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Agenda Item No. 21 

To:  Joint Audit Committee 

Date:  15 December 2020 

By:  Chief Finance Officer 

Title:  Treasury Management Mid-Year Report 2020/21  

 

Purpose of Report:  

The CIPFA (Chartered Institute of Public Finance and Accountancy) Code of Practice 

for Treasury Management recommends that those charged with governance and 

scrutiny receive regular updates on treasury management activity. This report 

presents the performance up to and including 31 October 2020. 

The Police and Crime Commissioner for Sussex - 2020/21 Treasury Management 

Strategy Statement can be found on the Police and Crime Commissioner’s 

website as follows;  

2020/21 Treasury Management Strategy Statement 
 

Terms of Reference: 

As set out in the Committee’s terms of reference, the Committee is responsible 

for; 

Financial arrangements 

10.  Ensuring that an effective system of scrutiny is in place in respect of 
 Treasury Management, strategy, policies and practices. 

 

Recommendations – the Joint Audit Committee is recommended to:  

• Review the Treasury Management mid-year report for the seven months to 
31 October 2020 and recommend for approval by the PCC. 

 

Executive Summary 

1 Background 

1.1 The mid-year performance of the Treasury Management Service is reported 

in line with CIPFA’s Code of Practice on Treasury Management and the PCC’s 

2020/21 Treasury Management Strategy Statement (TMSS). 

1.2 The report and TMSS are attached. 

2 Financial Considerations 

2.1 Financial implications are considered throughout this report. 

 

https://www.sussex-pcc.gov.uk/media/5114/it-14b-a-tmss-2020-21-sussex-pcc-rev-september-2020.pdf
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3 Legal Considerations 

3.1 Relevant legislation and guidance has been complied with in the delivery of 

the Treasury Management activities. 

4 Equity Considerations 

4.1 There are no equity implications arising from the contents of this report. 

5 Risk Management Considerations 

5.1 Associated risks have been considered and adequate control measures 

implemented.  All Treasury Management activity during the year is carried 

out in accordance with the approved Treasury Management Strategy 

Statement, which has the underlying aim of minimising risk to ensure the 

PCC principal sums are safeguarded.  Maximising income is considered 

secondary to this main aim. 

6 Performance Overview 

• £27.828m of investments were held at 31 October 2020. 

• Interest of £0.047m was received which was £0.247m less than expected 

to 31 October. 

• Gross investment return of 0.226% was achieved for the 7 months to 31 

October against 7 day LIBID of 0.07%.   

• Interest rates on many investments are now so low that for some short-

term deposits the transaction costs exceed the interest that could be 

earned. The TM Team evaluate each potential investment on a case by 

case basis. 

• The last benchmark report was as at 30 September when the benchmark 

for other police bodies within our benchmarking group was 0.27% and the 

group as a whole was 0.45%. The PCC for Sussex was 0.25% at that date 

which compares reasonably against other similar organisations although 

lower than our previous experience due to a smaller portfolio and lower 

rates resulting from less long term fixed rates. 

• The Bank of England Base Rate has remained at 0.10% since 19 March 

2020. 

• No new borrowing was taken, maintaining the loan balance at £4.5m. 

• There was no change in the Capital Financing Requirement and other 

Prudential Indicators are within approved limits. 

 

 

 

https://www.sussex-pcc.gov.uk/media/5114/it-14b-a-tmss-2020-21-sussex-pcc-rev-september-2020.pdf
https://www.sussex-pcc.gov.uk/media/5114/it-14b-a-tmss-2020-21-sussex-pcc-rev-september-2020.pdf
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1 Purpose of the Report 

1.1 The purpose of this report is to summarise the Treasury Management 

performance for the seven months to 31 October 2020. 

2 Background 

2.1 The mid-year performance of the Treasury Management Service is reported 

in line with CIPFA’s Code of Practice on Treasury Management and the 

2020/21 Treasury Management Strategy Statement. 

2.2 The PCC operates a balanced revenue 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. The priority is to 

provide adequate security and liquidity before considering optimising 

investment return. 

2.3 The second main function of the treasury management service is the funding 

of the PCC’s capital programme.  The capital programme provides a guide 

to the borrowing need of the PCC over a longer term cash flow period, 

ensuring the PCC can fulfil the capital spending plans.   

2.4 Accordingly, treasury management is defined as: 
 

“The management of the PCC’s borrowing, 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.” 

2.5 This mid-year report has been prepared in compliance with CIPFA’s Code of 
Practice on Treasury Management, and covers the following: 
• Economic update for the first part of the 2020/21 financial year; 
• Review of the Treasury Management Strategy Statement and Annual 

Investment Strategy; 
• The PCC’s capital expenditure and prudential indicators; 

• Review of the PCC’s investment portfolio for 2020/21; 
• Review of the PCC’s borrowing strategy for 2020/21; 
• Review of any debt rescheduling undertaken during 2020/21; 

• Review of compliance with Treasury and Prudential Limits for 2020/21. 

 

https://www.sussex-pcc.gov.uk/media/5114/it-14b-a-tmss-2020-21-sussex-pcc-rev-september-2020.pdf
https://www.sussex-pcc.gov.uk/media/5114/it-14b-a-tmss-2020-21-sussex-pcc-rev-september-2020.pdf


5 

 

3 Treasury Management Strategy Update 

3.1 The Treasury Management Strategy Statement (TMSS) for 2020/21 was 

initially approved by the PCC on 23 March 2020 and is underpinned by 

adoption of the Chartered Institute of Public Finance and Accountancy’s 

(CIPFA) Treasury Management in Public Services Code (2017 Edition).  

3.2 The primary requirements of the Code are as follows:  

• Creation and maintenance of a Treasury Management Policy Statement 
which sets out the policies and objectives of the PCC’s treasury 

management activities. 
• Creation and maintenance of Treasury Management Practices (TMP) 

which set out the manner in which the PCC will seek to achieve those 

policies and objectives. 
• The PCC will receive reports on its treasury management policies, 

practices and activities, including, as a minimum, an annual strategy 
and plan in advance of the year, a mid-year review and an annual 

report after its close, in the form prescribed in its TMPs. 
• The PCC nominates the Joint Audit Committee (JAC) to be responsible 

for ensuring effective scrutiny of the treasury management strategy and 

policies. 
• The PCC nominates the Chief Finance Officer, through the Scheme of 

Delegation, as the responsible officer for implementing and monitoring 
treasury management policies and practices and for the execution and 
administration of treasury management decisions. 

 

3.3 The TMSS for 2020/21 was approved by the PCC following recommendation 

from JAC on 23 March 2020 (no revisions have been made to this strategy 

during the year to date).            

3.4 The TMSS covers the specific activities proposed in relation to both 

borrowing and investments and ensures a wide range of advice is taken to 

maintain and preserve all principal sums, whilst obtaining a reasonable rate 

of return.  The primary objective of the investment strategy is to maintain 

the security of investments at all times. 

3.5 Credit ratings are one of the controls required by the strategy. 

3.6 The latest TMSS was following a review by this JAC approved and published 

by the PCC in September 2020 alongside the annual Treasury Management 

report and contained no policy changes to the TMSS; the details in this 

report update the position in light of the updated economic position and 

budgetary changes already approved. 

