TREASURY MANAGEMENT STRATEGY STATEMENT

The Treasury Management service is an important part of the overall financial
management of the Council's affairs. The prudential indicators consider the
affordability and impact of capital expenditure decisions, and set out the Council's
overall capital framework. The Treasury Management service considers the effective
funding of these decisions. Together they form part of the process which ensures the
Council meets its balanced budget requirement under the Local Government Finance
Act 1992.

The Council’s treasury activities are strictly regulated by statutory requirements and a
professional code of practice (the CIPFA Code of Practice on Treasury Management
— revised November 2009). This Council adopted the Code of Practice on Treasury
Management in March 2002, and will adopt the revised Code.

As a result of adopting the Code the Council also adopted a Treasury Policy
Statement. This adoption is the requirement of one of the prudential indicators.

The Code of Practice requires an annual strategy to be reported to Council outlining
the expected treasury activity for the forthcoming 3 years. A key requirement of this
report is to explain both the risks, and the management of the risks, associated with
the treasury service. A further treasury report is produced after the year-end to
report on actual activity for the year, and a new requirement of the revision of the
Code of Practice is that there is a mid-year monitoring report.

This strategy covers:

The Council’s debt and investment projections;

The Council’'s estimates and limits on future debt levels;
The expected movement in interest rates;

The Council’'s borrowing and investment strategies;
Treasury performance indicators;

Specific limits on treasury activities;

Debt and Investment Projections 2010/11 — 2012/13

The borrowing requirement comprises the expected movement in the CFR and any
maturing debt which will need to be re-financed. The Council does not anticipate any
external borrowing over the period 2010/11 to 2012/13. The table below highlights
the expected change in investment balances.

£000 2009/10 2010/11 2011/12 2012/13
Revised | Estimated | Estimated | Estimated

External Debt

Debt at 31 March | 0| 0| 0] 0

Investments

Investments at 31 March |  43,100| 25,000 | 16,000 | 6,000




Limits to Borrowing Activity

Within the prudential indicators there are a number of key indicators to ensure the
Council operates its activities within well defined limits. For the first of these the
Council needs to ensure that its total borrowing net of any investments, 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 2010/11 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 Borough Treasurer 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.

The Authorised Limit for External Debt

A further key prudential indicator represents a control on the overall level of
borrowing. This represents a limit beyond which external debt is prohibited, and this
limit needs to be set or revised by 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.

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 no control has yet been exercised.

The Council is asked to approve the following Authorised Limit:

Authorised limit £000 2009/10 2010/11 2011/12 2012/13
Revised Estimate Estimate Estimate

Borrowing 12,000 23,000 31,000 37,000

Other long term 0 0 0 0

liabilities

Total 12,000 23,000 31,000 37,000

Operational Boundary for External Debt

The Authority is also recommended to approve the operational Boundary for external
debt for the same period. The proposed Operational Boundary is based on the same
estimates as the Authorised Limit but reflects directly the estimate of the most likely
but not worst case scenario, without the additional headroom included within the
Authorised Limit to allow for unusual cash movements.

Operational 2009/10 2010/11 2011/12 2012/13
Boundary £m Revised Estimate Estimate Estimate
Borrowing 10,000 20,000 28,000 34,000
Other long term 0 0 0 0
liabilities

Total 10,000 20,000 28,000 34,000

Borrowing in advance of need.

The Borough Treasurer may do this under delegated power where, for instance, a
sharp rise in interest rates is expected, and so borrowing early at fixed interest rates
will be economically beneficial or meet budgetary constraints. Whilst the Borough



Treasurer will adopt a cautious approach to any such borrowing, where there is a
clear business case for doing so borrowing may be undertaken to fund the approved
capital programme or to fund future debt maturities. Risks associated with any
advance borrowing activity will be subject to appraisal in advance and subsequent
reporting through the mid-year or annual reporting mechanism. However given the
level of investments projected for 2010/11 it is not expected that any borrowing in
advance of need will be required in 2010/11.

Expected Movement in Interest Rates

Short-term rates are expected to remain on hold for a considerable time. The
recovery in the economy has commenced but it will remain insipid and there is a
danger that early reversal of monetary ease, (rate cuts and Quantative Easing {QE}),
could trigger a dip back to negative growth and a W-shaped GDP path.

