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 This report asks the Committee to consider an investment in Asset 
Backed Securities (ABS) and approve the required amendments to the 
2018/19 Treasury Management Strategy to enable this investment. 
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1. EXECUTIVE SUMMARY 
 
1.1. The purpose of this report is to recommend that the Council consider and 

approve the investment in Asset Backed Securities (ABS) and approve the 
required amendments to the 2018/19 Treasury Management Strategy to 
enable this investment. 
 

1.2. Treasury management comprises: 

 managing the Council’s borrowing to ensure funding of the Council’s 
future capital programme is at minimal cost; 

 investing surplus cash balances arising from the day-to-day 
operations of the Council to obtain an optimal return while ensuring 
security and liquidity. 

 
2. RECOMMENDATIONS 
 
2.1. That members consider and agree the proposal for investment in Asset 

Backed Securities (ABS). 
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2.2. Agree the proposal to update the 2018/19 treasury management strategy to 
allow the Council invest in ABS. 

 
3. INTRODUCTION AND BACKGROUND  

3.1. This report covers a detailed process for investing in Asset Backed Securities 
(ABS) report covers: 

 the treasury position as at 31 July 2018; 

 the case for investing in Asset Backed Securities; and 

 the proposed amendments required to the 2018/19 treasury 
management strategy. 

 
4. RATIONALE AND ECONOMIC UPDATE 

4.1. The Bank of England Bank rate was reduced from 0.5% to 0.25% in August 
2016 and remained at this level until November 2017 when it was increased to 
0.50%. The base rate was increased from 0.50% to 0.75% on 2 August 2018.   

 
4.2. Yield forecasts are expected to increase as a result of the rate rise from its 

current yield position of 0.55% until the end of 2018 and thereafter a gradual 
increase. The importance of external economic factors is a key driver in 
external parties setting rates and also the availability of instruments in which 
to invest and borrow. 

 
4.3. The Council’s average return on investments at 31 July 2018 was 0.58%. 

Investments in asset backed securities (ABS) is expected to assist in 
increasing the yield. 

 
4.4. The Council’s current portfolio is invested in fixed deposits (local authorities, 

banks), call accounts, constant and variable net asset value money market 
funds and covered bonds. Against this background and with the added 
uncertainty on the markets created by the UK’s exit from the European Union, 
officers have continued to explore alternative investments that offer security 
and strong returns within the constraints of the treasury management strategy 
and protect council invested cash. 

 
4.5. The table below shows the interest rate forecasts provided by Link Asset 

Services as at 31 July 2018. 

 
 
 
 

Interest Rate Forecast at 6 August 2018
Now Sep-18 Dec-18 Mar-19 Jun-19 Sep-19 Dec-19 Mar-20 Jun-20

Bank Rate 0.75% 0.75% 0.75% 0.75% 0.75% 1.00% 1.00% 1.00% 1.25%

5 yr. PWLB Rate 1.81% 2.00% 2.00% 2.10% 2.20% 2.20% 2.30% 2.30% 2.40%

10 yr. PWLB Rate 2.22% 2.40% 2.50% 2.60% 2.60% 2.70% 2.80% 2.80% 2.90%

25 yr. PWLB Rate 2.60% 2.80% 2.90% 3.00% 3.10% 3.20% 3.30% 3.30% 3.40%

50yr. PWLB Rate   3.39% 2.50% 2.60% 2.70% 2.80% 2.90% 3.00% 3.00% 3.10%
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5. CURRENT TREASURY POSITION 

5.1. Capital programme slippage will impact the use of cash. The table below 
shows the cash position as at 31 July 2018 and the current yield.   

 

Principal 
31 March 

2018 
£000 

Average 
Rate 

March 2018 
% 

 Principal  
31 July 

2018  
£000 

Average 
Rate July 

2018 
% 

339,237 0.53% Investments 322,472 0.55 

321,737  Specified  304,972  

17,500  Non-Specified 17,500  

  Borrowing   

217,405 4.86 Public Works Loan 
Board 

217,405 4.86 

 
6. CURRENT CAPITAL PROGRAMME FORECAST JUNE 2018 

6.1. The amount of cash available to invest long term is partly affected by the 
capital programme’s forecast expenditure and use of internal borrowing to 
fund the capital programme.  

