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Spelthorne Borough Council’s Context

Treasury Management in public services is defined as:

e the management of the organisation’s borrowing, investments and cash flows,
including its banking, money market and capital market transactions

e the effective control of the risks associated with those activities

o the pursuit of optimum performance consistent with those risks.

The Council has borrowed and invested substantial sums of money and is
consequently exposed to financial risks including the loss of invested funds and the
revenue effect of changing interest rates. The successful identification, monitoring
and control of financial risk are therefore central to the Council’s prudent financial
management.

Treasury risk management at the Council is conducted within the framework of the
Chartered Institute of Public Finance and Accountancy’s Treasury Management in
the Public Services: Code of Practice (the CIPFA TM Code), which requires the
Council to approve a treasury management strategy before the start of each
financial year. The 2017 Edition of the CIPFA TM Code, which applies to the
2022/23 TM Strategy report, will be replaced for by the 2021 Edition in December
2021.

This report fulfils the Council’s legal obligation under the Local Government Act
2003 to have regard to the CIPFA TM Code.

The Treasury Management Practices (TMP) and Schedules, included at Appendix
E, set out how this Council will seek to achieve its treasury management policies
and objectives and how it will manage and control those activities.

The following sections on external context are mainly provided by Arlingclose dated
17 December 2021.

External Context

External Context - Economic background

The ongoing impact on the UK from coronavirus, together with higher inflation,
higher interest rates, and the country’s trade position post-Brexit, will be major
influences on the Authority’s treasury management strategy for 2022/23.

The Bank of England (BoE) increased Bank Rate to 0.25% in December 2021 while
maintaining its Quantitative Easing programme at £895 billion. The Monetary Policy
Committee (MPC) voted 8-1 in favour of raising rates, and unanimously to maintain
the asset purchase programme.

Within the announcement the MPC noted that the pace of the global recovery was
broadly in line with its November Monetary Policy Report. Prior to the emergence of
the Omicron coronavirus variant, the Bank also considered the UK economy to be
evolving in line with expectations, however the increased uncertainty and risk to
activity the new variant presents, the Bank revised down its estimates for Q4 GDP
growth to 0.6% from 1.0%. Inflation was projected to be higher than previously
forecast, with CPI likely to remain above 5% throughout the winter and peak at 6%
in April 2022. The labour market was generally performing better than previously
forecast and the BoE now expects the unemployment rate to fall to 4% compared to
4.5% forecast previously but notes that Omicron could weaken the demand for
labour.
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UK CPI for December 2021 registered 5.4% year on year, up from 5.1% in the
previous month. Core inflation, which excludes the more volatile components, rose
to 4.2% yly, the highest since 1997, up from 4.0% the previous month. The most
recent labour market data for the three months to October 2021 showed the
unemployment rate fell to 4.2% while the employment rate rose to 75.5%.

In October 2021, the headline 3-month average annual growth rate for wages were
4.9% for total pay and 4.3% for regular pay. In real terms, after adjusting for
inflation, total pay growth was up 1.7% while regular pay was up 1.0%. The change
in pay growth has been affected by a change in composition of employee jobs,
where there has been a fall in the number and proportion of lower paid jobs.

Gross domestic product (GDP) grew by 1.3% in the third calendar quarter of 2021
according to the initial estimate, compared to a gain of 5.5% g/q in the previous
quarter, with the annual rate slowing to 6.6% from 23.6%. The Q3 gain was
modestly below the consensus forecast of a 1.5% q/q rise. During the quarter
activity measures were boosted by sectors that reopened following pandemic
restrictions, suggesting that wider spending was flat. Looking ahead, while monthly
GDP readings suggest there had been some increase in momentum in the latter
part of Q3, Q4 growth is expected to be soft.

GDP growth in the euro zone increased by 2.2% in calendar Q3 2021 following a
gain of 2.1% in the second quarter and a decline of -0.3% in the first. Headline
inflation has been strong, with CPI registering 4.9% year-on-year in November, the
fifth successive month of inflation. Core CPI inflation was 2.6% y/y in November, the
fourth month of successive increases from July’s 0.7% y/y. At these levels, inflation
is above the European Central Bank’s target of ‘below, but close to 2%’, putting
some pressure on its long-term stance of holding its main interest rate of 0%.

