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Enquiries to: Glenn McGuinness (Section 151 Officer)

1. Purpose of the report

The Authority decided to review its Treasury Management Strategy. For this purpose
Arlingclose, a specialist local authority treasury adviser, was appointed to review current
arrangements and produce a Treasury Management Strategy in conjunction with the
Section 151 Officer.

The resuiting Treasury Management Strategy is fully compliant with CIPFA requirements
and was reviewed by the Performance and Resources Board on 2™ September 2019.

The Section 151 Officer was then asked to present a decision sheet to formally adopt
the strategy.



a)

b)

d)

Recommendations

From the Treasury Management Strategy attached, the following approvals are required:

The borrowing and investment strategy (see pages 5 to 7) is recommended for approval
by the Commissioner.

The proposed investment and counterparty limits set out in table 3 (on page 8) are
recommended for approval by the Commissioner.

The Treasury Management indicators (see pages 11 and 12) are recommended for
approval by the Commissioner.

Under Related Matters (see pages 12 and 13), the Commissioner is requested to
approve the strategies for financial derivatives and financial instruments.

Benefits of the proposal

Treasury management is the management of the Authority's cash flows, borrowing and
investments, and associated risks.

The Authority has borrowed and invested 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 financial risk are therefore central
to the Authority’s prudent financial management.

Background and proposal

A treasury management strategy for 2019-20 was originally presented to the
Performance and Resources Board on 25" March 2019. A decision was taken to carry
out an independent review of the current treasury management arrangements and
strategy by Arlingclose, an independent treasury advisory company.

The attached report and this decision sheet reflects that advice.

Alternative options considered and rejected

None; the Authority is required to conduct treasury management 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).

Strategic priorities

The management of the Authority’s cash, borrowings and investments and associated
risks are essential to prudent financial management.

Operational implications

None directly



8. Financial implications
As set out in the attached Treasury Management Strategy.
9. Legal implications

None directly

10.  Staffing implications
None directly
1. Equality and Diversity implications
None directly
12. Risks
As set out in the attached Treasury Management Strategy.
13. Governance Boards

This strategy was discussed at the Performance and Resources Board on 2
September 2019.

The Section 151 Officer was then asked to prepare and submit a decision sheet to
formally adopt the strategy.

14. Background papers

Treasury Management Strategy Statement 2019/20 presented to the Performance and
Resources Board on 2" September 2019 (attached)

Decision Process

Step 1A - Chief Fire Officer Comments

(The Chief Fire Officer is asked in their capacity as the Head of Paid Service to comment on
the proposal.)

fapw@-fﬁe/boommma(@ﬁ@w

Step 1B — Consultation with representative bodies

(The Chief Fire Officer is to set out the consultation that has been undertaken with the
representative bodies)

ConSuttefon. ot e @paste oM epbacte..




Step 2 - Statutory Officer Review

The report will be reviewed by the Essex Police, Fire and Crime Commissioner Fire and
Rescue Authority’s (“the Commissioner’s”) Monitoring Officer and Chief Finance Officer
prior to review and sign off by the Commissioner or?

Monitoring Officer Sign: .. YN

; A
W
Print: PQ’L@& b

Chief Finance Officer Sign:

M\L(jv f
PrintCx LGV, [ ) c(><¢ Wp(/(,%fg

Step 3 - Publication

Is the report for publication? YES/N®.

If ‘NO’, please give reasons for non-publication (Where relevant, cite the security
classification of the document(s). State ‘none’ if applicable)

If the report is not for publication, the Monitoring Oﬁ'icer will decide if and how the public can
be informed of the decision.

Step 4 - Redaction
If the report is for publication, is redaction required:

1 Of Decision Sheet YES/NO

2 Of Appendix ¥ES/NO

If ‘YES’, please provide details of required redaction:

Daté redaction carriedout: ...................ociiiiiii,

If redaction is required, the Chief Finance Officer or the Monitoring Officer are to sign off
that redaction has been completed.