 

  

https://www.sussex-pcc.gov.uk/media/4739/008-tmss-2020-21-sussex-pcc-final.pdf
https://www.sussex-pcc.gov.uk/media/4786/surrey-sussex-pcc-scheme-of-delegation-2020.pdf
https://www.sussex-pcc.gov.uk/media/4786/surrey-sussex-pcc-scheme-of-delegation-2020.pdf
https://www.sussex-pcc.gov.uk/media/4739/008-tmss-2020-21-sussex-pcc-final.pdf
https://www.sussex-pcc.gov.uk/about/transparency/joint-audit-committee/
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4 Investment Performance 

4.1 Interest Receivable 

4.1.1 The PCC’s budgeted investment return for the 2020/21 year was £0.500m 

and actual interest received between April to October 2020 was £0.047m. 

This is illustrated in Appendix IV. 

4.1.2 The PCC’s daily average investment portfolio of £35.110m for the seven 

month period to 31 October 2020 generated a gross investment return of 

0.226%.  This exceeded the average 7 Day LIBID benchmark of 0.066% by 

0.160% and the average UK Bank Rate of 0.10% by 0.216%.  This is 

illustrated in Appendix III. 

4.1.3 The PCC is a member of a local benchmarking analysis group with data 

collected by treasury advisors LINK Asset Services which includes data from 

15 other Local Authorities and 15 other police bodies.  The Q2 Benchmarking 

return on investment results for September 2020 indicates the performance 

for the PCC at 0.25% which was below that of both the overall benchmarking 

group and slightly below the other police forces within that group.   

4.1.4 The PCC returns however exceeded the Model Rate of Return by 0.03%.  

September 2020 benchmarking results on a Weighted Average Rate of 

Return (WARoR) basis were as follows: 

 

 

 

 

 

 

Performance Group WARoR  

The PCC for Sussex 0.25% 

Benchmarking Group 8 0.45% 

Police  0.27% 

Model 0.22% 
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4.1.5 Extrapolation of the income forecast based on actual interest received in the 

first seven months of the 2020/21 year, as compared with the original 

budget is summarised in the table below and in Appendix IV: 

Movement from original investment income budget  £’000 

Original Budget  500 

Lower average investment portfolio than budget (£34.89m) 

£34.890m 

)   

(249) 

Lower rate of return than budget estimate (0.488%)  (171) 

Net Interest receivable forecast  80 
 

4.1.6 A revised annual forecast calculation of investment interest, based on 

information known in October 2020, was considered for the purpose of 

internal management. No adjustment has been made to the forecast but 

this will be monitored on a monthly basis for the rest of the year.  This takes 

into consideration interest rates and the decrease in portfolio size towards 

the end of the financial year as illustrated in the table below.   

2020/21 Interest Forecast 
Actuals 

Apr-Oct 

Forecast 

Nov-Mar 
Total 

Average portfolio £m 35.110 26.303 31.467 

Average rate of return % 0.226% 0.185% 0.212% 

Net Interest receivable £m 0.466 0.201 0.667 
 

4.1.7 Interest rates have been at historic lows for several years.  The Bank of 

England Base Rate has remained at 0.10% since the 19 March 2020.  

4.1.8 Interest rates on many investments are now so low that for some short-

term deposits the transaction costs exceed the interest that could be 

earned. The TM Team evaluate each potential investment on a case by case 

basis. 

4.2 Investment Portfolio Activity 2020/2021 

4.2.1 In accordance with the Code and the TMSS for 2020/21, the PCC gives 

priority to the security of capital followed by liquidity, and then to obtain an 

appropriate level of return which is consistent with the PCC’s risk appetite.   

4.2.2 The PCC held £27.828m of investments as at 31 October 2020 (£11.393m 

at 31 March 20). 

4.2.3 The increase in the average investment portfolio at 31 October 2020 reflects 

timing of receipt of government grants and precepts from local authorities, 

along with timing of capital and revenue expenditure in year. 

4.2.4 During 2020/21 the PCC has operated one instant access call account with 

a UK-regulated bank (Santander) and eight Sterling Money Market Funds, 

where funds can be deposited and withdrawn without notice.  Cash has also 

been deposited in one fixed term account where planning indicated money 

could be invested for a longer period. 
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4.2.5 The following table illustrates the portfolio movement during the year.  

Appendix II gives a full list of Investments held at 31 October 2020. 

Investment 

2019/20 2020/21 2020/21 2020/21 

31-Mar-20 Purchased Redeemed 31-Oct-20 
£m £m £m £m 

UK Banks – Fixed Deposits 0.0 0.00 0.00 0.00 

Non UK Banks – Fixed  

Deposits 
6.0 5.00 (6.00) 5.00 

UK Banks – Call Accounts 0.0 10.00 0.00 10.00 

Money Market Funds 5.3 214.90 (207.40) 

) 
12.80 

Heritable Bank (i) 0.1 0.00 (0.07) 0.03 

TOTAL 11.4 229.90 (213.47) 27.83 

 (i) Excludes £0.1m remaining impairment recognised in the 2008-09 accounts 

4.3 Liquidity 

4.3.1 The maximum period for investments with UK Banks of medium quality 

(Fitch long term rating of A or equivalent) was set at 365 days within the 

TMSS for 2020/21.  During the 7 months to October 2020 there were no 

long term investments placed for fixed term deposits requiring specific 

approval by the PCC. 

4.3.2 The maturity profile of the PCC’s investments is shown in the following table: 

Deposits with financial 

institutions 

2019/20 2020/21 

31-Mar-20 30-Jun-20 31-Oct-20 

  £m £m £m 

Instant Access Call Accounts 0.0 0.0 10.00 

Less than 1 month 11.3 5.1 12.80 

1 month to 3 months 0.0 0.0 5.00 

3 months to 6 months 0.0 0.0 0.00 

Heritable Bank(i) 0.1 0.1 0.03 

TOTAL 11.4 5.2 27.83 

 (i)Heritable deposits not shown in specific time periods as final repayment dates unknown 

4.4 Heritable Bank 

4.4.1 The former Sussex Police Authority had three deposits with Heritable Bank 

totalling £6.8m when Heritable was taken into administration in October 

2008.  An original claim of £6.8m was submitted to the administrators Ernst 

& Young in November 2008 including interest accrued of £44,828. 

4.4.2 Total repayments received to date amount to £6.74m representing 99.1% 

of the total claim against investments in Heritable Bank, this is the final 

settlement. 

4.4.3 A loan impairment of £1.36m (20%) was recognised in the 2008/09 

accounts as a prudent forecast of potential loss.  That provision was 

reversed to the extent of £0.994m to reflect repayment amounts received 

The remaining impairment of £0.028m reflects the principal value of the 
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investment not yet recovered as at 31 October and the overall carrying value 

of the Heritable bank investment in the books of the PCC is £Nil.  
 

4.5 Credit Risk 

4.5.1 Analysis of the PCC’s investment portfolio by long term credit rating is shown 

in the following table: 

Deposits with financial 

institutions 

2019/20 2020/21 

31-Mar-20 30-Jun-20 31-Oct-20 

£m £m £m 

AAA rated counterparties (i) 

AA rated counterparties (ii) 

5.3 

0.0 

5.2 

0.0 

12.80 

0.00 

A rated counterparties (iii) 0.0 0.0 0.00 

A+ rated counterparties (iv) 

AA- rated counterparties (v) 

6.0 

0.0 

0.0 

0.0 

15.00 

0.00 

Heritable Bank  0.1 0.1 0.03 

TOTAL 11.4 5.3 27.83 

(i) Money Market Funds 

(ii) Local Authorities 
(iii) Goldman Sachs International Bank 18/9 & Sumitomo Mitsui 19/20 
(iv) Qatar 20/21, Santander – Note that the Qatar deposit was for a fixed period and matured 

on 7 December 2020. The Chief Finance Officer will not place deposits with this bank in 
future as a result of ethical concerns. 