 
6.2. The table below shows the forecast capital expenditure and internal 

borrowing.   
 

 2017/18 
Actual 

£000 

2018/19 
Forecast 

£000 

2019/20 
Forecast 

£000 

2020/21 
Forecast 

£00 

2021/22 
Forecast 

£000 

Total Capital Expenditure 73,552 78,359 100,504 70,557 59,214 

Total Financing and Main 
Stream Funding 

67,002 68,408 56,122 62,486 42,180 

Internal Borrowing 6,550 9,951 44,382 8,071 17,034 

Total Capital Financing 73,552 78,359 100,504 70,557 59,214 

 
7. ASSET BACKED SECURITIES  

7.1. Asset Backed Securities (ABS) are bonds/tradeable instruments, consisting of 
a pool of loans, mortgages, credit card obligations or other receivables such 
as leasing proceeds and in some cases a pooled fund with a mixture of these 
assets. 

  
7.2. The interest and principal payments on the loans provide the cash flow 

needed to pay interest to the holder and to redeem the security when it 
matures. 

 
7.3. Banks generally create ABS by taking loans they have written and structuring 

the loan payments to pass through directly to bondholders. The instrument 
allows the lending institution, such as a bank, to remove the assets from its 
balance sheet (provided that the terms of the issue satisfy supervisory 
requirements on non-recourse to the originator). Having the securities in the 
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form of ABS provides a platform in which the group of loans can be grouped 
into a form that can be traded. 

 
7.4. Not all ABS bonds have the same credit ratings. Lower rated (or ‘junior’) 

bonds are first to absorb any losses (and generate higher yields as 
compensation), while higher rated bonds assume losses only when the more 
junior bondholders’ portions have been exhausted. 

 
7.5. Credit risks are therefore bases on the creditworthiness of the underlying 

mortgage or credit card borrowers (for example). 
 
7.6. Similar to the public bond markets, where investments range from high quality 

government bonds to high yield credit, ABS has similar spectrum. Not all ABS 
portfolios have a credit rating. At the higher rated end of the spectrum lies 
AAA-rated UK residential mortgage backed securities (RMBS) with robust 
structural safeguards to maximise the likelihood of repayments.  

 
7.7. In the UK, banks have the ability to pursue borrowing if the value of the house 

is less than the value of the mortgage (negative equity). Investors therefore 
have recourse to the underlying borrower, unlike in the US where home 
owners can walk away, leaving the lender with only the underlying property to 
reclaim their investment. 

 
7.8. ABS may therefore be able to offer some attractive source of value in liquid 

credit markets today. The most senior bonds quality can offer the highest 
credit ratings, security against tangible assets (such as property) and robust 
structural safeguards to maximize the likelihood of repayment. 

 
7.9. There are various types depending on the underlying asset. Commercial 

Mortgage Backed Securities (CMBS), backed by mortgages for the purchase 
of commercial property, Consumer Asset Backed Security (Consumer ABS), 
backed by personal financial assets such as car loans, credit cards, student 
loans and other consumer loans. Corporate Asset Backed Security (Corporate 
ABS), backed by the cashflows from receivables such as leases on aircraft or 
other corporate equipment, small and medium enterprise (SME) loans, trade 
receivables. 

 
7.10. Collateralised Debt Obligation (CDO), backed by a mixture of 

loans/receivables and/or asset backed securities. These also include 
Collateralised Loan Obligations (CLO), backed by loans, often to medium-
sized corporates. In the UK, the government also owns assets that could be 
securitised. These are residential mortgages, consumer loans and corporate 
loans. 

