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Surrey County Council

Capital, Investment and Treasury Management Strategy 2022/23

1

INTRODUCTION

11

1.2

13

The Capital, Investment and Treasury Management Strategy provides an overview of the three
main components of capital planning. We have chosentoamalgamate the strategiesintoa
single document becausethe Capital Programme, our Investment Strategy and ourapproach

to Treasury Management cannot operate independently of one another. They are parts of an
overall approach:

e Capital expenditure and investments: the Capital Programme; supporting Corporate
and Directorate priorities and the Investment Programme; generatingincome and
supporting economicgrowth;

¢ Financing our capital plans, and maintaining liquidity: the Treasury Management
Strategy; setting out how the capital programme will be financed and how cash
investments willbe managed; and

e Repayingour debtin a prudentway: the Minimum Revenue Provision (MRP) Policy,
setting outhow we use the revenue budgetto repay debt.

Capital and
Investment
Strategy

Treasury
Management Strategy

MRP Policy

Liguidity — Affordability - Prudence

Thisreportsets outa high-level overview of how capital expenditure, capital financing,
investments and treasury management activity contributes to the provision of servicesalong
with an overview of how associated risk is managed and the implications for future financial
sustainability.

The strategy sets out a clear picture of the ambition of the Council regarding capital
expenditure and investment plans, within the financial constraints, risk appetiteand
regulatory framework that the Council operates.

The strategy is presented in the following elements, that set out the Council’s approach to
capital, investmentand treasury management:
a. Capital Overview - asset management, capital expenditure planning, risk management

and long-term sustainability of capital expenditure plans (Section 2)
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b. InvestmentOverview—settingoutinvestment plansfocusingonthe approachto
service and commercially led investment (Section 3);

c. The Treasury Management Strategy Statement (TMSS) — setting out how we borrow
and investto support our capital financing requirement (Section 4)

d. The Minimum Revenue Provision (MRP) Policy — setting out how we repay capital
borrowing (included as the final page of this document, Annex G to the Budget)

1.4 Decisions made thisyearon capital, investmentand treasury management will have financial
consequences forthe Council formanyyearsintothe future. They are therefore subject to
both a national regulatory framework and to local policy framework, summarised in this
report.

1.5 Ourstrategy will:

e Setout how we ensure that capital expenditure contributes to the achievement of
corporate priorities and the organisation strategy;

e Explainhow the Capital Programme is financed and demonstrate thatit is affordable and
sustainable;

e Explainthe Council’sapproach toinvestments; and

e Setout and fulfil the Council’sregulatory requirements in respect of Borrowing, Treasury
Managementand Investment.

2. CAPITAL OVERVIEW

Capital Expenditure and Financing:

2.1 The Councilincurs two types of capital expenditure:
e theservice delivery Capital Programme
e the Capital Investment Programme

2.2 The Council’s capital expenditure and financing plans overthe medium-term provides an
overview of the governance arrangements forapproval and monitoring of expenditure and, in
relationto commercial investment activities, sets out the due diligence process and the
Council’sriskappetitein respect of these, including proportionality in respect of overall
resources.

2.3 Thissectionincludes a projection of the Council’s capital financing requirement and how this
will be funded and repaid. Itlinkstothe Council’s borrowing strategy and sets out the
Council’s statutory duty to make an annual revenue provision for the repayment of debt,
detailedinthe MRP Policy (Annex Gto the Budget).

Capital Expenditure

2.4  Capital expenditurerefersto Local Authority spending on assets such as infrastructure,
property or vehicles that willbe used for more than one year. In Local Government this
includes spending on assets owned by otherbodies and loans and grants to other bodies,
enablingthemto buy assets.
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2.5

In the 2022/23 Budgetand 5-year Medium Term Financial Strategy to 2026/27, the Council
has a total capital expenditure requirement of £1.95bn as summarisedin Table 1. Our capital
expenditure can be brokeninto three categories:

e Approved Capital Budgetof £1,031m

e Capital Pipeline of £878m, schemes that represent the capital ambitions of the Council

but are subjectto furtherdetailed business cases and Member approval.
e Capital Investments of £43m, split by investmentin existing assets (£16m) and
investmentin new assets within Surrey (£27m).

Table 1 - Estimates of Capital Expenditure

2020/21 | 2021/22 | 2022/23 | 2023/24 | 2024/25 | 2025/26 | 2026/27 Total
Actual | Forecast | Budget | Budget | Budget | Budget | Budget | Budget

£m £m £m £m £m £m £m £m
Capital Programme -
242 179 212 248 187 195 189 1,031
Budget
Capital Programme -
L 0 3 89 224 239 205 122 878
Pipeline
- | i
Sub-total Capital 242 182 301 472 425 401 310 1,910
Programme
Capital investment in
1 0 1 8 8 0 0 16

existing assets

New growth and
service led 9 3 21 2 2 2 0 27
investments in Surrey

Sub-total Investment

10 3 22 10 10 2 0 43
Strategy
TOTAL 252 185 323 482 435 403 310 1,952
2.6 Our medium-term approach to financial planning means we can deliver an ambitious Capital

2.7

2.8

Programme of c£1.9bn overthe next5 yearsif all pipeline proposals are approved. The
revenue implications of this proposed programme are integrated and factored into the
financial planning overthe Medium-Term Financial Strategy (MTFS) period.

In developing the capital expenditure estimates, we have ensured that borrowing costs
remaininline withthe revenuebudget envelopesset outinthe 2022/23 Budgetand MTFS.
This has been achieved through a combination of refining the borrowing requirement for
pipelineschemes andthrough identifyinganumberof schemesthat will generate income or
efficiencies sufficient to covertheirborrowing costs.

Planned capital investment willdeliver significantinvestmentin:

e Thedevelopmentofagreenerfuture throughthe NetZero 2030 and 2050 carbon
reduction schemesand other projects contributing to the carbon and green agendasuch
as solarfarms, electriccharging points, low emission buses and vehicles;

e Areconfirmed commitmenttoSurrey’s sustainable futureand that of its residents and
businesses, through significantinvestmentin flood alleviation works; aonceina
generation opportunity to build flood defences, country parks and green space;

e Community led projectsinourtownsand high streets with £100m available overthe
next5 years through the Your Fund Surrey scheme;
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2.9

2.10

211

e Developing Farnhamtown centre and surroundinginfrastructure;

e Creatinga numberofsitesto look afterour vulnerable older adults, through building
Extra Care and Independent Livingaccommodation where residents can live
independently for longer and integrate into the community;

e Deliveringadditional local places for children with Special Educational Needs and
Disabilities —a key part in containing costs within the revenue budget;

e Providingadditional capacityin schools, to provide arich education with Schools Basic
Needs funding;

e Maintainingand developing ourroad infrastructure to help grow a sustainable economy,
deliversaferand greener routes; and

e Accelerating our Property Rationalisation and Agile Corporate Estate Programme.

Capital projects are subjectto a rigorous governance process to ensure they are aligned with
the Council’s priorities:
e Growinga sustainable economy so everyone can benefit;

Tackling healthinequality;
Enablinga greenerfuture; and

e Empoweringcommunities.

Fundamentally, they are approved onthe principles of strategicfit, valuefor money,
affordability and deliverability. Projects need to demonstrate value formoney and that they
are capable of being delivered within expected timescales.

Strategic Capital Groups (SCGs) for Infrastructure, Property and ITdevelop projects
throughoutthe budget setting process which are scrutinised and approved by Capital
Programme Panel (CPP); agroup of senior officers from across the organisation, including the
Council’s Deputy S151 officer and senior service representatives. Projects approved by CPP are
thenincludedinthe budget when approved by Cabinetand Council. Fig 1, below summarises
this process.

Fig 1: Capital Approval Process

Approve Low Governance Schemes
Capital Strategic Mandates already in the budget where:
Strategy are developed and Up to £1m and already been to Cabinet
Groups submitted to CPP OR

Up to 250k if not already been to Cabinet

Approve variations in scheme
cost up to 10% and £250k

Approve Medium Governance Schemes

Capital CPP approve where: Approve variations in scheme
Programme e T Been to Cabinet and already in budget cost up to 10% and £500k
Panel OR
Upto £1m

Cabinet Approve High Governance Schemes or Approve variations in scheme
< over £1m cost over 10% and £500k
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Capital Funding

2.12 All capital expenditure must be financed, either from external sources (government grants and

othercontributions), the Council’s own resources (revenue, reserves and capital receipts) or

debt (borrowing, leasingand Private Finance Initiatives). The planned financing of the
expenditure setoutinTable 1isas follows:

Table 2 - Capital Financing

2020/21 | 2021/22 | 2022/23 | 2023/24 | 2024/25 | 2025/26 | 2026/27 Total
Actual | Forecast | Budget | Budget | Budget | Budget | Budget | budget

£m £m £m £m £m £m £m £m
Grants and 87 92 119 157 127 131 83 617
Contributions
Revenue budgets 6 6 6 7 6 6 6 31
Capital receipts 22 75 0 0 0 0 0 0
Borrowing 137 11 198 318 302 266 221 1,304
TOTAL 252 185 323 482 435 403 310 1,952
2.13 Additional borrowing of £198m for 2022/23 consists of £176m to fund the Capital Programme

2.14

2.15

2.16

2.17

(detailedin the Capital Budget—See Annex Cto the 2022/23 Budgetand MTFS to 2026/27)
and £22m to fund commercial investment expenditure (setoutin Table 1).

Thistable shows the planned usage of capital receipts for capital e xpenditure, including the
application of amounts receivedin previous years. Currently, no capital receipts are assumed
for financing expenditurefrom 2022/23 onwards. This will remainthe case until we have
higher certainty onthe timing of receipts from our estate rationalisation plan. This approach is
takento ensure a prudent estimate of borrowingis factored into capital plansand includedin
the revenue budget forfinance costs. We will revisit this assumption regularly as property
estate rationalisation plans are finalised and we expect capital receipts to play apart in future
financing.

Borrowingisonly a temporary source of finance, since loans and leases must be repaid, and

thisistherefore replaced overtime by otherfinancing, usually from revenue whichis known
as Minimum Revenue Provision (MRP).

Alternatively, proceeds from selling capital assets (known as capital receipts) may currently be
usedto replace debt finance. No use of receiptsis currently assumed to repay existing debt,

for the reasonssetoutinpara 2.14.

Planned MRP is setout in the followingtable:

Table 3 - Repayment of Debt Finance through Minimum Revenue Provision

2020/21 | 2021/22 | 2022/23 | 2023/24 | 2024/25 | 2025/26 | 2026/27
Actual Forecast | Budget Budget Budget Budget Budget
£fm £m £m £m £m £m £m

MRP

16 20 26 30 35 40 44
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2.18 The Council’s cumulative outstanding amount of debt finance is measured by the Capital

Financing Requirement (CFR). Thisincreases with new debt-financed capital expenditure on
service delivery and oninvestments and reduces with MRP and capital receipts usedto
replace debt.