(v) First Abu Dhabi 
 

4.5.2 Borrowing 

4.5.3 The PCC’s capital financing requirement (CFR) for 2020/21 is £17.867m.  

The CFR denotes the PCC’s underlying need to borrow for capital purposes.  

If the CFR is positive the PCC 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.   

4.5.4 At 31 October 2020 the PWLB long-term borrowing held by the PCC 

amounted to £4.500m which will be fully matured in 12 years. Total interest 

of £0.200m will be payable to PWLB in 2020/21 relating to the long-term 

borrowing by the PCC, representing an average interest rate of 4.5%. 

 

4.5.5 No new external borrowing was taken in the first seven months of 2020/21 

nor is anticipated during this financial year.  All daily cash flow shortages 

PWLB 

LOAN 

PWLB 

No. 

Date of 

Advance 

Maturity 

Date 

Interest 

Rate 

Amount      

£ 

Annual 

Interest   

£ 

Loan 1 489785 31-Mar-05 01-Mar-31 4.85 1,250,000 60,625 

Loan 2 490633 24-Oct-05 01-Jun-31 4.45 1,250,000 55,625 

Loan 3 491430 31-Mar-06 01-Mar-32 4.25 1,000,000 42,500 

Loan 4 492302 02-Oct-06 01-Jun-32 4.25 1,000,000 42,500 

TOTAL     4,500,000 201,250 
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are funded by withdrawals from instant access accounts and Money Market 

Funds held by the PCC. 

4.5.6 Use of internal resources in lieu of borrowing by the PCC continue to be the 

most cost effective means of funding capital expenditure.  This also lowers 

overall treasury risk by reducing both external debt and temporary 

investments. 

4.5.7 The long-term borrowing portfolio continues to be periodically reviewed in 

consultation with treasury management advisors (LINK Asset Services).  

Whilst there are several claims that competitive alternative borrowing 

sources to the PWLB are available, the PWLB remains the preferred source 

of borrowing given the transparency and control that its facilities continue 

to provide. 

4.5.8 Following a consultation, the government has publishing revised lending 

terms for the PWLB and guidance to support public bodies use of PWLB 

loans. These new terms apply to all loans arranged from 9am on 26 

November 2020.  

4.5.9 Trends and variations in PWLB certainty rates are illustrated in Appendix V.   

4.6 Debt Rescheduling 

4.6.1 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 was 

undertaken during the first seven months of 2020/21. 

4.6.2 The premium is still very expensive to redeem the loans in the PCC’s 

portfolio and therefore unattractive for debt rescheduling.  No debt 

rescheduling activity was undertaken as a consequence.    

4.6.3 The PCC will continue to assess early repayment or rescheduling against the 

requirements of the budget and any future borrowing requirements.  Where 

rescheduling is appropriate, the PCC will consider alternative refinancing to 

achieve cost savings and a reduction in risk. 

 

 

 

 

 

 

 

 

https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/940281/Response_to_consultation_Public_Works_Loan_Board_future_lending_terms_1.pdf
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5 Prudential Indicators 

5.1 The PCC’s Capital Position 

5.1.1 The following table shows the latest budget for capital expenditure and the 

adjustments approved since the original capital budget was agreed by the 

PCC in February 2020.   

Capital Expenditure by 

Investment Portfolio 

Original 

Budget  

£m 

Approved 

Adjustments 

£m 

Revised 

Budget  

£m 

Information Technology  3.0 4.5 

 

7.5 

Business Led IT Projects 1.8 (1.8) 0.0 

Fleet Replacement and Equipment 4.6 (1.1) 3.5 

Estate Strategy  5.3 (1.0) 4.3 

Operational Equipment 0.5 0.0 

 

0.5 

Total Planned Spend 15.2 0.6 

 

15.8 

 

5.1.2 The above adjustments include approved slippage brought forward from 

2019/20. 

5.2 Planned Capital Financing 2020/21 

5.2.1 The table below illustrates updated planned financing of the capital 

expenditure plans for 2020/21.  

  

Original 

Budget 

£000 

Approved 

Adjustments 

£000 

Revised 

Estimate 

£000 

Total Planned Spend 15.2 0.6 15.8 

Financed by:      

Capital Grants 0.2 0.0 0.2 

 
Other Grants and Income 0.0 0.7 0.7 

Capital Receipts 10.7 0.0 10.7 

Revenue contribution 3.7 0.0 3.7 

*Borrowing 0.0 0.5 

 

0.5 

Reserves 0.6 (0.6) 0.0 

Total Financing 15.2 0.6 15.8 

*Any borrowing is subject to PCC CFO approval  

5.2.2 Changes to the Prudential Indicators for the Capital Financing Requirement 

(CFR), External Debt and the Operational Boundary. 

5.2.3 The following table shows the CFR, which indicates the underlying external 

need to incur borrowing for a capital purpose.  It also shows the expected 

debt position over the period, which is termed the Operational Boundary.  

 

https://www.sussex-pcc.gov.uk/media/4640/002-2020-council-tax-precept.pdf
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5.2.4 2020/21 performance is on target against the original Prudential Indicator 
forecasts for the Capital Financing Requirement, External Debt and 

Operational Boundary as set out in the authorised TMSS.  

 

 

5.3 Limits to Borrowing Activity 

5.3.1 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 2020/21 and next two 

financial years.  This allows some flexibility for limited early borrowing for 

future years.  The PCC has approved a policy for borrowing in advance of 

need which will be adhered to if this proves prudent.   

* Includes on balance sheet PFI schemes and finance leases 

5.3.2 In the case of the PCC current gross debt does exceed the CFR.  Current 

gross debt relates to a long term PWLB loan of £4.5m in addition to long 

term liabilities for PFI contract repayment. 

5.3.3 The Chief Finance Officer confirms the PCC is not borrowing for revenue 

purposes.  It is not currently cost effective to repay the PWLB loan debt but 

this situation is under continual review and will be considered when 

economic circumstances make it viable. 

 
2020/21 

Estimate    

£m 

2020/21 

Amendments 

£m 

2020/21 

Estimate  

£m 

Prudential Indicator – Capital Financing Requirement 

Total CFR 17.867 0 17.867 

 
Net movement in CFR 0.608 0 0.608 
    

Prudential Indicator – External Debt / the Operational Boundary 

Long Term Borrowing 4.500 0 4.500 

Long Term PFI Liability 13.371 0 13.371 

Long Term Finance Lease Liability 0.569 0 0.569 

Long Term Internal Borrowing 1.660 0 1.660 

Total debt 31 March 20.100 0 20.100 

15% External Debt allowance 3.015 0 3.015 

Operational Borrowing Limit 23.115 

 

0 23.115 

 

 
2020/21 

Budget    

£m 

2020/21 

Amendments 

£m 

2020/21 

Estimate     

£m 

Gross borrowing 4.500 0 4.500 

Plus other long term liabilities (PFI 

and Lease) 
13.940 0 13.940 

Gross Debt 18.440 0 18.440 

CFR*  17.867 0 17.867 
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5.3.4 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 the PCC.  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.                                                                                                                  

 

5.3.5 The Chief Finance Officer reports that no difficulties are envisaged for the 

current or future years in complying with this prudential indicator. 

