REPORT TO: MORAY COUNCIL ON 28 FEBRUARY 2024

SUBJECT: TREASURY MANAGEMENT STRATEGY STATEMENT AND
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PRUDENTIAL INDICATORS

DEPUTE CHIEF EXECUTIVE (ECONOMY, ENVIRONMENT AND
FINANCE)

REASON FOR REPORT

The purpose of this report is to ask Members to approve the Treasury
Management Strategy and the Investment Strategy for 2024/25 and to
approve the indicators which will be used to measure the Council’s
performance in capital investment decisions.

This report is submitted to Council in terms of Section Ill B (3) of the Council’s
Administrative Scheme relating to the implementation and monitoring of the
Treasury Policy Statement dealing with the management of all money and
capital market transactions in connection with cash funding resources of the
Council.

RECOMMENDATION

It is recommended that Council approves:

(i) the Treasury Management Strategy Statement for 2024/25;

(ii)  the Investment Strategy for 2024/25 in APPENDIX 1; and

(iii)  the Prudential Indicators and Limits for 2024/25 in APPENDIX 3.

It is recommended that Council notes the indicative Prudential
Indicators and limits for 2025/26 and 2026/27.

BACKGROUND

The Council has adopted the CIPFA Code of Practice for Treasury
Management in the Public Sector 2021 (the Code) and the Local Government
Investment (Scotland) Regulations 2010. All treasury management activities
are carried out in accordance with the Code and regulations.

The primary requirements of the Code are as follows:
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¢ An approved Treasury Management Policy, which sets out the policies
and objectives of the Council’s treasury management activities.

e An annual treasury management strategy report to Council for the year
ahead and an annual review report to Council of the previous year.

The Local Government (Scotland) Act 2003 requires the Council to adopt the
CIPFA Prudential Code for Capital Finance in Local Authorities and to
produce the prudential indicators set out in the Prudential Code. These
indicators are designed to support and record affordable and sustainable
capital investment and treasury management.

TREASURY MANAGEMENT STRATEGY 2024/25

Current Treasury Position
The Council’'s borrowing and investments at 8 February 2024 are set out in the
table below:

Actual | Rate
£000 %
Fixed Rate Debt PWLB 121,488 5.10
LOBO 10,100 3.95
Market 23,300 5.00
Variable Rate Debt PWLB - -
LOBO - -
Temporary Borrowing — Local Authorities 80,000 5.11
Total External Borrowing 225,058 5.04
Other Liabilities 50,008 n/a
Total Gross External Debt 275,066 n/a
Investments
Short Term Investments 9,830 5.21
Net Debt 265,236 n/a

PWLB is the Public Works Loan Board. LOBO is Lender’s Option Borrower’s
Option where the lender has the option to propose an increase to interest rates at
set dates and the borrower (the Council) has the option to either accept the new
rate or to repay the loan. Temporary borrowing is borrowing for periods of less
than twelve months. Other liabilities are those relating to the financing of capital
expenditure, finance leases and Public Private Partnership (PPP) arrangements.

Interest Rates Forecast

The Council has appointed Arlingclose as treasury management advisers and
receives advice on investment, debt and capital finance issues. The Council
recognises that responsibility for treasury management decisions rests with the
Council and cannot be delegated to the adviser.
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The Bank of England (BoE) held the Bank Rate at 5.25% on 1 February 2024 with
the next meeting due on 21 March 2024. The authority’s treasury adviser
Arlingclose is forecasting that the chance of a cut in Bank Rate remains slim, with
the second half of 2024 appearing more likely timing for the start of a relaxing
cycle.

Arlingclose note that gilt yields (the interest rates paid on UK Government Bonds)
have a high level of volatility. From about October 2023 there was a very sharp
decline in gilt yields, being driven by fears of global growth and recessions
(particularly in the US) and a market understanding that we had reached peak
rates. A rebound in January 2024 largely due to stronger global data, Arlingclose’s
central case is for yields to be volatile around a relatively narrow range, reflecting
the likelihood for monetary loosening in the UK, Eurozone and US.

A more detailed economic and interest rate forecast provided by Arlingclose is
attached at APPENDIX 4.

Borrowing Strategy 2023/24

The Council’'s main objective when borrowing money is to strike an
appropriately low risk balance between securing low interest costs and
achieving cost certainty over the period for which funds are required. The
flexibility to renegotiate loans should the Council’s long-term plans change is a
secondary objective.

Given the significant cuts to public expenditure and in particular to local
government funding, the Council’s borrowing strategy continues to address
the key issue of affordability without compromising the longer term stability of
the debt portfolio. With short-term interest rates currently lower than long-term
rates, it is likely to be more cost effective in the short-term to either use
internal resources, or to borrow short-term loans instead.

By adopting the above approach, the Council can reduce net borrowing costs
and reduce overall treasury risk. The benefits of either using internal
resources or borrowing short-term will be monitored regularly against the
potential for incurring additional costs by deferring borrowing into future years

when long-term borrowing rates are forecast to rise modestly. The Council’s
advisers will assist with this breakeven analysis which may determine whether
the Council borrows additional sums at long-term fixed rates in 2024/25 with a
view to keeping future interest costs low, even if this causes additional cost in
the short-term.

