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Appendix 3

TREASURY MANAGEMENT = INVESTMENT STRATEGY

Revised January 2019

1. Introduction

1.1 Treasury Management is defined as the management of the Police and
Crime Commissioner’s (PCC) investments and cash flows, banking and
financing of capital expenditure; the effective control of the risks
associated with those activities, balanced against the relative
performance.

1.2 A key activity of Treasury Management is to ensure that the cash flow is
adequately planned, with cash being available when it is needed. Any
surplus treasury management funds should be invested in low risk
counterparties in line with the strategy of providing security of the capital
and sufficient liquidity before investment return.

1.3 Capital financing decisions provide a guide to the borrowing need of the
PCC. In essence, this involves longer term cash flow planning to ensure
that capital spending obligations can be met. The management of the
longer term cash balances may involve arranging long or short term
loans, or using longer term cash flow surpluses. On occasions any current
loans may be restructured to meet the PCC’s risk or cost objectives.

2. Statutory Requirements

2.1 The ‘Code of Treasury Management’ published by the Chartered Institute
of Public Finance and Accountancy (CIPFA), and recommended by the
Home Office, has been adopted by the Office of the Police and Crime
Commissioner for Leicestershire (“‘the OPCC”).

2.21n 2018 CIPFA revised the Code and the Prudential Code for Capital
Finance, the key changes being:

e The definition of ‘Investments’ in the revised TM Code now covers all
the financial assets of the organisation, as well as other non-financial
assets which the PCC may hold primarily for financial returns, such as
investment property portfolios. This may therefore include investments
which are not managed as part of normal treasury management or
under treasury management delegations

e A revised TM Code covers investments made for reasons other than
treasury management with the requirement that these are proportional
to the resources available and that the same robust procedures for the
consideration of risk and return are applied to these investments.

e The Prudential Code, which also applies to police and fire authorities,
recommends that a Capital Strategy is produced giving a high-level
overview of how capital expenditure, capital financing and treasury
management activity contribute to the provision of services along with
an overview of how associated risk is managed and the implications for
future financial sustainability.
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2.3 In addition, the Ministry of Housing, Communities and Local Government

(MHCLG) issued revised guidance on Local Authority investments in
February 2018 that requires the PCC to approve an investment strategy
before the start of each financial year. Investments now include all the
financial assets and those non-financial assets held primarily or partially
to generate a profit, including investment property and loans to
subsidiaries and third parties.

2.4This report fulfils the OPCC’s legal obligations under the Local

Government Act 2003 to have regard to both the CIPFA Code and CLG
guidance in relation to treasury activity.

2.5 The Treasury Management Strategy is approved annually to run from 1*

April to the following 31% March, but can be revised at any time during the
year.

2.6 The Local Government Act 2003 included capital regulations that applied

from 15t April 2004. These regulations allow the OPCC freedom to borrow
to fund capital expenditure provided it has plans that are affordable,
prudent and sustainable. The requirements are covered in the Prudential
Code.

3 Treasury Management Strateqy

3.1

3.2

3.3

3.4

3.5

The OPCC has potentially large exposure to financial risks including
the loss of invested funds and the effect of changing interest rates.
The successful identification, monitoring and control of risk is therefore
central to the OPCC’s treasury management strategy

Uncertainty in the financial markets is likely to continue during the
remainder of 2018/19 and 2019/20 as the UK continues to attempt to
negotiate an exit from the European Union and the single market. In
response to rising inflation and with a desire to slowly normalise policy
rates, the Bank of England increased Bank Rate by 0.25% in
November 2017 and in August 2018. The bank rate is currently
0.75% (as at January)

This has resulted in a minor increase in the interest rates available
when investing surplus funds.

The core aim of the Treasury Management Strategy is to have an
appropriate balance of borrowing and investments, in keeping with the
principles of affordability and prudence and maintaining longer-term
stability. The OPCC'’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.

