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1. Background

The Authority operates a balanced budget, which broadly means cash raised
during the year will meet its cash expenditure. Part of the treasury
management operations ensure this cash flow is adequately planned, with
surplus monies being invested in low risk counterparties, providing adequate
liquidity initially before considering maximising investment return.

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

As a consequence treasury management is defined 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.”

2. Introduction

The Chartered Institute of Public Finance and Accountancy’s (CIPFA) Code of
Practice on Treasury Management 2011 has been adopted by this Authority.

The primary requirements of the Code are as follows:

e Creation and maintenance of a Treasury Management Policy
Statement which sets out the policies and objectives of the Authority’s
treasury management activities.

e Creation and maintenance of Treasury Management Practices which
set out the manner in which the Authority will seek to achieve those
policies and objectives.

e Receipt by the Authority of an annual Treasury Management Strategy
Statement - including the Annual Investment Strategy and Minimum
Revenue Provision Policy - for the year ahead, a Mid-year Review
Report and an Annual Report covering activities during the previous
year.



e Delegation by the Authority of responsibilities for implementing and
monitoring treasury management policies and practices and for the
execution and administration of treasury management decisions.

e Delegation by the Authority of the role of scrutiny of treasury
management strategy and policies to a specific named body. For this
Authority the delegated body is the Audit Committee.

This mid-year report has been prepared in compliance with CIPFA’s Code of
Practice on Treasury Management, and covers the following:

e An economic update for the first six months of 2019/20;

e A review of the Treasury Management Strategy Statement and Annual
Investment Strategy;

e The Authority’s capital expenditure (prudential indicators);

e Areview of the Authority’s investment portfolio for 2019/20;

e A review of the Authority’s borrowing strategy for 2019/20;

e A review of any debt rescheduling undertaken during 2019/20;

e A review of compliance with Treasury and Prudential Limits for
2019/20.

3. Economic update

UK. This first half year has been a time of upheaval on the political front as
Theresa May resigned as Prime Minister to be replaced by Boris Johnson on
a platform of the UK leaving the EU on 31 October, with or without a deal.
However, in September, the proroguing of Parliament was overturned by the
Supreme Court and Parliament carried a bill to delay Brexit until 31 January
2020 if there is no deal by 31 October. MPs also voted down holding a
general election before 31 October, though one is likely before the end of
2019. So far, there has been no majority of MPs for any one option to move
forward on enabling Brexit to be implemented. At the time of writing the whole
Brexit situation is highly fluid and could change radically by the day. Given
these circumstances and the likelihood of an imminent general election, any
interest rate forecasts are subject to material change as the situation evolves.
If the UK does soon achieve a deal on Brexit agreed with the EU then it is
possible that growth could recover relatively quickly. The MPC could then
need to address the issue of whether to raise Bank Rate at some point in the
coming year when there is little slack left in the labour market; this could
cause wage inflation to accelerate which would then feed through into general
inflation. On the other hand, if there was a no deal Brexit and there was a
significant level of disruption to the economy, then growth could weaken even
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further than currently and the MPC would be likely to cut Bank Rate in order to
support growth. However, with Bank Rate still only at 0.75%, it has relatively
little room to make a big impact and the MPC would probably suggest that it
would be up to the Chancellor to provide help to support growth by way of a
fiscal boost by e.g. tax cuts, increases in the annual expenditure budgets of
government departments and services and expenditure on infrastructure
projects, to boost the economy.

The first half of 2019/20 has seen UK economic growth fall as Brexit
uncertainty took a toll. In its Inflation Report of 1 August, the Bank of England
was notably downbeat about the outlook for both the UK and major world
economies. The MPC meeting of 19 September reemphasised their concern
about the downturn in world growth and expressed concern that prolonged
Brexit uncertainty would contribute to a build-up of spare capacity in the UK
economy, especially in the context of a downturn in world growth. This
mirrored investor concerns around the world which are now expecting a
significant downturn or possibly even a recession in some major developed
economies. It was therefore no surprise that the Monetary Policy Committee
(MPC) left Bank Rate unchanged at 0.75% throughout 2019, so far, and is
expected to hold off on changes until there is some clarity on what is going to
happen over Brexit. However, it is also worth noting that the new Prime
Minister is making some significant promises on various spending
commitments and a relaxation in the austerity programme. This will provide
some support to the economy and, conversely, take some pressure off the
MPC to cut Bank Rate to support growth.