 
7.11. The Council is proposing to invest via a pooled fund to ensure diversification. 
 
 
 
 
8. SECURITY CREDIT RATING AND RETURN  

Page 6



8.1. Asset Backed Securities (ABS) are usually secured against assets. In many 
cases, the bond is unrated. Coupon generally yield between 1.5% to 6% gross 
of fees, thereby providing investors with a higher rate of return which exceeds 
the return of a ten-year corporate bond currently around 1.44%. (FT 5 May 
2018). 

 
8.2. Depending on the ABS issue, the Council may match the maturities against 

the time periods when the Council’s cash will be required to fund the capital 
program. ABS are normally issued as floating-rate notes (FRNs) paying 
LIBOR plus a margin as their coupon. 

 
8.3. To attract investors, at least one credit rating is normally required. The rating 

of each ABS structure is based on the likelihood of payment. Each ABS 
capital structure (a ‘tranche’) is backed by the same pool of assets but 
generally AAA (the lowest risk) gets paid first. It is anticipated that the Council 
may invest in AAA-rated structures. The only other authorities in England and 
Wales currently actively investing or looking to invest are Greater London 
Authority (GLA), London Borough of Newham and Westminster City Council.  

 
8.4. When issuing a rating for the ABS, rating agencies will consider the credit 

standing of the underlying loans or examining the credit strength of those 
interest is due from and liquidity of the structure in addition to other factors. 
This will also include possibility of future losses. The credit standing is usually 
monitored until redemption. 

 
9. PROS AND CONS OF RESIDENTIAL MORTGAGED ASSET BACKED 

SECURITES POOLED FUNDS 

9.1. The benefits of investing in ABS: 

 Securitisation – the resulting securities, the bonds are backed by the 
homes   

 The investor can adjust risk exposure and return profile by selecting 
the appropriate type of bond  

 The investor can define which sectors in the economy to invest in for 
example residential mortgage payments, credit cards pools, car loan 
pools depending on the risk appetite of the investor. 

 Individual bonds in the pool are usually floating rate notes by nature. 

 Cash flows can be predicted with a relative degree of confidence 

 Less likely when compared to corporate bonds to be downgraded by 
events like mergers, acquisitions or recapitalisation of the issuing bank. 

 Where the ABS is structured with a floating interest rate, such as a 
fixed margin over LIBOR, it is less likely to be exposed to interest rate 
changes.   

 
9.2. Issues to consider – should some home owners in the pool default and 

foreclosures fail to cover the short fall, each bond holder will share the loss 
equally. However, the issuing bank stress tests the bonds before issue to 
ensure that there are mitigations in place. Where investment is by way of 
asset-backed securities pooled investment vehicle then losses are limited to 
the share in the overall pool.  
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9.3. Some investments include prepayment risk. Issuers would generally factor a 

percentage in the yield to reward investors for this risk. Currently, investors 
enjoy a premium of 60 to 65 basis points over Base Rate (net of management 
fees).   

 
10. REGULATION AND CONTRACTS  

10.1. The council, in choosing the appropriate ABS security, will seek advice as to 
the appropriateness of the risk, reward and accounting. Investments are 
generally not a capital expenditure and the investment is generally amortised 
in the accounts i.e. not mark to market.  

 
10.2. Duration of contracts associated with the running of the asset generally 

exceed the bond life. Due to the complexity of these financial instrument 
contracts, the review of ABS contracts will be evaluated using external legal 
advisers. 

 
11. IMPACT OF IFRS 9 FINANCIAL INSTRUMENTS ON INVESTING IN ASSET 

BACK SECURITY INVESTMENTS  

11.1. IFRS 9 Financial Instruments is the new accounting standards for 
investments, borrowing, receivables and payables, which will apply to local 
authorities form the 2018/19 financial year onwards. 

 
11.2. The new standard takes effect from 1 April 2019. There are two main 

changes, the first relating to the impairment of financial assets, where 
potential losses on investments must be charged to revenue in case actual 
losses are incurred in future.  

 
11.3. The second impact arises from changes in the treatment of unrealised gains 

and losses on certain investments, where movements in market value must 
now be charged to revenue. 