Step 5 - Decision by the Rolice, Fire and Crime Commissioner or Deputy Police, Fire
and Crime Commissionér

| agree the recommengations to this report:

annmemanssans (P Fatrsh DIPFCE)

SIGN: oo, — (PFCC / DPFCC)

Date signed: ..........ccoviviimiiiieeeneee s e ene e
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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.

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 support is assumed
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.

Interest rate forecast: Following the increase in Bank Rate to 0.75% in August 2018,
the Monetary Policy Committee's (MPC) bias towards higher interest rates has changed
as a result of recent events regarding the resignation of the Prime Minister and the
Conservative party leadership contest having increased the uncertainty surrounding
Brexit. It is unlikely policymakers will raise Bank Rate unless there is some certainty to
the withdrawal agreement; therefore rate rises are unlikely in the short- to medium-term.

Essex County Fire & Rescue appointed Arlingclose, a local authority treasury advisor, to
review its treasury strategy. Arlingclose’s central case incorporates the MPC keeping
Bank Rate at 0.75% for the foreseeable future. The forecast recognises risks to both
sides, which is dependent on Brexit outcomes and the evolution of the global economy.

The UK economic environment remains relatively soft, after strong labour market data in
the first quarter. Arlingclose's view is that the economy still faces a challenging outlook
as it exits the European Union and Eurozone growth softens. 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.

Gilt yields and hence long-term borrowing rates have remained at low levels but some
upward movement from current levels is expected based on Arlingclose's interest rate
projections, due to the strength of the US economy and the European Central Bank's
(ECB) forward guidance on higher rates. 10-year and 20-year gilt yields are forecast to
remain around 1.2% and 1.5% respectively over the interest rate forecast horizon,
however volatility arising from both economic and political events are likely to continue to
offer borrowing opportunities.

A more detailed economic and interest rate forecast provided by Arlingclose is attached
at Appendix A.

For setting the budget, it has been assumed that new investments will be made at an

average rate of 0.8%, and that new long-term loans will be borrowed at an average rate
of 2.2%.

Page 3 of 17

Local Context

On 31¢ March 2019, the Authority held £27m of borrowing and £8.5m of investments.
This is set out in further detail at Appendix B. Forecast changes in these sums are shown
in the balance sheet analysis in table 1 below.

[Note - 31.3.18 figures are taken from the 2018 audited accounts and 31.3.19 figures are
taken from the 2019 unaudited accounts]

Table 1: Balance sheet summary and forecast (further detail 31.3.19 at appendix C)

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 379 36.5 37.0 36.8 36.6
Less: External borrowing * -28.3 -27.0 -24.5 -24.5 -24.5
Internal borrowing 9.7 9.5 12.5 12.3 121
Less: Usable reserves -20.4 -21.9 -21.9 -21.9 -21.9
Plus: Working capital 3.1 3.9 3.9 3.9 3.9
Investments 7.6 8.6 55 5.8 5.9

* shows only loans to which the Authority is committed and excludes optional refinancing

The underlying need to borrow for capital purposes is measured by the Capital Financing
Requirement (CFR), while usable reserves and working capital are the underlying
resources available for investment. The Authority’s current strategy is to maintain
borrowing and investments below their underlying levels, sometimes known as internal
borrowing.

The Authority's capital expenditure plans do not currently imply any need to borrow over
the forecast period. Investments are forecast to fall to below £6m as a result of maturing
loans.

CIPFA’s Prudential Code for Capital Finance in Local Authorities recommends that the
Authority's total debt should be lower than its highest forecast CFR over the next three
years. Table 1 shows that the Authority expects to comply with this recommendation
during 2019/20.

Liability benchmark: To compare the Authority's actual borrowing against an alternative
strategy, a liability benchmark has been calculated showing the lowest risk level of
borrowing. This assumes the same forecasts as table 1 above, but that cash and
investment balances are kept to a minimum level of £5m at each year-end to maintain
sufficient liquidity but minimise credit risk.

