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PART 2: THE PRESS AND PUBLIC MAY BE EXCLUDED
DURING CONSIDERATION OF THE FOLLOWING ITEMS:

None.

Date Published: Monday, 07 January 2019
Harry Catherall, Chief Executive



Algenda ltem 1

AUDIT & GOVERNANCE COMMITTE
Tuesday, 16 October 2018

PRESENT - Councillors, McGurk, Connor, Rigby and Whittle.
EXECUTIVE MEMBER — Councillor Andy Kay.
OFFICERS - Louise Mattinson, Simon Ross, Chris O’Halloran, Andrew
Tordoff and Phil Llewellyn (BwDBC) John Farrar and Thilina De Zoysa
(External Audit).

RESOLUTIONS

15 Welcome and Apologies

The Vice Chair welcomed all present to the meeting. Apologies were
received from Councillor Salim Sidat and Jim Casey.

16 Minutes of the Meeting held on 24th July 2018

The Minutes of the meeting held on 24t July 2018 were agreed as a correct
record.

17 Declarations of Interest

No Declarations of Interest were received.

18 External Audit: Annual Audit Letter

The Council's External Auditors provided a summary to Members of the
Committee of the Annual Audit Letter, which summarised the key findings
arising from the work carried out at the Council for the year ended 31st
March 2018.

An unqualified opinion had been given on the Council’s financial statements
on 31st July 2018. In terms of Value for Money, Grant Thornton were
satisfied that the Council had proper arrangements in place to ensure
economy, efficiency and effectiveness in its use of resources during the
year ended 31st March 2018.

RESOLVED - That the Annual Audit Letter for the year ended 31st March
2018 be noted.

19 External Audit: 2018/19 Audit Fee Letter

Members received a letter from the External Auditors, Grant Thornton which
outlined the planned audit fee for 2018/19 and the scope of the overall work
programme for the financial year.

RESOLVED - That the planned audit fee for 2018/19 be noted.

20 External Audit: Audit & Governance Committee Progress Report and
Sector Update Year ended 31st March 2019

Audit & Governance Committee
Tuesday, 16th October, 2018 Page 4
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A report was submitted which provided the Committee with a report on
progress in delivery of Grant Thornton’s responsibilities as external auditors.

In terms of progress to 2" October 2018, the 2017/18 audit had been
completed and an opinion issued on 31st July 2018 along with a value for
money conclusion. An unqualified opinion on the Council’s financial
statements and an unqualified value for money conclusion had been issued
on the Council's arrangements to secure economy, efficiency and
effectiveness in its use of resources.

Work on planning processes for the 2018/19 financial year audit had begun,
with detailed work and audit visits beginning later in the year.

RESOLVED - That the report be noted.

Treasury Management Report - July to September 2018

The Committee received a report outlining Treasury Management activities
for the first quarter of 2018/19. The report summarised the interest
environment for the period and the borrowing and lending transactions
undertaken, together with the Council’s overall debt position, and the latest
position against Treasury and Prudential Indicators established by the
Council.

RESOLVED - That the Treasury Management position for the period,
including the potential for the Council to take more longer term borrowing be
noted.

Treasury Management Mid-Year Strategy Review 2018/19

Members received an update with regard to the Treasury Management
position to date and proposed strategy for the remainder of 2018/19.

RESOLVED -

That Audit and Governance Committee
(a) notes the Treasury Management position for the year to date, and
the proposed Strategy for the remainder of the year, and
(b) approves that there be no changes to the existing Treasury and
Prudential Indicators for 2018/19, as set at Finance Council (26t
February 2018).

Audit & Assurance - Progress & Outcomes to September 2018

A report was submitted which informed Members of the achievements and
progress made by Audit & Assurance in the period from 1st July 2018 to 30"
September 2018.

The report focussed on a number of key areas in the Audit & Assurance
Plan, in particular Counter Fraud Activity and Internal Audit work and
performance.

Audit & Governance Committee
Tuesday, 16th October, 2018 Page 5
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RESOLVED - That the Committee notes the outcomes achieved to 30"
September 2018 against the Audit & Assurance Plan, which was approved
by the Committee on 10" April 2018.

Risk Management - 2018/19 Quarter 1 Review

The Committee were provided with details of the risk management activity that
had taken place in the period from 1st April 2018 to 30t June 2018.

RESOLVED - That the risk management activity that had occurred during the
first quarter be noted and that a Corporate Risk be identified for review of its
assessment, control and monitoring at the next meeting.

Signed: ...

Date: oo
Chair of the meeting
at which the minutes were confirmed

Audit & Governance Committee
Tuesday, 16th October, 2018 Page 6



Agenda Item 2

DECLARATIONS OF INTEREST IN

ITEMS ON THIS AGENDA

Members attending a Council, Committee, Board or other
meeting with a personal interest in a matter on the Agenda
must disclose the existence and nature of the interest and, if
it is a Disclosable Pecuniary Interest or an Other Interest
under paragraph 16.1 of the Code of Conduct, should leave
the meeting during discussion and voting on the item.

Members declaring an interest(s) should complete this form
and hand it to the Democratic Services Officer at the
commencement of the meeting and declare such an interest
at the appropriate point on the agenda.

MEETING: AUDIT & GOVERNANCE COMMITTEE
DATE: 15th January 2019

AGENDA ITEM NO.:

DESCRIPTION (BRIEF):

NATURE OF INTEREST:

DISCLOSABLE PECUNIARY/OTHER (delete as appropriate)

SIGNED :
PRINT NAME:

(Paragraphs 8 to 17 of the Code of Conduct for Members of the Council refer)

B@g(gm%ata\AgendaltemD0cs\0\6\3\A10000 1360\$a5x4khfb.doc



Agenda Item 3
Q GrantThornton

Our ref: 001/B00100029/1718/CL

L(_)mse Mattlnson Grant Thornton UK LLP
Director of Finance and IT 4 Hardman Square
Blackburn with Darwen Borough Council Spinningfields

Town Hall Manchester M3 3EB
Blackburn T +44 (0)161 953 6900
Lancashire

www.grantthornton.co.uk

BB1 7DY

7 January 2019

Dear Louise

Certification work for Blackburn with Darwen Borough Council for the
year ended 31 March 2018

We are required to certify the Housing Benefit subsidy claim submitted by Blackburn with Darwen
Borough Council ('the Council’). This certification typically takes place six to nine months after the claim
period and represents a final but important part of the process to confirm the Council's entitlement to
funding.

The Local Audit and Accountability Act 2014 gave the Secretary of State power to transfer Audit
Commission responsibilities to other bodies. Public Sector Audit Appointments Ltd (PSAA) took on the
transitional responsibilities for HB COUNT issued by the Audit Commission in February 2015.

We have certified the Housing Benefit subsidy claim for the financial year 2017/18 relating to subsidy
claimed of £50.7 million. We issued a qualification letter to the DWP dated 27 November 2018. Further
details of the qualification letter are set out in Appendix A.

The indicative fee for 2017/18 for the Council was based on the actual 2015/16 certification fees,
reflecting the amount of work required by the auditor to certify the Housing Benefit subsidy claim that
year. The indicative scale fee set by PSAA for the Council for 2017/18 was £15,413 and the fee remains
unchanged following completion of our work. This is set out in more detail in Appendix B.

