Agenda Item 4

31 October 2023 ITEM: 4

Investment Advisory Panel

Financial Strategy Update

Wards and communities affected: Key Decision:
All Non-Key

Report of: Clir Graham Snell, Portfolio Holder for Finance, HR and Payroll

Accountable Assistant Director: Jonathan Wilson, AD - Finance

Accountable Director: Steven Mair, Interim Chief Finance Officer

1 EXECUTIVE SUMMARY

1.1 The report focuses on the first two areas below and notes the third:

> financial strategy
» divestment of the previous investments
» other financial management initiatives

1.2  The financial strategy aims to:

> sell £1.035bn of investments to the fullest extent possible and pay

down debt and in doing so ensure the governance, project

management, budgetary control etc of this programme of work is

properly undertaken

generate at least £150m of capital receipts and pay down debt. This is

under review and will be updated in subsequent reports

reduce reliance on borrowing to fund GF capital programme to avoid

increasing debt and improve its capital strategy.

save a further £1m in the 2023/4 revenue budget to comply with the

Commissioners comment in the 2023/24 budget report.

save £18.2m from the revenue budget for next 2 years and a further

£13.65m 7.5%, for each of the following 3 years. This may change

over time

review and improve its treasury management strategy and MRP

policy and currently assumed budget for MRP.

> review and revise the Council’s finance structure, culture and
improvement plans addressing capacity and skills assessment and
development which will develop the service.

> review the Council’s risk management processes and improve them.

> design and implement a range of improvements to deal with
compliance with all necessary rules, regulations, delegations,
governance of the commercial portfolio and

> a number of further financial management improvements

YV VvV VYV V¥V
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1.3

1.4

1.5

The divestments workstreams encompass 14 investments covering £1.035bn
of original investments of which the 5 major ones are currently in progress
and the Council aims to have divested or have underway the divestment of
93% of the Council’s investment portfolio by 31 March 2024. The balance of
7% is currently being planned.

The work involved in this is very complex and is dealing with a number of
issues:

> two of the divestments are effectively outside of the Council’s control —
Toucan and JLG/JCF as these are companies in administration with
court appointed administrators

the others are and will be actioned by the Council

governance of the work is developing as is project management
performance monitoring of investments is identified and will improve
likewise budget management of the related fees and costs

litigation options are being explored and appropriately actioned

VVVYY

The other financial management initiatives encompass:

> disposing of capital assets to generate capital receipts — currently
estimated at £150m over 5 years. This is under review and will be
updated in subsequent reports

> very significantly reducing the general fund financed capital programme
focussing on essential and statutory requirements — underway
> strengthening of governance over the capital programme with

strengthened reporting of the financial position, forecasting and risk
£18.2m of revenue savings in 2024/25 and beyond along with
improvements to the revenue budget process, timing, consultation,
rigour etc

changes to related budget preparation ie DSG, HRA, treasury
management

a review of MRP

a restructure of the finance service including change and culture as well
as technical, capacity and skills assessment and development
planned improvements in risk management and compliance

a range of further enhancements in revenues and benefits

likewise in preparation of accounts beyond 2021/22

a review of the Council’s financial modelling, financial implications,
business partnering, internal audit among others

VVVY VV VY
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2.1

RECOMMENDATIONS

It is recommended that Investment Advisory Panel note and comment

on:

i)

i)

vi)

vii)

the progress on the investment recovery and divestment strategy
the urgent ED2 decisions made to date

the continued use of necessary advisors as required until
completion of work associated with divestment of and recovery of
value of investments including the conduct of litigation, subject to
the review of the programme currently being undertaken by the
Council’s officers to be reported to Cabinet and the Leader,
Finance PFH, Chief Executive and Commissioners being
consulted before advisors are instructed on new work streams

that the each council Director involved in delivering the strategy
is in consultation with the Leader, Finance Portfolio Holder the
Section 151 officer, the Monitoring Officer (where the Director
does not fulfil one of those roles) and Commissioners is
authorised within their professional area to:

(a) subject to recommendation 2.1 iii), to procure and appoint the
advisors using the most expeditious and efficient procurement
process which is lawfully available under the Public Contract
Regulations 2015 and that the financial thresholds in the
Council's Contract Procedure Rules are waived for this
purpose; and

(b) to take all action necessary (within appropriate budgets) to
ensure the implementation of the Council's recovery strategy
if timescales do not allow for a report to Cabinet as long as a
full update is provided at the next available Cabinet meeting.

the Director of Law and Governance is authorised to the
commence legal proceedings for potential claims where there is a
supportive advice from a King's Counsel together with any
associated action after consultation with the Leader Chief
Executive, Section 151 Officer and Commissioner subject to
reports on progress being brought to Cabinet.

the Section 151 Officer in consultation with the Leader and
Portfolio Holder, the Monitoring Officer and Commissioners is
given delegated authority to take all action necessary to
implement the divestment strategy where a divestment meets the
criteria set out in the Direction subject to reports on progress
being made to members.