Page 4 of 17
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Short-term and variable rate loans: These loans leave the Authority exposed to the risk
of short-term interest rate rises and are therefore subject to the interest rate exposure
limits in the treasury management indicators below.

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.

Investment Strate
The Authority holds modest levels of invested funds, representing income received in
advance of expenditure plus balances and reserves held. In the past 12 months, the
Authority's investment balance has ranged between £8 and £18 million; however, levels
are expected to be fall in the forthcoming year and going forward.

Objectives: The CIPFA Code requires the Authority 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 Authority’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 unsuitably low investment income. Where balances are
expected to be invested for more than one year, the Authority will aim to achieve a total
return that is equal or higher than the prevailing rate of inflation, in order to maintain the
spending power of the sum invested.

Negative interest rates: 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 ely
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.

Strategy: Given that investment balances are projected to fall and then remain low, the
Authority aims to maintain an investment portfolio of high creditworthiness with a liquid
maturity profile. All of the Authority’s surplus cash is currently invested in money market
funds.

Business models: Under the new IFRS 9 standard, the accounting for certain
investments depends on the Authority’s “business model” for managing them. The
Authority aims to achieve value from its internally managed treasury investments by a
business model of collecting the contractual cash flows and therefore, where other criteria
are also met, these investments will continue to be accounted for at amortised cost.

Approved counterparties: The Authority may invest its surplus funds with any of the

counterparty types in table 3 below, subject to the cash limits (per counterparty) and the
time limits shown.
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Table 3: Approved investment counterparties and limits
Credit Banks Banks Registered
rating | unsecured secured Govarnmient | Corgorates Providers
%oﬁ n/a n/a £ mrm:v_‘__m._._m_ﬂmn nfa n/a
AAA £1m £2m £1m £1m £1m
5 years 20 years 50 years 20 years 20 years
Ah+ £1m £2m £1m £1m £1m
5 years 10 years 25 years 10 years 10 years
AA £1m £2m £1m £1m £1m
4 years 5 years 15 years 5 years 10 years
AA- £1m £2m £1m £1m £1m
3 years 4 years 10 years 4 years 10 years
At £1m £2m £1m £1m £1m
2 years 3 years 5 years 3 years 5 years
A £1m £2m £1m £1m £1m
13 months 2 years 5 years 2 years 5 years
A £1m £2m £1m £1m £1m
6 months 13 months 5 years 13 months 5 years
£1m £1m £1m £1m
Nane 6 months n'a 25 years 5 years 5 years
Pooled funds and real
estate investment £2m per fund or trust
trusts

This table must be read in conjunction with the notes below

Credit rating: Investment limits are set by reference to the lowest published long-term
credit rating from a selection of external rating agencies. Where available, the credit rating
relevant to the specific investment or class of investment is used, otherwise the
counterparty credit rating is used. However, investment decisions are never made solely
based on credit ratings, and all other relevant factors including external advice will be
taken into account.

Banks unsecured 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. See below for arrangements relating to
operational bank accounts.

Banks secured: Covered bonds, reverse repurchase agreements and other
collateralised arrangements with banks and building societies. These investments are
secured on the bank’s assets, which limits the potential losses in the unlikely event of
insolvency, and means that they are exempt from bail-in. Where there is no investment
specific credit rating, but the collateral upon which the investment is secured has a credit
rating, the higher of the collateral credit rating and the counterparty credit rating will be
used to determine cash and time limits. The combined secured and unsecured
investments in any one bank will not exceed the cash limit for secured investments.

Government: 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 generally a lower risk of insolvency, although they are
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not zero risk. Investments with the UK Central Government may be made in unfimited
arnounts for up to 50 years.