Yours sincerely

Grant Thornton UK LLP

Grant Thornton UK LLP




Appendix A - Details of claims and returns certified for 2017/18

Claimor Value Amended? | Amendment Qualified? Comments
return value

Housing £50,688,940 No N/A Yes See below
benefits

subsidy claim

Findings from certification of housing benefits subsidy claim

Rent Allowance — Overpaid Rent Allowances (Current Year) — Eligible Overpayments
(Cell 114)

Our previous year’s testing identified one error relating to an overpayment included in Cell 114. The
error occurred because an overpayment had been created in advance of the point when benefit should
have been terminated in accordance with the relevant regulation.

In accordance with HBCOUNT Module 1, we tested a random sample of 40 cases drawn from Cell 114
to confirm that overpayments had been raised covering the correct assessment period.

This testing did not identify any further errors in relation to the above CAKE issue.

However, the authority advised that in one case, the overpayment had been incorrectly calculated
resulting in an underpayment of benefit, totalling £80.92. Cell 114 (eligible overpayments) was therefore
overstated. There was a corresponding understatement of eligible expenditure in Cell 102, total
expenditure related to cases not requiring referral to the rent officer.

The value of the error was £80.92 and the benefit period was 7 weeks.

Given the nature of the population and the variation in the errors found, it was unlikely that even
significant additional work would have resulted in an amendment to this cell that would enable us to
conclude that it was fairly stated.

This was the 2nd year that we have reported errors for this cell

Observations:

Rent rebates (Tenants of Non-HRA Properties) — Total Expenditure (Benefit granted), Cell 11

Based on errors identified in our previous qualification letter dated 17 November 2017, all cases in Cell
11 were reviewed as part of the work undertaken this year. Testing of an initial sample of 14 cases
covered all attributes of the benefit award in line with the relevant guidance. The remaining cases in the
cell were tested as part of the programme of additional work required by paragraph 18 of Module 1. This
states that if the population of cases affected by an error identified by the auditor if less than 100, all
cases should be tested.

The additional testing undertaken focused on confirming the Authority had used the correct eligible rent,
and accurately assessed claimant income, as these were the findings reported to you in our previous
qualification letter. This testing did not identify any errors.

Page 9
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Appendix B: Fees for 2017/18 certification work

Claimor return | 2016/17 | 2017/18 2017/18 Variance Explanation for variances

fee (£) indicative | actual fee | (£)

fee (£) (E)
Housing benefits | £14,910 | £15,413 £15,413 £0 Nil — PSAA scale fee
subsidy claim
(BENO1)
Total £14,910 | £15,413 £15,413 £0
Page 10
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Introduction

John Farrar This paper provides the Audit and Governance Committee with a report on
Engagement Lead progress in delivering our responsibilities as your external auditors.
T (+44) 161234 6384 The paper also includes:

M (+44) 7880 456 200

E john.farrr@uk.gt.com * asummary of emerging national issues and developments that may be relevant to you as a local authority; and

* includes a number of challenge questions in respect of these emerging issues which the Committee may wish to
consider (these are a tool to use, if helpful, rather than formal questions requiring responses for audit purposes)

Members of the Audit and Governance Committee can find further useful material on our website, where we have a
Simon Hardman section dedicated to our work in the public sector. Here you can download copies of our publications
www.grantthornton.co.uk

Engagement Manager

T (+44)161 234 6379
M (+44) 7880 456 202
E simon.hardman@uk.gt.com

If you would like further information on any items in this briefing, or would like to register with Grant Thornton to
receive regular email updates on issues that are of interest to you, please contact either your Engagement Lead or
Engagement Manager.

© 2019 Grant Thornton UK LLP. Confidential and information only. Audit Progress Report and Sector Update | January 2019 3



Progress at 17 December 2018

Financial Statements Audit

We have started planning for the 2018/19 financial
statements audit and are due to commence our interim
audit in January 2019. Our interim fieldwork visit will
include:

» updated review of the Council’s control environment

» updated understanding of financial systems

» review of Internal Audit reports on core financial
U systems
g- early work on emerging accounting issues
9]

» early substantive testing.

|.|_>\We expect to finalise our Audit Plan, summarising our
approach to the key risks on the audit, in January 2019.
We will report any findings from the interim audit to you
in one of our future Progress Reports.

© 2019 Grant Thornton UK LLP. Confidential and information only.

Value for Money

The scope of our work is set out in the guidance issued by
the National Audit Office. The Code requires auditors to
satisfy themselves that: ‘the Council has made proper
arrangements for securing economy, efficiency and
effectiveness in its use of resources’.

Audit guidance for value for money working in 2018/19 has
now been issued and remains consistent with prior years.
The guidance confirmed the overall criterion as: ‘in all
significant respects, the audited body had proper
arrangements to ensure it took properly informed
decisions and deployed resources to achieve planned and
sustainable outcomes for taxpayers and local people’.

The three sub criteria for assessment to be able to give a
conclusion overall are:

* Informed decision making
» Sustainable resource deployment
*  Working with partners and other third parties.

We started our initial risk assessment to determine our
approach in December 2018.

We will report our work in the Audit Findings Report and
give our Value For Money Conclusion the deadline of 31
July 2019.

Other areas

Certification of claims and returns

We certified the Council’s annual Housing Benefit
Subsidy claim in accordance with procedures agreed
with the Department for Work and Pensions by the
appropriate deadline.

The results of the certification work are reported to you
in our certification letter.

Meetings

We met with your s151 Officer in December 2018 as
part of our regular liaison meetings. We will continue
discuss with emerging developments with the Council’s
finance team, and other officers as appropriate, and to
ensure the audit process is smooth and effective.

Events

Representatives of the Council’s finance team have
accepted an invitation to our 2019 Chief Accountants’
Workshop being held in Preston on 12 February.

Audit Progress Report and Sector Update | January 2019
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Audit Deliverables

2018/19 Deliverables Planned Date Status
Fee Letter April 2018 Complete
Confirming audit fee for 2018/19.
Accounts Audit Plan January 2019 Not yet due
We will issue a detailed accounts Audit Plan to the Audit and Governance Committee setting out our proposed
approach in order to give an opinion on the Council’s 2018/19 financial statements.
Interim Audit Findings March 2019 Not yet due
We will report to you the findings from our interim audit and our initial value for money risk assessment within
our Progress Report.
U
QAudit Findings Report July 2019 Not yet due
LC%The Audit Findings Report will be reported to the July Audit and Governance Committee.
'I:\
OAuditors Report July 2019 Not yet due
This is the opinion on your financial statement, annual governance statement and value for money conclusion.
Annual Audit Letter August 2019 Not yet due

This letter communicates the key issues arising from our work.

© 2019 Grant Thornton UK LLP. Confidential and information only.
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Sector Update

Local government finances are at a tipping point.
Councils are tackling a continuing drive to
achieve greater efficiency in the delivery of
public services, whilst facing the challenges to
address rising demand, ongoing budget
pressures and social inequality.

o
&b

%)ur sector update provides you with an up to date summary of
emerging national issues and developments to support you. We
gover areas which may have an impact on your organisation, the
wider NHS and the public sector as a whole. Links are provided to

the detailed report/briefing to allow you to delve further and find
out more.

Our public sector team at Grant Thornton also undertake research
on service and technical issues. We will bring you the latest
research publications in this update. We also include areas of
potential interest to start conversations within the organisation and
with Audit and Governance Committee members, as well as any
accounting and regulatory updates.

© 2019 Grant Thornton UK LLP. Confidential and information only.

 Grant Thornton Publications

* Insights from local government sector
specialists

* Reports of interest
« Accounting and regulatory updates

More information can be found on our dedicated public sector and local
government sections on the Grant Thornton website

Audit Progress Report and Sector Update | January 2019



A Caring Society — bringing together innovative
thinking, people and practice

The Adult Social Care sector is at a crossroads. We have yet

to find a sustainable system of care that is truly fit for

purpose and for people. Our Caring Society programme

takes a step back and creates a space to think, explore new

ideas and draw on the most powerful and fresh influences

we can find, as well as accelerate the innovative social care
Q'JlWork already taking place.