that the main objective is to reduce the Council’s exposure to
financial risk by delivering a divestment strategy that optimises
(sums and timing) receipts to repay the borrowings as long as
doing so .secures best value using its criteria set out in this
report

Page 3



viii) an indicative hurdle rate of 12% (i.e., 7% PWLB rate and 5% MRP)
is set for investment yield / return, with anything yielding less
being put forward for sale, subject to the detail of the individual
investment, the Council’s contractual obligations and the ability
to deliver value for money

ix)  the review of the programme as set out in paragraph 4.70 and
requests regular reports back to Cabinet on progress on the
financial strategy

COMMISSIONER COMMENTS

The report sets out the financial strategy, as overseen by the Financial
Recovery Board put in place as a result of the directions. On 2 September
2022 the former Secretary of State announced that after due consideration he
was using his powers under the Local Government Act 1999 to intervene at
the council, given the great concerns about the scale of the financial and
commercial risks potentially facing Thurrock Council. This included directions
requiring a strict debt reduction plan and action to ensure that the investment
and treasury strategies are sustainable and affordable.

As laid out in the report, Thurrock has made good progress made on the
divestment strategy, supported by appropriately skilled advisors, with a clear
action plan to divest of £1.035Bn of investments. There is also a clear plan
for property asset disposal with a £150m disposal programme set out, noting
that this figure is under review. These divestments will in turn will reduce the
borrowing costs and support pay down of the debt — in accordance with the
directions from the Secretary of State. The actual investment sales will
proceed through 2023/4 and into future financial years. Commissioners will
maintain a close overview on the delivery of the action plan through the
Financial Recovery Board.

The broader financial strategy as set out from section 4 outlines the key
components of the financial strategy. There are two important considerations
that commissioners want to emphasise:

First, is that considerable savings are required. Looking ahead there are
planned savings of £18.2m from the revenue budget for next 2 years (to
2024/25) and a further £13.65m 7.5% for the following 3 financial years. The
most significant decisions lie ahead, whereby difficult choices around
prioritisation and transformation will be required. Further reports will be
coming to Cabinet later in 2023 to outline the choices as a precursor to the
2024/25 budget setting.

Secondly, as laid out in 3.10, the audit of accounts from 2020/21 remain
outstanding; that is there are 3 years of open historic accounts. Until such a
time as those accounts are finalised and opinions provided, there remains a
risk around the full and accurate determination of the financial gap. The
financial strategy is based on recovery of the financial position as understood
and reported (most recently in the Quarter 1 report to the September
Cabinet). There is an inherent risk that that position could change subject to
finalisation and potentially any restatements arising
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3.1

3.2

3.3

3.4

3.5

3.6

INTRODUCTION AND BACKGROUND

The purpose of this report is to provide the Members Investment Panel with
the first of a planned series of updates covering the financial work being
undertaken in response to the very serious financial challenges the Council is
facing. This includes responses to the recommendations from the Secretary
of State and other improvement work generated by the Council.

The financial position of the Council is extremely challenging in terms of the
scale of the financial impact, the time it will take the Council to recover from
this and the range of issues to be dealt with. The position will undoubtedly
regularly change and resolving all the known matters will take at least 5 years.
A great deal of work has been undertaken and is planned to continue and
develop further to improve the Council’s financial position.

As part of this improvement journey the opportunity is being taken to develop
a comprehensive update for Members, and other stakeholders as appropriate,
on the Council’s finances, processes etc. This report is intended to start the
journey of providing holistic updates on the various financial issues the
Council faces and how it is addressing these. It will be continually refined in
the coming months as information is brought together, analysed, and
assessed. This report is therefore a work in progress with some information
currently being more developed than others. As this is the initial report this
contains background information which will not be necessary in the future
when the reports will focus more on updates on progress.

It should also be noted that the embedding of all of the work now being
undertaken and developed will take some considerable time to fully
implement. This combined with the related culture change and continuous
improvement will continue to evolve.

This and future reports will enable the Investment Panel to demonstrate
appropriate levels of transparency on progress towards financial recovery.

The report provides an update on the first two following specific issues and
notes the third:

> financial strategy
> divestments including financial recoveries and potential litigation
> financial management actions/improvements
»  capital receipts
»  capital programme
»  revenue budget
»  treasury management and MRP
»  finance structure
»  risk management
»  compliance
»  revenues and benefits
»  accounts
»  other financial improvements
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3.7

3.8

3.9

3.10

»  the current forecast financial position of the Council in 2028/29.
Members will be aware of the Directions received from the Secretary of State
which are set out in Appendix A and are elements of Part 1 of the Local
Government Act 1999, combined with five specific actions. The Council is
however also addressing other issues that will support the financial changes
needed in the Council.

Members will also be aware of the current key financial challenges facing
Thurrock which arose from:

> over-reliance on investment income to support revenue budgets -
proportionality risk;

> over investment in one solar/windfarm basket - investment
concentration risk;

> long-term investments funded by borrowing on temporary markets from

other local authorities - interest risk;
> very significantly inadequate budgeting for MRP - legality risk.