2.19 The CFRis expectedtoincrease by £167m during 2022/23. Based onthe above figures for

expenditure and financing, the Council’s estimated CFR overthe medium-termis as follows:

Table 4 - Prudential Indicator: Estimates of Capital Financing Requirement

2020/21 | 2021/22 | 2022/23 | 2023/24 | 2024/25 | 2025/26 | 2026/27
As at 31" March Actual | Forecast | Budget | Budget | Budget | Budget | Budget
fm fm f£m £m £m fm f£m
Capital Programme 884 878 1,033 1,315 1,576 1,805 1,986
Investment 457 451 463 464 464 457 448
Programme
TOTALCFR 1,341 1,329 1,496 1,779 2,041 2,262 2,433

2.20 Our capital plansleadtoa £1.1bn increase inthe estimated CFRoverthe five-year period,

221

2.22

2.23

from £1.3bn to £2.4bn. The revenue implications of thisare set out below insection 2.26 and
inthe TMSS section 4.

Asset management: To ensure that capital assets continue to be of long-term use, the Council
has an Asset and Place Strategy. This sets out the Council’s approach to the strategic
management of its assets, how the sale of assets to fund capital expenditure will support
service delivery and providethe income to promote growth and place shaping within Surrey.

Assetdisposals: When a capital assetisno longerneeded, it may be sold so that the proceeds,
known as capital receipts, can be spent on new assets or to repay debt. Repayments of capital
grants, loans and investments also generate capitalreceipts. The Council is currently also
permitted to spend capital receipts on service transformation projects which has potentially
been extended by three years to 2025/26. The Council currently has no plans to use flexible
use of capital receipts from 2022/23 onwards.

The Council plans to receive £72m of capital receipts from 2022/23 onwards:

Table 5 - Capital Receipts Receivable

2020/21 | 2021/22 | 2022/23 | 2023/24 | 2024/25 | 2025/26 | 2026/27
Actual | Forecast | Budget | Budget | Budget | Budget | Budget
£m £m £m £m £m £m £m
Asset sales 21 7 35 24 13 - -
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2.24 Assetoutabove,thesereceipts have notyetbeenincludedinthe financing of the capital
programme to ensure a prudent approach to borrowing but will be revisited regularly as
property estate rationalisation plans are finalised.

Revenue Budget Implications

2.25 Although capital expenditure is not charged directly to the revenue budget, interest payable
on loans, and MRP are charged to revenue, offset by any investmentincome receivable. This is
referred to as net financing costs.

2.26

Current projections show that net financing cost will be contained within the central income

and expenditure budget projections overthe MTFS, rising from £15m net in 2021/22 to £59m

netin 2026/27. The gross and net costs of financing our capital plans are set outin the table,

below.

Table 6 — Net Finance Cost Budget

2020/21 | 2021/22 | 2022/23 | 2023/24 | 2024/25 | 2025/26 | 2026/27

Actual Forecast Budget Budget Budget Budget Budget
£m £fm £m £m £m £m £m
MRP (not including PFl) 16 20 26 30 35 40 44
Interest Cost 18 17 21 24 28 33 38
Gross Finance Cost 34 37 47 54 63 74 83
Investment Income (22) (22) (20) (22) (23) (23) (23)
Net Finance Cost 13 15 27 32 40 50 59

2.27 The proportion of netfinance costto net revenue budgetis akeyindicator of direction of
travel relative to mediumterm revenue resources and providesinsightinto the affordability of

finance costs. Full revenueimplications of netfinance cost are set out in the TMSS (section
4.46 onwards)

2.28 The Council’s netfinance costs are increasingas a proportion of the netrevenue budget,
whichis expected with an expanding Capital Programme, rising from c.2% in 2021/22 to 6% in
2026/27. Thisisincrease is partially contained through schemes enabling delivery of revenue
efficiencies orincome generation that finance themselves and offset pressure on the central
income and expenditure budget. Ithasbeenbenchmarked against otherauthorities, as set

outinthe TMSS (section 4.46).

2.29 The belowschemes areincludedinthe Capital Programme onthe basis of coveringtheirown

financing costs overthe MTFS:

Approved Budget - £54m total spend over MTFS
e f£34m - Looked after Children Schemes
e £5m - Agile Office Estate Strategy (including Quadrant Court)
e £5m - Caterham Hill Library
e £6m - Surrey OutdoorLearningand Development - Thames Young Mariners
e £2m - Extra Care Housing
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. e fim - Pendell Gypsy Site

e f1m - IndependentLiving

Pipeline—£266m (to be approved after scrutiny of value for money, sustainability and
assessment of deliverability)

e £80m - Extra Care Housing

e f46m - IndependentLiving

e £40m - GreenerFutures-NetZero 2030 target

e £25m - Greenerfutures-NetZero 2050 target

e £21m - Materials Recovery Facility

e f17m - Agile Office Estate Strategy (including Quadrant Court)
e £10m - Unicorn Re-procurement/Replacement

e f6m - Libraries Transformation Phase 1 (Relocation and Redevelopment)
e f£5m - ElectricVehicle Infrastructure

e £5m - Registration Services

e £5m - Surrey Outdoor Learning & Development (SOLD)

e £3m - Looked After Children (LAC) Schemes

e f£2m - Transformation Scheme - Libraries Open Access

e flm - Greenerfutures- Grow Back Greener

Financial Sustainability

2.30 Dueto the verylong-term nature of capital expenditure and financing, the revenue budget
implications of expenditure incurred overthe MTFS will extend forup to 50 years into the
future. The Executive Director of Resources (Section 151 Officer) is satisfied that the proposed
Capital Programme is prudent, affordable and sustainable because it remains proportional to
the Council’s overall revenue budget.

Environmental Sustainability

2.31 Capital expenditure overthe next5-yearperiodincludes c.£470m of schemes that will
contribute to carbon reduction, action on climate change and enabling agreener future. Of
thisspend, c.£197m isincluded for schemesinthe approved budgetand a furtherc.£273m for
schemesinthe pipeline,which are subjectto ongoing development, scrutiny and challenge
before beingapproved. The Council will continueto take directaction on environmental
sustainability forfuture generations as part of the Carbon NetZero targets set for2030 and
2050. The Council has broughtin expertise tobetterunderstand and reporton carbon
impacts of the Capital Programme and to set established processes forassessing capital plans
and capturing necessary information for business case scrutiny and benefits realisation.
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3.

INVESTMENT OVERVIEW

3.1

In additionto service-led capital expenditure, the Councilhasinvested its money forafurther
three broad purposes:
e Tosupportlocal publicservices by setting up, lendingto or buying sharesin other
organisations (service investments);
e Toearninvestmentincome (known as commercial investments where thisis the main
purpose); and
e Asaresultof surpluscashfrom its day-to-day activities, forexamplewhenincomeis
receivedinadvance of expenditure (known as treasury management investments);

Service Investments: Loans and Equity

3.2

3.3

3.4

3.5

Overview: The Council invests money inits subsidiaries and other organisations to support
local publicservices and stimulate local economicgrowth. Subsidiaries of this nature include:

e HendecaGroup Ltd (formerly S.E. Business Services Ltd) —a Local Authority Trading
Company (LATC) wholly owned by the Council forthe provision of business services.

e  Surrey Choices Ltd — a LATC, wholly owned by the Council to deliver day services and
community support options for peoplewith disabilities and older people.

Security: The main risk when makingservice loansis that the borrower will be unable to repay
the principal lentand/orthe interestdue. Inorderto limitthisriskand ensure that total
exposure to service loans remains prudent, decisions on service loans are made inthe context
of theirvalue, the stability of the counterparty and an assessment of the risk of default. The
currentvalue of service loansis set out as follows:

Table 7 - Loans for service purposesin £ millions

31.3.2021 actual
Net figure in
Category of borrower| Balance owing | Loss allowance 8
Accounts
£m £m £fm
Subsidiaries 3 - 3

Accounting standards require the Council to setaside loss allowance forloans, reflecting the
likelihood of non-payment. The figures forloansinthe Council’s Statement of Accounts are
shown net of this loss allowance. However, the Council makes every reasonable effort to
collectthe full sum advanced and has appropriate credit control arrangementsin place to
recoveroverdue repayments. Inthe case of our service loans, these allowances are nil.

Risk assessment: The Council assesses the risk of loss before enteringinto and whilst holding
service loans by reference to theirfinancial position, past experience and otherfactors. We
wholly own our subsidiaries for service purposes and so theirfinancial positionis subject to
the same rigour and control as that of the Council.
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Commercial Investments: Property

3.6

3.7

3.8

Overview: The Council holds investmentsinlocal commercial property; office space, leisure
and retail, with the intention of supporting Surrey’s economy and generating asurplus that
will be spentonlocal publicservices. The table below shows the value of ourinvestments by
main category, including those under construction where the ultimate use isto be
determined.

Table 8 - Property held for investment purposesin £ millions

Actual 31.3.2021 actual
Property Purchase cost |Gains or (losses) | Closing Value
£m £m £m
Office 117 1 118
Retail 6 (3) 3
Leisure 1 0 1
TOTAL 124 (2) 122

Security: In accordance with government guidance, the Council considers a property
investmentto be secure if its accounting valuationis at or higherthanits purchase cost
including taxes and transaction costs.

A fairvalue assessment of the Council’s investment property portfolio has been made within
the past twelve months, and the underlying assets provide security for capital investment.
The Council holdsinvestment properties for long-term rental income, and short-term
fluctuationininvestmentvalues can be expected. Ourinvestment properties operateina
challenging commercial environment, with particular pressure on retail. We continue to
explore mitigating actions to protect the capital invested, such as alternate uses where
appropriate.

Commercial Investment — Equity Investments and Loans

3.9

Overview: The Council wholly owns Halsey Garton Property Ltd (HGP) which has a portfolio of
national investment properties used to generate areturnto the Council. The Council also
wholly owns Halsey Garton Residential Ltd (HGR), which holds a portfolio of Surrey-based
residential properties. The financial return from both companies takes the form of intereston
the outstandingloan and dividend payments (where possible). The total value of our
investmentin HGP and HGR as at 31°* March 2021 isset out below.
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3.10

3.11

Table 9 - Equity and Loans to HGP and HGR in £ millions

31.3.2021 actual
Category of Balance Net figure in
] Loss allowance
Investment outstanding Accounts
£m £m £m
Equity Shares 96 - 96
Loans 240 (1) 239

Accounting standards require the Council to set aside loss allowance forinvestments,
reflectingan assessment of risk. The figuresinthe Council’s Statement of Accounts are shown
net of thisloss allowance. However, the Council makes every reasonable effortto collect the
full sum advanced and has appropriate credit control arrangementsin place to recover
overdue repayments.

The Council also holds shares at a £0.5m initial cost in the UK Municipal Bonds Agency
(UKMBA) whose aimisto reduce the long-term borrowing costs of Local Authorities who join
togethertoissue local authority bonds. The Council does not currently have abond-issue with
UKMBA but is taking regularadvice fromits Treasury advisors, Arlingclose on the most
appropriate source of finance forits long-term capital spending plans. The share value has
been written out of the Council’s balance sheet because the UKMBA set out a material
uncertaintyinits November 2020 accounts that would cast doubt on the company’s ability to
continue as a going concern.

Managing the debtused to finance subsidiaryloans

3.12

3.13

3.14

In previous financial years, the Councilhas borrowed moneytolend onto Halsey Garton
Property, in orderthat Halsey Garton Property can investin property to generate arevenue
income forthe Council tosupportservice delivery. Alongside the equity shares, these loans
are setoutinTable 9, above.

