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1. Introduction

1.1 Background

The Council is required to operate a balanced budget, which broadly means that
cash raised during the year will meet cash expenditure. Part of the treasury
management operation is to ensure that this cash flow is adequately planned, with
cash being available when it is needed. Surplus monies are invested in low risk
counterparties or instruments commensurate with the Council’s low risk appetite,
providing adequate liquidity initially before considering investment return.

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

CIPFA defines treasury management as:

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

The Council’s treasury function is undertaken by Compass Point Business
Services (East Coast) Ltd (CPBS) on behalf of the Council. CPBS is
responsible for the provision of:

Production of the annual treasury management strategy

Production of regular treasury management policy reports

Production of treasury management practices

Production of budget and budget variations relating to the treasury

management function

Production of management information reports

e Provision of adequate treasury management resources and skills, and
effective division of responsibilities within the treasury management
function

e Arrangement of the appointment of external service providers.

1.2 Reporting requirements

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




Prudential and Treasury Indicators and Treasury Strategy (this report) -
The first, and most important report covers:

. the capital plans (including prudential indicators);

« aminimum revenue provision (MRP) policy (how residual capital
expenditure is charged to revenue over time);

« the treasury management strategy (how the investments and borrowings
are to be organised) including treasury indicators; and

« an investment strategy (the parameters on how investments are to be
managed).

A Mid Year Treasury Management Report — This will update members with
the progress of the capital position, amending prudential indicators as
necessary, and whether the treasury strategy is meeting the strategy or
whether any policies require revision.

An Annual Treasury Report — This provides details of a selection of actual
prudential and treasury indicators and actual treasury operations compared to
the estimates within the strategy.

Scrutiny

The above reports are required to be adequately scrutinised before being
recommended to the Council. This role is undertaken by the Governance and
Audit Committee.

1.3 Treasury Management Strategy for 2013/14
The strategy for 2013/14 covers two main areas:

Capital Issues
. the capital plans and the prudential indicators;
. the MRP strategy.

Treasury Management Issues
. the current treasury position;

« treasury indicators which will limit the treasury risk and activities of the
Council;

« prospects for interest rates;

. the borrowing strategy;

« policy on borrowing in advance of need;

. debt rescheduling;

. the investment strategy;

. creditworthiness policy; and

« policy on use of external service providers.

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




1.4 Training

The CIPFA Code requires the responsible officer to ensure that members with
responsibility for treasury management receive adequate training in treasury
management. This especially applies to members responsible for scrutiny.
Training is arranged as required.

The training needs of CPBS treasury management officers are periodically
reviewed.

1.5 Treasury management consultants

CPBS uses Sector as external treasury management advisors for the Council.

The Council recognises that responsibility for treasury management decisions
remains with the Council at all times and will ensure that undue reliance is not
placed upon external service providers.

It also recognises that there is value in employing external providers of treasury
management services in order to acquire access to specialist skills and
resources. The Council will ensure that the terms of their appointment and the
methods by which their value will be assessed are properly agreed and
documented, and subjected to regular review.

2. The Capital Prudential Indicators 2013/14 — 2015/16

The Council’s capital expenditure plans are the key driver of treasury
management activity. The output of the capital expenditure plans are
reflected in prudential indicators, which are designed to assist members’
overview and confirm capital expenditure plans.

2.1 Capital expenditure

This prudential indicator is a summary of the Council’s capital expenditure
plans, both those agreed previously, and those forming part of this budget
cycle. Members approve capital expenditure forecasts as part of the annual
Budget report.

Capital 2011/12 2012/13 2013/14 2014/15 2015/16
Expenditure Actual Latest Estimate Estimate Estimate
£000’s Estimate

(End Dec)
General Fund 1,949 1,829 1,937 2,668 576
HRA 70,796 4,091 7,031 7,236 6,880
Total 72,745 5,920 8,968 9,904 7,456

The following table summarises the above capital expenditure plans and how
these plans are being financed by capital or revenue resources. Any shortfall
of resources results in a funding need (borrowing).




Capital Expenditure
£000’s

2011/12
Actual

2012/13
Latest
Estimate

2013/14
Estimate

2014/15
Estimate

2015/16
Estimate

General Fund 1,949 1,829 1,937 2,668 576
HRA 70,796 4,091 7,031 7,236 6,880
Total 72,745 5,920 8,968 9,904 7,456
Financed by:

Capital receipts 791 721 144 122 126
Capital grants &

contributions 576 1,111 1,447 887 317
Direct Revenue Funding

/Use of Reserves 3,922 4,088 7,377 7,193 6,803
Net financing need for

the year 67,456 - - 1,702 210

Other long term liabilities. The above financing need excludes other long term
liabilities, such as PFIl and leasing arrangements which already include

borrowing instruments.

2.2 The Council’s borrowing need (the Capital Financing Requirement)

The second prudential indicator is the Council’s Capital Financing
Requirement (CFR). The CFR is simply the total historic 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. Any capital expenditure above, which has not immediately been paid

for, will increase the CFR.

The CFR does not increase indefinitely, as the MRP is a statutory annual
revenue charge which broadly reduces the borrowing need in line with each

assets life.

The CFR includes any other long term liabilities (e.g. PFl schemes, finance
leases). Whilst these increase the CFR, and therefore the Council’s
borrowing requirement, these types of scheme include a borrowing facility and
so the Council is not required to separately borrow for these schemes. The

Council currently has £284k of such schemes within the CFR.