These issues crystalised adversely for the Council and resulted in the
Secretary of State announcing intervention on the 2 September 2022 and the
acting s151 officer issuing a s114 notice in December 2022 with the Council
facing, as identified as of December 2022:

> a deficit in annual revenue investment income of £41.5m;
> a collapse in asset values of investments;
> inaccessibility to the short-term local authority borrowing market and

rising interest rates resulting in the need to transfer £1.043bn to PWLB
and interest rates rising from 0.5% to 5% at an increased annual cost of
£28.3m in 2023/24;

a then estimated budget pressure of £116m to budget for MRP;

a potential long term capitalisation direction of £802m;

continual revenue budget deficits for the long-term duration of the
MTFS.

YV V

The Council also received on 15 June 2023 the Best Value Inspection report
which has been separately reported to Council and is not repeated here for
that reason. Without pre-empting what the Council’s external auditors may
report in the future it is reasonable to assume they will make
recommendations in respect of the accounts and possibly other matters.
Regarding the former the current focus of work is finalising the 2020/21
accounts, while progressing preparation of the 2021/22 and 2022/23
accounts. Likely areas of comment arising from this will be identified and
addressed by the Council from September 2023. Regarding these the
ongoing work by the Council will assist with what the auditors may, or may
not, also raise.
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4.1

4.2

ISSUES, OPTIONS AND ANALYSIS

The issues are categorised within the report into the financial strategy, the
main area of work which is the divestments and the improving financial
management practices being undertaken.

Financial Strateqy

The Council has a developing financial strategy designed to address the
Secretary of State Directions and its underlying financial challenges. The
fundamentals of this strategy are to:

Divestments

>

sell £1.035bn of investments to the fullest extent possible and pay
down debt and in doing so ensure the governance, project
management, budgetary control etc of this programme of work is
properly undertaken

Financial Management

vV Vv VY VvV VY V

\ A%

generate at least £150m of capital receipts and pay down debt. This is
under review and will be updated in subsequent reports

reduce reliance on borrowing to fund GF capital programme to avoid
increasing debt and improve its capital strategy.

save a further £1m in the 2023/4 revenue budget to comply with the
Commissioners comment in the 2023/24 budget report.

save £18.2m from the revenue budget for next 2 years and a further
£13.65m 7.5% for the following 3 years. This may change over time
review and improve its treasury management strategy and MRP
policy and currently assumed budget for MRP.

review and revise the Council’s finance structure, culture and
improvement plans addressing capacity and skills assessment and
development which will develop the service.

review the Council’s risk management processes and improve them.
design and implement a range of improvements to deal with
compliance with all necessary rules, regulations, delegations,
governance of the commercial portfolio and

a number of further financial management improvements
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4.3

4.4

4.5

4.6

4.7

4.8

4.9

Divestments

In recent years, the Council had built up a substantial investment portfolio, all
funded by borrowing temporary loans from other local authorities. Not only is it
necessary to divest from the investments to satisfy the Government
Directions, but also because the costs of funding the portfolio have risen
significantly in the past 18-24 months which combined with proper accounting
for MRP means that most of the investments are no longer generating a
positive yield for the Council. Furthermore, the medium-term interest rate
forecasts indicate that rates are unlikely to reduce markedly in the medium-
term. Consequently, it is logical to divest to reduce the financial risk
associated with the portfolio. Notwithstanding this, the Council also needs to
ensure that best value judgements are taken in respect of the disposal of
each investment.

The Council’s investment portfolio comprises 14 investments totalling £1.035
billion. To date the focus has been on disposing of the largest investments —
Toucan and JLG, which collectively represent circa 75% of the Council’s
portfolio and therefore, the largest part of its exposure. These companies
have been restructured and are currently in administration. Consequently, the
divestment of these assets is following a predetermined process supported by
the Council. In addition, the Council has commenced divesting from the CCLA
Property Fund. The decision has been approved by ED2 but will take 6
months to crystallise following the call notice being issued to the fund —
proceeds are expected end of January 2024. The £0.9m in the CCLA
diversified fund has been received.

In addition, with Toucan and JLG, there are litigation routes available to the
Council and the report includes updates below.

A further 7% of the investments are currently under active review with
divestment analysis and options planning underway. Therefore, the Council
aims to have divested or have underway the divestment for 93% of the
Council’s investment portfolio by 31 March 2024.

That will then leave a small proportion of smaller investments, totalling circa
7% or £67.6m where assessments will need to be undertaken and the
Council’s options as well as strategy planned out.

The recoveries shown below do not include any monies that could be claimed
via litigation. Workstreams are ongoing and claims need to be fully assessed,
along with the costs of litigation.

There are a number of overarching issues with the divestments programme:

> firstly, while highly implicit in Council reports and under Government
Direction the Council should take a formal explicit decision on the
overall aims/intention of the divestment programme.