The current legislation allows a Council to assume that, come the end of the loan period, a
subsidiary would take on new debt orsell assets to allow the Council to repay its own
associated debt. Because the intentistorepay all of the debt at the end of the loan, no annual
revenue repayment (through MRP) is made. This approach assumes that the capital value of
the assetsis maintained above the loan value and/or that the subsidiary will be able to
refinance its debt. The Council has historically adopted this approach, and not made MRP on
the Halsey Garton Loans. Incontrast, because the equity shares are notrepayable, the
Council has always allowed MRP on theirentire value.

Recognising adifficult marketforinvestment properties, and recent declines in marketvalue,
in 2021/22 the Council adapted its approach to start charging MRP on individual properties
where the marketvalue hasfallen below the outstandingloan, ensuring that the debt
coverage is maintained. This wasdeemed aprudentapproach because, despite individual

Page 15



Appendix

3.15

3.16

3.17

properties carryinga market value below the debt, the value of the portfolio overall still
exceeds the outstandingloans.

The Government has recently announced a consultation on the arrangements for managing
the debtused to finance subsidiary loans such as these. The potential change in stance from
Government, whichis likely to be introduced in April 2023, would dictate that local authorities
should charge MRP on all subsidiary loans, to ensure the moneyis beingsetaside torepay
debtwithoutrelying on the subsidiary selling assets or negotiating new debt.

This Governmentis consulting on the change to reflect concerns that the value of assets held
in subsidiary companies may fall to the extent that they are nolonger sufficient to cover the
local authority’s associated debtor, in extreme cases, a subsidiary could encounter going
concernissuesand defaulton debt altogether. By charging MRP on all of the loans,
authorities will ensurethat they have provided forthe debt ontheir own balance sheet,
regardless of the performance of the subsidiary.

The MRP Policy appended to this strategyis based on early adoption of the changes proposed
by the consultation, charging MRP on all subsidiary loans from 2022/23 onwards. Itis
considered prudenttoimplement the change early, ratherthan wait for Governmentto
legislate. This will ensure that the Council’s debtinrelationtothe loan to Halsey Garton is
serviced overthe life of the asset. When the subsidiary repays itsloans, any resulting surplus
would be recognised as gain (a capital receipt) at the point of repayment. Changing the policy
now will satisfy recent commentary from our externalauditors, describing our current policy
as ‘optimistic’ and complete amovementtowards more prudence in the MRP policy overthe
last 2 years.

Security

3.18

3.19

The value of property owned by Halsey Garton Property Ltd at 315 March 2021 was assessed
as being £78m lower than cost, representingan 24% reduction, largely due to pressureson
the retail environment. Thistrend has continued overthe lasttwofinancial yearsandasa
result, our MRP policy will be updated from April 2022 as outlined above.

Halsey Garton is holding the assets forlong-termrental income and short-termvariationsin
fairvalue do not currently affect the value of the Council’sinvestment. Overthe longterm, we
would expectassetvaluestorecover.

Risk Assessmentand Liquidity

3.20

Risk assessment: The Council assesses the risk of loss before enteringinto and whilst holding
property or subsidiary investments through a thorough analysis of the market and economic
conditions using external advisors where necessary. Separately, the Council hasa
comprehensive risk management strategy to mitigate risks of over-spend orincome shortfalls
to the base budget position.
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3.21

Liquidity: Compared with otherinvestment types, propertyis relatively difficult to sell and
convertto cash at short notice and can take a considerable period tosell in certain market
conditions. The Council isnotreliant oninvestments in property to maintain its liquidity and
manages liquidity through otherinvestments and borrowing. The Council has Reservesand
Contingencies to maintain stability inthe event of aperiod of lower returnsfromits
investment portfolio.

Loan Commitments and Financial Guarantees

3.22

3.23

Although notstrictly counted as investments, since no money has exchanged hands yet, loan
commitments and financial guarantees carry similar risks to the Council and are included here
for completeness.

We do not currently extend financial guarantees to otherorganisations, however if we chose
to be part of a jointbondissue with UKMBA, we would be liable for defaults of other Local
Authoritiesin proportion to the total amount of the bond. Itis highly unlikely thatanother
Local Authority would defaultand so the riskis theoretical ratherthan a practical reality.

Proportionality

3.24

The Council’srevenue budgetincludes an element of profit generating investment activity to
supportservices. Table 10 below shows the extent to which the expenditure planned to meet
the service delivery objectives and/or place making role of the Council is dependenton
achievingthe expected net profit frominvestments overthe lifecycle of the MTFS.

Investment activity is forecast to remain between 2% and 2.5% of the Council’s netrevenue
budget overthe medium-term. Should we failto achieve the expected net return, the Council
would manage the impact on budget through use of contingencyinthe currentfinancial year
and a re-assessment of financial plans forthe remainder of the medium-term.

Table 10 - Proportionality of Investments

2020/21 |2021/22 [2022/23 |2023/24 |2024/25 |2025/26 |2026/27
Investments net return Actual Forecast |Budget |(Budget |[Budget |Budget (Budget
£m £m £m £m £m £m £m
Service investments 0.2 0.4 0.4 0.4 0.4 0.4 0.4
Commercial investments:
Property 6.6 6.6 4.8 6.8 7.6 7.9 7.9
Commercial investments:
Shares and Loans 14.7 14.7 14.7 14.8 14.9 15.0 15.0
Total Net Income from
Investments 215 21.7 19.9 22.0 229 233 23.3
Proportion to Net Revenue
Budget (%) 2.2% 2.2% 2.0% 2.2% 2.3% 2.4% 2.4%
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Commercial Governance

3.25 Commercial investments are taken through a rigorous Officerand Memberled processto
ensure thatdecisions are taken with an adequate level of scrutiny. The diagram, below,
showsthe governance groups charged with delivering commercialinvestments:

Fig 2: Commercial Governance

Strategic Investment Board (SIB)
(Officer and Member group)

|

Shareholder and Investment Panel

(Officer group)
Investments and Subsidiaries

Investment Indicators

3.26 The Council has setthe following quantitativeindicators to allow elected members and the
publicto assessthe Council’s total risk exposure as aresult of itsinvestment decisions.

3.27 Total risk exposure: The firstindicator shows the Council’s total exposure to potential

investmentlosses. Thisincludes amountsthe Council is contractually committed tolend but
have yetto be drawn down and guarantees the Council hasissued overthird-party loans.
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Table 11 - Total investment exposure in £millions

31.03.2021 | 31.03.2022 | 31.03.2023

Total investment exposure Actual Forecast Forecast

£m £m £m
Treasury management investments 59 50 50
Service investments: Loans 3 3 3
Commercial and Economic Growth
. 131 121 121
investments: Property
Commercial investments: Loans 240 241 241
Commercial investments: Shares 96 97 97
TOTAL INVESTMENTS 529 512 512

3.28 How investments are funded: Government guidance states that ourindicators should include
an analysis of howinvestments are funded. Councils, including SCC, do not generally associate
borrowing with individualassets, sincewe borrow as required tofund the whole portfolio of
capital spend. However, the following investments could be described as being funded from
capital sources, including borrowing and receipts. The remainder of the Council’sinvestments

are funded by Usable Reservesandincome received in advance of expenditure.

Table 12 - Investments funded by borrowing in £millions

31.03.2021 | 31.03.2022 | 31.03.2023

Total investment exposure Actual Forecast Forecast

f£m f£m £m
Commercial and Economic Growth
. 131 121 121
investments: Property
Commercial investments: Loans 240 241 241
Commercial investments: Shares 96 97 97
TOTAL INVESTMENTS 467 459 459

3.29 Rate of return received: Thisindicator shows the investmentincomereceived less the
associated costs, including the cost of borrowing where appropriate, as aproportion of the
suminitiallyinvested. Note that due to the complexityof the Local Governmentaccounting

framework, notall recorded gains and losses affect the revenue accountinthe yeartheyare

incurred.

Table 13 - Investmentrate of return (net of all costs)

2020/21 | 2021/22 | 2022/23 | 2021/22
Investments net rate of
Actual Forecast | Forecast | Forecast
return
£m £m £m %
Service investments 0.2 0.4 0.4 13%
Commercial investments:
6.6 6.6 4.8 4%
Property
Commercial investments:
14.7 14.7 14.7 4%
Shares and Loans
ALL INVESTMENTS 21.5 21.7 19.9 4%
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4. Treasury Management Strategy Statement 2022/23

Introduction

4.1

4.2

4.3

4.4

4.5

4.6

4.7

Treasury managementat Surrey County 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 2017 Edition (the CIPFA Code) which requires the Councilto approve
a treasury managementstrategy before the start of each financial year.

In addition, the Department for Levelling Up, Housingand Communities (DLUHC) issued
revised Statutory Guidance on Local Government Investmentin February 2018.

Thisreport fulfilsthe Council’s legal obligation under the Local Government Act 2003 to have
regard to the CIPFA Code. Afull setof Prudential Indicators issetoutin Annex 1and a
number of Treasury limits and indicators are set out below.

Treasury managementis the management of the Council’s cash flows, borrowing,
investments, and the associated risks. The Councilhas borrowed and invested substantial
sums of money andistherefore exposed to financialrisks including the loss of invested funds
and the revenue effect of changinginterest rates. The successful identification, monitoring
and control of financial risk are therefore central to the Council’s prudent financial
management.

The Council tends to be cash richin the short-term as revenue income (e.g. Council Tax,
Business Rates and Government Grants) is typically received before itis spent, but cash poor
inthe long-term as capital expenditure isincurred before beingfinanced. Surplus cashis
invested untilrequired, whileashortage of cash will be met by borrowing, to avoid excessive
creditbalances or overdraftsinthe bank currentaccount.

Managing the cost of the Council’s borrowingis at the heart of the TMS and we work
proactively with our Treasury Managementadvisor, Arlingclose on a continual basis, to ensure
that our approach represents the best balance between minimising costand managingthe
risk of interest rate changes. Regular meetings with Arlingclose coincide with Bank of England
Monetary Policy Committee meetings, however our strategy isunder constantreview
throughoutthe year, and we can call on Arlingclose’s expertise whenever required.

The Treasury Management Strategy is supported by four TMS annexes:

1. Prudentialindicators —a Code requirement which supports ourapproach to borrowing,
managing risk and highlighting our capital financing requirement.

2. Detailed external context—a detailed summary from Arlingclose of the currentand
future economicclimate, risks and opportunities along with detailed interest rate
forecasts.

3. Investment & Debt Portfolio Position as at 31 March 2021 —to highlight the range of
debtand investments fromthe prioryearaudited accounts.

4. Glossaryof Terms
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External Context

4.8

4.9

4.10

4.11

4.12

4.13

4.14

Economic background: The ongoingimpact on the UK from Covid-19, together with higher
inflation, higherinterestrates, and the country’s trade position post-Brexit, will be major
influences on the Council’s treasury management strategy for 2022/23, specifically in terms of
the impact they have oninterest rates.

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 8-1in favour of raising rates, and unanimously to maintain the asset purchase
programme.