As part of the formal governance process, the Council approves the CFR
projections, as shown below:

2011/12 2012/13
Latest

Estimate

2013/14
Estimate

2014/15 2015/16
Estimate Estimate

Actual

Capital Financing Requirement

CFR - non HRA 1,124 945 741 2,406 2,372
CFR - HRA 70,253 70,174 70,111 70,111 70,111
Total CFR 71,377 71,119 70,852 72,517 72,483
Movement in CFR 67,216 (258) (267) 1,665 (34)
Movement in CFR represented by

Net financing need for 67,456 - - 1,702 210
the year (above)

Less MRP and other

financing movements (240) (258) (267) (37) (244)
Movement in CFR 67,216 (258) (267) 1,665 (34)




Note the MRP includes finance lease annual principal payments.
2.3 Minimum revenue provision (MRP) policy statement

The Council is required to pay off an element of the accumulated General
Fund capital spend each year (the CFR) through a revenue charge (the
minimum revenue provision - MRP), although it is also allowed to undertake
additional voluntary payments if required (voluntary revenue provision - VRP).

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

The Council is recommended to approve the following MRP Statement:

For capital expenditure incurred before 1 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 outlined
in former CLG regulations (option 1)

These options provide for an approximate 4% reduction in the borrowing need
(CFR) each year.

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

. Asset Life Method — MRP will be based on the estimated life of
the assets, in accordance with the proposed regulations (this
option must be applied for any expenditure capitalised under a
Capitalisation Direction) (option 3)

These options provide for a reduction in the borrowing need over
approximately the asset’s life.

No revenue charge is currently required for the HRA. However under HRA
reform the HRA will be required to charge depreciation on its assets, which
will have a revenue effect. In order to address any possible adverse impact,
regulations will allow the Major Repairs Allowance to be used as a proxy for
depreciation for the first five years.

Repayments included in annual finance leases are applied as MRP.

2.4 Core funds and expected investment balances

The application of resources (capital receipts, reserves etc.) to either finance
capital expenditure or other budget decisions to support the revenue budget
will have an ongoing impact on investments unless resources are
supplemented each year from new sources (asset sales etc.). Detailed below
are estimates of the year end balances for each resource and anticipated day
to day cash flow balances.




Year End Resources 201112 2012/13  2013/14  2014/15  2015/16

£000’s Actual Estimate Estimate Estimate Estimate
Fund balances / 7,526 8,975 8,579 8,915 10,098
reserves

Capital receipts 1,457 1,609 1,609 1,609 1,609
Provisions - - - - -
Other 2,114 1,959 1,884 1,809 1,734
Total core funds 11,097 12,543 12,072 12,333 13,441
Working capital* 3,241 2,000 2,000 2,000 2,000
Under/over borrowing 3,381 3,370 3,360 3,637 3,616
Expected investments 4,475 7,173 6,712 6,796 7,925

*Working capital balances shown are estimated year end; these may be
higher mid year

2.5 Affordability prudential indicators

The previous sections cover the overall capital and control of borrowing
prudential indicators, but within this framework, prudential indicators are
required to assess the affordability of the capital investment plans. These
provide an indication of the impact of the capital investment plans on the
Council’s overall finances. As part of the formal governance process, the
Council approves the following indicators:

2.6 Ratio of financing costs to net revenue stream.

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.

201112 2012/13 2013/14 2014/15 2015/16

Actual Estimate Estimate Estimate | Estimate
Non-HRA 5.39% 6.38% 5.20% 7.76% 11.11%
HRA 14.91% 26.40% 26.05% 24.78% 23.69%

The estimates of financing costs include current commitments and the
proposals in this budget report.

2.7 Incremental impact of capital investment decisions on council tax.

This indicator identifies the revenue costs associated with proposed changes to
the three year capital programme recommended in this budget report compared
to the Council’s existing approved commitments and current plans. The
assumptions are based on the budget, but will invariably include some estimates,
such as the level of Government support, which are not published over a three
year period.




201112 2012/13 2013/14 2014/15 2015/16

Actual Estimate Estimate Estimate Estimate

Council tax -
band D £0.28 £0.20 £0.14 £0.08 £0.02

2.8 Incremental impact of capital investment decisions on housing rent
levels.

Similar to the council tax calculation, this indicator identifies the trend in the cost of
proposed changes in the housing capital programme recommended in this budget
report compared to the Council's existing commitments and current plans,
expressed as a discrete impact on weekly rent levels.

201112 2012/13 2013/14 2014/15 2015/16

Actual Estimate Estimate Estimate Estimate

Weekly housing
rent levels (£0.07) £0.02 £0 £0 £0

This indicator shows the revenue impact on any newly proposed changes,
although any discrete impact will be constrained by rent controls.

3. Borrowing

The capital expenditure plans set out in Section 2 provide details of the service
activity of the Council. The treasury management function ensures that the
Council’'s cash is organised in accordance with the the relevant professional
codes, so that sufficient cash is available to meet this service activity. This will
involve both the organisation of the cash flow and, where capital plans require, the
organisation of appropriate borrowing facilities. The strategy covers the relevant
treasury / prudential indicators, the current and projected debt positions and the
annual investment strategy.

3.1 Current portfolio position

The Council’s treasury portfolio position at 31 March 2012, with forward
projections are summarised below. The table shows the actual external debt (the
treasury management operations), against the underlying capital borrowing need
(the Capital Financing Requirement - CFR), highlighting any over or under
borrowing.