Registered providers: Loans and bonds issued by, guaranteed by or secured on the
assets of registered providers of social housing and registered sociat landlords, formerly
known as housing associations. These bodies are tightly regulated by the Regulator of
Social Housing (in England}, the Scottish Housing Regulator, the Welsh Government and
the Department for Communities {in Northem ireland). As providers of public services,
they retain the likelihood of receiving government supper if needed.

Pooled funds: Shares or units in diversified invesiment vehicles consisting of the any of
the above investment types, plus equity shares and properly. 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. Short-term Money Market Funds that
offer same-day liquidity and very low or no volatility will be used as an alternative o instant
access bank accounts, white pooled funds whose value changes with market prices
and/or have a notice period will be used for longer investment periods.

Bond, equity and property funds offer enhanced returns over the fonger term but are more
volatile in the short term. These allow the Authority fo 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 nofice
period, their performance and continued suitability in meeting the Authority's investment
objectives will be monitored regularly.

Real estate investment trusts: Shares in companies that invest mainly in real estate
and pay the majority of their rental income to investors in a similar manner to pooled
property funds. As with property funds, REITs offer enhanced returns over the jonger
term, but are moere volatile especially as the share price reflects changing demand for the
shares as well as changes in the value of the underlying properties.

Operational bank accounts: The Authority may incur operational exposures, for
example, though current accounts, collection accounts and merchant acquiring services,
to any UK bank with credit ratings no lower than BBB- and with assets greater than £25
billion. These are not classed as invesiments but are still subject to the risk of a bank bail-
in, and balances will therefore be kept below £1 million per bank. 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.

Risk assessment and credit ratings: Credit ratings are obtained and monitored by the
Authority's treasury staff, who will notify changes in ratings as they occur, Where an entity
has its credit rating downgraded so that it fails to meet the approved investment criteria
then:

+  no new investments wili be made,

+ any existing investments that can be recalted or $old at no cost will be, and

» 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 a credit rating is on review for possibie
downgrade (also known as "rating watch negative” or “credit watch negative”) so that it
may fall below the approved rating criteria, then only investments that can be withdrawn
on the next working day will be made with that organisation until the outcome of the review
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is announced. This policy will not apply to negative outlooks, which indicate a long-term
direction of travel rather than an imminent change of rating.

Other information on the security of investments: The Authority understands that
credit ratings are good, but not perfect, predictors of investment default. Full regard will
therefore be given fo other available information on the credit quatity of the organisations
in which it invests, including credit defaull swap prices, financial statements, information
on potential government support, reports in the guality financial press and analysis and
advice from the Authority's treasury management adviser. No investments will be made
with an organisation if there are substantive doubts about its credit quality, even though
it may otherwise meet the above criteria.

When deteriorating financial market conditions affect the creditworthiness of alt
organisations, as happened in 2008 and 2011, this is not generally refiected in credit
ratings, but can be seen in other market measures. In these circumstances, the Authority
will resirict its investments to those organisations of higher credit quality and reduce the
maximum duration of its investments to maintain the required level of securily. The extent
of these tesfrictions 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 Debt Management Office or invested in govermnment treasury
bills for example, or with other lotal authorities. This will cause a reduction in the levet of
investment income eamed but will protect the principal sum invested.

tnvestment limits: The Authority's revenue reserves available to cover investment
losses are forecast to be £13.6 million on 315 March 2019, In order that no more than
15% of available reserves will be put at risk in the case of a single default, the maximum
that will be lent fo any one organisation (other than the UK Government) will be £2 miilion.
A group of banks under the same ownership will be treated as a single organisation for
limit purposes. Limits will also be placed on fund managers, investments in brokers’
nominee accounts, foreign countries and industry sectors as below. Investments in
pooled funds and multilateral development banks do not count against the limit for any
single foreign country, since the risk is diversified over many couniries.
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Sep-1% Dec-19  Mar-20  Jun-20  Sep-20 Dec-20 Mar-21 Jun-21  Sep-21 Dec-21 Mar-22 Jun-22 Sep-22| Average|