> secondly to seek to make progress on the divestments there have been
4 confidential urgent decisions made since September 2022. These
currently remain confidential. The aim from this and subsequent
meetings is to make Members aware of the progress on the
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4.10

4.1

divestments and “regularise” i.e., seek Cabinet approval for the four
divestment decisions to date, along with current advisor appointments.
As far as possible future decisions will either be made formally under
delegated powers, if agreed by Cabinet under this report, and then with
retrospective updates to the next Cabinet meeting or at Cabinet if time
allows. The confidential urgent decisions will be released publicly as
soon as possible

> thirdly as reflected in the Best Value Inspectors Report (BVIR) the
governance processes generally at Thurrock were not always well
developed. It has taken time to put in place the full governance required
for the major programme of divestments which has been developed to
date with Commissioners, but as set out in this report that governance
process is now developing further. Likewise, there is an emerging focus
on project management which is similarly being developed

> fourthly any future investments and those still operating during the
current sales process must have regular performance reporting which
is to be developed in the Autumn and will include reporting to the
Member Panel as well as Cabinet

> fifthly the recovery of funds is clearly fundamental to the Council’s
financial recovery and where funds have been so far recovered, they
are set out in paragraph 4.26, and Members will be updated as and
when matters are developed further

> sixthly, given the material quantum of the advisors fees, work is
ongoing to provide additional assurance about the original
procurements and to improve budget management and cost control

> finally, it is important that the Council begins to develop good and
commercially sensitive visibility of upcoming divestment decisions to
the end of the 2023/24 financial year, which should see a significant
proportion of the financial investment portfolio realised and used to
repay Council borrowing. Future work is being planned and will be
reported in more detail to subsequent meetings

Decision to Divest

The Government Direction states that there should be a “strict debt reduction
plan” and various reports of the Council refer to this matter and it is clear that
in considering matters related to divestment, there is an implicit
acknowledgement that the Council is pursuing a divestment strategy.
However, the decisions taken by the Full Council, the Cabinet and the
Corporate Overview and Scrutiny Committee were “passive” decisions. For
example, in relation to the Treasury Management Strategy 2023/24 to “Note
the divestment of investments and the sale of property assets are required to
repay the Exceptional Financial Support from DLUHC and this is a key
assumption supporting the strategy.

Regarding the way divestment decisions should be taken it is imperative that
these decisions achieve best value and the Council likewise agree to this.
Best value is assessed by comparing the gross return (i.e.
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412

4.13

414

4.15

4.16

417

distributions/interest and changes in market value) from the investment
against the cost of financing the investment (i.e. interest plus MRP where
applicable).

The majority of the investment portfolio meets the statutory definition of capital
expenditure and should have had MRP charged. The CCLA Property Fund
and some of the solar farm investments do not meet the statutory definition of
capital expenditure, but were nonetheless financed from borrowing, and
therefore require the accounts to be restated:

> in the case of the CCLA Property Fund this is being redeemed in
2023/24 and the proceeds applied to reduce borrowing.

> in the case of expenditure on the solar farms where the expenditure
does not meet the statutory definition of capital expenditure, the
investment will be reclassified but also because there is no asset to
support the “investment”, this will have to be impaired as it is
irrecoverable. This will result in an unbudgeted revenue expense which
is currently being reviewed and assessed.

The MRP on both the capital investments and the Capitalisation Direction is at
least 5%. Interest rate costs are now running at c. 7%. Consequently, the
overall cost of holding the investments is at least 12%. In all cases investment
returns are below 12% or expected to be so given current known information.
Therefore, even where there were regular Local Government Treasury
Management operations an authority would look to divest of those “loss
making” investments providing that there is no significant financial downside
to the divestments or repaying the borrowings.

The actual interest and MRP percentages may vary depending on the useful
life of the asset and the actual interest rate at a point in time, however as a
guide 12% is a reasonable indicator which will be refined for each specific
instance.

Thus it is recommended that an indicative hurdle rate of 12% (i.e., 7% PWLB
rate and 5% MRP) is set for investment yield / return, with anything yielding
less being put forward for sale, subject to the detail of the individual
investment, the Council’s contractual obligations and the ability to manage
any associated risk.

In addition, the Council did not have the skills or capacity to manage these
investments when it first entered into them, which is contrary to the Statutory
Guidance on Local Government Investments and its status as a MiFID I
professional investor. Furthermore, it is only currently able to manage the
current portfolio with substantial external advisory support.

To recognise and address this it is recommended that the Council confirms
the following objective.

The main objective is to optimise (sums and timing) of the receipts and
recover as much of the investment amounts the Council have made, to repay
the borrowings as long as doing so secures best value using and
demonstrating its criteria set out in this report.
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Decisions to Date

4.18 The 4 decisions taken to date which are consistent with the action required
under the Direction are summarised below:

> entering into a restructuring transaction in relation to Pure World
Energy was agreed with the Council taking ownership of the company.
Cabinet agreed the appointment of independent Non-Executive
Directors

> support was given for Toucan Energy Holdings 1 (the1) Limited to
place the company into administration with an administrator being
appointed. Support was not given to signing a term sheet confirming its
position in respect of the bond documents, and agreeing to the terms of
restructuring provided by TEH1’s lawyers.