Qe are bringing together a community of influencers, academics, investors, private care
roviders, charities and social housing providers and individuals who are committed to
Fshaping the future of adult social care.

At the heart of the community are adult social care directors and this programme aims to
provide them with space to think about, and design, a care system that meets the needs of
the 21st Century, taking into account ethics, technology, governance and funding.

We are doing this by:
* hosting a ‘scoping sprint’ to determine the specific themes we should focus on
« running three sprints focused on the themes affecting the future of care provision

* publishing a series of articles drawing on opinion, innovative best practices and
research to stimulate fresh thinking.

Our aim is to reach a consensus, that transcends party politics, about what future care
should be for the good of society and for the individual. This will be presented to directors
of adult social care in Spring 2019, to decide how to take forward the resulting
recommendations and policy changes.

© 2019 Grant Thornton UK LLP. Confidential and information only.

Scoping Sprint

This took place in October. Following opening remarks by Hilary Cottam (social
entrepreneur and author of Radical Help) and Clir Georgia Gould (Leader of Camden
Council), the subsequent discussion brought many perspectives but there was a strong
agreement about the need to do things differently that would create and support a caring
society. Grant Thornton will now take forward further discussions around three particular
themes:

1. Ethics and philosophy: What is meant by care? Should the state love?

2. Carein a place: Where should the power lie? How are local power relationships
different in a local place?

3. Promoting and upscaling effective programmes and innovation

Sprint 1 — What do we really mean by ‘care’?

During December 2018. Julia Unwin, Chair of the Civil Societies Futures Project, former
CEO of the Joseph Rowntree Association and author on kindness provided insight to spark
the debate on what we really mean by ‘care’. We will update the Committee on the
progress of the programme, including outcomes from the sprint exercises, in future sector
updates.

Find out more and get involved

» To read the sprint write-ups and opinion pieces visit: grantthornton.co.uk/acaringsociety

« Join the conversation at #acaringsociety

Challenge question:

How is your authority engaging in the debate
about the future of social care?

\

Audit Progress Report and Sector Update | January 2019
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In good company: Latest trends in local authority

trading companies

Our recent report looks at trends in LATC's (Local
Government Authority Trading Companies).These
deliver a wide range of services across the country and
range from wholly owned companies to joint ventures, all
within the public and private sector.

Outsourcing versus local authority trading companies

The rise of trading companies is, in part, due to the decline in popularity of

outsourcing. The majority of outsourced contracts operate successfully, and continue

o deliver significant savings. But recent hi rofile failures, problems with inflexible
_Ut deli ignificant savings. But t high profile fail probl ith inflexibl
Q contracts and poor contract management mean that outsourcing has fallen out of
o favour. The days of large scale outsourcing of council services has gone.

® Advantages of local authority trading companies
5 * Authorities can keep direct control over their providers

» Opportunities for any profits to be returned to the council

* Provides suitable opportunity to change the local authority terms and conditions,
particularly with regard to pensions, can also bring significant reductions in the
cost base of the service

* Having a separate company allows the authority to move away from the
constraints of the councils decision making processes, becoming more agile and
responsive to changes in demand or funding

* Wider powers to trade through the Localism act provide the company with the
opportunity to win contracts elsewhere

Choosing the right company model
The most common company models adopted by councils are:

Wholly Joint Social
owned Ventures Enterprise

© 2019 Grant Thornton UK LLP. Confidential and information only.

Wholly owned companies are common because they allow local authorities to retain the
risk and reward. And governance is less complicated. Direct labour organisations such
as Cormac and Oxford Direct Services have both transferred out in this way.

JVs have become increasingly popular as a means of leveraging growth. Pioneered by
Norse, Corserv and Vertas organisations are developing the model. Alternatively, if
there is a social motive rather than a profit one, the social enterprise model is the best
option, as it can enable access to grant funding to drive growth.

Getting it right through effective governance

While there are pitfalls in establishing these companies, those that have got it right are:
seizing the advantages of a more commercial mind-set, generating revenue, driving
efficiencies and improving the quality of services. By developing effective governance
they can be more flexible and grow business without micromanagement from the
council.

LATC’s need to adapt for the future
* LATC’s must adapt to developments in the external environment

- These include possible changes to the public procurement rules after Brexit and
new local authority structures. Also responding to an increasingly crowded and
competitive market where there could me more mergers and insolvencies.

« Authorities need to be open to different ways of doing things, driving further
developments of new trading companies. Relieving pressures on councils to find the
most efficient ways of doing more with less in todays austere climate.

Overall, joint ventures can be a viable alternative delivery model for local authorities.
Our research indicates that the numbers of joint ventures will continue to rise, and in
particular we expect to see others follow examples of successful public-public
partnerships.

Download the report here

Audit Progress Report and Sector Update | January 2019



Links

Grant Thornton website links

https://www.grantthornton.co.uk/

http://www.grantthornton.co.uk/industries/publicsector

https://www.grantthornton.co.uk/en/insights/a-caring-society/

https://www.grantthornton.co.uk/en/insights/care-homes-where-are-we-now/

https://www.grantthornton.co.uk/en/insights/the-rise-of-local-authority-trading-companies/

6T obed
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‘Grant Thornton’ refers to the brand under which the Grant Thornton member firms provide assurance, tax and advisory services to their clients and/or refers to one or more member firms,
as the context requires. Grant Thornton UK LLP is a member firm of Grant Thornton International Ltd (GTIL). GTIL and the member firms are not a worldwide partnership. GTIL and each
member firm is a separate legal entity. Services are delivered by the member firms. GTIL does not provide services to clients. GTIL and its member firms are not agents of, and do not
obligate, one another and are not liable for one another’s acts or omissions. This proposal is made by Grant Thornton UK LLP and is in all respects subject to the negotiation, agreement
and signing of a specific contract/letter of engagement. The client names quoted within this proposal are disclosed on a confidential basis. All information in this proposal is released strictly
for the purpose of this process and must not be disclosed to any other parties without express consent from Grant Thornton UK LLP.



Agenda Iltem 5
BRIEFING PAPER

REPORT to : Audit and Governance Committee

LEAD OFFICER: Director of Finance And Customer Services

BLAC KBURN DATE: 15t January 2019

!{t

DArRWEN

EOROUGH COUNCIL

WARD/S AFFECTED: All

TREASURY MANAGEMENT REPORT - 2018/19

Based on monitoring information for the period 15t October — 15t December 2018

1. PURPOSE
To allow scrutiny of the Treasury Management function.

2. RECOMMENDATIONS

It is recommended that Audit and Governance Committee notes the Treasury Management
position for the period, and the draft Treasury Management Strategy for 2019/20, appended to this
report.

3. BACKGROUND

3.1 The Council has previously adopted CIPFA’s latest Code of Practice on Treasury Management
in the Public Services and associated guidance notes. The Treasury Management Strategy for
2018/19, approved at Finance Council in February 2018, complied with both the CIPFA Code and
with  Ministry for Housing Communities and Local Government (MHCLG) Guidance on
Investments.

The CIPFA Code, the Investment Guidance issued by MHCLG and the Internal Audit & Assurance
reviews of Treasury Management activities all recommend a strong role for elected members in
scrutinising the Treasury Management function of the Council.