Medium-Term Rate Estimates (averages)
Annual Bank Money Rates PWLB Rates*
Average % Rate

3 month 1 year 5 year 20 year 50 year

2008/09 3.9 5.0 5.3 4.2 4.8 4.5
2009/10 0.5 0.8 14 3.2 4.4 4.6
2010/11 1.0 15 2.3 4.0 5.0 5.2
2011/12 2.0 2.5 3.3 4.3 5.3 5.3
2012/13 4.5 4.8 5.3 5.3 5.5 5.3

* Borrowing Rates

Credit extension to the corporate and personal sectors has improved modestly but
banks remain nervous about the viability of counterparties. This is likely to remain a
drag upon activity prospects, as will the lacklustre growth of broad money supply.

The main drag upon the economy is expected to be weak consumers’ expenditure
growth. The combination of the desire to reduce the level of personal debt and job
uncertainty is likely to weigh heavily upon spending. This will be amplified by the
prospective increases in taxation already scheduled for 2010 — VAT and National
Insurance. Without a rebound in this key element of UK GDP growth, any recovery in
the economy is set to be weak and protracted.

The MPC will continue to promote easy credit conditions via gquantitative monetary
measures. QE has been extended to a total of £200bn and there is still an outside
chance that it could be expanded further in February. Whether this has much impact
in the near term remains a moot point given the personal sector’s reluctance to take
on more debt and add to its already unhealthy balance sheet.

With inflation set to remain subdued in the next few years (though a sharp blip is
forecast for the next few months), the pressure upon the MPC to hike rates will
remain moderate. But some increase will be seen as necessary in 2010 to counter
the effects of external cost pressures (as commodity price strength filters through)
and to avoid damage that sterling could endure if the UK is seen to defy an
international move to commence policy exit strategies.

The outlook for long-term fixed interest rates is a lot less favourable. While the UK’s
fiscal burden should ease in the future, this will be a lengthy process and deficits over
the next two to three financial years will require a very heavy programme of gilt
issuance. The market will no longer be able to rely upon Quantitative Easing to
alleviate this enormous burden.



The absence of the Bank of England as the largest buyer of gilts will shift the balance
between supply and demand in the gilt-edged market. Other investors will almost
certainly require some incentive to continue buying government paper.

This incentive will take the form of higher interest rates. The shorter fixed interest
rates will be pressured higher by the impact of rising money market rates. While bank
purchases in this part of the market will continue to feature as these institutions meet
regulatory obligations, this process will be insufficiently strong to resist the upward
trend in yields.

Borrowing Strategy 2010/11 — 2012/13

Given the level of current investments, the Council does not envisage any long-term
borrowing in 2010/11 although the Authorised Limit for External Debt has been set to
enable the Council to manage its cash flow effectively through the use of temporary
borrowing, in the unlikely event that this should be necessary.



Investment Strategy 2010/11 — 2012/13

Key Obijectives

The Council’'s investment strategy primary objectives are safeguarding the re-
payment of the principal and interest of its investments on time first and ensuring
adequate liquidity second — the investment return being a third objective. Following
the economic background outlined in the Treasury Management Strategy, the current
investment climate has one over-riding risk consideration that of counterparty
security risk. As a result of these underlying concerns officers are implementing an
operational investment strategy which maintains the tightened the controls already in
place in the approved investment strategy.

Investment Counterparty Selection Criteria

The primary principle governing the Council’s investment criteria is the security of its
investments, although the vyield or return on the investment is also a key
consideration.

After this main principle the Council will ensure:

e It maintains a policy covering both the categories of investment types it
will invest in, criteria for choosing investment counterparties with
adequate security, and monitoring their security. This is set out in the
Specified and Non-Specified investment sections below.

e It has sufficient liquidity in its investments. For this purpose it will set out
procedures for determining the maximum periods for which funds may
prudently be committed. These procedures also apply to the Council’s
prudential indicators covering the maximum principal sums invested.

