Appendix C

Introduction

Background for TM report as at 31 March 2024

Spelthorne Borough Council’s Context

Treasury Management is the management of the Council’s 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.

The Council adopted the Chartered Institute of Public Finance and Accountancy’s Treasury
Management in the Public Services: Code of Practice (the CIPFA Code), which requires the
Council to report on performance of the treasury management function at least twice yearly
(mid-year and at year end).

In 2023/24 the Authority adopted the Chartered Institute of Public Finance and
Accountancy’s Treasury Management in the Public Services: Code of Practice (the CIPFA
Code) which requires the Authority to approve, as a minimum, treasury management semi-
annual and annual outturn reports.

This report includes the requirement in the 2021 Code, mandatory from 1st April 2023, of
reporting of the treasury management prudential indicators. The non-treasury prudential
indicators are incorporated in the Authority’s Monthly revenue and capital monitoring report.

The Council’s Treasury Management Strategy for 2023/24 was reviewed and approved by
CPRC on the 20th of February 2023, and approved by Council on 23 February 2023, and has
been consistently applied since the beginning of the financial year.

The 2023 Prudential Code includes a requirement for local authorities to provide a Capital
Strategy, a summary document approved by full Council covering capital expenditure and
financing, treasury management and non-treasury investments. The Council’s Capital
Strategy for 2023/24, complying with CIPFA’s requirement, was approved by Council on 24
February 2023.

The following sections are based on advice from Spelthorne’s treasury adviser Arlingclose

External Context

Economic background: UK inflation continued to decline from the 8.7% rate seen at the start
of 2023/24. By the last quarter of the financial year headline consumer price inflation (CPI)
had fallen to 3.4% in February but was still above the Bank of England’s 2% target at the end
of the period. The core measure of CPl, i.e. excluding food and energy, also slowed in
February to 4.5% from 5.1% in January, a rate that had stubbornly persisted for three
consecutive months.



The UK economy entered a technical recession in the second half of 2023, as growth rates of -
0.1% and -0.3% respectively were recorded for Q3 and Q4. Over the 2023 calendar year GDP
growth only expanded by 0.1% compared to 2022. Of the recent monthly data, the Office for
National Statistics reported a rebound in activity with economy expanding 0.2% in January
2024. While the economy may somewhat recover in Q1 2024, the data suggests that prior
increases in interest rates and higher price levels are depressing growth, which will continue
to bear down on inflation throughout 2024.

Labour market data provided a mixed message for policymakers. Employment and vacancies
declined, and unemployment rose to 4.3% (3mth/year) in July 2023. The same month saw the
highest annual growth rate of 8.5% for total pay (i.e. including bonuses) and 7.8% for regular
pay growth (i.e. excluding bonuses). Thereafter, unemployment began to decline, falling to
3.9% (3mth/year) in January and pay growth also edged lower to 5.6% for total pay and 6.1%
for regular pay, but remained above the Bank of England’s forecast.

Having begun the financial year at 4.25%, the Bank of England’s Monetary Policy Committee
(MPC) increased Bank Rate to 5.25% in August 2023 with a 3-way split in the Committee’s
voting as the UK economy appeared resilient in the face of the dual headwinds of higher
inflation and interest rates. Bank Rate was maintained at 5.25% through to March 2024. The
vote at the March was 8-1 in favour of maintaining rates at this level, with the single dissenter
preferring to cut rates immediately by 0.25%. Although financial markets shifted their interest
rate expectations downwards with expectations of a cut in June, the MPC'’s focus remained
on assessing how long interest rates would need to be restrictive in order to control inflation
over the medium term.

In the Bank’s quarterly Monetary Policy Report (MPR) released in August 2023 the near-term
projection for services price inflation was revised upwards, goods price inflation widespread
across products, indicating stronger domestic inflationary pressure with second-round effects
in domestic prices and wages likely taking longer to unwind than they did to emerge. In the
February 2024 MPR the Bank’s expectations for the UK economy were positive for the first
half of 2024, with a recovery from the mild recession in calendar H2 2023 being gradual.
Headline CPI was forecast to dip below the 2% target quicker than previously thought due to
declining energy prices, these effects would hold inflation slightly above target for much of
the forecast horizon.