3.2 This report summarises the interest rate environment for the period and the borrowing and
lending transactions undertaken, together with the Council’s overall debt position. It also reports on
the position against Treasury and Prudential Indicators established by the Council.

3.3 A glossary of Treasury Management Terms is appended to this paper.

4. KEY ISSUES

4.1 Bank of England Bank Rate

The Bank of England’s Bank Rate held steadwat 0,.75%y4, having been increased in August.
1 auc L
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4.2 Investments Made and Interest Earned

The graph in Appendix 1 shows the weekly movements in totals available for investment, both
actuals to date and projections for the rest of the year (adjusted for anticipated borrowing). These
increased significantly in December after £35M was borrowed from the Public Works Loans Board
(PWLB) — see paragraph 4.5 below.

Investments made in the period were mainly in “liquid” (instant access) deposits, either bank “call
accounts” or Money Market Funds (MMFs). Returns on such MMF holdings are slowly improving,
now paying just under 0.70%. Bank account rates vary, paying from 0.05% to 0.65%.

For limited periods, funds were also placed with the Government’s Debt Management Office (at
0.5%). The other fixed term investments made were:

Start Date End Date Counterparty Amount Rate %
16-Oct-18 16-Jan-19 Thurrock MBC £2,000,000 0.81
26-Oct-18 31-Jan-19 Thurrock MBC £3,000,000 0.80
31-Oct-18 25-Jan-19 Barking and Dagenham £3,000,000 0.80
31-Oct-18 30-Nov-18 Gwynedd Council £3,000,000 0.68
01-Nov-18 03-Dec-18 Cornwall Council £3,000,000 0.50
15-Nov-18 31-Jan-19 Conwy Council £2,000,000 0.80
29-Nov-18 31-Jan-19 Conwy Council £2,000,000 0.80
03-Dec-18 25-Jan-19 Cornwall Council £3,000,000 0.68
14-Dec-18 27-Feb-19 Harrow Council £5,000,000 0.80
14-Dec-18 27-Feb-19 Eastleigh District Council £5,000,000 0.80
14-Dec-18 27-Feb-19 Dumfries & Galloway £5,000,000 0.75
14-Dec-18 22-Mar-19 National Counties Building Society £1,000,000 0.83

At 151 December, the Council had approximately £65.5 M invested, compared to £24.6 M at the
start of the period. Appendix 2 shows the breakdown of the closing investment balance

The Council’s investment return over the period was approximately 0.70%.
For comparison, benchmark LIBID (London Interbank Bid) rates were
(a) 1 month lending - stable at around 0.6%

(b) 3 month lending - rising over the period, averaging 0.73% and closing at around 0.78%

4.3 Borrowing Rates

The cost of long term borrowing through the PWLB (Public Works Loan Board) is linked to central
government's own borrowing costs.

General market uncertainty in early December prompted a significant fall in PWLB rates, as funds
shifted out of stocks and shares and into government debt. The 8 year gilt yield graph below gives
an indication of the general pattern of movement in rates, which was significant enough to prompt
the Council, working in conjunction with our treasury advisers, Arlingclose, to take a significant
amount of new PWLB borrowing, as part of a considered switch from solely taking short term loans
to take on more longer term debt.
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The cost of short term borrowing, based on loans from other councils, tended to move up across
the period, with loans from 3 months out to a year being priced at from 0.80% to 1.10%

Though the broad trend in interest rates has been, and is expected to continue slowly upwards, it is
unclear how rates will move in the run up to Brexit.

4.4 Short Term Borrowing in the 3 month period

The Council’'s CFR (Capital Financing Requirement) is the key measure of the Council’s borrowing
need in the long term. It is

(a) the accumulated need to borrow to finance capital spend (not funded from grants, etc.)
less

(b) the accumulated Minimum Revenue Provision (MRP) charges already made - councils must
make a prudent MRP charge in their accounts each year, to finance their debt -
less

(c) any capital receipts applied to finance outstanding debt.

and therefore tends to increase if capital spend financed from borrowing exceeds MRP.

The Council’s actual long term debt is significantly below the CFR — the gap has widened as long
term debt has been repaid and no new long term borrowing has been taken for several years.

We have been using “internal borrowing” from available revenue cash balances to partly cover this
gap. The remaining gap has been covered by taking enough short term borrowing to ensure that
the Council has sufficient funds to pay its liabilities and commitments, and to anticipate future
borrowing needs. This has resulted in net interest savings.

Up to the end of November, there was an increase in short term borrowing of £6M, as loans of
£21M were repaid and £27M of new loans were taken (listed below).

New short term loans taken in the period
Start Date End Date  Counterparty Amount £ Rate
16/10/2018 18/03/2019 Harlow District Council 2,000,000 0.85%
18/10/2018 18/02/2019 Basildon District Council 3,000,000 0.85%
26/10/2018 27/03/2019 London Borough of Islington 5,000,000 0.90%
29/10/2018 29/01/2019 Preston City Council 3,000,000 0.77%
31/10/2018 25/03/2019 London Borough of Haringey 5,000,000 0.83%
01/11/2018 01/05/2019 Tendring District Council 2,000,000 0.85%
27/11/2018 26/11/2019 West Yorkshire Combined Authority 7,000,000 1.05%
Page 23 27,000,000
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4.5 New PWLB Loans taken -

With the wider interest rate market pointing towards future increases in rates, as noted at each
Audit Committee meeting in this financial year, the Council has been considering the move towards
taking more longer term borrowing rates, and the time to do so, working closely with the Council’s
treasury advisers, Arlingclose.

As a result of the significant fall in PWLB rates in early December, a series of new PWLB EIP
(Equal Instalment of Principal) loans have therefore been taken :

loa dnatséart Value £ Mgtaligty Duration (years) Rate

07/12/18 10,000,000 30/09/28 10 1.74%
10/12/18 10,000,000 30/09/33 15 1.88%
12/12/18 5,000,000 30/09/30 12 1.73%
13/12/18 10,000,000 30/09/35 17 1.92%

The loans taken were structured to address anticipated future borrowing needs, which are highest
over the next 10 to 20 years.

4.6 Current debt outstanding -

30t Sept 2018 15t Dec 2018
£000 £000 £000 £000
TEMPORARY DEBT
Less than 3 months 0 3,000
Greater than 3 months (full duration) 72,000 75,000
72,000 78,000
LONGER TERM DEBT
Bonds 18,003 18,003
Mortgages 17 17
PWLB 103,783 138,002
Stock & Annuities 258 258
122,061 156,280
Lancashire County Council transferred debt 15,045 15,045
Recognition of Debt re PFI Arrangements 65,990 65,703
TOTAL DEBT 275,096 315,028
Less: Temporary Lending - fixed term (11,000) (45,575)
- instant access (13,623) (19,950)
NET DEBT 250,473 249,503

The key elements of long term borrowing set out above are:

(a) £18M classed as bonds, borrowed from the money markets, largely in the form of “LOBO”
(Lender Option, Borrower Option) debt. The individual loans remaining range from 4.35% to

4.75%, at an average of around 4.4%
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(b) £138M borrowed from the PWLB at fixed rates, at an overall average rate of around 4%.
Loans repayable on maturity range from 3.06% to 7.875%, and EIP (Equal Instalment of
Principal) loans from 1.73% to 3.77%.

(c) Debt managed by Lancashire County Council after Local Government Reorganisation,
which is repaid in quarterly instalments across the year, charged provisionally at 2%.

(d) Debt recognised on the balance sheet as a result of accounting adjustments in respect of
bringing into use school buildings financed through Public Finance Initiative (PFI)
arrangements. The Council’s effective control over, and use of these assets is thereby
shown “on balance sheet”, with corresponding adjustments to the debt. This does not add to
the costs faced by the Council Tax payer as these payments made to the PFI contractor are
largely offset by PFI grant funding from the Government.