As for inflation itself, CPI has been hovering around the Bank of England’s
target of 2% during 2019 but fell to 1.7% in August. It is likely to remain close
to 2% over the next two years and so it does not pose any immediate concern
to the MPC at the current time. However, if there was a no deal Brexit,
inflation could rise towards 4%, primarily as a result of imported inflation on
the back of a weakening pound.

With regard to the labour market, despite the contraction in quarterly GDP
growth of -0.2% qg/q, (+1.3% yly), in quarter 2, employment continued to rise,
but at only a muted rate of 31,000 in the three months to July after having
risen by no less than 115,000 in quarter 2 itself: the latter figure, in particular,
suggests that firms are preparing to expand output and suggests there could
be a return to positive growth in quarter 3. Unemployment continued at a 44
year low of 3.8% on the Independent Labour Organisation measure in July
and the participation rate of 76.1% achieved a new all-time high. Job
vacancies fell for a seventh consecutive month after having previously hit
record levels. However, with unemployment continuing to fall, this month by
11,000, employers will still be having difficulty filling job vacancies with
suitable staff. It was therefore unsurprising that wage inflation picked up to a
high point of 3.9% in June before easing back slightly to 3.8% in July, (3
month average regular pay, excluding bonuses). This meant that in real
terms, (i.e. wage rates higher than CPI inflation), earnings grew by about
2.1%. As the UK economy is very much services sector driven, an increase in
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household spending power is likely to feed through into providing some
support to the overall rate of economic growth in the coming months. The
latest GDP statistics also included a revision of the savings ratio from 4.1% to
6.4% which provides reassurance that consumers’ balance sheets are not
over stretched and so will be able to support growth going forward. This would
then mean that the MPC will need to consider carefully at what point to take
action to raise Bank Rate if there is an agreed Brexit deal, as the recent pick-
up in wage costs is consistent with a rise in core services inflation to more
than 4% in 2020.

In the political arena, if there is a general election soon, this could result in a
potential loosening of monetary policy and therefore medium to longer dated
gilt yields could rise on the expectation of a weak pound and concerns around
inflation picking up although, conversely, a weak international backdrop could
provide further support for low yielding government bonds and gilts.

EUROZONE. Growth has been slowing from +1.8 % during 2018 to around
half of that in 2019. Growth was +0.4% qg/q (+1.2% yly) in quarter 1 and then
fell to +0.2% q/g (+1.0% yly) in quarter 2; there appears to be little upside
potential to the growth rate in the rest of 2019. German GDP growth fell to -
0.1% in quarter 2; industrial production was down 4% y/y in June with car
production down 10% y/y. Germany would be particularly vulnerable to a no
deal Brexit depressing exports further and if President Trump imposes tariffs
on EU produced cars. The European Central Bank (ECB) ended its
programme of quantitative easing purchases of debt in December 2018, which
meant that the central banks in the US, UK and EU had all ended the phase of
post financial crisis expansion of liquidity supporting world financial markets
by purchases of debt. However, the downturn in EZ growth in the second half
of 2018 and into 2019, together with inflation falling well under the upper limit
of its target range of 0 to 2%, (but it aims to keep it near to 2%), has prompted
the ECB to take new measures to stimulate growth. At its March meeting it
said that it expected to leave interest rates at their present levels “at least
through the end of 2019”, but that was of little help to boosting growth in the
near term.

On the political front, Austria, Spain and ltaly are in the throes of forming
coalition governments with some unlikely combinations of parties i.e. this
raises questions around their likely endurance. The recent results of two
German state elections will put further pressure on the frail German CDU/SDP
coalition government.
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Link Asset Services interest rate forecast

Treasury advisor, Link Asset Services, has provided the following forecast:

Link Asset Services Interest Rate View

Dec-19 Mar-20 Jun-20 Sep-20 Dec-20 Mar-21 Jun-21 Sep-21 Dec-21 Mar-22

Bank Rate View 0.75 0.75 0.75 0.75 1.00 1.00 1.00 1.00 1.00 125
3 Month LIBID 0.70 0.70 0.70 0.80 0.90 1.00 1.00 1.00 1.10 1.20
6 Month LIBID 0.80 0.80 0.80 0.90 1.00 1.10 1.10 1.20 1.30 1.40
12 Month LIBID 1.00 1.00 1.00 1.10 1.20 1.30 1.30 1.40 1.50 1.60
Syr PWLB Rate 2.30 2.50 2.60 2.70 2.70 2.80 2.90 3.00 3.00 3.10
10yr PWLB Rate 2.60 2.80 2.90 3.00 3.00 3.10 3.20 3.30 3.30 3.40
25yr PWLB Rate 3.30 3.40 3.50 3.60 3.70 3.70 3.80 3.90 4.00 4.00
50yr PWLB Rate 3.20 3.30 3.40 3.50 3.60 3.60 3.70 3.80 3.90 3.90