£°000’s

201112

2012/13

2013/14

2014/15

10

2015/16

External Debt

Actual

Estimate

Estimate

Estimate

Estimate

Debt at 1 April 768 67,996 67,749 67,492 68,980
Expected change in Debt - - - 1,512 -
HRA settlement 67,456 - - - -
Other long-term liabilities - - - - -
(OLTL)

Expected change in OLTL (228) (247) (257) (24) (13)
Actual gross debt at 31 67,996 67,749 67,492 68,980 68,967
March

The Capital Financing 71,377 71,119 70,852 72,517 72,483
Requirement

Under / (over) borrowing_] 3,381 3,370 3,360 3,637 3,616

Within the prudential indicators, there are a number of key indicators to
ensure that the Council operates its activities within well-defined limits. One
of these is that the Council needs to ensure that its gross debt does not, except
in the short term, exceed the total of the CFR in the preceding year plus the
estimates of any additional CFR for 2013/14 and the following two financial years.
This allows some flexibility for limited early borrowing for future years, but
ensures that borrowing is not undertaken for revenue purposes.

The Section 151 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.

3.2 Treasury Indicators: limits to borrowing activity

The Operational Boundary. This is the limit beyond which external debt is
not normally expected to exceed. In most cases, this would be a similar figure
to the CFR, but may be lower or higher depending on the levels of actual debt.

Operational  boundary 2012/13 2013/14 2014/15 2015/16
£°000’s Estimate Estimate Estimate Estimate
Debt 71,456 71,456 71,456 71,456
Other long term liabilities 1,000 1,000 1,000 1,000
Total 72,456 72,456 72,456 72,456
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The Authorised Limit for external debt. A further key prudential indicator
represents a control on the maximum level of borrowing. This represents a
limit beyond which external debt is prohibited, and this limit needs to be set or
revised by the 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.

1. This is the statutory limit determined under section 3 (1) of the Local
Government Act 2003. The Government retains an option to control
either the total of all councils’ plans, or those of a specific council,
although this power has not yet been exercised.

2. As part of the formal governance process, the Council approves the
following indicators, as shown below:

Authorised limit £°000’s 2012/13 2013/14 2014/15 2015/16
Estimate Estimate Estimate Estimate
Debt 74,456 74,456 74,456 74,456
Other long term liabilities 1,000 1,000 1,000 1,000
Total 75,456 75,456 75,456 75,456

Separately, the Council is also limited to a maximum HRA CFR through the HRA
self-financing regime. This limit is currently:

HRA Debt Limit £000 2012/13 2013/14 2014/15 2015/16

Estimate Estimate Estimate Estimate
Total 74,701 74,701 74,701 74,701

3.3. Prospects for interest rates

Sector has been appointed as the Council’s treasury advisor and part of their
service is to assist the Council to formulate a view on interest rates. Appendix
1 draws together a number of current City forecasts for short term (Bank Rate)
and longer fixed interest rates. The following table gives the Sector central
view.

Annual Bank Rate PWLB Borrowing Rates
Average % (including certainty rate adjustment)
5 year 25 year 50 year

Dec 2012 0.50 1.50 3.70 3.90
Mar 2013 0.50 1.50 3.80 4.00
Jun 2013 0.50 1.50 3.80 4.00
Sep 2013 0.50 1.60 3.80 4.00
Dec 2013 0.50 1.60 3.80 4.00
Mar 2014 0.50 1.70 3.90 410
Jun 2014 0.50 1.70 3.90 4.10
Sep 2014 0.50 1.80 4.00 4.20
Dec 2014 0.50 2.00 4.10 4.30
Mar 2015 0.75 2.20 4.30 4.50
Jun 2015 1.00 2.30 4.40 4.60
Sep 2015 1.25 2.50 4.60 4.80
Dec 2015 1.50 2.70 4.80 5.00
Mar 2016 1.75 2.90 5.00 5.20
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The economic recovery in the UK since 2008 has been the worst and slowest
recovery in recent history, although the economy returned to positive growth in the
third quarter of 2012. Growth prospects are weak and consumer spending, the
usual driving force of recovery, is likely to remain under pressure due to
consumers focusing on repayment of personal debt, inflation eroding disposable
income, general malaise about the economy and employment fears.

The primary drivers of the UK economy are likely to remain external. 40% of UK
exports go to the Eurozone so the difficulties in this area are likely to continue to
hinder UK growth. The US, the main world economy, faces similar debt
problems to the UK, but urgently needs to resolve the fiscal cliff now that the the
Presidential elections are out of the way. The resulting US fiscal tightening and
continuing Eurozone problems will depress UK growth and is likely to see the UK
deficit reduction plans slip.

This challenging and uncertain economic outlook has several key treasury
management implications:

. The Eurozone sovereign debt difficulties provide a clear indication of
high counterparty risk. This continues to suggest the use of higher
quality counterparties for shorter time periods;

. Investment returns are likely to remain relatively low during 2013/14 and
beyond;
. Borrowing interest rates continue to be attractive and may remain

relatively low for some time. The timing of any borrowing will need to be
monitored carefully;

. There will remain a cost of carry — any borrowing undertaken that results
in an increase in investments will incur a revenue loss between
borrowing costs and investment returns.

3.4 Borrowing strategy

The Council is currently maintaining an under-borrowed position. This means that
the capital borrowing need (the Capital Financing Requirement), 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 relatively high.

Against this background and the risks within the economic forecast, caution will be
adopted with the 2013/14 treasury operations. The Section 151 Officer will
monitor interest rates in financial markets and adopt a pragmatic approach to
changing circumstances:

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

Any decisions will be reported to the appropriate decision making body at the next
available opportunity.