5.3.6 A listing of Prudential Indicators can be found at Appendix I. 

6 Economic Update 

6.1 A review of economic performance to date and outlook can be found at 

Appendix VI. 

7 Regulatory Updates 

7.1 Changes in risk appetite  

7.1.1 The 2018 CIPFA Codes and guidance notes have placed enhanced 

importance on risk management. Where an organisation 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 the attention of the PCC and 

Joint Audit Committee members in treasury management update reports.  

7.1.2 We confirm there has been no change to risk appetite during this year. 

7.2 Investment guidance 

7.2.1 The MHCLG investment guidance focused particularly on non-financial asset 

investments.  As non-financial assets have been excluded from our TMSS, 

any changes in this area of investment guidance did not require any changes 

to our TMSS which deals solely with treasury type investments. 

 

Authorised limit for external 

debt 

2020/21 

Original 

Indicator 

£m 

2020/21 

Amendments 

£m 

2020/21 

Revised 

Estimate  

£m 

Borrowing 4.500 0 4.500 

PFI long term liability 13.371 0 13.371 

Finance lease liability 0.569 0 0.569 

Long Term Internal Borrowing 

 BBBorrowing 

1.660 0 1.660 

Additional external debt 3.015 0 3.015 

Additional contingency 15.000 0 15.000 

Total 38.115 0 38.115 
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7.2.2 The effective definition of a short-term investment as being repayable 

‘within 12 months’ in the 2010 investment guidance, has been removed 

from the 2019 guidance.  A long term investment is therefore now one for 

in excess of 365 days. (Our TMSS included this change last year.)  

7.3 Minimum Revenue Provision (MRP) Guidance 

7.3.1 The MHCLG MRP guidance focuses particularly on expenditure on purchasing 

non-financial asset investments.  As non-financial assets have been 

excluded from our TMSS any changes in this area of MRP guidance did not 

require any changes to this report.  

7.3.2 There are also changes to guidance on retrospective changes to MRP policy, 

but this does not currently affect the PCC. 

8 Conclusion 

8.1 The PCC has complied with relevant statutory and regulatory stipulations, 

which require the PCC to identify and where possible quantify the levels of 

risk associated with its treasury management activities. 

8.2 During the seven months to 31 October 2020 the PCC complied with 

legislative and regulatory requirements.   

8.3 The Chief Finance Officer confirms compliance with the approved TMSS for 

2020/21 and that a prudent investment approach has been followed with 

priority given to security and liquidity of amounts invested over actual yield 

achieved. 

8.4 The Chief Finance Officer requests the Joint Audit Committee to review the 

Treasury Management mid-year report for the seven months to 31 October 

2020 and recommend for approval by the PCC. 

 

IAIN McCULLOCH 

CHIEF FINANCE OFFICER 

 

Contact: Iain McCulloch, Chief Finance Officer 

Tel No: 01273 481582 

E-mail: Iain.McCulloch@sussex-pcc.gov.uk 
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APPENDIX I 

Prudential Indicators Forecast as at 31 October 2020 

Tax Base Base: 

BUDGET 

Oct-20   

Estimate 

2020/21 

Compliance at 31-Oct-20 

Impact of Capital Plans on Council Tax 2020/21 2020/21 

19 

  

Impact on Council Tax (Band D Equivalent) £199.91 £199.91 Yes no change 

Financial  BUDGET  Estimate   

  2020/21 2020/21   

 £m £m   

Capital Expenditure (excluding leasing and PFI) 15.153 16.982 Yes  

Capital Financing Requirement (Inc. PFI / Leases) 17.867 17.867 Yes  

Authorised Borrowing Limit  38.115 38.115 Yes no extra borrowing in yr 

Operational Boundary 23.115 23.115 Yes no extra borrowing in yr 

Net Borrowing (25.500) (25.500) Yes, Investments >£27m 

Financing costs 2.400 2.400 Yes forecast costs <£2m 

Net revenue Stream  (348.299) (348.299)  

Financing costs / Net revenue Stream 0.69% 0.69%   

Closing Liabilities as at 31 March  BUDGET Estimate   

 2020/21 2020/21   

  £ '000s £ '000s   

Long Term Borrowing - Fixed Rate (PWLB)          4.500           4.500  Yes  

Long Term PFI Liability - PFI 13.371 13.371 Yes  

Long Term Finance Lease Liability - Brighton East 0.569  0.569  Yes  

Long Term Internal Borrowing 1.660              1.660  Yes  

Total Long Term Debt 20.100 20.100 

 

Yes  

15% x External Debt (Total Long term borrowing) 3.015 3.015 Yes  

Operational borrowing limit 23.115 23.115 Yes  

£15m additional        15.000         15.000  Yes  

Authorised borrowing limit 38.115 38.115 Yes  

Investments (30.000) (30.000) Yes portfolio av. £35m mth 7 
Maximum investments at longer than 1 year (7.500) (7.500) Yes, no investments >1yr 

Maximum % investment longer than 1 year 25% 25% Yes, no investments >1yr 

Borrowing (actual external borrowing) 4.500 4.500 Yes  

Investments (30.000) (30.000) Yes portfolio av. £35m mth 7 

Net Borrowing (25.500) (25.500)   

Treasury Management  BUDGET Estimate 

Estimate 

  

 2020/21 2020/21   

Compliance with CIPFA Code of Practice YES YES   

Debt Maturity: 10-15 Years 100% 100% Yes no change 

Actual Debt at Fixed Rate as % Net Borrowing 79% 79% Yes below maximum  

Actual Debt at Variable Rate as % Net Borrowing 20% 20% Yes below maximum  

Maximum % Borrowing at Fixed Rates 100% 100% Yes, 100% Fixed (PWLB) 

Maximum % Borrowing at Variable Rates 25% 25% Yes, no variable loans held 

Maximum % Investments at Fixed Rates 100% 100% Yes, can't exceed this limit 

Maximum % Investments at Variable Rates 100% 100% Yes 

Maximum Principal Invested > 365 days 25% 25% Yes, no investments >1yr 
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APPENDIX II 

Investment Portfolio as at 31 October 2020 

 

Counterparty 

Investments 

as at 

31-Oct-20 

£ 

UK Banks incorporated in UK:   

Santander UK Plc 10,000,000 

Qatar* 5,000,000 

Total Banks incorporated in UK 15,000,000 

Icelandic Banks in Administration**:   

Heritable Bank Ltd  27,807 

Total Icelandic Banks 27,807 

TOTAL UK BANKS 15,027,807 

Money Market Funds:   

Aviva 2,800,000 

Aberdeen  10,000,000 

Total Money Market Funds 12,800,000 

Total Investments 27,827,807 
  

  

 

*Qatar 20/21 – Note that the Qatar deposit was for a fixed period and matured on 7 

December 2020. The Chief Finance Officer will not place deposits with this bank in future 

as a result of ethical concerns. 