4.7 Treasury Management Strateqy for 2019/20

Working under new guidance from MHCLG and CIPFA, the Council will increase the focus of its
Capital Strategy and Investment Strategy (including Non-Treasury Investments) at full Council, and
will take its Treasury Management Strategy to Executive Board. A draft of the Strategy for 2019/20
is included at Appendix 3.

4.8 Performance against Prudential and Treasury Indicators

Appendix 4 shows the current position against the Prudential and Treasury Indicators set by the
Council for the previous and current year.

Movements in the key indicator — Overall Borrowing against Borrowing Limits — are shown as the
first graph in Appendix 5. Our total borrowing at 15" December 2018 was, at £315M, which is
above our Operational and below our Authorised Borrowing Limits for 2018/19 (£309.5M and
£319.5M respectively). The Authorised Borrowing Limit is the key Prudential Indicator - loans from
the PWLB cannot be taken if this Limit is (or would be caused to be) breached.

This total debt includes the impact on the balance sheet of the recognition of assets that have been
financed through PFIl. The accounting adjustments are designed to show our effective long term
control over the assets concerned, and the “indebtedness” arising from financing the cost of them.
They do not add to the “bottom line” cost met by the Council Tax payer.

The Council still holds a large part of its debt portfolio in loans of less than a year’s duration - short
term loans still represent a cheap way to funding marginal changes in its debt.

Interest Risk Exposures

Our Variable Interest Rate Exposure (see second graph at Appendix 5) ended the period at
£25.5M, against the limit set for this year of £95M.

This indicator exists to ensure that the Council does not become over-exposed to changes in
interest rates impacting adversely on its revenue budget. The limit is set to allow for short as well
as long term borrowing, and takes:
(a) all variable elements of borrowing (including short term borrowing — up to 364 days — and any
LOBO debt at risk of being called in the year), which is then offset by
(b) any lending (up to 364 days).

Our Fixed Interest Rate Exposure was around £143M, against the limit of £217.5M. This
indicator effectively mirrors the previous indicator, tracking the Council’s position in terms of how
much of the debt will not vary as interest rates move, The historically low interest rates prevailing
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over recent decades led the Council to hold a large part of its debt in this way.

This limit was set to allow for the possibility of much higher levels of new long term, fixed rate
borrowing. Though the £35M taken has moved this indicator upwards, there are still significant
levels of short term debt.

| 5. POLICY IMPLICATIONS None

6. FINANCIAL IMPLICATIONS
The financial implications arising from Treasury Management activities are reflected in the
Council's overall Budget Strategy, and in ongoing budget monitoring throughout the year.

7. LEGAL IMPLICATIONS
The report is in accordance with the CIPFA code and therefore is in accordance with the Financial
Procedure Rules under the Council’s Constitution.

| 8. RESOURCE IMPLICATIONS None

| 9. CONSULTATIONS None

10. STATEMENT OF COMPLIANCE

The recommendations are made further to advice from the Monitoring Officer and the Section 151
Officer has confirmed that they do not incur unlawful expenditure. They are also compliant with
equality legislation and an equality analysis and impact assessment has been considered. The
recommendations reflect the core principles of good governance set out in the Council’s Code of
Corporate Governance.

VERSION: | 0.02

Ron Turvey- Deputy Finance Manager extn 5303
CONTACT OFFICER:
Louise Mattinson Director of Finance & Customer Services extn 5600

DATE: | 21" December 2018

BACKGROUND | CIPFA Guidance - CLG Investment Guidance - Council Treasury
PAPERS: | Management Strategy approved Finance Council 26" February 2018
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Weekly Investment balances

Appendix 1
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Investments at mid-December 2018

Appendix 2
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11

1.2

1.3

1.4

1.5

Appendix 3

DRAFT TREASURY MANAGEMENT STRATEGY 2019/20

Introduction

The Authority both borrows and invests substantial sums of money and is therefore
exposed to financial risks including the loss of invested funds and the revenue
effect of changing interest rates. The successful identification, monitoring and
control of risk are therefore central to the Council’'s Treasury Management
Strategy.

Treasury risk management for local authorities is conducted within the framework
of the Chartered Institute of Public Finance and Accountancy’s Treasury
Management in the Public Services: Code of Practice 2017 Edition (the CIPFA
Code) which requires each authority to approve a treasury management strategy
before the start of each financial year. This report fulfils the Council’s legal
obligation under the Local Government Act 2003 to have regard to the CIPFA
Code.

Investments held for service purposes or for commercial profit are considered in a
different report, the Investment Strategy.

In previous years, the Council’s Prudential Indicators (to assess and measure the
affordability, sustainability and prudence of its capital investment plans) and
Minimum Revenue Provision (MRP) Policy were incorporated within the Treasury
Management Strategy approved by Finance Council. These are now included with
the Capital Strategy to be considered by Finance Council, and the Treasury
Management Strategy (and mid-year review and outturn reporting) will now be
considered by Executive Board.

Should the assumptions on which this report is based change significantly, it may
be necessary to seek approval to a revised Treasury Management Strategy. Such
circumstances could include, for example, a large unexpected change in interest
rates, or in the Authority’s capital programme or in the level of investments made or
borrowing required.

2 Economic Context, Credit Outlook and Interest Rates

2.1

2.2

The UK’s progress negotiating its exit from the European Union, together with its
future trading arrangements, will continue to be a major influence on the Authority’s
treasury management strategy for 2019/20. Transitional arrangements, if agreed,
may prevent a cliff-edge, but may also extend the period of uncertainty for several
years.

Inflation, as measured by the Consumer Price Inflation (CPI) Index, fell slightly in
November, but remains in line with expectations. Unemployment rates remain low,
and real wages have started to increase, but any economic slowdown could impact
heavily on consumer spending.
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2.3 At 1.5%, annual GDP growth continues to remain below trend. Looking ahead, the
Bank of England, in its November Inflation Report, expects GDP growth to average
around 1.75% over the forecast horizon, providing the UK’s exit from the EU is
relatively smooth.

2.4 The UK’s progress negotiating its exit from the European Union, together with its
future trading arrangements, will continue to be a major influence on the Authority’s
treasury management strategy for 2019/20. Transitional arrangements, if agreed,
may prevent a cliff-edge, but may also extend the period of uncertainty for several
years.

2.5 Inflation, as measured by the Consumer Price Inflation (CPI) Index, fell slightly in
November, but remains in line with expectations. Unemployment rates remain low,
and real wages have started to increase, but any economic slowdown could impact
heavily on consumer spending.

2.6 At 1.5%, annual GDP growth continues to remain below trend. Looking ahead, the
Bank of England, in its November Inflation Report, expects GDP growth to average
around 1.75% over the forecast horizon, providing the UK’s exit from the EU is
relatively smooth.

2.7 Following the Bank of England’s decision to increase Bank Rate to 0.75% in
August, no change to monetary policy has been made since. However, the Bank
expects that should the economy continue to evolve in line with its November
forecast, further increases in Bank Rate will be required to return inflation to the 2%
target. The Monetary Policy Committee continues to reiterate that any further
increases will be at a gradual pace and limited in extent.

2.8 The US economy continued to grow, though at a slower rate by the end of 2018.
The US Federal Reserve has continued to increase interest rates, but concerns
over the sluggish growth, and storm clouds over potential world trade wars suggest
that future increases in US interest rates will be slower than previously anticipated.