The OPCC has appointed Arlingclose as treasury management
advisers to provide specific borrowing and investment advice as well
as capital financing, technical and accounting advice.
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Managing daily cash balances and investing surpluses

In order that the OPCC can maximise income earned from
investments, the target for the uninvested overnight balance in the
current account is a maximum of £15,000.

At any one time, the OPCC has between £3m and £36m (depending
on the cash flow) available to invest. This represents income received

in advance of expenditure plus balances and reserves.

3.8 Currently most of the PCC’s surplus cash is invested in short term
unsecured bank deposits.

Credit Rating Agencies

3.9 There are three main credit rating agencies that provide a view on the
credit worthiness and security of financial institutions.

3.10 The three credit rating agencies are:

e Fitch

Standard and Poor’s

o Moody’s

Their range of ratings for financial institutions are as follows, the full range of
long term credit ratings is included at the end of this report:

Lowest long-term
Highest long-term investment grade
Credit Rating Agency investment grade rating Rating
Fitch AAA BBB-
Standard and Poor's AAA BBB-
Moody's Aaa Baa3

3.11 The previous policy allowed for funds to be invested in the following

institutions:
Maximum Maximum Long-term Ratings at

Institution Loan £m Period of Loan 15 October 2018
Fitch / Moody’s / S&P

Royal Bank of Scotland

PLC 10.0 364 days A- /Al/A-

Lloyds Bank PLC 10.0 364 days A+ / Aa3/ A+

Barclays Bank PLC 10.0 364 days A+/ A2 /A

HSBC Bank PLC 10.0 364 days AA-/ Aa3 / AA-

Nationwide Building

Society 10.0 364 days A+/Aa3 /A

Debt Management Office No limit 364 days UK sovereign obligation
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We have employed the services of Treasury Management Advisers
Arlingclose who monitor, on a continual basis, the ratings provided to
financial institutions and indeed countries where those institutions are
based.

They provide this information on a regular basis and alert clients if
there are changes to any of the ratings as well as tailoring their advice
based on other information they have at their disposal and further
checks that they carry out.

Before making investments the current ratings of the financial
institution where the investment is to be made will be checked to
ensure that they are within the limits set within this treasury
management strategy.

Security of investment remains the priority ahead of investment
returns.

Revised Credit Ratings

3.16

3.17

3.18

The OPCC defines “high credit quality” as those organisations and
securities having a credit rating of:

A- or higher that are domiciled in the UK
A- or higher that are domiciled in a foreign country with a
sovereign rating of AA+

e A- or higher for Money Market Funds

The limits set out above will ensure that investments can be made in
more financial institutions but security of investment is not
compromised.

This treasury management strategy also seeks to broaden the
investment instruments that can be used. The following investment
instruments can be used when investments are made:

Unsecured bank deposits

3.19

3.20

3.21

This includes investments in call and notice accounts, deposits,
certificates of deposit and senior unsecured bonds with UK and non-
UK banks and UK building societies with high credit quality as defined
above.

These investments are nevertheless subject to the risk of credit loss
via a “bail-in” should the regulator determine that the bank is failing or
likely to fail. The counterparty list is determined by the treasury advisor
based on various criteria including, but not limited to, credit ratings
and other credit metrics, as well as research.

Investment limits will be set by reference to the lowest published long-
term credit rating from the major rating agencies (Fitch, Moody’s or
Standard & Poor’s). Investment decisions are never made solely
based on credit ratings, and all other relevant factors including
external advice will be taken into account. Information on all of the
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credit ratings is clearly summarised by Arlingclose which sets out the
institutions that can be invested in according to the set criteria.

Secured Bank Deposits

3.22

3.23

Government
3.24

3.25

3.26

3.27

3.28

3.29

3.30

Pooled funds

3.31

3.32

3.33

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.

These are ‘designated investments’ which can be transacted by
Professional Clients under MIFID II. Currently we are a ‘retail’ only
client and therefore would only be able to use these instruments if we
were re-classified as a professional client.

This will include loans to and bonds/bills issued by or guaranteed by
national governments, regional and local authorities and multilateral
development banks. These investments are not subject to bail-in risk.
Bonds and bills are also a designated investment tool and therefore
can only be used if we are re-classified as a professional client.