 

**Banks incorporated inside or outside the EEA entitled to accept deposits through a 

branch in the UK are classified as UK Banks for the purposes of statistical reports to DCLG 
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APPENDIX III 

 

Investment Rate of Return  

Gross Investment Return as compared with the benchmark (7 day LIBID) and 

the Bank of England base rate 
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APPENDIX IV 

Investment Income Budget Performance 

  2020/21 

  

BUDGET 
PORTFOLIO 

RATE OF 
RETURN 

BUDGET 
INTEREST 

  £m % £m 

Investment Portfolio  70.000 0.71% 0.500 

INVESTMENT INCOME BUDGET  70.000  0.500 

     

     
INTEREST DEFICIT COMPARED WITH BUDGET ASSUMPTIONS   

     

  2020/21 to Oct-20 

  £m % £m 

Average Portfolio (excluding PFI reserve)   35.110   

Average Investment Return Rate   0.226% 0.047 

     

     

  2020/21 

  PORTFOLIO  BUDGET 
INTEREST 

  £m  £m 
(a) Average investment portfolio < than assumed in original 
budget (34.890) 0.71% (249) 

(b) Actual rate of return < than assumed in original budget  35.110 -0.49% (171) 

INTEREST SURPLUS/(DEFICIT)    (420) 

     

     

  2020/21 

  

ACTUAL 
PORTFOLIO 

RATE OF 
RETURN 

FORECAST 
INTEREST 

  £m % £m 

Average Investment Portfolio as at 31 October 2020  35.110 0.226% 0.80 

ANNUAL INVESTMENT INCOME FORECAST   35.110  0.80 
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    APPENDIX V 

PWLB certainty rates as at 31 October 2020 

 

The graph and table below show the movement in PWLB certainty rates for the 

first six months of the year to date as provided by the PCC’s treasury advisor, 

Link Asset Services:    

 

 

 

 

The following table illustrates the general trends in interest rates to October 

2020:  

 

PWLB rates for six months to 30 September 2020 

 

  

1 Year 5 Year 10 Year 25 Year 50 Year

Low 1.70% 1.67% 1.91% 2.40% 2.13%

Date 18/09/2020 30/07/2020 31/07/2020 18/06/2020 24/04/2020

High 1.94% 1.99% 2.19% 2.80% 2.65%

Date 08/04/2020 08/04/2020 08/04/2020 28/08/2020 28/08/2020

Average 1.80% 1.80% 2.04% 2.54% 2.33%
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APPENDIX VI 

 

Economic Update  

• UK. The Bank of England’s Monetary Policy Committee kept Bank Rate 
unchanged on 5th November. However, it revised its economic forecasts to take 
account of a second national lockdown from 5th November to 2nd December 

which is obviously going to put back economic recovery and do further damage 
to the economy.  It therefore decided to do a further tranche of quantitative 

easing (QE) of £150bn, to start in January when the current programme of 
£300bn of QE announced in March to June, runs out.  It did this so that 
“announcing further asset purchases now should support the economy and help 

to ensure the unavoidable near-term slowdown in activity was not amplified by 
a tightening in monetary conditions that could slow the return of inflation to 

the target”. 

• Its forecasts appear to be rather optimistic in terms of three areas:  

o The economy would recover to reach its pre-pandemic level in Q1 2022 

o The Bank also expects there to be excess demand in the economy by Q4 
2022. 

o CPI inflation is therefore projected to be a bit above its 2% target by the 
start of 2023 and the “inflation risks were judged to be balanced”. 

• Significantly, there was no mention of negative interest rates in the minutes 

or Monetary Policy Report, suggesting that the MPC remains some way from 
being persuaded of the case for such a policy, at least for the next 6 -12 

months. However, rather than saying that it “stands ready to adjust monetary 
policy”, the MPC this time said that it will take “whatever additional action was 
necessary to achieve its remit”. The latter seems stronger and wider and may 

indicate the Bank’s willingness to embrace new tools. 

• One key addition to the Bank’s forward guidance in August was a new 

phrase in the policy statement, namely that “it does not intend to tighten 
monetary policy until there is clear evidence that significant progress is being 
made in eliminating spare capacity and achieving the 2% target sustainably”. 

That seems designed to say, in effect, that even if inflation rises to 2% in a 
couple of years’ time, do not expect any action from the MPC to raise Bank Rate 

– until they can clearly see that level of inflation is going to be persistently 
above target if it takes no action to raise Bank Rate.  Our Bank Rate forecast 
currently shows no increase through to quarter 1 2024 but there could well be 

no increase during the next five years due to the slow rate of recovery of the 
economy and the need for the Government to see the burden of the elevated 

debt to GDP ratio falling significantly. Inflation is unlikely to pose a threat 
requiring increases in Bank Rate during this period as there is likely to be spare 

capacity in the economy for a considerable time.  It is expected to briefly peak 
at around 2% towards the end of 2021, but this is a temporary short lived 
factor and so not a concern. 

• However, the minutes did contain several references to downside risks. The 
MPC reiterated that the “recovery would take time, and the risks around the 

GDP projection were judged to be skewed to the downside”. It also said “the 
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risk of a more persistent period of elevated unemployment remained material”. 
Downside risks could well include severe restrictions remaining in place in some 

form during the rest of December and most of January too. That could involve 
some or all of the lockdown being extended beyond 2nd December, a 
temporary relaxation of restrictions over Christmas, a resumption of the 

lockdown in January and lots of regions being subject to Tier 3 restrictions when 
the lockdown ends. Hopefully, restrictions should progressively ease during the 

spring.  It is only to be expected that some businesses that have barely 
survived the first lockdown, will fail to survive the second lockdown, especially 
those businesses that depend on a surge of business in the run up to Christmas 

each year.  This will mean that there will be some level of further permanent 
loss of economic activity, although the extension of the furlough scheme to the 

end of 31st March will limit the degree of damage done.  
 

• As for upside risks, we have been waiting expectantly for news that various 

COVID19 vaccines would be cleared as being safe and effective for 
administering to the general public. The Pfizer announcement on 9th November 

was very encouraging as its 90% effectiveness was much higher than the 50-
60% rate of effectiveness of flu vaccines which might otherwise have been 
expected.  However, their phase three trials are still only two-thirds complete. 

More data needs to be collected to make sure there are no serious side effects. 
We don’t know exactly how long immunity will last or whether it is effective 

across all age groups. The Pfizer vaccine specifically also has demanding cold 
storage requirements of minus 70C that might make it more difficult to roll out. 
However, the logistics of production and deployment can surely be worked out 

over the next few months. 
 