> a decision was taken to serve notice on Shard Capital and Shard Credit
to terminate the Relationship Agreement and request the return of the
monies on account as soon as possible

> a decision was taken to divest of the £103m investment in the CCLA
Property Fund and divest of the investment of £1m in the CCLA
Diversified Income Fund

4.19 The intention is to publish these papers as soon as circumstances allow as
public documents once commercial considerations are past or using the

Council’s “pink papers” process in the meantime. This starts to be addressed
through this report

Governance
4.20 The emerging governance of the divestment programme is as follows:

> Officer Investment Meeting (OIM), Investment Advisory Panel (IAP),
Financial Recovery Board (FRB) and Improvement and Recovery
Board (IRB). These in turn feed into Cabinet, Council, Commissioners.
Both the OIM and IAP replaces the previous Strategic Investment
Advisory Group (SIAG)

> The OIM (which first met in May 2023) is required to oversee the
recovery work on the Council’s Investment Strategy and to report as
necessary

> the IAP will monitor the financial position of the Council’s investments
(both financial and property) and borrowings and make
recommendations to the Leader /Council. In addition, it should receive
regular reports on the performance of the Council's investments,
review the Council's Treasury Management and investment strategies,
review new investment decisions, receive regular reports and review
the performance, effectiveness and efficiency of the Council's income
generating and sold services, receive reports on and review the
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4.21

4.22

4.23

4.24

4.25

Councils disposal programme and make and review the performance of
the Council’s property assets, making recommendations. This work is
being developed and will progress from September

> note, neither the OIM nor the IAP are decision making settings. Instead,
OIM can make recommendations to IAP and then IAP can make
recommendations to officers as well as the Leader and Cabinet.
Meanwhile, certain actions can be progressed under delegated powers,
but it will be important to communicate what actions have been
progressed through these governance arrangements

Governance will continue to be developed as is seen through this report.
Performance Monitoring

There was very limited investment portfolio monitoring and reporting back to
Members, despite the size of the Council’s investment portfolio (just over
£1billion) being equivalent to a London borough pension fund for which
regular (i.e. quarterly) investment performance monitoring against benchmark
performance measures is a requirement together with independent investment
advice. In contrast there was no such detailed performance monitoring or
independent investment advice sought or provided. This is now being
addressed

CIPFA’s Prudential Code 2021 edition introduced the requirement for
performance against the prudential indicators to be reported to Members
quarterly with effect from 1 April 2023. However, because of the size of the
portfolio, this should have been happening in any case just as a matter of
good practice. To comply with the Prudential Code 2021 edition, quarterly
monitoring of both treasury (including the debt reduction strategy) and
investment activities (including divestment) will commence with the quarterly
position as at 30 June 2023

Progress in Divestments
Summary

The current work in progress on recovery of funds is show below, at an overall
level the Council is progressing as shown.

In process of divestment 86% of portfolio (4 investments)
Under divestment review 7% of portfolio (2 investments)
Options/divestment analysis underway 3% of portfolio (2 investments)
Preliminary reviews underway 4% of portfolio (5 investments)
Restructured / recovered to date one investment / circa £30 million.

It is important to note that the Council has some tail positions where there is
no ability within the existing terms to divest till the maturity of the investment,
which may be several years out. In the context of the Council’s portfolio, they
also represent a much smaller residual exposure once the above key
positions have all been worked through. Analysis and divestment options will
be prepared for each of the remaining tail investments in order of materiality
over Autumn 2023
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4.26 The potential long term estimated financial recoveries remain under review. In
the shorter term the following funds have been or should be received by 30

September 2023:

Table 1
Investment Expected Explanation

funds

£m
Toucan 38.0 Cash distributions from TEH1 (estimated)
Pure World Energy (PWE) 11.0 Repayment of funds and distribution
Shard 10.0 Cash returned following end of relationship
agreement

Just Loans Group (JLG)/
Just Cash Flow (JCF)

CCLA 0.9 Cash from redemption of Diversified Income Fund
Total 65.7

5.8 Cash from ongoing distributions

Toucan Energy Holdings 1 Ltd (TEH1)

4.27 Regarding the specific divestments the administration of the Toucan Energy
Holdings 1 (TEH1) investment is the most significant divestment and
background; process and estimated timescales are set out below.

4.28 TEH1’s director, Nicholas Pike, resolved to appoint administrators to the
Company, having previously received a valuation of Toucan’s solar portfolio
which demonstrated that TEH1’s liabilities exceeded its assets. Interpath
Advisory were appointed administrators on 10 November 2022. An
administrator is an officer of the UK High Court.

4.29 In an administration, the running of an insolvent company's affairs, business
and property are managed by an administrator, who is a licensed insolvency
practitioner. The powers and duties of administrators are set out in the
Insolvency Act 1986.