Withinthe announcementthe MPC noted thatthe pace of the global recovery was broadly in
line withits November Monetary Policy Report. Priorto the emergence of the Omicron
variant, the Bank also considered the UK economy to be evolvingin line with expectations,
howeverthe 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 higherthan previously forecast, with CPI likely to remain above 5% throughout the winter
and peakat 6% in April 2022. The labour market was generally performing betterthan
previously forecastand 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.

UK CPI for November 2021 registered 5.1% yearon year, up from 4.2% in the previous month.
Coreinflation, which excludes the more volatile components, rose to 4.0% year-on-year from
3.4%. The mostrecent labour market data for the three months to October2021 showed the
unemploymentrate fellto 4.2% while the employment rate rose to 75.5%.

In October 2021, the headline 3-month averageannual growth rate for wages were 4.9% for
total pay and 4.3% for regular pay. In real terms, afteradjusting forinflation, total pay growth
was up 1.7% while regular pay was up 1.0%. The change in pay growth has been affected bya
change in composition of employee jobs, where therehas beenafallinthe numberand
proportion of lower paid jobs.

Gross domesticproduct (GDP) grew by 1.3% in the third calendar quarter of 2021 accordingto
the initial estimate, compared to again of 5.5% q/q inthe previous quarter, with the annual
rate slowingto 6.6% from 23.6%. The Q3 gain was modestly below the consensusforecastof a
1.5% q/q rise. During the quarteractivity measures were boosted by sectors that reopened
following pandemicrestrictions, suggesting that wider spending was flat. Looking ahead, while
monthly GDP readings suggest there had been some increase in momentumin the latter part
of Q3, Q4 growth isexpected to be soft.

Credit outlook: Since the start of 2021, relatively benign credit conditions have led to credit
defaultswap (CDS) prices forthe 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
themto rise modestly. However, the generally improved economic outlook during 2021
helped bank profitability and reduced the level of impairments many had made as provisions
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4.15

4.16

4.17

4.18

4.19

4.20

4.21

for badloans. However, the relatively recent removal of Covid-19-related business support
measures by the government means the full impact on bank balance sheets may notbe
knownforsome time.

The improved economic picture during 2021 led the credit rating agencies to reflect thisin
theirassessment of the outlook forthe UK sovereign as well as several financial institutions,
revisingthem from negativeto stable and even making a handful of rating upgrades.

Lookingahead, while there is still the chance of bank losses from bad loans as government
and central bank supportis removed, the institutions on the Council’s counterparty listare
well-capitalised and general credit conditions across the sector are expected to remain
benign. Duration limits for counterparties on the Council’s lendinglist are underregular
review and will continueto reflect economic conditions and the credit outlook.

Interest rate forecast: The Council’s treasury managementadvisor, Arlingclose, is forecasting
that Bank Rate will continue torise in calendar Q1 2022 to subdue inflationary pressures and
the perceived desire by the BoEto move away from emergency levels of interest rates.

Investors continue to price in multiple risesin Bank Rate overthe nextforecast horizon, and
Arlingclose believes that althoughinterest rates will rise again, the increases will not be to the
extent predicted by financial markets. In the near-term, the risks around Arlingclose’s central
case are to the upside while overthe medium-termthe risks become more balanced.

Yields are expected toremain broadly at currentlevels overthe medium-term, with the 5, 10
and 20 yeargiltyields expected to average around 0.65%, 0.90%, and 1.15% respectively. The
risks around for shortand medium-termyields are initially to the upside but shifts lowerlater,
while forlong-termyields the riskis tothe upside. However, as ever there will almost certainly
be short-termvolatility due to economicand political uncertaintyand events.

A more detailed economicandinterestrate forecast provided by Arlingcloseis attached in the
TMS Annex 2.

For the purpose of setting the budget, it has been assumed that new treasury management
investments willbe made at an average rate of 0.05%, and that new borrowing will be sourced
at an average rate of 1.5%. In practice, the Council uses acombination of short-term
borrowing with an average rate assumption of 0.5% and long-term borrowing at 1.9%,
meaningthereisbuiltin prudence in the budget forfinance costs. The Councilalsoholdsa
reserve of £1.6m specifically to meetinterest rate fluctuations over the medium-term.

Local Context:

4.22

On 31 March 2021 the Council held £729m borrowing (£444m of long-term borrowingand
£285m short-term borrowing) and £59m of cash investments. By 30" November 2021, this
droppedto £622m borrowing (£442m of long-term borrowing, £180m of short-term
borrowing, with £58m of investments.
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4.23

4.24

The underlying need to borrow for capital purposesis measured by the Capital Financing
Requirement (CFR), while usable reserves and working capital are the underlying resources
available forinvestment. The Council’s current strategy is to maintain borrowing and
investments below theirunderlying levels, sometimes known as internal borrowing.

Internal borrowing allows the Council to utilise its internal cash balances (i.e. working capital
and reserves) which are notrequiredin the shortto medium-termin ordertoreduce riskand
keepinterest costs low. Forecast changesin these sumsare shownin the balance sheet
analysisin Table 1 below.

Table 14 - Balance sheet summary and forecast

31.3.21 31.3.22 31.3.23 31.3.24 31.3.25 31.3.26 31.3.27
Actual Forecast| Forecast| Forecast| Forecast] Forecast| Forecast

£m £m £m £m £m £m £m

General Fund CFR 1,341 1,329 1,496 1,779 2,041 2,262 2,433
Less: PFl and lease liabilities (95) (91) (87) (82) (77) (73) (68)
N FR lyi

et CFR (underlying need to 1,246 1,238 1,409 1,697 1,963 2,189 2,366
borrow)
Less: External borrowing (long
term) (444) (438) (424) (420) (415) (411) (408)

Internal borrowing (based on
projection of level of reserves, (521) (523) (522) (521) (519) (535) (552)
balances and working capital)

Projected additional external
borrowing requirement

281 277 463 756 1,029 1,244 1,406

4.25

4.26

4.27

The Council has an increasing CFR overthe period to 31 March 2027, due to the proposed
Capital Programme and approved investment strategy projects. The maximisation of internal
borrowingleadsto a borrowing requirement above the Council’s ability to utiliseitsinternal
resourcesto fund this capital expenditure. It will therefore be required to raise additional
external borrowing overthe forecast period.

CIPFA’s Prudential Code for Capital Finance in Local Authorities recommends that the
Council’s total debtshould be lowerthanits highest forecast CFR overthe nextthree years.
Table 14 shows that the Council expects to comply with this recommendation across the
medium-term.

Liability benchmark: To compare the Council’s actual borrowing against an alternative
strategy, a liability benchmark has been calculated showing the lowest risk level of borrowing.
Thisassumes the same forecasts as table 14 above, but that cash and investment balances are
keptto a minimum level of £50m at each year-end to maintain sufficient liquidity but
minimise credit risk.
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Table 15 - Liability Benchmark

2020/21 | 2021/22 | 2022/23 | 2023/24 | 2024/25 | 2025/26 | 2026/27
Position at 31 March Actual |Projected| & ---------------m-m--- Estimated --------------------- >
£m £m £m

Loans CFR 1,246 1,238 1,409 1,697 1,963 2,189 2,366
External borrowing (729) (586) (424) (420) (415) (411) (408)
Internal (over) borrowing 517 652 985 1,277 1,548 1,779 1,958
Balance sheet resources (576) (573) (572) (572) (572) (589) (607)
Net investments / (new borrowing) 59 (79) (413) (705) (976) (1,190) (1,351)
Treasury investments 59 50 50 50 50 51 53
New borrowing 0 129 463 755 1,026 1,241 1,404
Net loans requirement 670 665 837 1,125 1,391 1,600 1,759
Liquidity allowance 50 50 50 50 50 51 53
Liability benchmark 720 715 887 1,175 1,441 1,652 1,812

4.28 To compare the Council’s actual borrowing against an alternative strategy, aliability

benchmark has been calculated showing the Council’s projected treasury management
position overthe next 50 years.

Graph 1: Liability benchmark

£m
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Liability Benchmark - Surrey CC
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B Fixed rate loans

Loans CFR = iability benchmark = = = Net loans requirement

4.29 Thelong-termliability benchmark assumes:
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4.30

4.31

4.32

e Capital expenditurefunded by borrowingas perthe 2021-27 Capital Programme;

e Projectsincludedinthe Capital Programme (Budgetand Pipeline) and approved
investment strategy spend are included,;

e Minimum Revenue Provision (MRP) on new capital expenditure is based on the attached
MRP policy;

e ReservesandBalancesare based on proposed and approved use overthe life of the
Medium-term Financial Plan (MTFS) and increase by inflation thereafter; and

e Thebenchmarkisbasedon our assumptions on capital expenditure and the external
loans requirement may not ultimately reduce to zero as future capital expenditure is
approved.

Overall, the liability benchmark shows that we are currently borrowing exactly what we need,
because the amount of external debt (grey shaded are) matches the liability benchmark (red
line). Aswe progress overthe mediumterm, the gap between total external debtand the
liability benchmark grows, meaning that we need to borrow more money to meetour
financingrequirement. We aimto avoid a scenario where ourexternal debt exceeds our
liability benchmark, asitindicates that we are borrowing more than we need —i.e. borrowing
to invest, carrying withitanincreased risk of investment returns.

The difference betweenthe CFR (underlying need to borrow —represented by the blue line)
and actual external borrowing is funded from Reserves and Balances (internal borrowing).
The current strategy to internally borrow continues to support the Council’s financial position
inthe shortto medium-term.

As shown, the Council’s current debt portfoliois long dated and there are no significant
repayments until the 2050s. Analternate strategy would be toincrease ourlong-term fixed
rate borrowing now. The liability benchmarkillustrates thatif we were to do so, it would be
for a reasonably modestamount overa period of up to 30 years (to avoid a significantamount
of fixed-rate debt exceeding our liability benchmark).

Borrowing Strategy

4.33

4.34

Objectives: The Council’s main objective when borrowing money is to strike an appropriate
balance between securing low interest costs and achieving certainty of those costs over the
period forwhichfundsare required. Toachieve this, the key aimisto maximise internal
borrowingand use short-term borrowing to manage cashflow shortfalls, striking a balance
between cheap short-term loans and long-term fixed rate loans where the future costis
known but higher.

Strategy: The Council is facing unprecedented financial pressures, principally driven by rising
need forservicesfrom residentsand continuing reductions in government funding. Given
these pressures, the Council’s borrowing strategy continues to address the key issue of
affordability without compromising the longer-term stability of the debt portfolio. With short-
terminterestrates currently much lowerthanlong-termrates, the Council continues to
maximise the use of internal resources (internal borrowing) and borrowing short-termto fund
the additional requirement based on cash flow forecasts.
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4.35

4.36

4.37

4.38

4.39

4.40

4.41

By doingso, the Council is able to supress net borrowing costs (despite foregone investment
income) and reduce marketand creditriskin the investment portfolio. However, short-term
borrowing doesincrease the Council’s exposureto changesininterestrates aswhen short-
termloans mature, they may need to be replaced at a higher rate of interest.

The level and mix of internal, short-term, and long-term borrowing will be reviewed on a
regularbasis, taking account of the overall cash position and market forecasts. Arlingclose will
assistinthisreview with ‘cost of carry’ and breakeven analysis, which will support decisions
on whetherto take additional longer-term external borrowing at fixed ratesin 2022/23, witha
view to keeping future interest costs low.