• What these vaccine results would mean is that life could largely return to 

normal during 2021, with activity in the still-depressed sectors like 
restaurants, travel and hotels returning to their pre-pandemic levels, which 

would help to bring the unemployment rate down. With the household saving 
rate currently being exceptionally high, there is plenty of pent-up demand and 
purchasing power stored up for these services. A large-scale roll-out of vaccines 

might take into late 2021 to fully complete; but if the vaccine really is that 
effective, then there is a possibility that restrictions could begin to be eased 

once vulnerable people and front-line workers had been vaccinated. At that 
point, there would be less reason to fear that hospitals could become 
overwhelmed any more.  Effective vaccines would radically improve the 

economic outlook once they have been widely administered; it may allow GDP 
to rise to its pre-virus level a year earlier than otherwise and mean that the 

unemployment rate peaks at 7% next year instead of 9%. But while this would 
reduce the need for more QE and/or negative interest rates, increases in Bank 

Rate would still remain some years away. However, until there is clarity on 
these issues around the Pfizer vaccine, it would be premature to change the 
overall economic commentary and forecasting in this report. It also raises a 

potential question as to whether the relatively optimistic outlook of the 
Monetary Policy Report was swayed by making positive assumptions around 

effective vaccines being available soon. It should also be borne in mind that as 
effective vaccines will take time to administer, economic news could well get 
worse before it starts getting better. 
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• Public borrowing is now likely to increase by about £30bn to around £420bn 
(23% of GDP) as a result of the new lockdown.  In normal times, such an 

increase in total gilt issuance would lead to a rise in gilt yields, and so PWLB 
rates. However, the QE done by the Bank of England has depressed gilt yields 
to historic low levels, (as has similarly occurred with QE and debt issued in the 

US, the EU and Japan). This means that new UK debt being issued, and this is 
being done across the whole yield curve in all maturities, is locking in those 

historic low levels through until maturity.  In addition, the UK has one of the 
longest average maturities for its entire debt portfolio, of any country in the 
world.  Overall, this means that the total interest bill paid by the Government 

is manageable. It is also quite possible that the Bank of England will do more 
QE in 2021 to support the economy, although negative interest rates could also 

be a usable tool in the tool box later on in 2021. 

• Overall, the pace of recovery was not expected to be in the form of a rapid 

V shape, but a more elongated and prolonged one. The initial recovery was 
sharp but after a disappointing increase in GDP of only 2.1% in August, this left 
the economy still 9.2% smaller than in February; this suggested that the 

economic recovery was running out of steam after recovering 64% of its total 
fall during the crisis. The last three months of 2020 were originally expected to 

show zero growth due to the impact of widespread local lockdowns, consumers 
probably remaining cautious in spending, and uncertainty over the outcome of 
the UK/EU trade negotiations concluding at the end of the year also being a 

headwind. However, the new national lockdown for one month is now expected 
to depress GDP by 8% in November while the rebound in December is likely to 

be muted and vulnerable to the previously mentioned downside risks. 
Unemployment is also now expected to increase from 4.5% in August to a peak 
of 9% around the middle of 2021. Due to the number of adverse factors that 

have built up during the autumn, there is wide expectation that the Bank of 
England could resort to expanding quantitative easing by a further £100bn 

during 2021 to sustain momentum in the economy.  Even so, it is now expected 
that the second national lockdown will push back recovery of GDP to pre 
pandemic levels by six months and into sometime during 2023.  However, the 

graph below shows what Capital Economics forecast could happen if a 
successful vaccine was widely administered in the UK in the first half of 2021; 

this would cause a much quicker recovery.  

 

Level of real GDP   (Q4 2019 = 100) 
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• There will be some painful longer term adjustments as e.g. office space and 
travel by planes, trains and buses may not recover to their previous level of 

use for several years, or possibly ever, even if vaccines are fully successful in 
overcoming the current virus. There is also likely to be a reversal of 
globalisation as this crisis has exposed how vulnerable long-distance supply 

chains are. On the other hand, digital services are one area that has already 
seen huge growth. 

 

• The Financial Policy Committee (FPC) report on 6th August revised down 

their expected credit losses for the banking sector to “somewhat less than 
£80bn”. It stated that in its assessment “banks have buffers of capital more 

than sufficient to absorb the losses that are likely to arise under the MPC’s 
central projection”. The FPC stated that for real stress in the sector, the 
economic output would need to be twice as bad as the MPC’s projection, with 

unemployment rising to above 15%.  

 

US. The result of the November elections means that while the Democrats have 

gained the presidency and a majority in the House of Representatives, it looks as 

if the Republicans will still have a majority on the Senate. This means that the 

Democrats will not be able to do a massive fiscal stimulus, as they had been hoping 

to do after the elections, as they now have to get agreement from the Republicans.  

That would have resulted in another surge of debt issuance and would have put 

particular upward pressure on debt yields – which could have also put upward 

pressure on gilt yields.  On the other hand, financial markets leapt up on 9th 

November on the first news of a successful vaccine - so that could cause a big shift 

in investor sentiment i.e. a swing to sell out of government debt into equities and 

so cause debt prices to fall and yields to rise. It is too early yet to say how enduring 

this shift in market expectations will be or whether the Fed would feel it necessary 

to take action to suppress this jump up in debt yields.  However, the next two 

years, and possibly four years in the US, could be a political stalemate where 

neither party can do anything radical. 

 

The economy had been recovering quite strongly from its contraction in 2020 of 

10.2% due to the pandemic with GDP now only 3.5% below its pre-pandemic 

level and the unemployment rate dropping below 7%. However, the rise in new 

cases during quarter 4, to the highest level since mid-August, suggests that the 

US could be in the early stages of a third wave. While the first wave in March and 

April was concentrated in the Northeast, and the second wave in the South and 

West, the latest wave has been driven by a growing outbreak in the Midwest. The 

latest upturn poses a threat that the recovery in the economy could stall. This is 

the single biggest downside risk to the outlook – a more widespread and 

severe wave of infections over the winter months, which is compounded by the 

impact of the regular flu season and, as a consequence, threatens to overwhelm 

health care facilities. Under those circumstances, states might feel it necessary to 

return to more draconian lockdowns. 



24 

 

 

COVID-19 New infections & hospitalisations 

 

 

 

After Chair Jerome Powell unveiled the Fed's adoption of a flexible average 

inflation target in his Jackson Hole speech in late August, the mid-September 

meeting of the Fed agreed by a majority to a toned down version of the new 

inflation target in his speech - that "it would likely be appropriate to maintain the 

current target range until labour market conditions were judged to be consistent 

with the Committee's assessments of maximum employment and inflation had 

risen to 2% and was on track to moderately exceed 2% for some time." This 

change is aimed to provide more stimulus for economic growth and higher levels 

of employment and to avoid the danger of getting caught in a deflationary “trap” 

like Japan. It is to be noted that inflation has actually been under-shooting the 2% 

target significantly for most of the last decade, (and this year), so financial markets 

took note that higher levels of inflation are likely to be in the pipeline; long-term 

bond yields duly rose after the meeting. The Fed also called on Congress to end 

its political disagreement over providing more support for the unemployed as there 

is a limit to what monetary policy can do compared to more directed central 

government fiscal policy. The FOMC’s updated economic and rate projections in 

mid-September showed that officials expect to leave the fed funds rate at near-

zero until at least end-2023 and probably for another year or two beyond that. 

There is now some expectation that where the Fed has led in changing its inflation 

target, other major central banks will follow. The increase in tension over the last 

year between the US and China is likely to lead to a lack of momentum in 

progressing the initial positive moves to agree a phase one trade deal. The Fed’s 

meeting on 5 November was unremarkable - but at a politically sensitive time 

around the elections. 

 

EU. The economy was recovering well towards the end of Q2 and into Q3 after a 

sharp drop in GDP caused by the virus, (e.g. France 18.9%, Italy 17.6%).  