Treasury management limits on activity

There are three debt related treasury activity limits. The purpose of these are
to restrain the activity of the treasury function within certain limits, thereby
managing risk and reducing the impact of any adverse movement in interest
rates. However, if these are set to be too restrictive they will impair the
opportunities to reduce costs / improve performance. The indicators are:

° Upper limits on variable interest rate exposure. This identifies a
maximum limit for variable interest rates based upon the debt position
net of investments;

° Upper limits on fixed interest rate exposure. This is similar to the
previous indicator and covers a maximum limit on fixed interest rates;

. Maturity structure of borrowing. These gross limits are set to reduce
the Council’s exposure to large fixed rate sums falling due for
refinancing, and are required for upper and lower limits.

As part of the formal governance process, the Council approves the treasury
indicators, as shown below:

£,000’s 2013/14 2014/15 2015/16
Interest rate exposures
Upper Upper Upper
Limits on fixed interest
rates based on net debt 75,456 75,456 75,456
Limits on variable
interest rates based on 8,000 8,000 8,000
net debt
Limits on fixed interest
rates:
. Debt only 75,456 75,456 75,456
« Investments only (15,000) (15,000) (15,000)
Limits on variable
interest rates
. Debt only 8,000 8,000 8,000
. Investments only (15,000) (15,000) (15,000)
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Maturity structure of fixed interest rate borrowing 2013/14

Lower Upper
Under 12 months 0% 100%
12 months to 2 years 0% 100%
2 years to 5 years 0% 100%
5 years to 10 years 0% 100%
10 years and above 0% 100%

Lower Upper
Under 12 months 0% 10%
12 months to 2 years 0% 10%
2 years to 5 years 0% 10%
5 years to 10 years 0% 10%
10 years and above 0% 10%

3.5 Policy on borrowing in advance of need

The Council will not borrow more, than or in advance of its needs, purely in order
to profit from the investment of the extra sums borrowed. Any decision to borrow
in advance will be within forward approved Capital Financing Requirement
estimates, and will be considered carefully to ensure that value for money can be
demonstrated and that the Council can ensure the security of such funds.

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

3.6 Debt Rescheduling

As short term borrowing rates will be considerably cheaper than longer term fixed
interest rates, there may be potential opportunities to generate savings by
switching from long term debt to short term debt. However, these savings will
need to be considered in the light of the current treasury position and the size of
the cost of debt repayment (premiums incurred).

The reasons for any rescheduling to take place will include:
« the generation of cash savings and / or discounted cash flow savings;
« helping to fulfil the treasury strategy;

« enhance the balance of the portfolio (amend the maturity profile and/or the
balance of volatility).

Consideration will also be given to identify if there is any residual potential for
making savings by running down investment balances to repay debt prematurely
as short term rates on investments are likely to be lower than rates paid on
current debt.

All rescheduling will be reported to the Cabinet , at the earliest meeting following
its action.
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4 Annual Investment Strategy

4.1 Investment policy

The Council’'s investment policy has regard to the CLG’s Guidance on Local
Government Investments (“the Guidance”) and the 2011 revised CIPFA Treasury
Management in Public Services Code of Practice and Cross Sectoral Guidance
Notes (“the CIPFA TM Code”). The Council’s investment priorities will be security
first, liquidity second, then return.

In accordance with guidance from the CLG and CIPFA , and in order to minimise
the risk to investments, the Council has below clearly stipulated the minimum
acceptable credit quality of counterparties for inclusion on the lending list. The
creditworthiness methodology used to create the counterparty list fully accounts
for the ratings, watches and outlooks published by all three ratings agencies with
a full understanding of what these reflect in the eyes of each agengy. Using the
Sector ratings service potential counterparty ratings are monitored on a real time
basis with knowledge of any changes notified electronically as the agencies notify
modifications.

The Council’'s funds are managed by CPBS with reference to a detailed cash flow
forecast on a daily basis for the current year. Protocols are in place to govern the
movement of funds within specific limits.

Further, officers recognise that ratings should not be the sole determinant of the
quality of an institution and that it is important to contiunally 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” (CDS) and overlay that
information on top of the credit ratings. This is fully integrated into the credit
methodology provided by the advisors, Sector in producing its colour codings
which show the varying degrees of suggested creditworthiness.

Other information sources used will include the financial press, share price and
other such information pertaining to the banking sector in order to establish the
most robust scrutiny process on the suitability of potential investment
counterparties.

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.

The intention of the strategy is to provide security of investment and minimisation
of risk.
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Investment instruments identified for use in the financial year are listed in
Appendix 3 under the ‘specified’ and ‘non-specified’ilnvestments categories. The
maximum total investments to any individual financial institution or its parent
group is £5m. There is also a combined limit of £10m for investments with part-
nationalised banks.

4.2 Creditworthiness policy

This Council applies the creditworthiness service provided by Sector. This service
employs a sophisticated modelling approach utlilising credit ratings from the three
main credit rating agencies - Fitch, Moody’s and Standard and Poor’s. The credit
ratings of counterparties are supplemented with the following overlays:

. credit watches and credit outlooks from credit rating agencies;

. CDS spreads to give early warning of likely changes in credit ratings;

. 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
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 nationalised or semi nationalised UK
Banks)

. Orange 1 year

. Red 6 months

. Green 3 months

« Nocolour notto be used

The Sector creditworthiness service uses a wider array of information than just
primary ratings 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 short term rating F1, long term rating A-, viability
ratings of A- and a support rating of 1. 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.
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All credit ratings will be monitored daily. CPBS is alerted to changes to ratings of
all three agencies through its use of the Sector creditworthiness service.