2.9 The big four UK banking groups have now divided their retail and investment
banking divisions into separate legal entities under “ringfencing legislation”. Bank
of Scotland, Barclays Bank UK, HSBC UK Bank, Lloyds Bank, National
Westminster Bank, Royal Bank of Scotland and Ulster Bank are the ringfenced
banks that now only conduct lower risk retail banking activities. Barclays Bank,
HSBC Bank, Lloyds Bank Corporate Markets and NatWest Markets are the
investment banks. Credit rating agencies have adjusted the ratings of some of
these banks with the ringfenced banks generally being better rated than their non-
ringfenced counterparts.

2.10 The Bank of England released its latest report on bank stress testing, illustrating
that all entities included in the analysis were deemed to have passed the test once
the levels of capital and potential mitigating actions presumed to be taken by
management were factored in. The BoE did not require any bank to raise
additional capital.

2.11 European banks are considering their approach to Brexit, with some looking to
create new UK subsidiaries to ensure they can continue trading here. The credit
strength of these new banks remains unknown, although the chance of parental
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support is assumed to be very high if ever needed. The uncertainty caused by
protracted negotiations between the UK and EU is weighing on the
creditworthiness of both UK and European banks with substantial operations in
both jurisdictions.

2.12 Following the increase in Bank Rate to 0.75% in August 2018, the Authority’s
treasury management adviser Arlingclose is forecasting two more 0.25% hikes
during 2019 to take official UK interest rates to 1.25%. The Bank of England’s
MPC has maintained expectations for slow and steady rate rises over the forecast
horizon. The MPC continues to have a bias towards tighter monetary policy but is
reluctant to push interest rate expectations too strongly. Arlingclose believes that
MPC members consider both that ultra-low interest rates result in other economic
problems, and that higher Bank Rate will be a more effective policy weapon should
downside Brexit risks crystallise when rate cuts will be required.

The Council’s latest forecast of interest rates, reflecting advice from Arlingclose, is
shown below.
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The PWLB rates relate to potential long term borrowing, and the LIBID (London
Interbank Bid Rate) to short term borrowing and investment.

This is a realistic view of potential rates, however it must be recognised that there
is significant uncertainty and risks to both the upside and downside. While
assumptions are that a Brexit deal is struck and some agreement reached on
transition and future trading arrangements before the UK leaves the EU, the
possibility of a “no deal” Brexit still hangs over economic activity As such, the
risks to the interest rate forecast are considered firmly to the downside.

For the purpose of setting the budget for 2019/20, it was assumed that:

e any new investments would be at low rates, averaging around 0.6%,
e short-term borrowing would be available at an average of around 1.25% and
¢ new long-term loans would be available, if required, at rates below 2.0%.
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3

Borrowing Strategy

3.1 At the middle of December 2018 the Council held around £315 M of borrowing:

3.2

the accumulated need to borrow to finance capital spend (not funded from grants, etc.)

LESS

Short Term Debt — maturing 18/19
Short Term Debt — maturing 19/20

Long Term Debt

Lancashire County Council (LCC) Debt
Debt re PFI arrangements

This was offset by £65 M of investments

Net borrowing (gross borrowing less investment)
If LCC and PFI debt are excluded, net borrowing

The investment level was unusually high because the Council took advantage of
low PWLB interest rates in early December to take £35 M of new long term debt,
while already holding short term loans covering its liquidity needs. The level of
investments will fall sharply in February and March as short term debt is repaid,

before the end of the financial year.

£60 M
£18 M
£156 M
£15M
£66 M

=£250 M
=£169 M

The Council’s CFR (Capital Financing Requirement) is the key measure of the
Council’s borrowing need in the long term. It is

the accumulated Minimum Revenue Provision (MRP) charges already made -

councils must make a prudent MRP charge in their accounts, to finance their debt —

LESS any capital receipts applied to finance outstanding debt.

The CFR tends to increase if capital spend financed from borrowing exceeds MRP.

3.3 Forecast changes in CFR and borrowing needs are shown in the table below

31.3.18 | 31.3.19 | 31.3.20 | 31.3.21 | 31.3.22
Actual |Estimate|Forecast|Forecast|Forecast
£m £m £m £m £m
General Fund CFR 299.8 306.2 319.0 313.5 307.3
Less: CFR re Other debt liabilities * -85.8 -85.3 -84.8 -84.3 -83.8
Loans CFR 214.0 220.9 234.2 229.2 223.5
Less: External borrowing ** -125.3 -154.9 -150.4 -145.7 -141.3
Internal borrowing 88.7 66.0 83.8 83.5 82.2
Less: Usable reserves *** -41.0 -33.0 -29.7 -27.7 -27.7
Plus/Minus: Working capital 3.6 -2.7 -9.0 -10.9 -12.8
Remaining Net borrowing NEED 51.3 30.3 45.1 449 41.7
Net borrowing NEED addressed by
Short Term borrowing 85.0 43.0
Treasury Investments -33.7 -12.7
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3.4

3.5

3.6

3.7

3.8

3.9

*  CFR regarding PFI liabilities and transferred debt that form part of the Council’s total debt
**  only loans to which the Council is committed over the longer term
*** includes schools balances and grants received in advance of need

The Council’s usable reserves and working capital allow less borrowing to be
taken than would otherwise be required. This is sometimes termed internal
borrowing.

The Council’s “Loans CFR” initially increases, due to the levels of prudential
borrowing under its Capital Programme plans. Thereafter, unless the level of
prudential borrowing is increased beyond current plans, it will start to fall in later
years, as the level of MRP being made would then be larger than the increase in
CFR resulting from additional spend financed from borrowing.

CIPFA’s Prudential Code for Capital Finance in Local Authorities recommends that
total debt should be lower than the highest forecast CFR over the next three years.
The Council expects to comply with this recommendation during 2019/20.

The authority will continue to need to take borrowing in support of funding its
capital programme. The chief objective when borrowing money is to strike an
appropriately low risk balance between securing low interest costs and achieving
certainty of those costs over the period for which funds are required.

Given the significant cuts to public expenditure and in particular to local
government funding, the proposed borrowing strategy continues to address the key
issue of affordability without compromising the longer-term stability of the debt
portfolio. With short-term interest rates currently lower than long-term rates, it is
likely to be more cost effective in the short-term to either use internal resources, or
to borrow short-term loans instead. By doing so, the Council can reduce net
borrowing costs (despite foregone investment income) and reduce overall treasury
risk.

The benefits of internal and short-term borrowing will be monitored regularly
against the potential for incurring additional costs by deferring borrowing into future
years when long-term borrowing rates are forecast to rise modestly. Arlingclose will
assist the Authority with this ‘cost of carry’ and breakeven analysis. Its output may
determine whether the Authority borrows additional sums at long-term fixed rates in
2019/20 with a view to keeping future interest costs low, even if this causes
additional cost in the short-term.

It had been the case that the Council had only taken short term borrowing for a
number of years, with a view to minimising interest costs. It was always
recognised, however, that it would be necessary to at some time to start to take
some longer term borrowing, to address interest costs in the future, and to avoid
becoming overly reliant on continuously rolling over short term debt. A significant
tranche of long term borrowing was taken in December 2018, and the authority will
continue to maintain a flexible approach to borrowing.

One alternative option is that the Council may arrange forward starting loans during
2019/20, where the interest rate is fixed in advance, but the cash is received in
later years. This would enable certainty of cost to be achieved without suffering a
cost of carry in the intervening period.
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3.10 In addition, the Council may take further short term loans to cover cash flow

requirements.