Investments in non-UK national Governments will be subject to them
having a minimum sovereign rating of AA+

Investments with the UK Central Government may be made in
unlimited amounts for up to 10 years. The UK’s Debt Management
Office currently takes loans for periods up to 6 months.

A very small number of local authorities are credit rated and their long-
term ratings range from AA to A+.

The security for loans to UK local authorities stems from the local
government finance framework, creditor protections and likelihood of
central government support (or intervention for those facing particular
budgetary challenges).

Loan principal along with any interest due is charged on the revenues
of the borrowing authority. All loans rank equally including those from
the PWLB, banks and other local authorities, without any priority.

No investments will be made to a local authority where a S114 Notice
has been issued and is still in operation.

Collective investment schemes, generally referred to as pooled 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 (MMFs) that offer same-day liquidity
and very low or no volatility will be used as an alternative to instant
access bank accounts.

Pooled funds whose values change with market prices and/or have a
notice period will be used for longer investment periods for that
element of the OPCC’s funds which can be invested for periods in
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excess of 12 months. Bond, equity and property funds offer
enhanced returns over the longer term, but are more volatile in the
short term.

These allow diversification into asset classes other than cash without
the need to own and manage the underlying investments. The risk and
reward characteristics of these funds and their appropriateness for the
OPCC’s investment portfolio and time frames will be carefully
considered in conjunction with advice from the treasury advisor.

The funds’ performance and continued suitability in meeting the
investment objectives will also be monitored regularly.

Pooled funds will only be utilised following specific advice from the
OPCC’s Treasury Advisers and after consultation with the OPCC'’s
S151 officer and the Chief Constable’s S151 officer

Some of these funds can only be transacted by ‘Professional’ clients
under MIFID Il. Currently we are a ‘retail’ only client and therefore
would only be able to use some of these funds if we were re-classified
as a professional client.

In the event that cash balances are available for more than one year,
the OPCC will seek 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. Pooled funds can help towards achieving
this aim.

Risk assessment and credit ratings

3.39

3.40

3.41

Credit ratings are obtained and monitored by the Commissioner’s
treasury advisers, who will notify the OPCC and the force finance
team of ratings and changes as they occur.

Where an entity has its credit rating downgraded so that it fails to meet
the OPCC’s approved investment criteria then:

. no new investments will be made in that entity

. any existing investments that can be recalled or sold at no cost
will be

. full consideration will be given to the recall or sale of all other

existing investments with the affected counterparty.

In these circumstances advice will be sought from the treasury
advisers and the OPCC and Force’s S151 officers will be consulted
with regard to the next steps to be taken.
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Summary of Amounts and Durations of Investments

Banks/Building | Banks/Building Government
Credit rating Societies Societies . )
including LAs
unsecured secured
£ Unlimited
UK Govt n/a n/a 10 years
AAA, AA+, AA, £3m £3m £3m
AA- 3 years 4 years 5 years
£3m £3m £3m
A+
2 years 3 years 3 years
A £3m £3m £3m
13 months 2 years 2years
A £3m £3m £3m
6 months 13 months 13 months
None Elm n/a £3m
6 months? 13 months?
Pooled funds £3m per fund

Note: The durations highlighted in the table are maximum durations for
investments. However, the recommended durations will vary on a regular
basis depending on what is happening in the market. These recommended
durations are contained within the regular credit rating updates provided by
Arlingclose and will be used for the day to dealings.

Other information on the security of investments

3.42

3.43

The OPCC understands that credit ratings are good, but not perfect,
indicators of investment default. Full regard will therefore be given to
other available information on the credit quality of the organisations in
which it invests, including credit default swap prices, financial
statements, information on potential government support and reports
in the quality financial press. No investments will be made with an
organisation if there are substantive doubts about its credit quality,
even though it may meet the credit rating criteria.

The OPCC and force finance team will rely upon the treasury
management advisers to highlight and communicate emerging issues
on counterparties as a matter of urgency.