 
11.4. Gains and losses from changes in fair values of this investment will be 

reflected in surpluses and deficits in the Provision of Services line in Council’s 
accounts The Authority will continue to ensure compliance in the accounts.      

 
12. INVESTMENT SELECTION PROCESS AND TIMELINE 

12.1. To select which ABS should be procured, the Council will seek external 
guidance in the analysis of the investment and modelling of the effect of 
macro-economic scenarios such as changes in economic growth, 
unemployment rates, property prices and interest rates and other inherent 
risks.  

 
12.2. The external adviser will also provide credit assessment of the underlying 

borrowers, as well as transparency of the ABS underlying risk and ensure that 
the ABS structure is in such a way as to ensure that the Council’s investments 
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are protected in the event of bankruptcy of the originator and the underlying 
assets are not included in the liquidating assets.  

 
12.3. The investment process and timeline comprises of the following:  

 Review capital program  

 Determine new capital program funding yet to be received 

 Determine core cash available to invest for period longer than one year 

 Explore what ABS investment options are there in the market and 

possible yield 

 Request quotes for ABS advice work 

 Procure consultant to advice on which ABS and provide analysis on 

detailed loan-by-loan scenario analysis and due diligence 

 Determine a need for procurement or not  

 Outline procurement process 

 Source Asset Backed Security manager or investment 

 Prepare report for lead Member for Finance  

 Report to Full Council to amend TMS 

 Due diligence process with external lawyers  

 Procure ABS instrument   

 
13. LINKS TO THE COUNCIL’S TREASURY MANAGEMENT STRATEGY (TMS) 

13.1. This investment proposal falls under non-specified investment category. The 
current treasury management strategy permits investing for more than 365 
days using longer term maturity investments to improve yields. The Council 
has upper limit for principal sums invested for more than 364 days of £120m. 
However, the security of capital remains uppermost.   

 
13.2. The 2018/19 treasury management strategy also permits investments in 

collateralised deposits but not explicitly but not explicitly Asset Backed 
Securities. There is therefore a need to amend the Treasury Management 
Strategy at the earliest opportunity. 

 
13.3. All eligible counterparties and new types of investments will be discussed prior 

to their use by the lead member, the Strategic Finance Director, and the 
security of the investment will be assessed. Although the current treasury 
management strategy does permit investments in green energy bonds for a 
duration of up to ten years, not all Asset Backed Securities will fall under this 
category of investment. 

  
13.4. Appendix A to this report shows the proposed amendment to the TMS in track 

changes. 
 
 
 
 
14. AMENDMENTS REQUIRED TO THE 2018/19 TREASURY MANAGEMENT 

STRATEGY   
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14.1. The current Treasury Management Strategy does not explicitly allow for the 
investment in Asset Backed Securities. It is therefore proposed that Members 
approve the recommendation to invest in this asset class and recommend that 
the amended strategy be presented to Full Council for approval in other to 
include this investment class in the Council’s list of approved asset classes.  

 
14.2. Members are also asked to approve that investment in ABS is limited to a 

maximum of £50m. That each tranche of investment will require additional due 
diligence and sign off by the lead Member for Finance and the Strategic 
Financial Director. 

 
15. EQUALITY IMPLICATIONS 

15.1. There are no equality implications to this decision. 
 
15.2. Implications verified by: Peter Smith, Head of Policy & Strategy, tel. 0208 753 

2206.  
 
16. LEGAL IMPLICATIONS 

16.1. Statutory requirements are discussed within the report. All such requirements 
have been complied with. 

 
16.2. Legal Implications completed by Angus Everett, Chief Solicitor, 020 8753 

2724 
 
17. FINANCIAL IMPLICATIONS 

17.1. The Council currently budgets to earn £1.79m per annum of investment 
income from treasury management activities. Investments that generate an 
additional return will enable greater income to be earned, provided monies are 
invested wisely in counterparties or financial instruments commensurate with 
the Council’s low risk appetite, providing security of capital and adequate 
liquidity.    