However, growth is likely to stagnate during Q4, and Q1 of 2021, as a second 

wave of the virus has affected many countries, and is likely to hit hardest those 
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countries more dependent on tourism. The €750bn fiscal support package 

eventually agreed by the EU after prolonged disagreement between various 

countries, is unlikely to provide significant support, and quickly enough, to make 

an appreciable difference in the worst affected countries. With inflation expected 

to be unlikely to get much above 1% over the next two years, the ECB has been 

struggling to get inflation up to its 2% target. It is currently unlikely that it will cut 

its central rate even further into negative territory from -0.5%, although the ECB 

has stated that it retains this as a possible tool to use. It is therefore expected that 

it will have to provide more monetary policy support through more quantitative 

easing purchases of bonds in the absence of sufficient fiscal support from 

governments. The current PEPP scheme of €1,350bn of QE which started in March 

2020 is providing protection to the sovereign bond yields of weaker countries like 

Italy.  There is therefore unlikely to be a euro crisis while the ECB is able to 

maintain this level of support. However, the PEPP scheme is regarded as being a 

temporary measure during this crisis so it may need to be increased once the first 

PEPP runs out during early 2021 - unless vaccines step in quickly enough to head 

off the need for more action by the ECB. It could also decide to focus on using the 

Asset Purchase Programme to make more monthly purchases, rather than the 

PEPP scheme, and it does have other monetary policy options. 

 

China.  After a concerted effort to get on top of the virus outbreak in Q1, economic 

recovery was strong in Q2 and then into Q3 and Q4; this has enabled China to 

recover all of the contraction in Q1. Policy makers have both quashed the virus 

and implemented a programme of monetary and fiscal support that has been 

particularly effective at stimulating short-term growth. At the same time, China’s 

economy has benefited from the shift towards online spending by consumers in 

developed markets. These factors help to explain its comparative outperformance 

compared to western economies. 

 

However, this was achieved by major central government funding of yet more 

infrastructure spending. After years of growth having been focused on this same 

area, any further spending in this area is likely to lead to increasingly weaker 

economic returns in the longer term. This could, therefore, lead to a further 

misallocation of resources which will weigh on growth in future years. 

 

Japan. Japan’s success in containing the virus without imposing draconian 

restrictions on activity should enable a faster return to pre-virus levels of output 

than in many major economies. While the second wave of the virus has been 

abating, the economy has been continuing to recover at a reasonable pace from 

its earlier total contraction of 8.5% in GDP. However, there now appears to be the 

early stages of the start of a third wave.  It has also been struggling to get out of 

a deflation trap for many years and to stimulate consistent significant GDP growth 

and to get inflation up to its target of 2%, despite huge monetary and fiscal 

stimulus. There has also been little progress on fundamental reform of the 
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economy. The change of Prime Minister is not expected to result in any significant 

change in economic policy. 

 

World growth.  While Latin America and India have, until recently, been hotspots 

for virus infections, infection rates have begun to stabilise. World growth will be in 

recession this year. Inflation is unlikely to be a problem for some years due to the 

creation of excess production capacity and depressed demand caused by the 

coronavirus crisis. 

 

Until recent years, world growth has been boosted by increasing globalisation 

i.e. countries specialising in producing goods and commodities in which they have 

an economic advantage and which they then trade with the rest of the world.  This 

has boosted worldwide productivity and growth, and, by lowering costs, has also 

depressed inflation. However, the rise of China as an economic superpower over 

the last thirty years, which now accounts for nearly 20% of total world GDP, has 

unbalanced the world economy. The Chinese government has targeted achieving 

major world positions in specific key sectors and products, especially high tech 

areas and production of rare earth minerals used in high tech products.  It is 

achieving this by massive financial support, (i.e. subsidies), to state owned firms, 

government directions to other firms, technology theft, restrictions on market 

access by foreign firms and informal targets for the domestic market share of 

Chinese producers in the selected sectors. This is regarded as being unfair 

competition that is putting western firms at an unfair disadvantage or even putting 

some out of business. It is also regarded with suspicion on the political front as 

China is an authoritarian country that is not averse to using economic and military 

power for political advantage. The current trade war between the US and China 

therefore needs to be seen against that backdrop.  It is, therefore, likely that we 

are heading into a period where there will be a reversal of world globalisation 

and a decoupling of western countries from dependence on China to supply 

products.  This is likely to produce a backdrop in the coming years of weak global 

growth and so weak inflation.   

 

Summary 

Central banks are, therefore, likely to come under more pressure to support growth 

by looser monetary policy measures and this is likely to result in more quantitative 

easing and keeping rates very low for longer. It will also put pressure on 

governments to provide more fiscal support for their economies.  

 

If there is a huge surge in investor confidence as a result of successful vaccines 

which leads to a major switch out of government bonds into equities, which, in 

turn, causes government debt yields to rise, then there will be pressure on central 

banks to actively manage debt yields by further QE purchases of government debt; 
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this would help to suppress the rise in debt yields and so keep the total interest 

bill on greatly expanded government debt portfolios within manageable 

parameters. It is also the main alternative to a programme of austerity. 

 

The graph below as at 10th November, shows how the 10 year gilt yield in the UK 

spiked up after the Pfizer vaccine announcement on the previous day: - 

 

 

 

 

 

Interest rate forecasts  

The PCC’s treasury advisor, Link Asset Services, provided the following forecast: 
 

 

 

 

Brexit. The interest rate forecasts provided by Link are predicated on an 

assumption of a reasonable agreement being reached on trade negotiations 

between the UK and the EU by 31.12.20.  However, as the differences between a 

Brexit deal and a no deal are not as big as they once were, the economic costs of 
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a no deal have diminished. The bigger risk is that relations between the UK and 

the EU deteriorate to such an extent that both sides start to unravel the 

agreements already put in place. So what really matters now is not whether there 

is a deal or a no deal, but what type of no deal it could be. 

 

The differences between a deal and a no deal were much greater immediately after 

the EU Referendum in June 2016, and also just before the original Brexit deadline 

of 29.3.19. That’s partly because leaving the EU’s Single Market and Customs 

Union makes this Brexit a relatively “hard” one. But it’s mostly because a lot of 

arrangements have already been put in place. Indeed, since the Withdrawal 

Agreement laid down the terms of the break-up, both the UK and the EU have 

made substantial progress in granting financial services equivalence and the UK 

has replicated the bulk of the trade deals it had with non-EU countries via the EU. 

In a no deal in these circumstances (a “cooperative no deal”), GDP in 2021 as a 

whole may be only 1.0% lower than if there were a deal. In this situation, financial 

services equivalence would probably be granted during 2021 and, if necessary, the 

UK and the EU would probably rollover any temporary arrangements in the future. 

 

The real risk is if the UK and the EU completely fall out. The UK could override part 

or all of the Withdrawal Agreement while the EU could respond by starting legal 

proceedings and few measures could be implemented to mitigate the disruption 

on 1.1.21. In such an “uncooperative no deal”, GDP could be 2.5% lower in 2021 

as a whole than if there was a deal. The acrimony would probably continue beyond 

2021 too, which may lead to fewer agreements in the future and the expiry of any 

temporary measures. 

 

Relative to the slump in GDP endured during the COVID crisis, any hit from a no 

deal would be small. But the pandemic does mean there is less scope for policy to 

respond. Even so, the Chancellor could loosen fiscal policy by about £10bn (0.5% 

of GDP) and target it at those sectors hit hardest. The Bank of England could also 

prop up demand, most likely through more gilt and corporate bond purchases 

rather than negative interest rates. 

 

Brexit may reduce the economy’s potential growth rate in the long run. However, 

much of that drag is now likely to be offset by an acceleration of productivity 

growth triggered by the digital revolution brought about by the COVID crisis.  