The above forecasts have been based on an assumption that there is some
sort of an agreed deal on Brexit at some point in time. Given the current level
of uncertainties, this is a huge assumption and so forecasts may need to be
materially reassessed in the light of events over the next few weeks or months

It has been little surprise that the Monetary Policy Committee (MPC) has left
Bank Rate unchanged at 0.75% so far in 2019 due to the ongoing uncertainty
over Brexit. In its meeting on 1 August, the MPC became more dovish as it
was more concerned about the outlook for both the global and domestic
economies. That’s shown in the policy statement, based on an assumption
that there is an agreed deal on Brexit, where the suggestion that rates would
need to rise at a “gradual pace and to a limited extent” is now also conditional
on “some recovery in global growth”. Brexit uncertainty has had a dampening
effect on UK GDP growth in 2019, especially around mid-year. If there were a
no deal Brexit, then it is likely that there will be a cut or cuts in Bank Rate to
help support economic growth. The September MPC meeting sounded even
more concern about world growth and the effect that prolonged Brexit
uncertainty is likely to have on growth.
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4. Treasury Management Strategy Statement and

Annual Investment Strateqy update

The Treasury Management Strategy Statement (TMSS) for 2019/20 was
approved by the Authority on 18th February 2019. There are no policy
changes to the TMSS; the details in this report update the position in the light
of the updated economic position and budgetary changes already approved.

Original Revised
Prudential Indicator 2019/20 Prudential Prudential
Indicator Indicator
Authorised Limit £44m £44m
Operational Boundary £40m £40m
Capital Financing Requirement
(31.3.19) £37m £37m
5. The Authority’s Capital Position (Prudential

Indicators)

This section of the report provides an update on:

e The Authority’s capital expenditure plans;

e How these plans are being financed,;

e The impact of the changes in the capital expenditure plans on the
prudential indicators and the underlying need to borrow; and

e Compliance with the limits in place for borrowing activity.
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Prudential Indicator for Capital Expenditure

The table below shows the capital programme which was approved by the
Authority 18th February 2019, it has since been revised to reflect the impact of
capital expenditure and financing decisions in 2018/19. The forecast outturn
position is as at 30th September 2019.

Approved Revised Forecast
Capital Expenditure 2019/20 Feb 2019 Estimate Outturn
£000 £000 £000
Land & Buildings:
Coventry Fire Station 0 171 171
Aston Fire Station 2,159 3,205 2,905
HQ Alterations 0 42 51
Boiler Replacement Programme 151 151 151
Roof Replacements 73 140 140
Windows & Door Replacements 276 276 276
Rewires 321 426 426
Drill Tower/Training Facilities 290 295 295
Security Works 0 68 68
Vehicles:
Vehicle Replacement Programme 3,254 3,540 2,172
ICT & Equipment:
Enterprise Resources Planning 0 180 180
C+C Upgrade — Vision 4/ESMCP 0 417 422
Oracle Licensing 0 25 25
Total 6,524 8,936 7,282
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Changes to the Financing of the Capital Programme

The table below draws together the main strategy elements of the capital
expenditure plans and the expected financing arrangements of this capital

expenditure.

The borrowing element of the table increases the underlying

indebtedness of the Authority by way of the Capital Financing Requirement
(CFR), although this will be reduced in part by revenue charges for the
repayment of debt (the Minimum Revenue Provision). This direct borrowing
need may also be supplemented by maturing debt and other treasury

requirements.

Approved Revised Forecast

Capital Expenditure 2019/20 Feb 2019 Estimate Outturn

£000 £000 £000

Total Spend 6,524 8,936 7,282
Financed by:

Capital Receipts 0 0 0

Capital Grants / Contributions 0 157 157

Revenue Contribution to Capital 6,524 8,779 7,125

Total Financing 6,524 8,936 7,282

Borrowing Need 0 0 0

Changes to the Prudential Indicators

Debt and the Operational Boundary

for the CFR, External

The table below shows the CFR, which is the underlying external need to

incur borrowing for a capital purpose.
position over the period. This is termed the Operational Boundary.