The Council has previously raised the majority of its long-term borrowing from
the PWLB but could consider long-term loans from other sources including
banks and local authorities. The Council may also investigate the possibility
of issuing bonds and similar instruments, in order to lower interest costs and
reduce over-reliance on one source of funding in line with the CIPFA Code,
although previous investigation of the implications of this resulted in rejection
of this option. PWLB loans are no longer available to local authorities planning
to buy investment assets primarily for yield; the Council has never adopted
this approach and will continue to avoid this activity in order to retain access
to PWLB loans.
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The Council will continue to borrow short term loans, normally one to twelve
months, to cover cash flow shortages.

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

o HM Treasury’s PWLB lending facility (formerly the Public Loans Works
Board) and any successor body

UK Local Authorities

Any Bank or Building Society authorised to operate in the UK.

UK public and private sector pension funds

Capital market bond investors

UK Municipal Bonds Agency PLC and other special purpose companies
created to enable joint local authority bond issues

The UK Municipal Bonds Agency plc was established in 2014 by the Local
Government Associations as an alternative to the PWLB. It plans to issue
bonds on the capital markets and lend the proceeds to Local Authorities. This
will be a more complicated source of finance than the PWLB for two reasons:
borrowing authorities will be required to provide bond investors with a
guarantee to refund their investment in the event that, for whatever reason,
the agency is unable to; and there will be a lead time of several months
between committing to borrow and knowing the interest rate payable. Any
decision to borrow from the UK Municipal Bonds Agency will therefore be
subject to a separate report to Full Council.

At 1 April 2023 the Council held £10.1 million of LOBO loans where the lender
has the option to propose an increase in the interest rate at set dates,
following which the Council has the option to either accept the new rate or to
repay the loan at no additional cost. The Council will take the opportunity to
repay the remaining LOBO loan at no additional cost if the opportunity arises.

The revised Prudential Code and Treasury Management Code of Practice
published December 2021 states that it is not prudent for local authorities to
make investment or spending decisions that increases the capital financing
requirement and so leads to new borrowing unless directly and primarily
related to the functions of the local authority. In short, the Council is not
permitted to borrow to invest primarily for financial return.

The revised code reminds Local Authorities that the prime objective of their
treasury management investment activities is the security of funds, and they
should avoid exposing public funds to unnecessary or unquantified risk. It is
not prudent to make any investment or spending decision where any financial
returns are either related to the financial viability of the project in question or
otherwise incidental to the primary purpose of the Local Authority.

Debt Rescheduling

The PWLB allows Councils to repay loans before maturity, at a cost. Other
lenders may also be prepared to negotiate premature redemption rates. This will
be closely monitored with regards to the LOBO loan (£10.1m) and Market Loan
(£23.3m). The Council will take the option to repay these loans at no additional
cost if such an opportunity arises.
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Changes in the rules regarding the premature repayment of PWLB loans have
adversely affected the scope to undertake meaningful debt restructuring in recent
years and there is no indication that this will change significantly during 2024/25.

Financial Derivatives

In the absence of any legal power to do so, the Council will not use standalone
financial derivatives such as swaps, forwards, futures and options. Derivatives
embedded into loans and investments may be used and the risks they present will
be managed in accordance with the overall treasury risk management strategy.

INVESTMENT STRATEGY 2024/25

The Local Government Investment (Scotland) Regulations 2010 require the
Council to approve an annual Investment Strategy. This has been included as
APPENDIX 1 to this report.

The primary principles governing the Council’s investment criteria is the security of
capital and liquidity of its investments. The Council will also aim to achieve the
optimum return on its investments commensurate with proper levels of security
and liquidity. Where balances are expected to be invested for more than one year,
the Council 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. Under the current economic climate of inflation above the UK Treasury
target, despite rising interest rates this will be challenging in the short to mid-term.

The Council may invest its surplus funds with any of the Approved Counterparties
listed in APPENDIX 2, subject to the cash and time limits shown.

TREASURY MANAGEMENT PRUDENTIAL INDICATORS

The key objectives of the Prudential Code are to ensure that capital investment
plans of the Council are affordable, prudent and sustainable; risks are
proportionate, and decisions are taken in accordance with good professional
practice. To demonstrate these objectives the Code sets ten prudential and
treasury indicators designed to support and record capital investment and
treasury decision making. These are detailed in APPENDIX 3.

It is a statutory requirement under Section 93 of the Local Government Finance
Act 1992 for the Council to produce a balanced budget. In particular, a local
authority must calculate its budget requirement for each financial year to include
the revenue costs incurred from capital financing decisions.

Affordability
The fundamental objective of affordability is to ensure that capital plans
remain within sustainable limits.

Setting affordable limits for borrowing within a prudential framework is a
specific requirement and helps ensure that the further objectives of
sustainability and prudence are addressed. The Council has adopted a
Performance Indicator (PI) of the percentage of revenue budget planned to be
spent on servicing debt as an additional method of ensuring affordability. This
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was reported on as part of the indicative ten year capital plan reported to
Council on 24 January 2024 and shows that the ten year plan becomes
unaffordable during the second five years of the currently drafted plan.