Alternatively, the Council may arrange forward startingloans where the interest rate is fixed
inadvance, but the cash isreceivedinlateryears. This would enable certainty of cost without
sufferinga cost of carry in the intervening period.

The Council is projected to have £585.9m of borrowing as at the end of March 2022, a
decrease of £143m from 31 March 2021, withlongterm borrowing reducing by £4.4m. The
decrease inshort-termborrowing requirementis largely due to significant capital grant
receiptsin 2021/22 (including £91m Schools BasicNeed).

Sources of borrowing: The approved sources of long-term and short-term borrowing are:
e HM Treasury’s Public Works Loan Board (PWLB);
e anyinstitution approved forinvestments (see below);
e banksor buildingsocieties authorised to operate in the UK;
e UK Local Authorities;
e UK publicand private sectorpension funds (exceptthe Surrey Pension Fund);
e capital marketbondinvestors;and
e UK Municipal Bonds Agency plcand otherspecial purpose companies created to
enable Local Authority bondissues.

The Council has previously raised the majority of its long-term borrowing from the PWLB. For
short-term borrowing, the Council has, and will continue, to use other sources of finance, such
as loans from other Local Authorities, pension funds and other publicbodies as these are
often available at more favourablerates. These short-termloansleavethe Council exposed to
therisk of interestrate rises and are therefore subjectto the interest rate exposure limitsin
the treasury managementindicators below.

HM Treasury have recently closed a consultation on changesto the terms and conditions of
theirlending through PWLB. The revised approachtolendinghasresultedinasignificant
reductionininterestrates (currently 1.99% for a 40-year loan), however Local Authorities will
no longerbe able toaccess PWLB lendingif they pursue ‘debt-for-yield’ (commercial
investment) acquisitions. The Council’s Treasury Management Strategy assumes that capital
plans will remain compliant with new PWLB terms and conditions and that we will therefore
retain accessto the lendingfacility.
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4.42 Other sources of debt finance: In addition, capital finance may be raised by the following
methodsthatare not borrowing, but may be classed as otherdebt liabilities:
e |easing
e hirepurchase
e Private Finance Initiative (PFI)
e saleand leaseback
All such sources of finance are subject to a robust options appraisal.

4.43 Municipal Bonds Agency: UK Municipal Bonds Agency plcwas established in 2014 by the Local
Government Association as an alternative tothe PWLB. It plansto issue bondsonthe capital
markets and lend the proceeds to Local Authorities. This will be amore complicated source of
finance thanthe PWLB for two reasons: borrowing authorities will be required to provide
bondinvestors with aguarantee torefundtheirinvestmentinthe eventthatthe agencyis
unable tofor anyreason;and there will be alead time of several months between committing
to borrow and knowing the interest rate payable. Any decision to borrow through the Agency
will therefore be the subject of aseparate report. Ourcurrent strategy generally favours PWLB
borrowingforlongterm debt due to ease of access to borrowing and certainty of low rates,
howeverthisis periodically reviewed with Arlingclose and when a decision forincreased long-
term borrowingis made all options will be scrutinised.

4.44 Debt rescheduling: The PWLB allows Local Authorities to repay loans before maturity and
eitherpaya premiumorreceive adiscountaccordingto a setformulabased on current
interestrates. Otherlenders may also be prepared to negotiate premature redemption terms.
The Council may take advantage of this and replace some loans with new loans, or repay loans
withoutreplacement, where thisis expected to lead toan overall cost efficiency ora
reductioninrisk. Arlingclose have advised against the early repayment of long-term debt with
regardsto PWLB loans from analysis of early repayment penalties against finance cost savings.

Borrowing Costs

4.45 Gross borrowing costsinclude interest payableand the statutory charge on the general fund
for MRP. The borrowing costs associated with the 2022/23 to 2026/27 Capital Programme
increase from £37m in 2021/22 to £83m by 2026/27.

4.46 Paragraph 1.18 of Annex 1 shows the ratio of gross borrowing costs againstthe netrevenue
stream (the amount funded from council tax, business rates and general government grants).
Gross borrowing costs as a proportion of netrevenue streamincreases overthe MTFS period
from3.9% in 2021/22 to 8.5% in 2026/27.

4.47 Netborrowingcosts are calculated after offsettinginterestand investmentincomeand over
the same period, net borrowing costs grow from £15m in 2021/22 to £59m in 2026/27.

4.48 Paragraph 1.19 of Annex 1 shows net borrowing costs against the netrevenue stream
increasingfrom 1.6% t06.1% in 2026/27.
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4.49 Offsettingthe increasein borrowing costs; many of the capital schemesare crucial to
delivering revenue efficiencies, cost containment orincome generation. Afteraccountingfor
interest, investment and rental income to be generated by pipeline projects, net borrowing
costs are projected to be contained withinthe budget envelope forthe MTFS period.

4.50 The Council’s projected borrowing costs can be compared to similarauthorities, wherelike-
for-like informationis published. The projected borrowing costs for SCC will remain close to
the benchmarked average of 7% by the end of the MTFS period.

4,51 The Council will continue to benchmark borrowing costs as a percentage to the net revenue
budget as indicator of the prudence and sustainability of the Capital Programme.

Treasury Investment Strategy

4.52 The Council holdsinvested funds representingincome received in advance of expenditure plus
reserves. Forthe first half of 2021/22, the Council held average balances of £58m, compared
with £67m for the equivalent period in 2020/21. The average return forthe first half of
2021/22 was0.2%. Cash balancesare expectedto remainlow during 2021/22 and overthe
MTEFS.

4.53 Objectives: The CIPFA Code requiresthe Counciltoinvestits treasury funds prudently,and to
have regard to the security and liquidity of itsinvestments before seeking the highest rate of
return, or yield. The Council’s objective when investing money is to strike an appropriate
balance between riskand return, minimising the risk of incurring losses from defaults and the
risk of receiving unsuitably low investmentincome. Where balances are expected to be
invested for more than one year, the Council will aim to achieve atotal return that is equal or
higherthan the prevailing rate of inflation, in orderto maintain the spending power of the
suminvested.

4,54 Negative interestrates: Earlierinthe pandemic, Covid-19increased the risk that the Bank of
England would setits Bank Rate at or below zero. This now looks less likely, however the
eventuality should be considered. Sinceinvestments cannot pay negative income, negative
rates will be applied by reducingthe value of investments. In this event, security would be
measured as receiving the contractually agreed amount at maturity, even though this may be
less thanthe amount originally invested.

4,55 Strategy: Due to the continuation of the strategy to maximise internal borrowing and use
short-term borrowing to manage cash flow shortfalls, investment levels are expected to
remain low during 2022/23. The majority of the Council’s surplus cash continues to be
invested in money market funds and short-term unsecured bank deposits. Money Market
Funds offer same-day liquidity, very low or novolatility and also ensure diversification to
reduce the security risk of holding the majority of cash deposits with alimited number of UK
banks.
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4.56

4.57

4.58

While the Council’sinvestment balances remain low (less than £100m), Money Market Funds
and short-term bank deposits will be utilised, with a cash limit per counterparty/fund of £25m.
If the economicsituation changes, which resultsin adecision to undertake additional
borrowing, resultingin higher cash balances, otherinvestment counterparties may be
considered and the counterparty limits set out below would apply.

Business models: Underthe new International Financial Reporting Standard (IFRS 9) standard,
the accountingfor certaininvestments depends on the Council’s “business model” for
managingthem. The new standard requires entitiesto account forexpected creditlossesina
timely manner; fromthe momentwhen financial instruments are firstidentified. These
investments will continueto be accounted forat amortised cost.

Approved counterparties: The Council mayinvestits surplus funds with any of the
counterparty typesinTable 2 below, subject to the cash limits (per counterparty) and the time
limits shown.

4.59 Table 16 - Approved investment counterparties and limits

4.60

Creditrating | Banks unsecured Banks secured Government*
£ Unlimited

UK Govt n/a n/a 50 years
£10m £20m

AAA n/a
5vyears 20 years

AA+ £10m £20m n/a
5vyears 10 years

AA £10m £20m /
4 years 5 vyears n/a

AA £10m £20m /
3 years 4 years n/a
£10m £20m

A+ n/a
2 years 3 years

A £10m £20m n/a
13 months 2 years

A £10m £20m /

i 6 months 13 months n/a

£im

None n/a n/a
6 months / /

Pooled £25m per fund

Funds

* UK Local Authorities
This table must be readin conjunction with the notes below.

Minimum credit rating: Treasuryinvestment limits are set by reference tothe lowest
published long-term creditrating from Fitch, Moody’s and Standard & Poor’s. Where
available, the creditrating relevant to the specificinvestment or class of investmentis used,
otherwise the counterparty credit ratingis used. However, investment decisions are never
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4.61

4.62

4.63

4.64

4.65

4.66

made solely based on credit ratings, and all otherrelevant factorsincluding external advice
will be takeninto account.

Banks unsecured: Accounts, deposits, certificates of depositand senior unsecured bonds with
banks and building societies, other than multilateral development banks. Theseinvestments
are subjecttothe risk of creditloss viaa bail-in should the regulator determine that the bank
isfailingorlikely to fail.

Banks secured: Covered bonds, reverse repurchase agreements and other collateralised
arrangements with banks and building societies. These investments are secured on the bank’s
assets, which limits the potential lossesinthe unlikely event of insolvency, and means that
they are exemptfrom bail-in. Where there is noinvestment specific credit rating, but the
collateral upon which the investmentis secured has a credit rating, the higher of the collateral
creditrating and the counterparty creditrating will be used to determine cash and time limits.
The combined secured and unsecured investments in any one bank will not exceed the cash
limitforsecuredinvestments.

Government: Loans, bonds and billsissued or guaranteed by national governments, regional
and Local Authorities and multilateral development banks. These investments are not subject
to bail-in,and there is generally alowerrisk of insolvency, although they are not zero risk.
Investments with the UK Central Government may be made in unlimited amounts for up to 50
years.

Pooled funds: Shares or unitsin diversified investment vehicles consisting of the any of the
above investmenttypes, plus equity shares and property. These funds have the advantage of
providing wide diversification of investment risks, coupled with the services of a professional
fund managerinreturn fora fee. Short-term Money Market Funds that offer same-day or
short notice liquidity and very low or no price volatility by investingin short-term money
markets. They have the advantage overbank accounts of providing wide diversification of
investment risks, coupled with the services of a professionalfund managerinreturnfora
small fee. Although no sectorlimitappliesto money market funds, the Council will take care
to diversifyitsliguid investments overavariety of providers to ensure access to cash at all
times.

Bond, equity and property funds offerenhanced returns overthe longer term butare more
volatile inthe short-term. These allow the Council to diversify into asset classes otherthan
cash withoutthe need to own and manage the underlyinginvestments. Becausethese funds
have no defined maturity date, but are available for withdrawal afteranotice period, their
performance and continued suitability in meeting the Council’s investment objectives will be
monitored regularly.