Investment limits

3.44

The OPCC’s General Fund revenue reserves available to cover
investment losses were £6 million on 31st March 2018. In order that
available reserves are not put at risk in the case of a single default and
taking into account the in-year level of cash balances, the maximum
that will be lent to any one organisation (other than the UK
Government) will be £3 million.

1 Some Building Societies do not apply for a credit rating. However, in the opinion of
our Treasury Advisers they are as secure as the A- rated banks. Strictly speaking they
are an unrated, nevertheless we may wish to consider investing some of our funds

with them. These are the only investments in unrated financial institutions that will be

authorised.

2 Most local authorities are included in this category as they do not have an official
rafing but are seen as a secure investment option. Authorities subject fo a S114 notice
will not be invested in.
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Borrowing
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3.49
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A group of banks under the same ownership will be treated as a single
organisation for limit purposes.

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 countries.

The OPCC currently holds £12.88m of loans. The amount is split
between the Public Works Loans Board (PWLB) figure of £12.4m and
Leicestershire County Council £0.48m (transferred debt from 1995
regarding the formation of police authorities as per the Police and
Magistrates Courts Act 1994. This has now transferred to the OPCC).

Capital expenditure forecasts show that the PCC expects to borrow up
to £4.5m over the remainder of 2018/19.

The main objective when borrowing funds is to strike a balance
between securing low interest costs and achieving certainty of those
costs over the period for which the funds are required.

The strategy continues to address the key issues of affordability. With
short-term interest rates currently lower than long term rates, it is likely
to be more effective in the short-term to either use internal resources,
or to borrow short-term loans instead.

By borrowing internally, the OPCC is able to reduce net borrowing
costs (despite forgone investment income) and reduce overall treasury
risk. The benefits of internal versus external borrowing will continue to
be monitored.

In addition, the OPCC may borrow short term loans to cover
unplanned cash flow shortages.

The recommended sources of long-term and short-term borrowing
are:

Public Works Loan Board (PWLB) and any successor body
UK Local Authorities
Any bank or building society authorised to operate in the UK

Whilst the OPCC has previously raised all of its long term borrowing
from the PWLB other options will be explored at the point of borrowing
to ensure that the most favourable rates and terms are secured.

Short term and variable rate loans can leave the OPCC exposed to
the risk of short term interest rate rises and are therefore subject to
the limit on the net exposure to variable interest rates in the Treasury
Management Indicators.
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Arlingclose will assist the PCC with borrowing analysis. Its output may
determine whether or not the PCC borrows additional sums at long-
term fixed rates in 2018/19 with a view to keeping future interest costs
low, even if this causes additional cost in the short-term.

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 redemption rates determined by the PWLB. These often
lead to high premium costs on premature redemption. The OPCC and
its treasury advisers will nevertheless keep the loan portfolio under
review during the remainder of 2018/19 and 2019/20 to see whether a
saving could be achieved on the overall interest costs.

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

4 Latest Position regarding Treasury Management

4.1

4.2

4.3

4.4

The banking sector continues to show signs of instability alongside the
wider economy. Exposure to individual institutions will be diversified
by counterparty and also through the use of Money Market Funds
(where appropriate) in which the underlying investments are very
highly spread and also very liquid. This is in keeping with the OPCC'’s
stated aim of protecting the principal (cash) amount.

Funds are placed with institutions based on (a) available headroom
and (b) rate of return — this is a daily decision-making process. A
balance is struck between the desired level of return and the need to
provide liquid funds to meet the OPCC’s obligations i.e. supplier
payments, payroll costs and tax liabilities.

Continued monitoring of institutions’ credit ratings and other credit
metrics takes place and is reported to Strategic Assurance Board
throughout the year via the “Treasury Management Performance”
report.

The Bank of England has now raised rates to 0.75% and two further
0.25% rate rises are forecast over the next 3 years. Future policy rate
increases are not, however, guaranteed and a lot hinges on the
economy’s strength and the inflation outlook after the country’s
potential withdrawal from the EU.
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On this basis the investment income budget Rate has been set at
£130,000 for 2019/20.