offi Bank Rate | |
Upside risk 0.00| 0.00 0.25 0.25 0.25 0.25 0.25, 0.25 0.25 0.25 0.50. 050 0.50 0.27
Arlingclose Central Case 0.75| 0.75 0.75 0.75 0.75 0.75 0.75 0.75 0.75| 075 0.75 0.75| 0.75 0.75
Downside risk 000/ -0.50, -0.50/ 0,50 -0.50 -0.50| -0.50, -0.50| -0.50_ -0.50 -0.50 - -0.50)  -0.46
3-menth meney marketr] | |
Upside risk 0.10/ 0.10 0.25) o.~u, 0.25) 025 0.25 0.300 035 050 055 0.55 0.30
Arlingclose Central Case 0.80| 0.30 0.80 0.e0; o0.80 0.80| 0.80 0.80 080 0.80/ 0.80 0.80 0.80
Downslde risk -0.10| -0.50,  -0.55 -0.55 -0.55| -0.55| -0.55| -0.55 -0.55 -0.55 -0.55 -0.55| -0.51
1yr money market rate
Upside risk 0.10| 0.20 0.20] 0.20] 0.20 0.20] 0.20) 0.25 030 0.35 0.40 0.50] 0.50
Arlingelose Central Case 0.95| 0.95 0.95| 0.95 D.95, 0.95| 095 095 0.5 095 0.95 095 0.5
Downside risk -0.30/ -0.50, -0.50| -0.50| -0.50; -0.50| -0.50/ -0.50/ 0,50/ -0.50 -0.50 -0.50

0.20) 0.20 0.30 0.35 0.35; 0.35 0.35 0.35 0.35) 0.45 0.50 0.50 0.50 0.37

0.60 0.60 0.65 0.70 0.70. 0.70 0.70 0.75 0.75| 0.80| 0.80 0.80 0.80 0.72
Downside risk -0.30| .00  .0.35| -0.3s) -0.35 -0.35| -0.35 -0.35) -0.35 -0.35 -0.35 -0.35| -0.35 -0.34
10yr gllt yield
Upside risk 0.20 0.30 0,35, 035 035 0.35 0.35 0.35| 043 0.50 0.350 0.37]
Arlingclose Central Case 0.85) 0.95 1.00, _Annm 1.00 1.00 1.05 1.100 115 1.20 1.20| 1.05
Downslde risk -0.30) -0.35| 035|035 -0.35| .0.40 0.40| 0.40 .0.40 -0.40 -0.40|  -0.37
0yr gt yield | |
Upside risk 0.20( 0.20 0.30 0.35, 0.35) 0.35 0.35] 0.35 0.45
Arlingclose Central Case 1.40|  1.40 1.40] 1.45 1.50| 1.50, 1.50] 1.50] 1.50
Downside risk «0.30f 030 035 -0.35 035 040 -0.40] 0,40 -0.40
S0yr glit yield T
Upside risk 0.20f 0.20 0.30 0.35 0.35) 0.35 035  0.35 0.35 0.5
Arlingclose Central Case 1.35 1.35 1.35 1.35 1.35 1.40 1.40 1.45 1.45 1.45|
Downslde risk -0.30) -0.30  -0.35) -0.35| -0.35| -0.35] -0.40. -0.40 -0.40 -0.20

PWLB Certainty Rate (Maturity Loans) = Gilt yield +0.80%
PWLB Infrastructure Rate (Maturity Loans) = Gilt yield + 0.60%
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Appendix B - Existing Investment & Debt Portfolio Position

31/03/2019 | 31/03/2019
Actual Average
Portfolio Rate
£m %
External borrowing:
Public Works Loan Board 4.7
27.0 4.7
Total external borrowing 27.0
Total other long-term liabilities 0.0 0.0
Total gross external debt 27.0 4.7
Treasury investments:
Money Market Funds 8.5 0.8
Total treasury investments 8.5 0.8
Net debt 18.5 39
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