of not more than 1 year maturity,

e Of longer than 1 year maturity but the Council has the right to be repaid within 12
months,

e For instruments numbered 5 to 7 these must be with institutions of high credit
quality.

Instruments of Non-Specified Investments *2

1. Deposits with Banks, Building Societies and their subsidiaries.
2. The Council’s own banker if it fails to meet the basic credit criteria. In this instance
balances will be minimised as far as is possible.
3. Certificates of deposit issued by Banks and Building Societies.
*2 To be defined as a Non-Specified Investment the above instruments will have
these features common to all:

e Denominated in Sterling,

e Of more than 1 year maturity,

e Of less than 1 year maturity with an institution that does not meet the basic security
requirements under Specified Investments e.g. a deposit with a non-credit rated Bank
or Building Society



Security, Liquidity and Yield benchmarking

Benchmarking and Monitoring Security, Liquidity and Yield in the Investment
Service

A requirement for Treasury Management reporting is the consideration and approval
of security and liquidity benchmarks.

These benchmarks are targets and so may be breached from time to time. Any
breach will be reported, with supporting reasons in the Annual Treasury Report.

Yield — These benchmarks are widely used to assess investment performance. Local
measures of yield benchmarks are:

¢ Investments — Internal returns above the 7 day LIBID rate

Security and liquidity benchmarks are already intrinsic to the approved treasury
strategy through the counterparty selection criteria and some of the prudential
indicators. Benchmarks for the cash type investments are set out below and these
will form the basis of reporting in this area. In other investment categories
appropriate benchmarks will be used where available.

Liquidity — This is defined as “having adequate, though not excessive cash
resources, borrowing arrangements, overdrafts or standby facilities to enable it at all
times to have the level of funds available to it which are necessary for the
achievement of its business/service objectives” (CIPFA Treasury Management Code
of Practice). In respect of this area the Council seeks to maintain:

e Bank overdraft - nil
e Liquid short term deposits of at least £56m available with a week’s notice.

The availability of liquidity and the term risk in the portfolio can be benchmarked by
the monitoring of the Weighted Average Life (WAL) of the portfolio — a shorter WAL
would generally embody less risk. In this respect the proposed benchmark to be
used is:

e WAL benchmark is expected to be 0.45 years.

e Security of the investments — In context of benchmarking, assessing security is a
much more subjective area to assess. Security is currently evidenced by the
application of minimum credit quality criteria to investment counterparties,
primarily through the use of credit ratings supplied by the three main credit rating
agencies (Fitch, Moody’s and Standard and Poor’s). Whilst this approach
embodies security considerations, benchmarking levels of risk is more
problematic. One method to benchmark security risk is to assess the historic level
of default against the minimum criteria used in the Council’s investment strategy.

The Council’s expected security risk benchmark from its budgeted investment
strategy is:

e 0.008% historic risk of default when compared to the whole portfolio which
equates to a potential loss of £1,168 on an investment portfolio of £14.6m. In
addition that the security benchmark for each individual year is:

1 year 2 year 3 year 4 year 5 year

Maximum 0.30% 0.30% 0.30% 0.30% 0.30%




These benchmarks are embodied in the criteria for selecting cash investment
counterparties and these will be monitored and reported to Members in the
Investment Annual Report. As this data is collated, trends and analysis will be
collected and reported