Operational bank accounts: The Council may incur operational exposures, forexample though
currentaccounts, collection accounts and merchantacquiring services, to any UK bank with
creditratings no lowerthan BBB - and with assets greaterthan £25 billion. These are not
classed asinvestments butare still subject to the risk of a bank bail-in, and balances will
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4.67

4.68

4.69

4.70

4.71

therefore be keptbelow £1m. The Bank of England has stated thatin the event of failure,
banks with assets greaterthan £25 billion are more likely to be bailed-inthan made insolvent,
increasing the chance of the Council maintaining operational continuity. The Council’s bank,
HSBC, has a creditrating of AA-.

Risk assessment and credit ratings: Credit ratings are obtained and monitored by the
Council’streasury advisers, who will notifychangesin ratings as they occur. Where an entity
has its credit rating downgraded so that it fails to meet the approved investmentcriteria then:
e nonewinvestments will be made,
e any existinginvestmentsthat can be recalled orsold at no cost will be, and
o full consideration will be givento the recall orsale of all other existinginvestments
with the affected counterparty.

Where a creditratingagency announces thata creditratingis onreview for possible
downgrade (also known as “rating watch negative” or “credit watch negative”) so thatit may
fall below the approved ratingcriteria, then onlyinvestments that can be withdrawn on the
nextworking day will be made with that organisation until the outcome of the review s
announced. This policy will notapply to negative outlooks, which indicate along-term
direction of travel ratherthan an imminent change of rating.

Other information on the security of investments: The Council understands that credit ratings
are good, but not perfect, predictors of investment default. Full regard willtherefore be given
to otheravailable information on the credit quality of the organisationsin whichitinvests,
including creditdefault swap prices, financial statements, information on potential
governmentsupport, reportsin the quality financial pressand analysis. Noinvestments will
be made with an organisationif there are substantive doubts about its credit quality.

When deteriorating financial market conditions affect the creditworthiness of all
organisations, as happenedin 2008 and 2011, thisis not generallyreflectedin creditratings,
but can be seeninothermarket measures. Inthese circumstances, the Councilwillrestrictits
investments to those organisations of higher credit quality and reduce the maximum duration
of itsinvestments to maintain the required level of security. The extent of these restrictions
will be inline with prevailing financial market conditions. If these restrictions mean that
insufficient commercial organisations of high credit quality are available to invest the Council’s
cash balances, thenthe surplus will be deposited with the UK Governmentvia the Debt
Management Office orinvested in government treasury bills or with other Local Authorities.

Investment limits: The Council’s revenue reserves and balances available to coverinvestment
losses are forecast to be approximately £94m on 315t March 2022, consisting of the Budget
Equalisation Reserve, the Revolving Investment and Infrastructure Fund and the Interest Rate
Reserve. Inpractice, a defaultis highly unlikely. In orderthat no more than 30% of available
reserves willbe putat riskin the case of a single default, the maximum that will be invested
with any one organisation (otherthan the UK Government) will be £20m and the limitforany
one pooledfund will be £25m.
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Table 17 — Investment Limits

Cash limit
Any single organisation, exceptthe UK Central £20m each
Government
UK Central Government unlimited
Any group of organisations underthe same
Ve p & £20m per group
ownership

Any group of pooled funds under the same
management (including Money Market Funds)

Money Market Funds (Total) Unlimited

Unsecured investments with Building Societies £10m in total

£25m per manager

4.72 Liquidity management: The Council uses cash flow forecasting to determine the maximum
period forwhich funds may prudently be committed. The forecastis compiled ona prudent
basisto minimisethe risk of the Council being forced to borrow on unfavourable termsto
meetits financial commitments. Limits on long-terminvestments are set by reference to the
Council’s medium-term financial plan and cash flow forecast.

Treasury Management Indicators
4,73 The Council measures and manages its exposures to treasury management risks using the

followingindicators.

4,74 Maturity structure of borrowing: Thisindicatorissetto control the Council’s exposure to
refinancingrisk. The upperand lower limits on the maturity structure of borrowing will be:

Refinancing rate risk indicator Upperlimit Lower limit
Under 12 months 60% 0%

12 monthsand within 24 months 50% 0%

24 months and within 5years 50% 0%

5 yearsand within 10 years 75% 0%

10 yearsand above 100% 25%

Time periods start on the first day of each financial year. The maturity date of borrowingis the
date of the loans are due to be repaid.

4.75 Principal sums invested for periods longerthan 1 year: The purpose of thisindicatoristo
control the Council’s exposureto the risk of incurringlosses by seeking early repayment of its
investments. The limits onthe long-term principal sum invested to final maturities beyond
the period end will be:
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Price risk indicator 2021/22 2022/23 2023/24
Limiton principal invested beyond yearend £40m £20m £10m
Other Items

4.76 There are a number of additional items thatthe Council is obliged by CIPFA and DLUHC to
includeinitstreasury managementstrategy.

4.77 Policyon the use of Financial Derivatives: Local Authorities have previously made use of
financial derivatives embedded into loans and investments both toreduce interest rate risk
(e.g.interestrate collars and forward deals) and to reduce costs or increase income at the
expense of greaterrisk (e.g. LOBO loans and callable deposits). The general power of
competenceinSection 1of the Localism Act 2011 removes much of the uncertainty over Local
Authorities’ use of standalone financial derivatives (i.e. those that are notembeddedintoa
loan or investment).

4.78 The Council will only use standalone financial derivatives (such as swaps, forwards, futures
and options) where they can be clearly demonstrated toreduce the overalllevel of the
financial risks that the Council is exposed to. Additional risks presented, such as credit
exposure to derivative counterparties, will be takeninto account when determiningthe
overall level of risk. Embedded derivatives, including those presentin pooled funds and
forward starting transactions, will not be subject to this policy, although the risks they present
will be managedinline with the overalltreasury risk management strategy.

4,79 Financial derivative transactions may be arranged with any organisation that meetsthe
approved investmentcriteria. The current value of any amount due from a derivative
counterparty will count against the counterparty credit limit and the relevant foreign country
limit.

4.80 Markets in Financial Instruments Directive: The Council has opted into “professional client
status” withits providers of financial services, including advisers, banks, brokers and fund
managers, allowing it access to a greaterrange of services but withoutthe greaterregulatory
protections afforded to individuals and small companies. Given the size and range of the
Council’streasury management activities, the Section 151 Officer believes this to be the most
appropriate status.

4.81 Treasury Management Advice: Surrey County Council has appointed Arlingclose Limited as
Treasury managementadvisers and receives specificadvice on investments, debt and capital
finance matters.

4.82 Treasury Management Training: Memberand Officertraining needs are assessed regularly as
part of the staff appraisal process. Additional training willbe provided asand whenthereisa
changein rolesand responsibilities. The Council also benefits from the Orbis partnership
Centre of Expertise, which provides arobust Treasury team providing day to day treasury
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management operational activities to Surrey County Council, Brighton & Hove City Council and
East Sussex County Council.

Knowledge and Skills

4.83

4.84

4.85

4.86

4.87

The Council employs professionally qualified and experienced staff in senior positions with
responsibility for making capital expenditure, borrowing and investment decisions. The
Council pays for officers to study towards relevant professional qualifications including CIPFA.

All officersinvolved inthe treasury and investment management function have access to
relevanttechnical guidance and training to enable themto acquire and maintain the
appropriate level of expertise, knowledge and skills to undertake the duties and
responsibilities allocated to them. The Council currently employs treasury management
advisors through Arlingclose (who commenced a new four-year contract from 1%t January
2022) and seeks external legal and property related advice and due diligenceas required. The
Council’sinvestment Strategy is supported by guidance from ouradvisors, Montagu Evans.
The Council’s Treasury Management and borrowing strategies are supported by guidance
from our advisors, Arlingclose. Both are on hand to guide key decisions and provide proactive
advice inresponse to emerging market trends.

Those charged with governance (Members of the Audit and Governance Committee and the
Resources and Performance Overview Select Committee) recognise theirindividual
responsibility to ensure that they have the necessary skills to completetheirrole effectively.
The Section 151 Officer will ensurethat elected members tasked with treasury management
responsibilities, including those responsible for scrutiny, have access totrainingrelevantto
theirneeds andresponsibilities.

The Orbis partnership enables the creation and development of specialist resources. Centres
of Expertise have been established for key areas of finance, and central teams of pooled
expertise have been created to providerobust services which are resilient to meet the
changingservice needs of partners.

Where Council staff do not have the knowledge and skills required, use is made of external
advisers and consultants that are specialistsin theirfield. This approach is more cost effective
than employing such staff directly and ensures that the Council has access to knowledge and
skills commensurate with its risk appetite.

Financial Implications

4.88

4.89

The budget for cash investmentincome in 2022/23 is £25,000, based on an average
investment portfolio of £50m at an interestrate of 0.05%. The budgetfordebtinterestpaid
in2022/23 is£21m, whichis based on a mix of short-term borrowing and the existinglong-
termfixed rate debt portfolio.

The CIPFA Code does not prescribe any particulartreasury management strategy for Local
Authorities to adopt. The Section 151 Officer believes that the above strategy representsan
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appropriate balance between risk management and cost effectiveness. Some alternative

strategies, with theirfinancialand risk managementimplications, are listed below.

Alternative

Impact on income and
expenditure

Impact on risk management

Borrow additional sums
at long-termfixed
interestrates

Debtinterest costs will rise;
thisisunlikely to be offset by
higherinvestmentincome

Higherinvestment balance leading
to a higherimpactinthe eventofa
default; howeverlong-terminterest
costs may be more certain

Investina widerrange of
counterpartiesand/orfor
longertimes

Interestincome willbe higher

Increased risk of losses from credit
related defaults, butany suchlosses
may be smaller
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TMS Annex 1

Prudential Indicators 2022/23

11

1.2

The Local Government Act 2003 requires the Council to have regard to the Chartered Institute
of PublicFinance and Accountancy’s Prudential Code for Capital Finance in Local Authorities
(the Prudential Code) when determining how much money it can afford to borrow. The
objectives of the Prudential Code are to ensure, within a clearframework, that the capital
investment plans of Local Authorities are affordable, prudent and sustainable, and that
treasury management decisions are takenin accordance with good professional practice. To
demonstrate that the Council has fulfilled these objectives, the Prudential Code sets outthe
followingindicators that must be setand monitored each year.

The Council has adopted the Chartered Institute of Public Finance and Accountancy’s Treasury
Managementinthe PublicServices: Code of Practice.

Estimates of capital expenditure

13

The Council’s planned capital expenditure and financingis summarised in table 1. This
prudential indicatoris asummary of the Council’s annual capital expenditure plans, both
those agreed previously, and those forming part of this budget cycle.

Table 1- Actual and estimated
capital expenditure
2020/21 2021/22  2022/23 2023/24  2024/25 2025/26  2026/27
Actual Projected € e Estimated ----------------—---- >
£m £m £m £m fm £m £m
Capital programme expenditure 242 182 301 472 425 401 310
Approved investment strategy 10 3 2 10 10 5 o
spend
Financed By:
- Government grants and third
. 87 92 119 157 127 131 83
party contributions
- Capital Receipts 22 75 0 0 0 0 0
- Revenue and reserves 6 6 6 7 6 6 6)
Net financing need for the year* 137 11 198 317 301 267 221

*Capital expenditure to be met by borrowing

The Council’s borrowing need (the capital financing requirement)

14

Table 2 setsoutthe Council’s estimated capital financing requirement (CFR). The CFR
represents capital expenditure funded by external debtand internal borrowing and not by
capital receipts, revenue contributions, capital grants or third party contributions at the time
of spending. The CFR therefore measures a Council’s underlying need to borrow for a capital
purpose. Any capital expenditure which has notbeen funded from locally determined
resources will increasethe CFR. The CFR will reduce by the Minimum Revenue Provision
(MRP).