4.30 The administrators’ main objective is to realise assets and distribute net
realisations to creditors — in this case this is currently understood to be the
Council and HMRC.

4.31 In TEH1’s case, the Joint Administrators have developed a strategy, on which
they have consulted with Thurrock as TEH1's main creditor and worked with
the Council’s advisors, which involves creating a stable platform to seek to
ensure the underlying subsidiaries and assets continue their day-to-day
operations on a “business as usual’ basis.

4.32 This has included:
> complying with the statutory and regulatory requirements of an

administration, including establishing the claims of creditors, in
particular Thurrock in its position as bondholder;
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4.33

4.34

4.35

4.36

4.37

preparing the Company’s solar portfolio for sale and bringing the assets
to market in a full suite Mergers and Acquisitions (M&A) process. Given
the sale values envisaged and discussions with the top tier of UK and
international renewables investors, this has included a full suite of
technical due diligence, commercial diligence, legal diligence, financial
and tax diligence, and obtaining indicative new debt funding at asset
level. All this work is aimed at enabling buyers to bid full value with
confidence concerning the underlying assets;

undertaking a group reorganisation to create a clean, clear transaction
perimeter to support value maximisation in the mergers and
acquisitions process;

investigating certain historic transactions to establish whether any
claims can be brought by either TEH1, or associated Toucan
companies. The Council and Interpath will, as this work develops,
agree on the priority and relative merits and strength of each parties
claims.

Interpath are assisted in this by:
> the financial advisor on the M&A process - KPMG LLP.
> the legal advisors are Herbert Smith Freehills LLP and Linklaters LLP.
> the other advisors to the M&A process are:
v' the Natural Power Consultants Ltd — technical due diligence on
the solar assets.
v' Cornwall Insight Limited — commercial due diligence on the solar
assets.
v' Interpath Limited — financial vendor assist, tax vendor assist and
debt advisory.
v" Aon plc — insurance due diligence and Warranty & Indemnity
broker support.
The current actual and planned timetable to completion, which is subject to
change is:
> appointment of Interpath and advisors — November/December 2022
> preparation of sales process and materials — November 2022 to May
2023
> Toucan marketed 31 May 2023
> round one offers — July 2023
> phase 2 launch and phase 2 due diligence and bids — August 2023 to
October 2023
> completion — estimated — by end of November 2023
The sales process currently remains on track per the timetable above.
Phase 1 non-binding offers were due in July and have been received.
The Council’s advisors and the administrators are currently working with

bidders to understand the details of the bids, gain an understanding of proof
of funding from the leading bidders, as well as evaluating the structure of the
bids from a financial and timing perspective.
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4.38

4.39

4.40

4.41

4.42

4.43

4.44

4.45

4.46

The preferred bidders will be taken to phase 2, with a targeted transaction
date of mid-November 2023. Careful risk management of the process and the
second round of detailed due diligence will support delivery against the
timetable above.

Alongside this, Interpath, in conjunction with the Council’s advisors, have
agreed the status of the Council’'s bonds to ensure net sales proceeds will
flow to the Council with minimal complications.

The Council’s advisors have also been consulting with the administrators to
implement frameworks to receive distributions swiftly. The administrators have
now confirmed that the Council can expect to receive circa £15m in the
coming weeks, with a further £23m to follow shortly thereafter, less
administration costs. The administrators have also acknowledged the
significant help of the Council’s previous work and advisors in speeding up the
administration and sales of the assets.

Assuming a smooth sales process, the Council is expected to receive the vast
majority of the net sales proceeds before the end of 2023.

Another source of recoveries is the litigation workstream. It is expected that
any recovery from claims will take some time. The Council will also need to
decide which claims it wishes to pursue in the first instance, given the
common pool of assets being targeted. The Council will therefore undertake
cost-benefit analysis to determine those claims with the strongest chances of
success and ensure that these are pursued in the first instance. In the interim,
steps have been taken to limit the dissipation of assets while the Council
evaluates its claims.

CCLA Property Fund and Diversified Income Fund

The Council has exposure to two pooled funds run by CCLA (Churches,
Charities and Local Authorities) Investment Management Limited, a well-
known investment manager for local authorities. The majority of the exposure
— an original investment of £103m — is to the CCLA Local Authorities’ Property
Fund (LAPF), which invests into a long-term, actively managed, and
diversified portfolio of UK commercial property. There is also a small exposure
of £1m (original investment) to the Diversified Income Fund, which looks to
generate an income-focused return through a diversified actively managed
portfolio of stocks, bonds, cash, and infrastructure assets in the main.

As of July 2023, the £103m is now valued at £96.3m, representing a loss of
£6.7m. Disposal of this investment is a simple notification by the Council to
the fund which has now been approved via an ED2 agreed but will take 6
months from end August in line with the Fund’s redemption terms.

CCLA have confirmed that they have maintained significant cash in the fund,
giving comfort that the redemption notice period should be met.

The Council has prepared the forms and submitted them on 28t July.
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4.49
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4.51

4.52

Regarding the Diversified Income Fund, redemption terms and process have
been collated, with the redemption due to be submitted in August. The
proceeds have been received.

