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SUMMARY

This report gives details of the performance of the Council’s external investment
portfolio , managed by Invesco, during 2008/09 and also describes the anticipated
strategy to be followed by Invesco during 2009/10.

RECOMMENDATION

That the Committee notes the performance of the Council’s external investment
portfolio during 2008/09.

REASONS FOR THE RECOMMENDATION

This report has been submitted as a result of a request made by the Audit &
Resources Scrutiny Committee at its meeting on the 2" December 2008.

ALTERNATIVE OPTION CONSIDERED
None
BUDGETARY FRAMEWORK

Treasury Management of which the management of the Council’s external
investment portfolio is an important part has a potentially significant impact on the
Council’'s budget through its ability to maximise investment income, particularly in
the current low interest rate environment.

POLICY FRAMEWORK
Treasury Management has no direct impact on the Policies of the Council.

BACKGROUND

Invesco has been the Council’s external investment fund manager since December
2003. Concerns over poor performance over a number of years led to the Council
halving its external investment portfolio from £10m to £5m during the early part of
2008/2009 and Members requested regular reports on the performance of the
remaining portfolio. These have been supplied as part of the quarterly Treasury
Management reports presented to the Audit and Resources Scrutiny Committee
and this additional report seeks to cover the fund’s performance as a whole during
2008/09 , its performance over a three year period and also since inception as well
as contrasting the 2008/09 results with the performance of other fund managers
who manage portfolios of a similar nature in terms of risk. It also provides a look
forward at the strategy currently envisaged by Invesco to be employed in
2009/2010.

2008/09 Portfolio performance.

The return on the portfolio for 2008/09 was 5.77%, net of fees payable to Invesco.
The fund is benchmarked against the 7 day LIBID rate which for 2008/09 was
3.61% thus an outperformance of 2.16% was achieved. This compares very
favourably with the 2007/08 performance where an outperformance of only 0.39%
was achieved and reflects the opportunities that existed during 2008/09 as a result
of the falling interest environment due to the “credit crunch” crisis. The
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outperformance was essentially down to two factors, during 2008/09 Invesco
correctly called the movements in the Gilt Markets and consequently made a
number of investments in Gilts and on most occasions made capital gains on the
deals. In addition, having foreseen the downwards direction of interest rates they
also invested at the appropriate times in high yielding C.D.’s ( Certificates of
Deposit ) thus protecting the return on the fund from the falling interest rate
environment.

The fund is also required to outperform over a three year rolling period the 7 day
LIBID benchmark plus 10%. The relevant figures in this case are return 5.38%,
benchmark 5.26% therefore this target has been achieved, largely due to this
year’'s performance as the rate of return was behind the benchmark at the end of
2007/08.

When one looks at the rate of return since inception of the fund in December 2003
the results are return 5.51%, benchmark 5.08%, a margin of 0.43% which
compares with a margin of 0.26% at the end of 2007/08.

The 2008/09 results confirm the traditional view that fund managers perform best in
a falling interest rate market which was certainly the case during 2008/09 where
interest rates fell to unprecedented lows. This is due to their ability to invest in
products such as Gilts and C.D.’s which because they can be bought and sold and
are therefore more flexible than fixed term investments provide both opportunities
for capital gains and an ability to lock in high returns in advance of interest rates
falling. As a number of the high interest rate C.D’s mature during the early part of
2009/10 It remains to be seen whether Invesco can maintain its improved
performance during 2009/10 where interest rates are expected to be largely static
throughout the year at a very low level.

Comparison with other fund managers.

Information has now been received from Sector, our Treasury consultants which
compares Invesco’s performance during 2008/09 with the other fund managers in
the Local Authority cash management market. This shows that Invesco were
placed third best out eight in terms of return. One manager achieved nearly 7.4%
but this was achieved at higher risk to the capital within the portfolio. Another
manager outperformed Invesco by a small margin whilst the remaining managers
achieved returns varying from around 3.90% to around 5.3% all with slightly less
risk appetite than Invesco but not significantly so. This illustrates that they were
perhaps more cautious in their use of Gilts than Invesco hence the lower returns as
they will have used investment vehicles which were affected by the dramatic
decline in the Bank Rate. Invesco’s performance when compared with the other
fund managers is therefore considered satisfactory and in line with the risk
parameters set for the management of our portfolio.

2009/10 investment strateqy.

The Council’s investment interest budget for 2009/10 allows for a return on the
Invesco portfolio of 2.25% which is Invesco’s central case in a possible range of
1.5% to 3.25% and at this point in time Invesco is not considering changing this
forecast. At present the risks are skewed towards the lower end of the forecast i.e.
1.5% largely due to the fact that Bank Rate is lower than when the projections were
first made and economic developments since now suggest it is likely to remain at
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0.50% through 2009/10. However, due to the uncertainty surrounding the UK
economy this could move materially as the year progresses.

At present, Invesco is still of the view that there is value in exposure to Gilts as a
key contributor to the portfolio’s performance in 2009/10. If it becomes apparent
that Gilts are not the asset class to be invested then Invesco will review and
change their strategy.

The rationale behind Invesco’s view on Gilts is based on two key drivers a) the
concern over the increased supply of Gilts and the potential implications for the UK
AAA sovereign rating which if dropped to say AA+ would make borrowing more
expensive for the UK Government however Invesco feel that this has been already
priced into the market and b) there has been a switch from safe haven assets such
as Gilts into equities based on a view that the economy will recover quicker than
anticipated. Invesco feel that this view is misplaced as they expect any recovery to
be weak and protracted and they foresee a switch back into Gilts which will cause
yields to fall and prices to rise which will lead to opportunities for capital gains.