The US economy expanded at an annualised rate of 2.1% in Q3 2021, slowing
sharply from gains of 6.7% and 6.3% in the previous two quarters. In its December
2021 interest rate announcement, the Federal Reserve continue to maintain the
Fed Funds rate at between 0% and 0.25% but outlined its plan to reduce its asset
purchase programme earlier than previously stated and signalled they are in favour
of tightening interest rates at a faster pace in 2022, with three 0.25% movements
now expected.

External Context - Credit Outlook

Since the start of 2021, relatively benign credit conditions have led to credit default
swap (CDS) prices for the larger UK banks to remain low and had steadily edged
down throughout the year up until mid-November when the emergence of Omicron
has caused them to rise modestly. However, the generally improved economic
outlook during 2021 helped bank profitability and reduced the level of impairments
many had made as provisions for bad loans. However, the relatively recent removal
of coronavirus-related business support measures by the government means the
full impact on bank balance sheets may not be known for some time.

The improved economic picture during 2021 led the credit rating agencies to reflect
this in their assessment of the outlook for the UK sovereign as well as several
financial institutions, revising them from negative to stable and even making a
handful of rating upgrades.

Looking ahead, while there is still the chance of bank losses from bad loans as
government and central bank support is removed, the institutions on the Authority’s
counterparty list are well-capitalised and general credit conditions across the sector
are expected to remain benign. Duration limits for counterparties on the Authority’s
lending list are under regular review and will continue to reflect economic conditions
and the credit outlook.
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External Context — Interest Rate forecast

The Authority’s treasury management adviser Arlingclose is forecasting that Bank
Rate will continue to rise in calendar Q1 2022 to subdue inflationary pressures and
the perceived desire by the BoE to move away from emergency levels of interest
rates.

Investors continue to price in multiple rises in Bank Rate over the next forecast
horizon, and Arlingclose believes that although interest rates will rise again, the
increases will not be to the extent predicted by financial markets. In the near-term,
the risks around the Arlingclose central case are to the upside while over the
medium-term the risks become more balanced.

Yields are expected to remain broadly at current levels over the medium-term, with
the 5-, 10- and 20-year gilt yields expected to average around 0.65%, 0.90%, and
1.15% respectively. The risks around for short and medium-term yields are initially
to the upside but shifts lower later, while for long-term yields the risk is to the
upside. However, as ever there will almost certainly be short-term volatility due to
economic and political uncertainty and events.

A more detailed economic and interest rate forecast provided by Arlingclose is
attached at Appendix C.

In setting the budget, it has been assumed that new treasury investments will be
made at an average rate of 0.25%, and that new long-term loans will be borrowed
at an average rate of 2.5%.

Revised PWLB Guidance

HM Treasury published further guidance on PWLB borrowing in August 2021
providing additional detail and clarifications predominantly around the definition of
an ‘investment asset primarily for yield’. The principal aspects of the new guidance
are:

Capital expenditure incurred or committed to before 26th November 2020 is
allowable even for an ‘investment asset primarily for yield'.

Capital plans should be submitted by local authorities via a DELTA return. These
open for the new financial year on 1st March and remain open all year. Returns
must be updated if there is a change of more than 10%.

An asset held primarily to generate yield that serves no direct policy purpose should
not be categorised as service delivery.

Further detail on how local authorities purchasing investment assets primarily for
yield can access the PWLB for the purposes of refinancing existing loans or
externalising internal borrowing.

Additional detail on the sanctions which can be imposed for inappropriate use of the
PWLB loan. These can include a request to cancel projects, restrictions to
accessing the PLWB and requests for information on further plans.

The Council will ensure it complies with the new PWLB guidance and will not be
purchasing any assets primarily for yield.
Changes to PWLB Terms and Conditions from 8 September 2021

The settlement time for a PWLB loan has been extended from two workings days
(T+2) to five working days (T+5). In a move to protect the PWLB against negative
interest rates, the minimum interest rate for PWLB loans has also been set at
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0.01% and the interest charged on late repayments will be the higher of Bank of
England Base Rate or 0.1%.

Municipal Bonds Agency (MBA): The MBA is working to deliver a new short-term
loan solution, available in the first instance to principal local authorities in England,
allowing them access to short-dated, low rate, flexible debt. The minimum loan size
is expected to be £25 million. Importantly, local authorities will borrow in their own
name and will not cross guarantee any other authorities.