 
17.2. Financial Implications provided by Andrew Lord, tel. 020 8753 2531 – Head of 

Strategic Planning and Monitoring.  
 
18. RISK MANAGEMENT  

18.1. Treasury Management contributes positively to our financial efficiency 
enabling us to reduce the burden on residents by cutting or freezing council 
tax, as well as charges for services and in accordance with Council Priority of 
Being Ruthlessly Financially Efficient and contribute positively to the 
Management of Council Finances. The practices ensure the Council invests 
where it matters most to ultimately protect and improve front-line services. 
Treasury management risk has been discussed throughout the report. The 
Council’s approach during the year has been one of a low risk appetite with 
the security of capital considered paramount. This has resulted in the 
selection of high quality, low risk counterparties, culminating in a lower 
investment yield than might be expected with a higher risk appetite approach. 
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Investment in Asset Backed Securities will increase Council’s return on 
investments while taking into consideration security of capital. 

 
18.2. Implications verified/completed by: Michael Sloniowski, Risk Manager - 020 

8753 2587. 
 
19. IMPLICATIONS FOR BUSINESS 

19.1. There are no implications for business arising from this report.  
 
19.2. Implications verified/completed by: Albena Karameros, Economic 

Development Team, 07739 316 597 
 
20. PROCUREMENT IMPLICATIONS 

20.1. An approved recommendation via the proposed pooled vehicle route will not 
result in a procurement process. However procurement via a segregated 
mandate will result in a market procurement for an external ABS manager. 
 

20.2. Implications verified/completed by Phil Triggs, Director of Treasury and 
Pensions, telephone 020 7641 4136 
 

21. IT IMPLICATIONS 
 

21.1. There are no IT implications contained within this report. 
 

21.2. Implications completed by: Veronica Barella, Chief Information Officer, tel. 020 
8753 2927 

 
LOCAL GOVERNMENT ACT 2000 - LIST OF BACKGROUND PAPERS USED IN 
PREPARING THIS REPORT 
 

No. 
 

Description of 
Background Papers 

Name/Ext of holder of 
file/copy 

Department/ 
Location 

1. Capital Programme 
Monitor and budget 
Variations 2018/19 
period 3 

Andrew Lord – Ext: 2531 Finance 

 
LIST OF APPENDICES: 
Appendix A – Proposed Changes to 2018/19 Treasury Management Strategy non-

Specified Investments 
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APPENDIX A 
 

Proposed Change to 2018/19 Treasury Management Strategy: Non-Specified 
Investments 

Investments 
Minimum Credit 
Rating Required 

Maximum 
Individual 

Counterparty 
Investment Limit  

Maximum 
tenor 

Changes from 
the 2017/18 

TMSS  

 S&P/Moody’s/Fitch £m   

UK Bank (Deposit/Certificates of 
Deposit/Short Dated Bonds) 

LT: AA-/Aa3/AA- 
(UK Government  
Ownership 
greater than 25%) 

£70m 5 years No change 

UK Bank (Deposit/Certificates of 
Deposit/Short Dated Bonds) 

LT: A-/A3/A £50m 3 years No change 

Non-UK Bank 
(Deposit/Certificates of 
Deposit/Short Dated Bonds) 

LT: AA-/Aa2/AA- 
£50m 3 years No change 

ST: F2/P-2/A-3 

LT: A/A2/A 
£30m 1 years No change 

ST: F2/P-2/A-3 

Green Energy Bonds 
Internal and 
External due 
diligence 

Less than 25% of 
the total project 
investment or 
maximum of 
£20m per bond. 

10 years 
Increase from 5 
to 10 years 

£50m in 
aggregate 

Rated UK Building Societies 

LT: A-/A3/A 

£30m  3 years 

Increased from 
£20m to £30m 
per Building 
Society 
Extension of 
duration from 1 
to 3 years 

ST: F2/P-2/A-3 

Asset Backed Securities 
(ABS) 

AAA £50m 10 years New  
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