Shard Credit Fund

Shard is a private credit fund, which makes loans to medium-sized
companies. The Council invested in both the fund as well as co-invested
alongside Shard to make loans to specific companies. £10m has been
divested to date from the original exposure of £24.3m. Further analysis is
underway on the remaining positions and will be complete by end of
September 2023. This is a more complex position comprising loans to private
companies, so the Council will need to examine the positions and potentially
negotiate these individually to exit the arrangements in place.

Pure World Energy Ltd (PWE)

PWE is a company supplying heat pumps to council-owned leisure centres in
the main which the Council invested £30m in. It has since been restructured
after an options-based appraisal by Council. The majority of debt was
converted to equity and £2m of senior debt retained currently. £10m has been
recovered in cash and £1m of debt repaid to date. The Council’s intention is to
retain its exposure in the restructured company, as it develops its business
further, subject to an ongoing and regular prudent assessment of risks. Under
recommendation from the Council, to meet governance objectives, PWE are
in the process of appointing two non-executive directors (“NEDs”) to the board
of PWE.

Just Loans Group (JLG) and Just Cash Flow (JCF)

The Council has several bond investments totalling £93.6m in Just Loans
Group (JLG) and Just Cash Flow (JCF), affiliated companies which make
loans to UK SMEs. Most of the loans are small, with the average loan size
being circa £60,000, but there are also a number of larger loans above £1m.
JLG defaulted on one bond tranche in May 2021 and subsequent
investigation revealed wider issues within the group and concerns for the
Council’s investments. Given the fundamental nature of the risks, significant
work was undertaken by the Council and its advisors to stabilise the Group
and prevent a disorderly collapse, which would have been more financially
damaging for the Council. A restructuring and insolvency process was
undertaken and the loans are currently being serviced and recovered by the
administrator and an external servicer.

Assuming a smooth runoff process, the Council is expected to receive net
recoveries of £31.5m over the next two years. Part of this has already begun
to come through, with the Council having received £5.8m to date, with work
underway to release up to a further £1.5m

Another source of recoveries is the litigation workstream. It is expected that
any recovery from claims will take at least 1-2 years.
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4.59

Wind Farms.

The Council has invested in two wind farms which are both illiquid private
investments. If the Council wishes to exit these, it would need to sell the
positions to a third party.

The Council’s advisors have been analysing the assets as well as mapping
out options for the Council and key dependencies.

Currently, both wind farms appear to be performing well. Following
assessment, the Council will complete its best value assessment and then
instruct appropriate parties to run a sales process.

Following this, a detailed options appraisal will be prepared, evaluating the
offers received against the Council’s reserve exit price and against holding the
position longer-term.

Safe as Houses (SAH)

The Council has a loan to Safe as Houses (SAH), a provider of care homes,
assisted living accommodation and sheltered housing to local authorities. The
Council’s advisors have been in correspondence with SAH to gather
information on the financial state of the business. A Non-Disclosure
Agreement (NDA) has been agreed to gain further information.

The bond is due to be repaid at the end of 2023, so the aim is to ensure
everything is in place and to also understand the redemption process.

For the remaining tail investments, preliminary analysis, and information
gathering is underway. The goal is to undertake preliminary analysis in the
next 2-3 months with full options analysis being completed by the end of the
year. A process has been agreed for all positions, which will comprise the
following:

> preliminary review: initial assessment, views on liquidity availability and
options being explored. Interim updates will be provided, with positions
worked through in an orderly fashion in order of materiality

> post initial assessment, officers will decide on priorities and areas of
focus, and authorise work to be progressed on options. They will also
identify any decisions and map out timelines, governance, and review
requirements. Lastly, they will ascertain any impacts on divestment
timelines and wider considerations, e.g., borrowings / MRP

> in advance of decisions, a detailed analysis will be prepared examining
options; assessment of position value; contractual obligations /
limitations; any early divestment options; and recommendations for
next steps

> decision options will then be presented to members and the chosen
options will then be implemented.
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4.64

Procurement and Financial Costs/Budgets/Project Management and
Financial Implications

The divestment strategy being pursued by the Council involves complex
financial and legal issues and it has been vital that the Council is in receipt of
high-quality and relevant financial and legal advice to support decision-
making. The complexity of the investments and remediation work undertaken
has been significant and is both a function of the size of the assets as well as
deeper underlying issues that were uncovered, which required significant
resources to remedy. For example, in the case of Toucan, legal uncertainties
as well as the opacity of cashflows and the use of the Council’s proceeds
necessitated significant work on valuations, forensic investigations, tracing of
assets, resolution of complex financial structures and deep dive due diligence.
Similarly, in the case of JLG, the complexity of the loan book coupled with
multiple creditors and poor management required significant analysis,
restructuring of the company, resolution of identified security issues and
implementation of controls.

In addition, the administration of Toucan and JLG/JCF means significant
administrator and external advisor costs are being incurred in progressing
these administrations to satisfactory completion.