3.11 The approved sources of long-term and short-term borrowing will be:

3.12

3.13

. Public Works Loan Board (PWLB) and any successor body

. any institution approved for investments (see below)

. any other bank or building society authorised to operate in the UK

. any other UK public sector body

. UK public and private sector pension funds (except the Lancashire
County Council Fund)

. capital market bond investors

. UK Municipal Bonds Agency plc and other special purpose

companies created to enable local authority bond issues

In addition, capital finance may be raised by the following methods that are not
borrowing, but may be classed as other debt liabilities:

leasing

hire purchase

Private Finance Initiative
sale and leaseback

The Authority has previously raised much of its long-term borrowing from the
PWLB but it continues to investigate other sources of finance, such as local
authority loans and bank loans, which may be available at more favourable rates.

Debt Rescheduling The PWLB allows authorities to repay loans before maturity
and either pay a premium or receive a discount according to a set formula based
on current interest rates. Other lenders may also be prepared to negotiate
premature redemption terms. The Authority may take advantage of this and
replace some loans with new loans, or repay loans without replacement, where
this is expected to lead to an overall cost saving or a reduction in risk.

The Council still has £13 M of LOBO (Lender’s Option Borrower’s Option) loans
where the lender has the option to propose an increase in the interest rate at set
dates, following which the Council has the option to either accept the new rate or
to repay the loan at no additional cost. These options may be exercised during
2019/20, but while it is unlikely to the options will be exercised in the current low
interest rate environment, there remains an element of refinancing risk. The
Authority may take the option to repay LOBO loans at no cost if it has the
opportunity to do so. Itis not currently expected that the Council will take any
further LOBO loans - however in order to allow for some flexibility, the Council will
limit its total exposure to LOBO loans to £25 M.

3.14 The UK Municipal Bonds Agency plc was established in 2014 by the Local

Government Association as an alternative to the PWLB. Blackburn with Darwen
BC was one of a number of local authorities investing in the Agency to help
establish it. It plans to issue bonds on the capital markets and lend the proceeds
to local authorities.
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4.1

4.2

4.3

4.4

4.5

4.6

This would be a more complicated source of finance than the PWLB for two
reasons:

(a) borrowing authorities may be required to provide bond investors with a joint
and several guarantee over the very small risk that other local authority
borrowers default on their loans and

(b) there will be a lead time of several months between committing to borrow and
knowing the interest rate payable.

Any decision to borrow from the Municipal Bonds Agency will be subject to a
separate report to Executive Board.

Investment Strategy

On a day to day basis the Council can hold significant surplus funds representing
income received in advance of expenditure requirements, in addition to balances
and reserves held. In the past 12 months, the Council’s investment balance has
ranged from £15 to £65 million, reflecting in particular the profiles of capital
spending, grant funding, short term borrowing levels and long term debt
repayments.

Both the CIPFA Code and the MHCLG Guidance require the Council to invest its
funds prudently, and to have regard to the security and liquidity of its investments
before seeking the highest rate of return, or yield. The Council’s objective when
investing money is to strike an appropriate balance between risk and return,
minimising the risk of incurring losses from defaults and the risk of receiving low
investment income.

If the UK enters into a recession in 2019/20, there is a small chance that the Bank
of England could set its Bank Rate at or below zero, which is likely to feed through
to negative interest rates on all low risk, short-term investment options. This
situation already exists in many other European countries. In this event, security
will be measured as receiving the contractually agreed amount at maturity, even
though this may be less than the amount originally invested.

The Council uses a cash flow model to determine the period for which funds may
prudently be committed. The forecast is compiled on a prudent basis, to minimise
the risk of the Council being forced to borrow on unfavourable terms to meet its
financial commitments. Furthermore, a prudent level of funds is maintained in
‘instant access’ investments, to cover most likely eventualities. However to mitigate
risk further, it is possible to borrow funds to cover short-term needs.

The Council’s surplus cash is currently invested in short-term unsecured bank
deposits, building society deposits and money market funds, along with fixed term
deposits with other local authorities and the Debt Management Office (DMO).
Given the increasing risk and continued low returns from short-term unsecured
bank investments, the Council will consider the options to diversify into more
secure and/or higher yielding asset classes during 2019/20, particularly if it finds
itself with funds to invest for longer.

In order to prioritise the security of investments, the Council sets limits on the
amounts placed with different institutions and as to the duration of the investment.
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4.7

4.8

4.9

4.10

411

This is to maintain a diversified investment portfolio and to align amounts and
durations of investments to the perceived risks associated with different
counterparties.

When deteriorating financial market conditions give cause for concern, the Council
will further restrict its investments to those institutions of higher credit worthiness
and reduce the duration of its investments to seek to maintain the required level of
security. The extent of these restrictions will be in line with prevailing financial
market conditions. If these restrictions mean that insufficient commercial
organisations of high credit quality are available to invest the Authority’s cash
balances, then the surplus will be deposited with the UK Government (via the DMO
or invested in government treasury bills for example) or with other local authorities.
This may reduce the level of investment income earned, but will protect the
principal sum invested.

The Council uses credit ratings from all the three main rating agencies (Fitch
Ratings Ltd, Moody’s Investors Service Ltd and Standard & Poor’s Financial
Services LLC) to assess the risk of loss of investments. The lowest available credit
rating will be used to determine credit quality. In order to make the limits
straightforward to manage, limits are based on the Long-term ratings, as these
ratings are those that address credit risk directly. Long-term ratings are expressed
on a scale from AAA (the highest quality) through to D (indicating default). Ratings
of BBB- and above are described as investment grade.

The ratings are obtained and monitored by the Council’s Treasury Advisers,
Arlingclose, who will notify the Council of changes as they occur.

Credit ratings are a significant factor in assessing the creditworthiness of
organisations however the Council understands that they are not perfect predictors
of investment default. Full regard will be given to other available information on the
credit quality of banks and building societies, including credit default swap prices,
financial statements, information on potential government support and other market
information. No investments will be made with an organisation if there are
substantive doubts about its credit quality, even though it may meet the specified
criteria.

Investment limits are applied at the point at which new investments are made. They
are set at cautious levels, allowing for the fact that circumstances may change
while investments run their course

It is proposed that if the investment criteria for a counterparty are no longer met,

then:

e no new investments will be made,

e any existing investments that can be recalled at no cost will be recalled and

o full consideration will be given to the recall or sale of all other existing
investments with the affected counterparty.

Where a credit rating agency announces that it is actively reviewing an
organisation’s credit ratings with a view to downgrading, and as a result it is likely
to fall below the specified minimum criteria, then no further investments other than
into instant access accounts will be made until the outcome of the review is
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announced. This policy will not apply to negative outlooks which indicate a long-
term direction of travel rather than an imminent change of rating.

Where a credit rating agency awards a different rating to a particular class of
investment instrument as opposed to the credit rating of the counter-party as a
whole, the Council will base its investment decisions on the instrument credit rating
rather than the counterparty credit rating.

4.12 Investment Criteria for 2019/20

The proposed criteria are at essentially the same levels as were agreed for last
year. The distinctions previously applied in MHCLG Investment Guidance between
Specified and Non-Specified Investments have changed, so those categories are
no longer reflected in the proposed limits. It is proposed that the Council may invest
its surplus funds with any of the counterparty types in the table immediately below,
subject to the cash and time limits shown AND to other limits also set out
successively below.