Prudential Indicator — CFR

The Authority is on target to achieve the original forecast CFR.

It also shows the expected debt

Prudential Indicator — External Debt / the Operational Boundary

Ref:

2019/20 2019/20
Original Revised
Estimate Estimate
Prudential Indicator — CFR
Total CFR (31.3.19) £37m £37m

Prudential Indicator — External De

bt / the Operational Boundary

Borrowing

£40m

£40m
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Total debt 31 March 2019 £36m £36m

Limits to Borrowing Activity

The first key control over the treasury activity is a prudential indicator to
ensure that over the medium term, net borrowing (borrowings less
investments) will only be for a capital purpose. Gross external borrowing
should not, except in the short term, exceed the total of CFR in the preceding
year plus the estimates of any additional CFR for 2019/20 and next two
financial years. This allows some flexibility for limited early borrowing for
future years. The Authority has approved a policy for borrowing in advance of
need which will be adhered to if this proves prudent.

2019/20 2019/20

Original Revised

Estimate Estimate
Gross borrowing (Excluding Ex WMCC) £33m £33m
CFR (31.3.19) £37m £37m

The Treasurer reports that no difficulties are envisaged for the current or
future years in complying with this prudential indicator.

A further prudential indicator controls the overall level of borrowing. This is
the Authorised Limit which represents the limit beyond which borrowing is
prohibited and needs to be set and revised by Members. It reflects the level
of borrowing which, while not desired, could be afforded in the short term, but
IS not sustainable in the longer term. It is the expected maximum borrowing
need with some headroom for unexpected movements. This is the statutory

limit determined under section 3 (1) of the Local Government Act 2003.

2019/20 2019/20
Authorised limit for external debt Original Revised

Indicator Indicator
Borrowing £44m £44m
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6. Investment Portfolio 2019/20

In accordance with the Code, it is the Council’s priority to ensure security of
capital and liquidity, and to obtain an appropriate level of return which is
consistent with the Council’s risk appetite. As shown by forecasts in section 3
it is a very difficult investment market in terms of earning the level of interest
rates commonly seen in previous decades as rates are very low and in line
with the current 0.75% Bank Rate. The continuing potential for a re-
emergence of a Eurozone sovereign debt crisis, and its impact on banks,
prompts a low risk and short-term strategy. Given this risk environment and
the fact that increases in Bank Rate are likely to be gradual and unlikely to
return to the levels seen in previous decades, investment returns are likely to
remain low.

The Authority held £62.5m of investments as at 30 September 2019 (£40.9m
at 31 March 2019) and the investment portfolio yield for the first six months of
the year is 0.78% against a benchmark (average 7-day LIBID rate) of 0.57%.

The Treasurer confirms that the approved limits within the Annual Investment
Strategy were not breached during the first six months of 2019/20.

The Authority’s budgeted investment return for 2019/20 is £0.300m, and
performance for the year to date is in line with the budget.

Investment Counterparty Criteria

The current investment counterparty criteria selection approved in the TMSS
is meeting the requirement of the treasury management function.
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7. Borrowing

The Authority’s CFR for 2019/20 is £37m (31.3.19). The CFR denotes the
Authority’s underlying need to borrow for capital purposes. If the CFR is
positive the Authority may borrow from the PWLB or the market (external
borrowing) or from internal balances on a temporary basis (internal
borrowing). The balance of external and internal borrowing is generally driven
by market conditions.

It is not anticipated that borrowing will be undertaken during this financial year
however this requirement will be monitored by the Treasurer as part of the
capital financing decisions.

The graph below shows the movement in PWLB rates for the first six months
of the year:

PWLB Rates 1.4.19 - 30.9.19
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8. Debt Rescheduling

Debt rescheduling opportunities have been very limited in the current
economic climate given the consequent structure of interest rates and
following the increase in the margin added to gilt yields which has impacted
PWLB new borrowing rates since October 2010. No debt rescheduling has
therefore been undertaken to date in the current financial year.

The 100bps increase in PWLB rates from 9/10/19 only applied to new
borrowing rates, not to premature repayment rates.

9. Other

Changes in risk appetite

The 2018 CIPFA Codes and guidance notes have placed enhanced
importance on risk management. Where an authority changes its risk appetite
e.g. for moving surplus cash into or out of certain types of investment funds or
other types of investment instruments, this change in risk appetite and policy
should be brought to members’ attention in treasury management update
reports.
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