« if adowngrade results in the counterparty / investment scheme no longer
meeting the Council’s minimum criteria, its further use as a new investment
will be withdrawn immediately.

« in addition to the use of credit ratings CPBS will be advised of information
in movements in CDS 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 lending list.

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

4.3 Country limits

The Council has determined that it will only use approved counterparties from the
United Kingdom or countries with a minimum sovereign credit rating of AA+ from
Fitch. The list of countries that qualify using this credit criteria as at the date of this
report are shown in Appendix 4. This list will be added to, or deducted from, by
officers should ratings change in accordance with this policy.

4.4 Investment Strategy

In-house funds. Investments will be made with reference to the core balance and
cash flow requirements and the outlook for short-term interest rates (i.e. rates for
investments up to 12 months).

Investment returns expectations. Bank Rate is forecast to remain unchanged
at 0.5% before starting to rise from quarter 4 of 2015. Bank Rate forecasts for
financial year ends (March) are:

o 2012/2013 0.50%
« 2013/2014 0.50%
o 2014/2015 0.75%
o 2015/2016 1.75%

There are downside risks to these forecasts (i.e. start of increases in Bank Rate is
delayed even further) if economic growth remains weaker for longer than
expected. However, should the pace of growth pick up more sharply than
expected there could be upside risk, particularly if Bank of England inflation
forecasts for two years ahead exceed the Bank of England’s 2% target rate.
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The suggested budgeted investment earnings rates for returns on investments
placed for periods up to three months during each financial year for the next four
years are as follows:

2012/13 0.50%
201314 0.50%
2014/15 0.60%
2015/16 1.50%

Investment treasury indicator and limit - total principal funds invested for
greater than 364 days. 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.

As part of the formal governance process, the Council approves the treasury
indicator and limit, as shown below:

Maximum principal sums invested > 364 days

£000’s 201314 2014/15 2015/16
Principal sums invested > £m £m £m
364 days 2,000 2,000 2,000

For its cash flow generated balances, the Council will seek to utilise its business
reserve instant access and notice accounts, money market funds and short-dated
deposits (overnight to three months) in order to benefit from the compounding of
interest.

4.5 Investment Risk Benchmarking

The Council has not adopted any formal benchmarks in this area, as Officers
believe that decisions on counterparties and maximum investment levels are
adequate to monitor the current and trend position, and amend the
operational strategy to manage risk as conditions change.

4.6 End of year investment report

At the end of the financial year, the Council will report on its investment activity as
part of its Annual Treasury Report.
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APPENDIX G

APPENDIX 1 - Interest Rate Forecast 2013 - 2016 as at 3" December 2012

Sectors hterest Rate View

Sector'sBank Rate Viw 050% 0 50% 0 50% 0 50% 0 50% 050% 0 50% 050% 0 50% 0 50% 0 75% 100% 125% 150% 1.75%
3M onth LBD 040% 0 50% 0 50% 0 50% 0 50% 050% 0 50% 060% 060% 0.70% 0 80% 110% 140% 1.70% 190%
6M onth LBD 0 56% 0.70% 0.70% 0.70% 0.70% 0.70% 0.70% 080% 090% 100% 110% 130% 160% 190% 220%
12 M onth LBD 0.92% 100% 100% 100% 100% 100% 110% 110% 120% 130% 130% 150% 180% 210% 2 40%
SyrPW IBRate 166% 150% 150% 150% 160% 160% 1.70% 1.70% 180% 200% 220% 2 30% 2 50% 2.70% 290%
10yrPW IB Rate 2 64% 2 50% 2 50% 2 50% 2 60% 2 60% 2.70% 2.70% 280% 300% 320% 330% 350% 3.70% 390%
25yrPW IB Rate 388% 3.70% 380% 380% 380% 380% 390% 390% 400% 410% 4 30% 440% 4 60% 480% 500%
50yrPW IB Rate 404% 390% 400% 400% 400% 400% 410% 410% 420% 4 30% 4 50% 4 60% 4 80% 500% 520%
SectorsvViw 050% 0 50% 0 50% 0 50% 0 50% 0 50% 0 50% 0 50% 0 50% 0 50% 0.75% 100% 125% 150% 1.75%
UBS 0 50% 0 50% 0 50% 0 50% 0 50% 0 50% 0 50% 0 50% 0 50% 0 50% - - - - -
CapialEconom ios 0 50% 0 50% 0 50% 0 50% 0 50% 0 50% 0 50% 050% 0 50% 0 50% - - - - -
SectorsViw 166% 150% 150% 150% 160% 160% 1.70% 1.70% 180% 200% 220% 2 30% 2 50% 2.70% 290%
UBS 166% - - - - - - - - - - - - - =
CapitalEconom ios 166% 130% 130% 130% 130% 130% 130% 130% 150% 160% - - - - -
SectorsViw 2.64% 2 50% 2 50% 2 50% 2 60% 2.60% 2.70% 2.70% 280% 300% 320% 330% 350% 3.70% 390%
UBS 2 64% 2 80% 300% 310% 320% 340% 3 50% 360% 3.70% 380% - - - - -
CapimlEconom ios 2 64% 2 30% 230% 2.30% 2 30% 230% 230% 230% 230% 230% - - - - -
SectorsvViw 388% 3.70% 380% 380% 380% 380% 390% 390% 400% 410% 4 30% 440% 4 60% 480% 500%
UBS 388% 400% 420% 430% 440% 4 50% 4 50% 4 50% 4 50% 4 50% - - - - -
CapialEconom ios 388% 350% 350% 350% 350% 350% 350% 350% 350% 350% - - - - -
SectorsViw 404% 390% 400% 400% 400% 400% 410% 410% 420% 4 30% 4 50% 4 60% 4 80% 500% 520%
UBS 404% 4 10% 4 30% 440% 4 50% 460% 4 60% 4 60% 4 60% 4 60% - = - - -