 

So in summary there is not likely to be any change in Bank Rate in 20/21 

– 21/22 due to whatever outcome there is from the trade negotiations 

and while there will probably be some movement in gilt yields / PWLB 

rates after the deadline date, there will probably be minimal enduring 

impact beyond the initial reaction. 
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The balance of risks to the UK 

• The overall balance of risks to economic growth in the UK is probably now 
skewed to the upside, but is subject to major uncertainty due to the virus 
and how quickly successful vaccines may become available and widely 

administered to the population. It may also be affected by what, if any, deal 
the UK agrees as part of Brexit. 

• There is relatively little UK domestic risk of increases or decreases in Bank 
Rate and significant changes in shorter term PWLB rates. The Bank of 
England has effectively ruled out the use of negative interest rates in the 

near term and increases in Bank Rate are likely to be some years away given 
the underlying economic expectations. However, it is always possible that 

safe haven flows, due to unexpected domestic developments and those in 
other major economies, could impact gilt yields, (and so PWLB rates), in the 
UK. 

 

Downside risks to current forecasts for UK gilt yields and PWLB rates 

currently include:  

• UK - further national lockdowns or severe regional restrictions in major 
conurbations during 2021.  

• UK / EU trade negotiations – if it were to cause significant economic 
disruption and downturn in the rate of growth. 

• UK - Bank of England takes action too quickly, or too far, over the next 
three years to raise Bank Rate and causes UK economic growth, and 
increases in inflation, to be weaker than we currently anticipate.  

• A resurgence of the Eurozone sovereign debt crisis. The ECB has taken 
monetary policy action to support the bonds of EU states, with the positive 

impact most likely for “weaker” countries. In addition, the EU agreed a 
€750bn fiscal support package.  These actions will help shield weaker 
economic regions for the next year or so. However, in the case of Italy, the 

cost of the virus crisis has added to its already huge debt mountain and its 
slow economic growth will leave it vulnerable to markets returning to taking 

the view that its level of debt is unsupportable.  There remains a sharp 
divide between northern EU countries favouring low debt to GDP and annual 
balanced budgets and southern countries who want to see jointly issued 

Eurobonds to finance economic recovery. This divide could undermine the 
unity of the EU in time to come.   

• Weak capitalisation of some European banks, which could be undermined 
further depending on extent of credit losses resultant of the pandemic. 

• German minority government & general election in 2021. In the 

German general election of September 2017, Angela Merkel’s CDU party 
was left in a vulnerable minority position dependent on the fractious support 

of the SPD party, as a result of the rise in popularity of the anti-immigration 
AfD party. The CDU has done badly in subsequent state elections but the 
SPD has done particularly badly. Angela Merkel has stepped down from 

being the CDU party leader but she intends to remain as Chancellor until 
the general election in 2021. This then leaves a major question mark over 
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who will be the major guiding hand and driver of EU unity when she steps 
down.   

• Other minority EU governments. Austria, Sweden, Spain, Portugal, 
Netherlands, Ireland and Belgium also have vulnerable minority 
governments dependent on coalitions which could prove fragile.  

• Austria, the Czech Republic, Poland and Hungary now form a strongly 
anti-immigration bloc within the EU.  There has also been a rise in anti-

immigration sentiment in Germany and France. 
• Geopolitical risks, for example in China, Iran or North Korea, but also in 

Europe and other Middle Eastern countries, which could lead to increasing 

safe haven flows.  

 

Upside risks to current forecasts for UK gilt yields and PWLB rates 

• UK - stronger than currently expected recovery in UK economy, especially 
if effective vaccines are administered quickly to the UK population and lead 

to a resumption of normal life and a return to full economic activity across 
all sectors of the economy. 

• Post-Brexit – if an agreement was reached that removed the majority of 
threats of economic disruption between the EU and the UK.  

• The Bank of England is too slow in its pace and strength of increases in 
Bank Rate and, therefore, allows inflationary pressures to build up too 
strongly within the UK economy, which then necessitates a later rapid series 

of increases in Bank Rate faster than we currently expect.  

 

United Kingdom Sovereign Rating U pdate 

On 19 October Moody’s Investor Services downgraded the UK Sovereign 

Rating from Aa2 to Aa3 and the outlook on the Sovereign Rating from 

Negative to Stable. 

The three key drivers for this action are closely related and mutually 

reinforcing. First, the UK's economic strength has diminished since Moody’s 

downgraded the Rating to Aa2 in September 2017. Growth has been 

meaningfully weaker than expected and is likely to remain so in the future. 

Negative long-term structural dynamics have been exacerbated by the 

decision to leave the EU and by the UK's subsequent inability to reach a trade 

deal with the EU that meaningfully replicates the benefits of EU membership. 

Growth will also be damaged by the scarring that is likely to be the legacy of 

the coronavirus pandemic, which has severely impacted the UK economy. 

The coronavirus-induced shock has brought new and considerable pressures 

on the UK economy. Despite the projected recovery, Moody’s estimate a 

sharper peak-to-trough contraction for the UK than for any other G-20 

economy because of the relatively greater severity of the coronavirus 

outbreak, the reliance of the UK economy on service activities which involve 

greater levels of human interaction, and the continued risk of further 

outbreaks and localised restrictions. Moody's forecasts also reflect the view 

that lingering Brexit uncertainty will hold back the recovery in the second half 
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of the year. The structural impact of the coronavirus-induced shock will be 

uncertain for some time, but in view of the impact on investment and the 

labour market to-date, some permanent scarring on the economy appears 

likely. 

Second, the UK's fiscal strength has eroded. General government debt, 

already high and sticky prior to the crisis, has risen further as a result of the 

pandemic. While the UK's reserve currency status provides a high capacity 

to carry debt, the material increase in debt poses risks to debt affordability 

in future years, particularly in the absence of a clear plan to reduce 

government indebtedness. Notwithstanding recent statements of intent by 

the government, it is in Moody's view unlikely that the government will be 

able meaningfully to rebuild the UK's fiscal strength in the coming years given 

the low growth environment and the likely political obstacles to doing so. 

One mitigant is high debt affordability; despite the much higher issuance of 
government debt, the UK's funding environment and interest costs are 

likely to remain benign. Moody's base case is that interest rates will remain 
low for longer. That said, the UK's debt affordability is not immune to 

shocks and the structure of the UK's debt stock is less robust to increases 
in funding costs than it once was due to the issuance of an unusually large 

proportion of short-dated gilts.  
 

The third driver relates to the weakening in the UK's institutions and 

governance that Moody's has observed in recent years, which underlies the 
previous two drivers. While still high, the quality of the UK's legislative and 

executive institutions has diminished in recent years. Policymaking, 
particularly with respect to fiscal policy, has become less predictable and 
effective. Looking forward, the self-reinforcing combination of low potential 

growth and high debt in a fractious policy environment will create additional 
headwinds to addressing the economic, fiscal and social challenges that the 

UK faces.  

 
The UK effectively has no fiscal policy anchor. Before the pandemic, Moody's 

saw an increasing willingness to move the goalposts, with changes to the 

longer-term fiscal anchor and the definition of fiscal targets and a revealed 

preference to shift the fiscal tightening to outer years of a five-year horizon. 

While the economic and public health uncertainties are undeniable at the 

current juncture, there is no indication that this trend, which has transcended 

electoral cycle, is likely to reverse.  

 

 