Approved Investment Counterparties Cash Time
limit limit

Banks and Building Societies — Secured

long-term credit ratings no lower than AA (or equivalent) £5M each 364 days
long-term credit ratings no lower than AA- (or equivalent) £4M each 364 days
long-term credit ratings no lower than A- (or equivalent) £3M each 364 days

Banks and Building Societies — Unsecured

long-term credit ratings no lower than AA (or equivalent) £5M each 9 months
long-term credit ratings no lower than AA- (or equivalent) £4M each 6 months
long-term credit ratings no lower than A- (or equivalent) £3M each 4 months

The Council’s current account banker - provided long term

credit rating no lower than BBB- (or equivalent) £3M next day

Corporates or Registered Providers with long-term credit

ratings no lower than A- (or equivalent) £3Meach | 4 months

Unrated institutions, such as some building societies £1M each 4 months

Company Shares where no direct service benefit arising, for

the prudent management of its financial affairs £100,000 na

Pooled funds (incl. money market funds)

long-term credit ratings no lower than A- (or equivalent) £5M each n/a
unrated or long-term credit ratings under A- (or equivalent) | £4M each n/a
UK Government no limit 364 days

Other Government with long-term-credit ratings no lower

than A- (or equivalent) £5Meach 364 days

UK Local Authorities* (irrespective of credit rating) £5M each 364 days

" as defined in the Local Government Act 2003
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4.13

Other Investment Limits Cash limit

Any single organisation, except the UK Central Government £5M each

UK Central Government unlimited

Group or overall limit
Any group of organisations under the same ownership same as would be set
for parent company

Foreign countries - limited to those with sovereign credit

rating of AA + or better (from all agencies) £5M each

UK investments will not be limited by the UK's sovereign credit rating

Foreign investment limits will not apply to investment in pooled funds which may be
domiciled overseas. Sovereign credit rating criteria and foreign country limits will
also not apply to investments in multilateral development banks (e.g. the European
Investment Bank and the World Bank).

Registered providers and registered social landlords £5M in total
Unsecured investments with building societies £6M in total
Money market funds £16M in total

Secured and Unsecured Investments

Unsecured Investments include accounts, deposits, certificates of deposit and

senior unsecured bonds with banks and building societies, other than multilateral
development banks. These investments are subject to the risk of credit loss via a
bail-in should the regulator determine that the bank is failing or likely to fail.

Unsecured investments with banks rated below A- (but no lower than BBB-) will be
restricted to overnight deposits with the Council’s Current Account bank, if
applicable. A high level of monitoring of the credit-worthiness of the Current
Account banker will be maintained if its ratings fall this low and this option will not
be taken up if there are serious concerns.

In addition to investment balances, the Council may incur operational exposures,
for example though current accounts, collection accounts and merchant acquiring
services. These are not classed as investments, but are still subject to the risk of a
bank bail-in, and balances will therefore be monitored and minimised, so far as
practicable. The Bank of England has stated that in the event of failure, banks with
assets greater than £25 billion are more likely to be bailed-in than made insolvent,
increasing the chance of the Authority maintaining operational continuity.

Secured Investments include covered bonds and other collateralised
arrangements with banks and building societies. Such investments are secured on
the bank’s assets, which limits potential losses in the unlikely event of insolvency
and means that they are exempt from bail-in. Where there is no investment
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specific credit rating, but the collateral upon which the investment is secured has a
credit rating, the highest of the collateral credit rating and the counterparty credit
rating will be used to determine cash and time limits.

4.14 Investment in Other Government, Corporate and Registered Providers

Other Government — this covers loans, bonds and bills issued or guaranteed by
national governments, regional and local authorities and multilateral development
banks. These investments are not subject to bail-in and there is an insignificant
risk of insolvency.

Corporates — this covers loans, bonds and commercial paper issued by
companies other than banks and registered providers. These investments are not
subject to bail-in but are exposed to the risk of the company going insolvent.

Registered Providers — this covers loans and bonds issued by, guaranteed by or
secured on the assets of Registered Providers of Social Housing, formerly known
as Housing Associations. These bodies are tightly regulated by the government
and, as providers of public services, they retain a likelihood of receiving
government support if needed.

4.15 Unrated Institutions

To allow the option to invest in the Municipal Bonds Agency, and to continue to
retain the option to invest in other unrated counterparties, it is proposed to set the
limits as set out in 4.12 above.

4.16 Pooled Funds (including Money Market Funds)

Pooled Fund investments are investments in diversified investment vehicles
consisting of any of the above investment types, plus equity shares and property.
These funds have the advantage of providing wide diversification of investment
risks, coupled with the services of a professional fund manager in return for a fee.

The regulatory environment for pooled funds has changed how money market
funds operate. The Council has had regular advice from its Treasury Adviser on the
risk position for pooled funds, as the proposals have been enacted, and will
continue to monitor the position for such funds.

Short-term Money Market Funds that offer same-day liquidity and very low or no
volatility will be used as an alternative to instant access bank accounts.

Pooled funds whose value changes with market prices, and/or have a notice
period, will only be used for longer investment periods.

Bond, equity and property funds offer enhanced returns over the longer term, but
are more volatile in the short term. These allow the Authority to diversify into asset
classes other than cash without the need to own and manage the underlying
investments. Because these funds have no defined maturity date, but are available
for withdrawal after a notice period, their performance and continued suitability in
meeting the Authority’s investment objectives will be monitored regularly.
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4.17 Strateqgy for 2019/20

Cash flow surpluses can be considered as falling into three categories -

(a) Short-term funds that are required to meet cash flows occurring in the next
month or so, and for which the preservation of capital and liquidity is therefore of
paramount importance. Generating investment returns is of limited concern here,
although should not be ignored. Instant access AAA-rated money market funds
and bank deposit accounts will be the main methods used to manage short-term
cash.

(b) Medium-term funds that may be required in the next one to twelve months will
be managed concentrating on security, with less importance attached to liquidity
but a slightly higher emphasis on yield. The majority of investments in this period
will be in the form of fixed term deposits with banks and building societies. A
spread of counterparties and maturity dates will be maintained to maximise the
diversification of credit and interest rate risks.

(c) Long-term funds that are not required to meet any liquidity need and can be
invested with a greater emphasis on achieving higher returns. Security remains
fundamental however, as any losses from defaults will impact on the total return.
Liquidity is of lesser concern, although it should still be possible to sell investments
with due notice if large cash commitments arise unexpectedly. This is where a
wider range of instruments, including structured deposits, certificates of deposit,
gilts and corporate bonds could be used to diversify the portfolio.

The overall Investment Strategy will be to prioritise security of funds and maintain a
mix of short-term (largely instant access) and medium-term investments to
generate investment income as market conditions permit. There are currently no
long-term investments by the Council. If there are sufficient funds at a future date,
the Council will consider its options for optimising returns and making more long-
term investments.

With short-term interest rates still significantly lower than long-term rates, due
consideration will also be given to continuing to use surplus funds to defer making
long-term borrowing or even make early repayments of long-term borrowing. In
addition to the savings on the interest rate differential, this strategy will also reduce
the Council’s exposure to credit risk and interest rate risk. In the context of the
borrowing strategy, it is likely that most investments will continue to be in instant
access and short term deposits, to manage the Council’s liquidity.

The counterparty limits set out above, do allow for a wider range of investment
opportunities to be taken up than have been used by the Council to date. Should
the circumstances arise under which this would be appropriate, this would allow an
increased diversification of the overall portfolio and in some instances, increase the
security of investments made. The take up of any new investment opportunities will
be closely managed by TMG, following advice given by the Council’s Treasury
Management Advisers.
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5 Budget Implications

5.1

6

6.1

6.2

Excluding PFI costs (which are offset by Government grant funding), the budget for
debt interest payable in 2019/20 is £6.8 million (including the interest element of
payments