Page 36



Appendix

1.5

1.6

1.7

1.8

The MRP is a statutory annual revenue charge which reduces the borrowing needinasimilar
way to paying principal off ahousehold mortgage.

The CFRincludes any otherlong-term liabilities, e.g. PFl schemes, finance leases. Whilst these
increase the CFR, and therefore the Council’s borrowing requirement, these types of scheme
include a borrowingfacility and so the Council is notrequired to separately borrow for these
schemesand theytherefore do not form part of the Council’s underlying need to borrow.

The CFRis increasing overthe MTFS period which resultsinanincrease in external debt (after
we have maximised internal borrowing) and thereforeanincrease inthe revenue cost of
borrowing.

Thisis reflectedinanincreased Operational Boundary and Authorised Limitas shownin
Tables4 and 5. Table 6 - Ratio of financing costs to net revenue stream, shows that the
revenue costof debtisan increasingbutrelatively low proportion of ouroverall budget. The
impact of funding the Capital Programme is builtinto the revenue budget and MTFS.

Table 2: Capital Financing Requirement (CFR)
2020/21 2021/22  2022/23 2023/24  2024/25 2025/26  2026/27
Actual Projected & e Estimated ----------------—--—- ->
£m £m £m £m fm £m £m
Opening CFR 1,240 1,341 1,329 1,496 1,779 2,041 2,262
Movements:
- Minimum revenue provision (16) (20) (26) (30) (35) (40) (44)
- Applicati f capital ipt
pplica |on9 capital receipts 0 0 0 0 0 0 o
to repay opening CFR
- PFI & finance leases (20) (4) (4) (5) (5) (5) (5)
- Net financing need 137 11 198 317 301 267 221
101 - 13 167 283 262 221 171
Closing CFR 1,341 1,329 1,496 1,779 2,041 2,262 2,433

*includesthe addition to fixed assets on the balance sheet under PFI

Gross borrowing and the capital financing requirement

1.9

In orderto ensure that overthe medium-term borrowing will only be for a capital purpose,
the Council should ensure thatits debt does not, exceptin the short-term, exceed the total of
the CFR inthe precedingyearplus the estimates of any additional CFRforthe currentand next
2 financial years. This allows some flexibility for early borrowingin advance of need, but
ensuresthatborrowingisnotundertaken forrevenue purposes. Thisisa keyindicator of
prudence.
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Table 3: Gross Borrowing Requirement

2020/21 2021/22  2022/23 2023/24  2024/25 2025/26  2026/27

Actual Projected €& e Estimated ---------------—---—- ->
£m £m £m £m fm £m £m
Gross Borrowing 725 715 887 1,176 1,444 1,654 1,814
CFR 1,341 1,329 1,496 1,779 2,041 2,262 2,433
1.10 Total debtisexpectedtoremainbelowthe CFRduringthe forecast period.

The Council’s operational boundary for external debt

111

1.12

1.13

Table 4 setsoutthe Council’s operational boundary. The operational boundaryis anindicator
against which to monitorits external debt position. Itis based on the Council’s estimate of the
most likely (i.e. prudent but not worst case) scenario forexternal debt. Itlinks directly tothe
Council’s estimates of capital expenditure, the CFRand cash flow requirements andis a key
managementto forin-year monitoring.

Within the operational boundary, figures for borrowing and other long-term liabilities are
separatelyidentified. Otherlong-term liabilities comprisefinance lease, PFls and other
liabilities thatare not borrowing but form part of the Council’s debt position.

The operational boundaryis nota limit and actual borrowing could vary around this boundary
for short periods during the year. It should act as an indicatorto ensure the authorised limitis
not breached. The operational boundary increases overthe MTFS period to reflectan
increasingunderlyingneedto borrow linked to the Capital Programme. We monitoragainst
the indicatorthroughoutthe year.

Table 4: Operational Boundary
2020/21  2021/22  2022/23  2023/24  2024/25  2025/26  2026/27
Agreed Agreed € e Estimated ----------------—--—- ->
£m £m £m £m fm £m £m
Borrowing 1,087 1,115 1,307 1,606 1,874 2,084 2,244
Other long term liabilities 95 91 87 82 77 73 68
Total 1,182 1,206 1,394 1,688 1,952 2,157 2,311
Estimated external debt 725 715 887 1,176 1,444 1,654 1,814

The Council’s authorised limit for external debt

1.14 Table5 sets outthe Council’s authorised limit for external debt. This key prudential indicator

represents acontrol onthe maximum level of borrowing. Itis a statutory limit determined
undersection 3(1) of the Local Government Act 2003 and representsalimitbeyond which
external debtis prohibited. Itis the maximum amount of debt that the Council canlegally
owe.
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1.15 The Governmentretainsan optionto control eitherthe total of all Councils’ plans, orthose of
a specific Council, although this power has not yet been exercised since the introduction of
the Prudential Code.

1.16 The Authorised limit provides headroom overand above the operational boundary for unusual
cash movements and potentialadditional borrowing to meet the ambitions of the Council in
respect ofitsinvestment strategy.

1.17 As withthe operational boundary, the limitseparately identifies borrowing from otherlong-
termliabilities such as finance leases and PFIs. The authorised limitincreases overthe MTFS

periodtoreflectanincreasingunderlying need to borrow linked to the Capital Programme.

Table 5: Authorised Limit

2020/21 2021/22 2022/23 2023/24  2024/25 2025/26 2026/27

Agreed Agreed €& e Estimated --------------------- ->

£m £m £m £m £m £m £m

Borrowing 1,587 1,615 1,807 2,106 2,374 2,584 2,314
Other long term liabilities 95 91 87 82 77 73 68
Total 1,682 1,706 1,894 2,188 2,452 2,657 2,381
Estimated external debt 725 715 887 1,176 1,444 1,654 1,814

Estimated ratio of gross financing costs to net revenue stream

1.18 Thisis an indicator of affordability and highlights the revenueimplications of existing and
proposed capital expenditure by identifying the proportion of the revenue budget required to
meetfinancing costs.

Table 6: Ratio of Gross Financing Costs to Net Revenue Stream
2020/21 2021/22  2022/23 2023/24  2024/25 2025/26  2026/27
Actual Projected € e Estimated --------------------- ->
Ratio of Gross Financing Costs to

3.18% 3.90% 4.50% 5.30% 6.24% 7.42% 8.45%
Net Revenue Stream

Estimated ratio of net financing costs to net revenue stream

1.19 Thisis an indicator of affordability and highlights the revenue implications of existing and
proposed capital expenditure by identifying the proportion of the revenue budget required to
meet netfinancing costs (netof investmentincome).

Table 6a: Ratio of Net Financing Costs to Net Revenue Stream
2020/21  2021/22  2022/23  2023/24  2024/25  2025/26  2026/27
Actual Projected € Estimated --------------------- ->
Ratio of Net Financing Costs to

1.35% 1.59% 2.56% 3.12% 3.94% 5.05% 6.07%
Net Revenue Stream

1.20 Therevenue implications of potential, yetto be identified, investment opportunities that
meetthe Council’s long-term capital strategy criteria, will be funded from the investment
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returns of such investments. Ifthereisadelayinthe realisation of sufficient returns, then
costs will be funded from the Council’s Revolving Infrastructure & Investment Fund reserve.
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TMS Annex 2
Arlingclose Economic & Interest Rate Forecast

External Context

2.1

2.2

2.3

24

2.5

2.6

2.7

Economic background: The ongoingimpact onthe UK from coronavirus, togetherwith higher
inflation, higherinterest rates, and the country’s trade position post-Brexit, will be major
influences on the Council’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 8-1in favourof raising rates, and unanimously to maintain the asset purchase
programme.

Within the announcementthe MPC noted that the pace of the global recovery was broadlyin
line withits November Monetary Policy Report. Priorto the emergence of the Omicron
coronavirus variant, the Bank also considered the UK economy to be evolvinginline with
expectations, howeverthe increased uncertainty and risk to activity the new variant presents,
the Bank revised down its estimates for Q4 GDP growthto 0.6% from 1.0%. Inflation was
projectedto be higherthan previously forecast, with CPl likely to remain above 5%
throughoutthe winterand peak at 6% in April 2022. The labour market was generally
performingbetterthan 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 forlabour.

UK CPI for November 2021 registered 5.1% yearonyear, up from 4.2% in the previous month.
Core inflation, which excludes the more volatile components, rose to 4.0% y/y from 3.4%. The
most recentlabour market data for the three monthsto October 2021 showed the
unemploymentrate fellto 4.2% while the employment rate rose to 75.5%.

In October 2021, the headline 3-month averageannual growth rate for wages were 4.9% for
total pay and 4.3% for regular pay. In real terms, after adjusting forinflation, total pay growth
was up 1.7% while regular pay was up 1.0%. The change in pay growth has been affected bya
change in composition of employee jobs, where there has been afallinthe numberand
proportion of lower paid jobs.

Gross domestic product (GDP) grew by 1.3% in the third calendar quarter of 2021 accordingto
the initial estimate, compared to again of 5.5% q/q in the previous quarter, with the annual
rate slowingto 6.6% from 23.6%. The Q3 gain was modestly below the consensus forecast of a
1.5% qg/q rise. During the quarteractivity measures were boosted by sectors thatreopened
following pandemicrestrictions, suggesting that wider spending was flat. Looking ahead, while
monthly GDP readings suggestthere had been someincrease inmomentuminthe latter part
of Q3, Q4 growth is expected to be soft.

GDP growthin the eurozone increased by 2.2% in calendar Q3 2021 followingagain of 2.1%
inthe second quarteranda decline of -0.3% in the first. Headline inflation has been strong,
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2.8

2.9

2.10

211

212

2.13

2.14

with CPlregistering 4.9% year-on-yearin November, the fifth successive month of inflation.
Core CPl inflation was 2.6% y/y in November, the fourth month of successiveincreases 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 onits long-term stance of holdingits maininterest
rate of 0%.

The US economy expanded at an annualised rate of 2.1%in Q3 2021, slowingsharplyfrom
gains of 6.7% and 6.3% in the previous two quarters. Inits December 2021 interest rate
announcement, the Federal Reserve continue to maintainthe Fed Funds rate at between 0%
and 0.25% butoutlinedits plantoreduce its asset purchase programme earlierthan
previously stated and signalled they are in favour of tighteninginterest rates at a faster pace
in 2022, withthree 0.25% movements now expected.

Credit outlook: Since the start of 2021, relatively benign credit conditions have led to credit
defaultswap (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
themto rise modestly. However, the generally improved economicoutlook during 2021
helped bank profitability and reduced the level of impairments many had made as provisions
for badloans. 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 forsome time.

The improved economic picture during 2021 led the credit rating agencies to reflect thisin
theirassessment of the outlook forthe UK sovereign as well as several financial institutions,
revisingthem from negativeto stable and even makinga handful of rating upgrades.