CapialEconom s 404% 380% 380% 380% 380% 380% 380% 380% 380% 380% - - - - -




APPENDIX 2 - Economic Background

Global economy

The Eurozone debt crisis has continued to cast a pall over the world economy
and has depressed growth in most countries. This has impacted the UK
economy which is unlikely to grow significantly in 2012 and is creating a major
headwind for recovery in 2013. Quarter 2 of 2012 was the third quarter of
contraction in the economy; this recession is the worst and slowest recovery
of any of the five recessions since 1930. A return to growth @ 1% in quarter
3 in unlikely to prove anything more than a washing out of the dip in the
previous quarter before a return to weak, or even negative, growth in quarter
4.

The Eurozone sovereign debt crisis has abated somewhat following the
ECB’s pledge to buy unlimited amounts of bonds of countries which ask for a
bailout. The immediate target for this statement was Spain which continues to
prevaricate on making such a request and so surrendering its national
sovereignty to IMF supervision. However, the situation in Greece is heading
towards a crunch point as the Eurozone imminently faces up to having to relax
the time frame for Greece reducing its total debt level below 120% of GDP
and providing yet more financial support to enable it to do that. Many
commentators still view a Greek exit from the Euro as inevitable as total debt
now looks likely to reach 190% of GDP i.e. unsustainably high. The question
remains as to how much damage a Greek exit would do and whether
contagion would spread to cause Portugal and Ireland to also leave the Euro,
though the longer a Greek exit is delayed, the less are likely to be the
repercussions beyond Greece on other countries and on EU banks.

Sentiment in financial markets has improved considerably since this ECB
action and recent Eurozone renewed commitment to support Greece and to
keep the Eurozone intact. However, the foundations to this “solution” to the
Eurozone debt crisis are still weak and events could easily conspire to put this
into reverse.

The US economy has only been able to manage weak growth in 2012
despite huge efforts by the Federal Reserve to stimulate the economy by
liberal amounts of quantitative easing (QE) combined with a commitment to a
continuation of ultra low interest rates into 2015. Unemployment levels have
been slowly reducing but against a background of a fall in the numbers of
those available for work. The fiscal cliff facing the President at the start of
2013 has been a major dampener discouraging business from spending on
investment and increasing employment more significantly in case there is a
sharp contraction in the economy in the pipeline. However, the housing
market does look as if it has, at long last, reached the bottom and house
prices are now on the up.

Hopes for a broad based recovery have, therefore, focused on the emerging
markets. However, there are increasing concerns over flashing warning signs
in various parts of the Chinese economy that indicate it may be heading for a
hard landing rather than a gradual slow down.
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UK economy

The Government’s austerity measures, aimed at getting the public sector
deficit into order over the next four years, now look as if they will fail to
achieve their objectives within the original planned timeframe. Achieving this
target is dependent on the UK economy growing at a reasonable pace but
recession in the Eurozone, our biggest trading partner, has depressed growth
whilst tax receipts have not kept pace with additional welfare benefit
payments. It will be important for the Government to retain investor
confidence in UK gilts so there is little room for it to change course other than
to move back the timeframe.

Currently, the UK is enjoying a maijor financial benefit from some of the lowest
sovereign borrowing costs in the world as the UK is seen as a safe haven
from Eurozone debt. There is, though, little evidence that consumer
confidence levels are recovering nor that the manufacturing sector is picking
up. On the positive side, growth in the services sector has rebounded in Q3
and banks have made huge progress since 2008 in shrinking their balance
sheets to more manageable levels and also in reducing their dependency on
wholesale funding. However, availability of credit remains tight in the
economy and the Funding for Lending scheme, which started in August 2012,
has not yet had the time to make a significant impact. Finally, the housing
market remains tepid and the outlook is for house prices to be little changed
for a prolonged period.

Economic Growth. Economic growth has basically flat lined since the
election of 2010 and, worryingly, the economic forecasts for 2012 and beyond
were revised substantially lower in the Bank of England Inflation quarterly
report for August 2012 and were then further lowered in the November
Report. Quantitative Easing (QE) was increased again by £50bn in July 2012
to a total of £375bn. Many forecasters are expecting the MPC to vote for a
further round of QE to stimulate economic activity regardless of any near-term
optimism. The announcement in November 2012 that £35bn will be
transferred from the Bank of England’s Asset Purchase Facility to the
Treasury (representing coupon payments to the Bank by the Treasury on gilts
held by the Bank) is also effectively a further addition of QE.

Unemployment. The Government’s austerity strategy has resulted in a
substantial reduction in employment in the public sector. Despite this, total
employment has increased to the highest level for four years as over one
million jobs have been created in the private sector in the last two years.

Inflation and Bank Rate. Inflation has fallen sharply during 2012 from a peak
of 5.2% in September 2011 to 2.2% in September 2012. However, inflation
increased back to 2.7% in October though it is expected to fall back to reach
the 2% target level within the two year horizon.