The Borough Treasurer will maintain a counterparty list in compliance with the
following criteria and will revise the criteria and submit them to Council for approval
as necessary. This criteria is separate to that which chooses Specified and Non-
Specified investments as it provides an overall pool of counterparties considered high
guality the Council may use rather than defining what its investments are.

The rating criteria use the lowest common denominator method of selecting
counterparties and applying limits. This means that the application of the Council's
minimum criteria will apply to the lowest available rating for any institution. For
instance if an institution is rated by two agencies, one meets the Council’s criteria,
the other does not, the institution will fall outside the lending criteria. This is in
compliance with a CIPFA Treasury Management Panel recommendation in March
2009 and the CIPFA Treasury Management Code of Practice.

Credit rating information is supplied by our treasury consultants on all active
counterparties that comply with the criteria below. Any counterparty failing to meet
the criteria would be omitted from the counterparty (dealing) list. Any rating changes,
rating watches (notification of a likely change), rating outlooks (notification of a
possible longer term change) are provided to officers almost immediately after they
occur and this information is considered before dealing. For instance a negative
rating watch applying to a counterparty at the minimum Council criteria will be
suspended from use, with all others being reviewed in light of market conditions.

In accordance with the Investment Guidance, the Council will, in considering the
security of proposed investments, follow different procedures according to which of
two categories, Specified or Unspecified, the proposed investment falls into.

Specified Investments offer high security and high liquidity and are:



& Denominated, paid and repaid in sterling;

+ Not long term investments, i.e. they are due to be repaid within 12
months of the date on which the investment was made;

& Not defined as capital expenditure; and

+ Are made with a body or in an investment scheme which has been
awarded a high credit rating by a credit rating agency or are made
with the UK Government or a Local Authority in England, Wales,
Scotland or Northern Ireland.

Non-Specified Investments are those which do not meet the definition of Specified
Investments.

The criteria for providing a pool of high quality investment counterparties (both
Specified and Non-specified investments) is:

¢ UK Banks and Building Societies — must meet the minimum
following credit criteria

Fitch Moodys S&P

Short Term F1 Short Term P1 Short Term Al
Individual A Support 1 to 3 Financial Strength C
Individual A/B Support 1 to 3
Individual B Support 1 to 3
Individual B/C Support 1 to 2

& Money Market Funds — AAA Rating Sterling Denominated

& UK Government (including gilts and Debt Management Account
Deposit Facility (DMADF))

¢ UK Local Authorities

Country and sector considerations.

Due care will be taken to consider the country, group and sector exposure of the
Council's investments. The current investment strategy limits all investments to UK
Banks and Building Societies.

Use of additional information other than credit ratings.

Additional requirements under the Code of Practice now require the Council to
supplement credit rating information. Whilst the above criteria relies primarily on the
application of credit ratings to provide a pool of appropriate counterparties for officers
to use, additional operational market information will be applied before making any
specific investment decision from the agreed pool of counterparties. This additional
market information (for example Credit Default Swaps, negative rating
watches/outlooks) will be applied to compare the relative security of differing
investment counterparties.

Time and Monetary Limits applying to Investments.

The time and monetary limits for institutions on the Council’'s Counterparty List are as
follows (the monetary limits will cover both Specified and Non-Specified
Investments):

Money Limit Time Limit

UK Banks and Building £7m 364 days
Societies




Money Market Funds £7m n/a

UK Government unlimited 364 days
UK Local Authorities £7m 364 days

The proposed criteria for Specified and Non-Specified investments are attached
to this document.

In the normal course of the council’'s cash flow operations it is expected that both
Specified and Non-specified investments will be utilised for the control of liquidity as
both categories allow for short term investments.

The use of longer term instruments (greater than one year from inception to
repayment) will fall in the Non-specified investment category. These instruments will
only be used where the Council’s liquidity requirements are safeguarded however the
current investment limits for 2010/11 restrain all investments to less than 1 year. Any
amendment to this strategy will require the credit-criteria to be amended to include a
long-term rating. This will be addressed through the formal approval by Council of a
revised Treasury Management Strategy and Annual Investment Strategy.