Following this MPC meeting, Arlingclose, the authority’s treasury adviser, maintained its
central view that 5.25% remains the peak in Bank Rate and that interest rates will most likely
start to be cut later in H2 2024. The risks in the short-term are deemed to be to the downside
as a rate cut may come sooner than expected, but then more broadly balanced over the
medium term.

The US Federal Reserve also pushed up rates over the period, reaching a peak range of
between 5.25-5.50% in August 2023, where it has stayed since. US policymakers have
maintained the relatively dovish stance from the December FOMC meeting and at the
meeting in March, economic projections pointed to interest rates being cut by a total of
0.75% in 2024.

Following a similarly sharp upward trajectory, the European Central Bank hiked rates to
historically high levels over period, pushing its main refinancing rate to 4.5% in September
2023, where it has remained. Economic growth in the region remains weak, with a potential
recession on the cards, but inflation remains sticky and above the ECB’s target, putting
pressure on policymakers on how to balance these factors.



Financial markets: Sentiment in financial markets remained uncertain and bond yields
continued to be volatile over the year. During the first half of the year, yields rose as interest
rates continued to be pushed up in response to rising inflation. From October they started
declining again before falling sharply in December as falling inflation and dovish central bank
attitudes caused financial markets to expect cuts in interest rates in 2024. When it emerged
in January that inflation was stickier than expected and the BoE and the Federal Reserve were
data dependent and not inclined to cut rates soon, yields rose once again, ending the period
some 50+ bps higher than when it started.

Over the financial year, the 10-year UK benchmark gilt yield rose from 3.44% to peak at 4.75%
in August, before then dropping to 3.44% in late December 2023 and rising again to 3.92%
(28th March 2024). The Sterling Overnight Rate (SONIA) averaged 4.96% over the period to
31st March.

Credit review: In response to an improving outlook for credit markets, in January 2024
Arlingclose moved away from its previous temporary stance of a 35-day maximum duration
and increased its advised recommended maximum unsecured duration limit on all banks on
its counterparty list to 100 days.

Earlier in the period, S&P revised the UK sovereign outlook to stable and upgraded Barclays
Bank to A+. Moody’s also revised the UK outlook to stable, Handelsbanken’s outlook to
negative, downgraded five local authorities, and affirmed HSBC's outlook at stable while
upgrading its Baseline Credit Assessment. Fitch revised UOB’s and BMO’s outlooks to stable.

In the final quarter of the financial year, Fitch revised the outlook on the UK sovereign rating
to stable from negative based on their assessment that the risks to the UK’s public finances
had decreased since its previous review in October 2022, the time of the mini- budget.

Moody’s, meanwhile, upgraded the long-term ratings of German lenders Helaba, Bayern LB
and LBBW on better solvency and capital positions, despite challenges from a slowing German
economy and exposure to the commercial real estate sector. Moody’s also upgraded or
placed on review for an upgrade, Australian banks including ANZ, CBA NAB and Westpac on
the back of the introduction of a new bank resolution regime.

Credit default swap prices began the financial year at elevated levels following the fallout
from Silicon Valley Bank and collapse/takeover of other lenders. From then the general trend
was one of falling prices and UK lenders’ CDS ended the period at similar levels to those seen
in early 2023. Earlier in the year some Canadian lenders saw their CDS prices rise due to
concerns over a slowing domestic economy and housing market, while some German lenders
were impacted by similar economic concerns and exposure to commercial real estate towards
the end of the period, with LBBW remaining the most elevated.

Heightened market volatility is expected to remain a feature, at least in the near term and,
credit default swap levels will be monitored for signs of ongoing credit stress. As ever, the
institutions and durations on the Authority’s counterparty list recommended by Arlingclose
remain under constant review.