Lookingahead, while there is still the chance of bank losses from bad loans as government
and central bank supportis removed, the institutions on the Council’s counterparty listare
well-capitalised and general credit conditions across the sectorare expectedtoremain
benign. Duration limits for counterparties on the Council’s lendinglist are underregular
review and will continueto reflect economic conditions and the credit outlook.

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

Investors continue to price in multiple rises in Bank Rate over the nextforecast horizon, and
Arlingclose believes that althoughinterest rates will rise again, the increases will not be to the
extent predicted by financial markets. Inthe near-term, the risks around Arlingclose’s central
case are to the upside while overthe medium-termthe risks become more balanced.

Yields are expected toremain broadly at currentlevels overthe medium-term, with the 5, 10
and 20 year giltyields expected to average around 0.65%, 0.90%, and 1.15% respectively. The
risks around for shortand medium-termyields are initially to the upside but shifts lowerlater,
while forlong-termyields the riskis to the upside. However, as ever there will almost certainly
be short-termvolatility due to economicand political uncertaintyand events.
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2.15 Underlying assumptions:

e Theglobal recoveryfromthe pandemichas entered amore challenging phase. The
resurgence indemand hasled tothe expectedrise ininflationary pressure, butdisrupted
factors of supply are amplifying the effects, increasing the likelihood of lower growth
rates ahead. The advent of the Omicron variant of coronavirusis affectingactivity andis
alsoa reminderof the potentialdownside risks.

o Despiterelatively buoyant activity survey data, official GDP dataindicates that growth
was weakeninginto Q4 2021. Otherdata, however, suggested continued momentum,
particularly for November. Retail sales volumes rose 1.4%, PMls increased, and the labour
market continued to strengthen. The end of furlough did not appearto have had a
significantimpact on unemployment. Wage growthis elevated.

e TheCPlinflationrate rose to 5.1% for Novemberand will rise higherinthe nearterm.
While the transitory factors affectinginflation are expected to unwind overtime,
policymakers’ concernis persistent medium term price pressure.

o These factors prompted the MPC to raise Bank Rate to 0.25% at the December meeting.
Short terminterestrate expectations remain elevated.

o The outlook, however, appears weaker. Household spending faces pressuresfroma
combination of higher prices and tax rises. Inthe immediate term, the Omicron variant
has already affected growth —Q4 and Q1 activity could be weak at best.

e lLonger-termgovernmentbondyields remainrelatively low despite the more hawkish
signals from the BoE and the Federal Reserve. Investors are concerned that significant
policy tighteningin the nearterm will slow growth and prompt the need forlooser policy
later. Geo-political and coronavirus risks are also driving safe haven buying. The resultisa
much flatteryield curve, as short-termyields rise even as long-termyields fall.

o Therisein Bank Rate despite the Omicronvariantsignals thatthe MPCwill act to bring
inflation down whatever the environment. It has also made clear itsintentions to tighten
policy further. While the economicoutlook will be challenging, the signals from
policymakers suggest their preference is to tighten policy unless dataindicates a more
severe slowdown.

Forecast:

e The MPC will wantto build on the strong message it delivered this month by tightening
policy despite Omicron uncertainty.

e Arlingclose therefore expects Bank Rate torise to 0.50% in Q1 2022, but thenremain
there. Riskstothe forecast are initially weighted to the upside, but becoming more
balanced overtime. The Arlingclose central forecast remains below the market forward
curve.

e Giltyieldswill remain broadly flatfrom current levels. Yields have fallen sharplyat the
longerend of theyield curve, but expectations of arise in Bank Rate have maintained
short termgiltyieldsathigherlevels.

e FEasingexpectations forBank Rate overtime could promptthe yield curve to steepen, as
investors build in higherinflation expectations.

o Therisksaround the giltyield forecasts vary. The risk forshortand medium termyieldsis
initially onthe upside but shifts lowerlater. The risk forlong-termyieldsis weighted to
the upside.
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Dec-21  Mar-22 Jun-22 Sep-22 Dec-22 Mar-23 Jun-23 Sep-23 Dec-23 Mar-24 Jun-24 Sep-24 Dec-24
Official Bank Rate
Upside risk 0.00] 0.00 0.25 0.25 0.50 0.50 0.50 0.50 0.50| 0.50] 0.50 0.50| 0.50
Arlingclose Central Case 0.25| 0.50 0.50 0.50 0.50 0.50{ 0.50] 0.50 0.50| 0.50| 0.50] 0.50] 0.50
Downside risk 0.00] -0.25 -0.25 -0.25 -0.25| -0.25| -0.25] -0.25{ -0.25| -0.25| -0.25] -0.25| -0.25
3-month money market r4
Upside risk 0.05| 0.05 0.25 0.35 0.50 0.50 0.50 0.50 0.50] 0.50] 0.50 0.50]  0.50
Arlingclose Central Case 0.25| 0.55 0.55 0.60 0.60 0.60| 0.60] 0.65 0.65| 0.65| 0.65 0.65| 0.65
Downside risk 0.00] -0.25 -0.25 -0.30 -0.30{ -0.30] -0.300] -0.35{ -0.35| -0.35] -0.35] -0.35] -0.35
Syr gilt yield
Upside risk 0.00] 0.35 0.45 0.55 0.55 0.55 0.55 0.55 0.55 0.50] 0.50 0.45| 0.45
Arlingclose Central Case 0.60| 0.60 0.60 0.60 0.60 0.60f 0.60] 0.60 0.60f 0.65] 0.70] 0.75] 0.75
Downside risk -0.10] -0.20 -0.25 -0.25 -0.25| -0.25| -0.25] -0.25/ -0.25| -0.30] -0.35/ -0.40| -0.40
10yr gilt vield
Upside risk 0.10] 0.25 0.35 0.40 0.45 0.50 0.50 0.50 0.50] 0.50] 0.55 0.55| 0.55
Arlingclose Central Case 0.80] 0.85 0.85 0.85 0.85 0.85| 0.85 0.85 0.85| 0.90] 0.90] 0.95] 0.95
IDownside risk -0.1 -0.25 -0.30] -0.35 -0.35] -0.35] -0.35] -0.35] -0.35| -0.4 -0.40) -0.401 -0.40
20yr gilt vield
Upside risk 0.30] 0.40 0.45 0.45 0.50 0.50 0.50 0.50 0.50| 0.50] 0.50 0.50| 0.50
Arlingclose Central Case 1.00] 1.05 1.10 1.10 1.10 1.10 1.15 1.15 1.15| 1.20| 1.20 1.20] 1.20
Downside risk -0.15] -0.30 -0.35 -0.40 -0.40/ -0.40] -0.40] -0.40{ -0.40| -0.45| -0.45] -0.45| -0.45
50vr gilt vield
Upside risk 0.25|] 0.30 0.40 0.45 0.45 0.50 0.50 0.50 0.50| 0.50| 0.50 0.50| 0.50
Arlingclose Central Case 0.70| 0.75 0.80 0.85 0.90 0.95 1.00 1.05 1.05| 1.10| 1.10 1.15| 1.15
Downside risk -0.15] -0.30 -0.35 -0.40 -0.40{ -0.40] -0.4 -0.40] -0.40{ -0.45] -0.45| -0.45] -0.45

PWLB Standard Rate (Maturity Loans) = Gilt yield + 1.00%
PWLB Certainty Rate (Maturity Loans) = Gilt yield + 0.80%
PWLB Infrastructure Rate (Maturity Loans) = Gilt yield + 0.60%
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Appendix

TMS Annex 3

Investment & Debt Portfolio Position as at 30 November 2021

Actual Portfolio | InterestRate
£m %
External borrowing:
Public Works Loan Board 422 3.86
Market 10 5.00
Local Authorities (Incl. Surrey Police) 180 0.09
Other 10 0.00
Total external borrowing 622
Other long-term liabilities:
Private Finance Initiative 95
Total other long-termliabilities 95
Total gross external debt 717
Treasury investments:
Banks & buildingsocieties (unsecured) -
Government (incl. Local Authorities) -
Money Market Funds 58 0.02
Total treasury investments 58
Netdebt 659
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Appendix

TMS Annex 4

Glossary of Terms

CFR - Capital Financing Requirement

CIPFA - Chartered Institute of Public Finance Accountancy
CPI - Consumer Price Index

DLUHC — Department for Levelling Up, Housing and Communities
DMO - Debt Management Office

ECB — European Central Bank

GDP - Gross Domestic Product

LB — Liability Benchmark

MMF - Money Market Fund

MPC — Monetary Policy Committee

MRP — Minimum Revenue Provision

PWLB —Public Works Loan Board

TMSS — Treasury Management Strategy Statement
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Annex G

Annual Minimum Revenue Provision (MRP) Policy Statement 2022/23

1

The Council isrequired by statute to make a prudent provision forthe repaymentof its debt. It
isalso requiredto ‘have regard’ to guidance on how to calculate this provision, issued by the
Department for Levelling Up, Housingand Communities (DLUHC). The Council has assessed the
Minimum Revenue Provision and are satisfied thatthe guidelines for theirannual amount of
MRP, set out within this policy statement, will resultin their makinga prudent provision.

Where capital expenditure wasincurred before 1 April 2008, the guidance suggests writing
down the remaining Capital Financing Requirement by providing MRP of 4% per annum. The
Council agreedin 2016/17 to write thisamount off overthe next 50 years, resultingin the whole
balance being provided foroverafinite period and farsoonerthan underthe 4% reducing
balance method.

As suggestedinthe guidance, for capital expenditure incurred on or after 1 April 2008 and
fundedthrough borrowing, the Council will calculate MRP by charging expenditure overthe
expected useful life of the relevant assets, on an annuity basis. MRP will be first chargedinthe
yearfollowing the date thatan asset becomes operational.

For the following types of capital expenditure, the Council has determined that an alternative
methodology for determining the annual MRP charge should be adopted:

e Forassetsacquired by finance leases orthe Private Finance Initiative, MRP will be
determined as being equal to the element of the rent or charge that goes to write down the
balance sheetliability, oroverthe life of the asset.

e Where loansare made to otherbodiesfortheircapital expenditure, e.g. subsidiaries of
Surrey County Council, MRP will now (i.e.from 2022/23) be charged as with any otherasset.
Thisis a change in policy from prioryearsto reflect External Audit recommendations and a
pending Government Consultation to make MRP more prudentin response to fluctuating
valuesforassets held within asubsidiary.

e Inorderto better match MRP to the period of time that the assets are expected to generate
a benefitto the Council, MRP for investment property purchases willbe based on an
estimated useful life of 50years, on an annuity basis. Thisisin recognition thatthese assets
are heldforincome generation purposes and that the Council holds asaleable asset, the
capital receipt from which will be used to repay any outstanding debt when sold.

e The Council will determine MRP on equity investments based on a 20 yearlife. However, for
equityinvestmentsin asset backed companies, a 50 year life will be assumed to match the
Council’s policy forinvestment assets.

The Council reserves the right to determine alternative MRP approachesin particular cases, in

the interests of making prudent provision, where this is material, taking account of local

circumstances, including specificproject timetables and revenue-earning profiles.

Each year a new MRP statement will be presented.
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