AAA rating. The UK continues to enjoy an AAA sovereign rating. However,
the credit rating agencies will be carefully monitoring the rate of growth in the
economy as a disappointing performance in that area could lead to a major
derailment of the plans to contain the growth in the total amount of
Government debt over the next few years. Moody’s has stated that it will
review the UK’s Aaa rating at the start of 2013.
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Sector’s forward view

Economic forecasting remains difficult with so many external influences
weighing on the UK. There does, however, appear to be consensus among
analysts that the economy remains relatively fragile and whilst there is still a
broad range of views as to potential performance, expectations have all been
downgraded during 2012. Key areas of uncertainty include:

¢ the potential for the Eurozone to withdraw support for Greece at some
point if the costs of such support escalate were to become prohibitive,
so causing a worsening of the Eurozone debt crisis and heightened risk
of the breakdown of the bloc or even of the currency itself;

e inter government agreement on how to deal with the overall Eurozone
debt crisis could fragment; the impact of the Eurozone crisis on
financial markets and the banking sector;

¢ the impact of the Government’s austerity plan on confidence and
growth and the need to rebalance the economy from services to
manufactured goods;

¢ the under-performance of the UK economy which could undermine the
Government’s policies that have been based upon levels of growth that
are unlikely to be achieved;

e therisk of the UK’s main trading partners, in particular the EU and US,
falling into recession ;

¢ stimulus packages failing to stimulate growth;
e elections due in Germany in 2013;

e potential for protectionism i.e. an escalation of the currency war / trade
dispute between the US and China.

¢ the potential for action to curtail the Iranian nuclear programme

¢ the situation in Syria deteriorating and impacting other countries in the
Middle East

The focus of so many consumers, corporates and banks on reducing their
borrowings, rather than spending, will continue to act as a major headwind to
a return to robust growth in western economies.

Given the weak outlook for economic growth, Sector sees the prospects for
any changes in Bank Rate before 2015 as very limited. There is potential for
the start of Bank Rate increases to be even further delayed if growth
disappoints.
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Sector believes that the longer run trend is for gilt yields and PWLB rates to
rise due to the high volume of gilt issuance in the UK, and the high volume of
debt issuance in other major western countries. The interest rate forecast in
this report represents a balance of downside and upside risks. The downside
risks have already been commented on. However, there are specific
identifiable upside risks as follows to PWLB rates and gilt yields, and
especially to longer term rates and yields: -

UK inflation being significantly higher than in the wider EU and US
causing an increase in the inflation premium in gilt yields

Reversal of QE; this could initially be allowing gilts held by the Bank to
mature without reinvesting in new purchases, followed later by outright
sale of gilts currently held

Reversal of Sterling’s safe haven status on an improvement in financial
stresses in the Eurozone

Investors reverse de-risking by moving money from government bonds
into shares in anticipation of a return to worldwide economic growth

The possibility of a UK credit rating downgrade (Moody’s has stated
that it will review the UK’s Aaa rating at the start of 2013).
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APPENDIX 3 - Treasury Management Practice (TMP1) — Credit and
Counterparty Risk Management Specified and Non-Specified Investments
and Limits

SPECIFIED INVESTMENTS: All such investments will be sterling denominated,
with maturities up to maximum of 1 year, meeting the minimum ‘high’ quality
criteria where applicable.

NON-SPECIFIED INVESTMENTS: These are any investments which do not
meet the Specified Investment criteria. A maximum of £5m will be held in
aggregate in non-specified investment

A variety of investment instruments will be used, subject to the credit quality of the
institution, and depending on the type of investment made it will fall into one of the
above categories.

The criteria, time limits and monetary limits applying to institutions or investment
vehicles are:

SPECIFIED INVESTMENTS:

Minimum ‘High’

Credit Criteria

Deb_t_Management Agency Deposit UK Sovereign Rating In-house
Facility
Term deposits — local authorities N/A In-house

Minimum colour of
Term deposits — banks and building green on our external In-house
societies treasury advisers credit

rating matrix
Treasury Bills UK sovereign rating In-house
Bonds issued by multilateral UK Sovereign Rating In-house
development banks

~ In-house (£5m limit
Money market funds \I;g:;gtilffrTagﬁAMRl + for cash flow
Y 9 purposes)

Term deposits with nationalised banks and banks and building societies

Minimum Credit Max of total Max. .
o ; maturity
Criteria investments .
period

Minimum colour of
UK part nationalised green on our external | In-
. £10m 1 year
banks treasury advisers house
credit rating matrix
Banks part nationalised | Minimum colour of
by AAA or AA+ green on our external | In-
. . . £5m 1 year
sovereign rating treasury advisers house
countries —non UK credit rating matrix




NON SPECIFIED INVESTMENTS:
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Non-Specified Investments have a greater potential risk and we have set a limit to
the overall amount that may be held in such an investment at any time in the year.
We have set our maximum aggregate exposure in non-specified investments at
no more than the amount of core cash the authority expects over the next 3 years
(£5 Million). This is to allow greater benefits in following interest rate cycles, and
provide opportunities should preferable market conditions arise.