Despite the current upward pressure on interest rates, the Council does not
envisage difficulties for the immediate future (ie next two or three years) after
taking into account current commitments and recently reviewed plans. The
Treasury Management Team, in partnership with the Council’s treasury
advisors Arlingclose, will continue to monitor closely the situation around
interest rates and take any necessary action to avoid risk to the Council’s
finances.

Sustainability

The sustainability of the Council’s finances underpins the overall financial
framework and is supported by the Prudential Code. Sustainability of finances
relates to the ability of the Council to sustain its current spending, tax and
other policies in the long run without threatening Council solvency or
defaulting on its liabilities or promised expenditure. Sustainability is gauged
by the wider financial planning process and there are no prudential indicators
specifically related to sustainability other than the affordability indicators.

Prudence

The prudent level of borrowing is linked to ensuring that debt will only be for a
capital purpose. It is also prudent that treasury management activities are
carried out in accordance with good professional practice. Within the CIPFA
Prudential Code, local authorities are required to adopt the CIPFA Treasury
Management Code of Practice.

The Local Government in Scotland Act 2003 also requires the Council to
determine and continuously review how much it can afford to allocate to capital
expenditure. This is known as the “Affordable Capital Expenditure Limit”.

The Indicators and Limits for 2024/25 are based on the General Services
Capital Plan approved by Council on 24 January 2024 and Housing Revenue
Account Investment Plan presented in separate reports for consideration at
this meeting.

Prudential Indicators are for 2024/25 only as the capital plan for General
Services was approved for one year only, namely 2024/25. However,
indicative figures for 2025/26 and 2026/27 are included based on the
indicative 10 year capital plan reported to Council on 24 January 2024.

Actual outturn figures for 2022/23 have previously been reported to Moray
Council on 27 September 2023 (paragraph 10 of the Minute refers) and these
figures have also been included in the report for comparison purposes.

This report also updates the previously approved indicators for 2023/24 based
on the latest estimated outturn for 2023/24 reported to Council on 12
December 2023 and shows that the Council remains within previously
approved limits for borrowing.
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Implementation of the new International Financial Reporting Standard (IFRS)
16 Leases in 2024/25 introduces a single lessee accounting model and
requires a lessee to recognise assets and liabilities on the balance sheet for
all leases with a term of more than 12 months. This will have an effect on the
Council’s Capital Financing Requirement going forward but, until full
recognition has been established, the impact has not been estimated in the
prudential indicators included in Appendix 3. The 2023/24 annual accounts
will have reference to the new standard in the note to the accounts
“Accounting Standards That Have Been Issued but Have Not Yet Been
Adopted” with full disclosure the following year.

SUMMARY OF IMPLICATIONS

(a)

(b)

(c)

(d)

Corporate Plan and 10 Year Plan (Local Outcomes Improvement
Plan (LOIP))
None specifically arising from this report.

Policy and Legal

The Local Government in Scotland Act 2003 provides the powers to
borrow and invest as well as providing controls and limits on these
activities.

The Council has adopted the CIPFA Prudential Code and the CIPFA
Treasury Management in the Public Services Code of Practice and
Guidance Notes (“the CIPFA Code”) which was revised in 2021. The
Council also complies with the Local Government Investments
(Scotland) Regulations 2010 (“the Regulations”).

All Treasury Management activities are carried out in accordance with
the CIPFA Code and the Regulations.

Financial implications
All financial considerations are contained within the body of the report
and the attached APPENDICES 1 - 4.

The net cost of Capital Investment and Treasury Management activities
has a significant effect on the Council’s overall finances.

When considering the level of future capital investment programmes,
the Council should be aware of the impacts of proposed capital spend
on the Revenue Budget.

Risk Implications

The Council is aware of the risks of passive management of the
treasury portfolio and, with the support of the Council’s treasury
advisers, will proactively manage its investments and debt over the
year.

Capital expenditure is closely monitored and Budget Managers are
aware of their responsibilities to manage budget allocations.
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(e)  Staffing Implications
None specifically arising from this report.

(f) Property
None specifically arising from this report.

(g) Equalities
None specifically arising from this report.

(h) Climate Change and Biodiversity Impacts
None specifically arising from this report.

(i) Consultations
This report has been produced in consultation with Arlingclose.

CONCLUSION

The adoption of the Treasury Management Strategy Statement will
ensure that the Council continues to adopt best practice in its treasury
activities.

The Investment Strategy will ensure that the Council will achieve the
optimum return on its investments whilst maintaining a high level of
liquidity to allow flexibility and above all ensure that the Council’s
investments are secure.

Establishing and subsequent monitoring of Prudential and Treasury
Indicators will ensure that the Council has capital investment plans
which are affordable, prudent and sustainable.

Prudential Indicators and Limits are proposed for 2024/25 only, as the
proposed Capital Plan is for this year only. Indicative figures for 2025/26
and 2026/27 are identified.

Authors of Report: Susan Souter, Senior Accountant
Background Papers:
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