Economic Investment Considerations

Expectations on shorter-term interest rates, on which investment decisions are
based, show likelihood of the current 0.5% Bank Rate remaining flat but with the
possibility of a rise in mid-2010. The Council's investment decisions are based on
comparisons between the rises priced into market rates against the Council’'s and
advisers own forecasts.

There is an operational difficulty arising from the current banking crisis. There is
currently little value investing longer term unless credit quality is reduced. Whilst
some selective options do provide additional yield uncertainty over counterparty
creditworthiness suggests shorter dated investments would provide better security.

Sensitivity to Interest Rate Movements

Future Council accounts will be required to disclose the impact of risks on the
Council’'s treasury management activity. Whilst most of the risks facing the treasury
management service are addressed elsewhere in this report (credit risk, liquidity risk,
market risk, maturity profile risk), the impact of interest rate risk is discussed but not
guantified. The table below highlights the estimated impact of a 1%
increase/decrease in all interest rates to the estimated treasury management income
for next year. That element of the investment portfolio which are of a longer term,
fixed interest rate nature will not be affected by interest rate changes.

£000 2010/11 2010/11
Estimated Estimated
+ 1% -1%

Revenue Budgets

Investment income 330 330

Treasury Management Limits on Activity

There are four further treasury activity limits, which were previously prudential
indicators. The purpose of these are to contain the activity of the treasury function
within certain limits, thereby managing risk and reducing the impact of an 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 — Similar to the previous indicator
this covers a maximum limit on fixed interest rates.

Maturity structures 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.

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.

The Council is asked to approve the limits:

| 2010/11 | 2011/12 | 2012/13
Interest rate Exposures
Upper Upper Upper
Limits on fixed interest 25% 25% 25%
rates based on net debt
Limits on variable interest 100% 100% 100%
rates based on net debt

Maturity Structure of fixed interest rate borrowing 2010/11

Lower Upper
Under 12 months 0% 100%
12 months to 2 years 0% 0%
2 years to 5 years 0% 0%
5 years to 10 years 0% 0%
10 years and above 0% 0%
Maximum principal sums invested > 364 days
Principal sums invested > £m £m £m
364 days 0 0 0

Performance Indicators

The Code of Practice on Treasury Management requires the Council to set
performance indicators to assess the adequacy of the treasury function over the
year. These are distinct historic indicators, as opposed to the prudential indicators,
which are predominantly forward looking. For 2010/11 the Council does not expect
to enter into any borrowing and as such the relevant benchmark will relate only to
investments and will be the “7 Day LIBID Rate”. The results of these indicators will be
reported in the Treasury Annual Report.

Treasury Management Advisers
The Council uses Butlers as its treasury management consultants. The company
provides a range of services which include:

e Technical support on treasury matters, capital finance issues and the
drafting of Member reports;
e Economic and interest rate analysis;




e Generic investment advice on interest rates, timing and investment
instruments;

» Credit ratings/market information service comprising the three main credit
rating agencies;

Whilst the advisers provide support to the internal treasury function, under current
market rules and the CIPFA Code of Practice the final decision on treasury matters
remains with the Council. This service is subject to regular review.

Member and Officer Training

The increased Member consideration of treasury management matters and the need
to ensure officers dealing with treasury management are trained and kept up to date
requires a suitable training process for Members and officers. Following the
nomination of the Governance and Audit Committee to examine and assess the
effectiveness of the Treasury Management Strategy and Policies, an evaluation will
be carried out to establish the level and nature of Member training required. This will
be delivered by senior officers in conjunction with the Council's Treasury
Management Advisers. Officer training is carried out in accordance with best practice
and outlined in TMP 10 Training and Qualifications to ensure that all staff involved
in the Treasury Management function are fully equipped to undertake the duties and
responsibilities allocated to them

Risk Benchmarking

A development in the revised Codes and the CLG consultation paper is the
consideration and approval of security and liquidity benchmarks. Yield benchmarks
are currently used to assess investment performance. Discrete security and liquidity
benchmarks are new requirements to the Member reporting, although the application
of these is more subjective in nature. The Council will review the practical application
of such indicators over the coming year and will work in conjunction with the
Council’'s Treasury management advisers and Members to implement a scheme of
risk benchmarks that adds value to the treasury management function.