1. Maturities of Any Period

. . Max % of Max.
Mlplm_um el Use non-specified | maturity
Criteria . .
investments period
Sovereign rating
Fixed term deposits with of AAA or AR+
. : and minimum
variable rate and variable o
o colour of green on | In-house 100% 1 year
maturities: -Structured
. our external
deposits .
treasury advisers
credit rating matrix
Collateralised deposit UK Sovereign In-house 100% 1year
(see note 1) rating or note 1
UK Sovereign
Certificates of deposit rating and
issued by banks and minimum colour of
building societies covered | green on our In-house 100% 1 year
by UK Government external treasury
(explicit) guarantee advisers credit
rating matrix
UK sovereign In-house
UK Government Gilts . buy and 100% 2 year
rating
hold
. : In-house
Sovereign bond issues A A o
(other than the UK govt) Egly:jand 100% 2 year
Bond issuance issued by a
financial institution which is
explicitly guaranteed by . In-house
the UK Government ;I;nsoverelgn buy and 100% 2 year
(refers solely to GEFCO - 9 hold
Guaranteed Export
Finance Corporation)
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Collective Investment Schemes structured as Open Ended Investment Companies
(OEICs): -

1. Government Liquidity
Funds

Minimum Credit
Criteria

Long-term AAA
volatility rating
MR1+

In-house

Max % of

non-specified | maturity

investments

100%

5 years

2. Enhanced cash funds

Long-term AAA
volatility rating
MR1+

In-house

100%

5 years

3. Gilt Funds

Long-term AAA
volatility rating
MR1+

In-house

100%

5 years

Note 1. as collateralised deposits are backed by collateral of AAA rated local

authority LOBGOs, this investment instrument is regarded as being a AAA rated

investment as it is equivalent to lending to a local authority.

If forward deposits are to be made, the forward period plus the deal period should
not exceed one year in aggregate.

N.B. buy and hold may also include sale at a financial year end and repurchase
the following day in order to accommodate the requirements of SORP.




2. Maturities in excess of 1 year
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Max % of Max
Minimum Credit non- matt.lrity
Criteria specified eriod
investments | P
Term c_igposﬂs — UK local N/A In- 100% 5 year
authorities house
Sovereign rating of
AAA or AA+ and
Term deposits — banks and minimum colour of In- 100% 5
building societies orange on our house ° year
external treasury
advisers credit
rating matrix
Certificates of deposit issued grﬁlsrﬂ;/:i:ﬁ:?;] rc?llggr
by banks and building of orange on our In-
societies covered by UK 9 100% 5 year
- external treasury house
Government (explicit) . .
advisers credit
guarantee ; .
rating matrix
Sovereign rating of
AAA or AA+ and
Certificates of deposit issued | minimum colour of In-
by banks and building orange on our house 100% 5 year
societies external treasury
advisers credit
rating matrix
In-
Bonds issued by multilateral | , , , 28336 100% 5 year
development banks
and
hold

Whilst these are maximum limits, under normal circumstances the Section 151
Officer will ensure lower limits are maintained. The higher limits are required to
allow flexibility in the movement of funds if a particular issue or circumstance

arose e.g. global banking crisis.

The maximum total investment to any individual financial institution or its parent

group is £5m.

Accounting treatment of investments. The accounting treatment may differ
from the underlying cash transactions arising from investment decisions made by
this Council. To ensure that the Council is protected from any adverse revenue
impact, which may arise from these differences, we will review the accounting
implications of new transactions before they are undertaken.




APPENDIX 4 - Approved countries for investments

Australia
Canada
Denmark
Finland
Germany
Luxembourg
Netherlands
Norway
Singapore
Sweden
Switzerland
U.K.

France
Hong Kong
USA.
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APPENDIX 5 - Treasury management scheme of delegation

(i) Full council

« receiving and reviewing reports on treasury management policies,
practices and activities

« approval of annual strategy.

« approval of / amendments to the council's adopted clauses, treasury
management policy statement and treasury management practices

« budget consideration and approval

« approval of the division of responsibilities as contained in the Financial
Regulations

« approving the selection of external service providers and agreeing terms of
appointment in accordance with the contract and procurement procedure
rules

(ii) Cabinet and Governance & Audit Committee

« reviewing the treasury management policy and procedures and making
recommendations to the responsible body.

« receiving and reviewing regular monitoring reports and acting on
recommendations

SCRUTINY AND MONITORING

Council delegates the scrutiny and monitoring of the Treasury Management
function to the Governance and Audit Committee. As a minimum they will receive
a Mid Term Treasury report on investment issues and performance. Training will
be made available for members of the Governance and Audit Committee to
ensure they have the necessary skills to undertake this role. Recommendations
will be reported to Cabinet.

The Governance and Audit Committee will also have access to professional and
independent advice and support as required in order to undertake this role.
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APPENDIX 6 - The treasury management role of the Section 151 Officer and

deputy

The Section 151 Officer responsibilities are as follows:

= managing the Treasury Management function

recommending treasury management policies and practice for
approval, reviewing the same regularly and monitoring compliance
Ensuring the adequacy of treasury management resources and skills
are maintained by CPBS

Receiving and reviewing management information reports from
CPBS

Reviewing the performance of the treasury management function

= Informing Elected members

Submitting regular treasury management reports to Members
Reviewing the treasury management strategy

Maintaining an effective internal audit of treasury management and
liaising with external audit.

Compass Point Business Services (CPBS) is responsible for the
provision of:

« treasury management strategy statements and practices for approval
« regular treasury management policy reports

« budget and budget variations

« management information reports

« adequate treasury management resources and skills, and effective division
of responsibilities within the treasury management function, and;

« arranging the appointment of external treasury management advisors.

Where the use of particular instant access accounts, notice accounts and
money market funds has been approved by the Section 151 Officer, CPBS
treasury officers have delegated authority to withdraw and deposit funds within
the agreed limits contained in this strategy.