Financial Interest Income Comments
Year

2015/16 £0.09m Actual

2016/17 £0.07m Actual

2017/18 £0.05m Actual

2018/19 £0.08m Forecast

2019/20 £0.13m Budget

Given the continued uncertainty in the economy an ongoing review of
the Treasury Management Strategy will be undertaken during 2019/20
to review whether there are other investment options available.

Borrowing Limits

5.1

In accordance with the Prudential Code it is a requirement that the
OPCC set borrowing limits for the next three years and upper limits on
fixed and variable interest rate exposures. These limits are intended to
reduce risk. Itis proposed that the limits should be as follows:

2018/19 | 2019/20 | 2020/21 | 2021/22

£m £m £m
0] Total authorised borrowing 25.8 26.4 32.8 33.1
limit*
(i) Long term liabilities 1.0 0.5 0.5 0.5
(iii) Interest payable limit on 0.2 0.3 0.3 0.3
borrowing at variable rates
(iv) Interest payable limit on 0.7 0.9 0.9 0.9

borrowing at fixed rates

* includes headroom for short term borrowing - £1m for each year.

5.2

5.3

The Prudential Code also recommends that the Police and Crime
Commissioner sets upper and lower limits for all of its borrowing to
control exposure to refinancing risk. The following limits are
proposed:-

Upper Lower

Limit Limit

Under 12 months 40% 0%
Between 12 months and 24 months 40% 0%
Between 24 months and 5 years 40% 0%
Between 5 years and 10 years 50% 0%
Over 10 years 100% 0%

The purpose of the upper and lower limit is to make sure that the debt
portfolio is diversified appropriately over different durations to ensure

10
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that not too much borrowing is maturing at the same time and
therefore subject to market conditions at the point of maturity.

6. Principal sums invested for periods longer than 364 days

6.1 The purpose of this indicator is to control the exposure to the risk of
incurring losses by seeking early repayment of its investments. The
limits on the long-term principal sum invested to final maturities
beyond the period end will be:

2018/19 2019/20 2020/21

Limit on principal invested beyond
year end

£2m £2m £2m

7. Changes to the Treasury Management Strategy

7.1 The Treasury Management Strategy can be amended in year by the
S.151 officer of the OPCC who will have consulted with the Police and
Crime Commissioner and the Force’s ACO (Resources) prior to
making any changes. Any changes will be the subject of a formal
decision record.

11
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Existing Debt and Investment Portfolio Position

31/12/2018 31/12/2018 Estimates for
Actual Average Rate | Portfolio on
Portfolio 9% 31/3/2019
£m £m (total)
External borrowing:
Public Works Loan Board 12.4 5.29 16.87
Other loans
Total external borrowing 12.4 16.87
Other long-term liabilities:
Private Finance Initiative
Finance Leases
Transferred Debt 0.48 5.96 0.04
Total other long-term liabilities
Total gross external debt 12.88 16.91
Treasury investments:
Banks & building societies (unsecured) 16.8 0.49 13
Government (incl. local authorities)
Money Market Funds
Other pooled funds
Total treasury investments 16.8 13
Net debt (3.92) 3.91

12
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Long-term Ratings hierarchy

BBB+ Baal BBB+
BBB Baa2 BBB
BBB- Baa3 BBB-
Long Term BB+ Bal BB+
Speculative Grade BB Ba2 BB
BB- Ba3 BB-
B+ B1 B+
B B2 B
B- B3 B-
CCC+ Caal CCC+
CCC Caa2 CCC
CCC- Caa3 CCC-
CC+ Cal CC+
CcC Ca2 CcC
CC- Ca3 CC-
C+ C1 C+
c Cc2 Cc
C- C3 C-
D D or SD

Investments are able to be made to those financial institutions who have ratings of A- and
above where domiciled in the United Kingdom.

Financial institutions domiciled outside of the UK can also be used where their rating is A-
or above and the Country where they are domiciled has a sovereign rating of at least AA+.

This rating criteria is highlighted in the table above.
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