If the Authority intends future borrowing through the MBA, it will first ensure that it
has thoroughly scrutinised the legal terms and conditions of the arrangement and is
satisfied with them.

UK Infrastructure Bank: £4bn has been earmarked for of lending to local authorities
by the UK Infrastructure Bank which is wholly owned and backed by HM Treasury.
The availability of this lending to local authorities, for which there will be a bidding
process, is yet to commence. Loans will be available for qualifying projects at gilt
yields plus 0.6%, which is 0.2% lower than the PWLB certainty rate.

Both the CIPFA TM Code and government guidance require the Authority to invest
its funds prudently, and to have regard to the security and liquidity of its treasury
investments before seeking the optimum rate of return, or yield. The Authority’s
objective when investing money is to strike an appropriate balance between risk
and return, minimising the risk of incurring losses from defaults and the risk of
receiving unsuitably low investment income.

Treasury Investment

Ultra-low short-dated cash rates which have been a feature since March 2020 when
Bank Rate was cut to 0.1% have resulted in the return on sterling low volatility net
asset value money market funds (LVNAV MMFs) being close to zero even after
some managers have temporarily waived or lowered their fees. At this stage net
negative returns are not the central case of most MMF managers over the short-
term, and fee cuts or waivers should result in MMF net yields having a floor of zero,
but the possibility cannot be ruled out.

Deposit rates with the Debt Management Account Deposit Facility (DMADF) are
also largely around zero.

Revisions to CIPFA Codes

In February 2021 CIPFA launched two consultations on changes to its Prudential
Code and Treasury Management Code of Practice. These followed the Public
Accounts Committee’s recommendation that the prudential framework should be
further tightened following continued borrowing by some authorities for investment
purposes. In June, CIPFA provided feedback from this consultation, followed by
further consultation from September.

In December 2021, CIPFA issued the revised Codes and Guidance Notes. The
changes include:

Clarification that (a) local authorities must not borrow to invest primarily for financial
return (b) it is not prudent for authorities to make any investment or spending
decision that will increase the Capital Financing Requirement, and so may lead to
new borrowing, unless directly and primarily related to the functions of the authority.

Categorising investments as those (@) for treasury management purposes, (b) for
service purposes and (c) for commercial purposes.
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Defining acceptable reasons to borrow money: (i) financing capital expenditure
primarily related to delivering a local authority’s functions, (ii) temporary
management of cash flow within the context of a balanced budget, (iii) securing
affordability by removing exposure to future interest rate rises and (iv) refinancing
current borrowing, including replacing internal borrowing.

For service and commercial investments, in addition to assessments of affordability
and prudence, an assessment of proportionality in respect of the authority’s overall
financial capacity (i.e. whether plausible losses could be absorbed in budgets or
reserves without unmanageable detriment to local services).

Prudential Indicators: New indicator for net income from commercial and service
investments to the budgeted net revenue stream.

Inclusion of the liability benchmark as a mandatory treasury management prudential
indicator. CIPFA recommends this is presented as a chart of four balances —
existing loan debt outstanding; loans CFR, net loans requirement, liability
benchmark — over at least 10 years and ideally cover the authority’s full debt
maturity profile.

Excluding investment income from the definition of financing costs.
Incorporating ESG issues as a consideration within TMP 1 Risk Management.

Additional focus on the knowledge and skills of officers and elected members
involved in decision making

DLUHC Improvements to the Capital Finance Framework

The Government department DLUHC (Department for Levelling Up, Housing and
Communities formerly MHCLG) published a brief policy paper in July outlining the
ways it feels that the current framework is failing and potential changes that could
be made. The paper found that “while many authorities are compliant with the
framework, there remain some authorities that continue to engage in practices that
push the bounds of compliance and expose themselves to excessive risk”.

The actions announced include greater scrutiny of local authorities and particularly
those engaged in commercial practices; an assessment of governance and training;
a consideration of statutory caps on borrowing; further regulations around Minimum
Revenue Provision (MRP) and ensuring that DLUHC regulations enforce guidance
from CIPFA and the new PWLB lending arrangements.

DLUHC has opened a further consultation on these matters.