The total advisor costs including the administrators’ direct costs,
administrators’ advisor costs and the Council’s own advisor costs as at July
2023 are estimated at £17.4m to date with forecast additional costs of £29.1m
as set out in Table 2. These costs are under review and may change.
Depending on the specifics of the investigations and legal actions undertaken
by the Council and the administrators, these costs may be smaller or larger,
though the Council will conduct cost-benefit analysis to understand all costs
and limit extraneous costs.

As summarised in Table 2 below, the current estimated total costs of
disposing of the Council’s investment portfolio is currently estimated to be c.
£46.5m. Regulation 23(h) of the Local Authorities (Capital Finance and
Accounting)(England) Regulations 2003 permits the directly attributable costs
of the disposal of General Fund assets to be met from capital receipts to a
maximum of 4% of the capital receipt. The estimated maximum fees which
could be offset against capital receipts would be circa £36m, which would
mean that circa £10m would be chargeable to the General Fund. Funding of
this will be finalised once the actual receipts in this financial year are known.

Since the commencement of the recovery programme work has been ongoing
in various areas as advised by the Council’s advisors:

> there have been cost savings to date vs original quotes and budgets,
particularly on the Toucan administration, which is the largest part of
the portfolio. Efforts to understand and manage costs are ongoing with
all positions, as they move into recovery or divestment;

> the work noted in paragraphs 4.60 has resulted in an improvement in
the recovery positions. For example, without the work undertaken on
Toucan, the Council’s losses at maturity of the position in a few years
could have been much higher, while the recoveries on JLG might have
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been de minimis. In contrast, today the loss on Toucan has been
reduced while recoveries on JLG are now £31.5m, both net of costs,
representing a much better outcome for the Council, notwithstanding
the absolute losses;

> the Council’s advisors have undertaken cost measures on its largest
exposure, Toucan, such as negotiating the administrators’ fee rates
down, negotiating down the base M&A advisor fee and capping it, and
capping the debt advisory fees. These savings in total amount to £4.4m
(excluding VAT) vs the original proposals for the Toucan administration
and represent a direct cost avoidance to the Council;

> additionally, where possible, the Council has made available the work
undertaken by its own advisors to the companies and administrators.
This has prevented duplication of efforts, removed costs that might
have otherwise been charged and critically, aided the efficiency of
resolution and distribution;

> following the service of the Section 114 notice business cases were
prepared to justify continuing expenditure.

4.65 Lastly, it is important to differentiate between the relative cost profiles of
Toucan and JLG. The complexities of JLG are that there are multiple creditors
with a multiplicity of vehicles that provided funding to the group, necessitating
more complex negotiations and structuring; has severe gaps in security,
systems and documentation that have needed to be rectified; makes SME
loans and has a large portfolio of over 1500 loans with significant delinquency
and default issues within the portfolio. The size of the portfolio and the need to
have adequate monitoring as well as servicing in place means that the
resources required to run the company, its embedded costs such as credit
agencies, and to recover delinquent loans are significant.

4.66 Totals are shown in Table 2 below:

Table 2
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Cumulative

spend Forecast
£m £m

Toucan disposal

Cost of Toucan Administration 13.4 11.3 24.7
Council advisors 1.2 1.7 2.9
Total A 14.6 13.0 27.6
JLG disposal

Cost of JLG Administration 0.0 11.8 11.8
Council advisors 2.3 34 57
Total B 2.3 15.2 17.5
Remaining investments Cc 0.5 0.9 1.4
Total forecast fees C= A+B+C 17.4 29.1 46.5

4.67 The fees to date have recently increased by £5.7m, due to additional
administration costs incurred on Toucan. In addition, the administrator of
Toucan has indicated that following an analysis of the VAT position for the
company, a greater overall economic benefit position has been calculated and
notified to HMRC.

4.68 The forecast fees have increased (they were previously £24.2m - £27.7m).
This is due to the Council now having received forecasts for the Toucan
administration through to the end of 2024, compared with through to the end
September 2023 only previously. In addition, the final costs are dependent on
the legal options explored by the Council.

4.69 In order to ensure enhanced management of the programme council officers
are undertaking a review of processes now in place which will cover:

> a recurring process to record and verify advisor fees. This is a
developing piece of work and will be reported to Cabinet in future;

> the scope of advisor work will be kept under close review going
forward, as there is potential for duplication, and will likewise be
reported to Cabinet in future;

> budget monitoring is being enhanced utilising the recording noted
above and regular checking, processing and reporting of these costs;

> cost challenging is being reviewed and also further developed for the
future;

> project management of a programme of this size is absolutely essential
and the Council, is beginning to develop this which includes ownership
of the programme by the Council fully supported by advisors, forward
planning, the use of action trackers to monitor and review progress,
proactive determination and promotion of the Council’s requirements,
minuted progress meetings etc. Work on this has been developing and
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4.71

5.1

is now being further developed to become fully functional with a
comprehensive audit trail supported by underlying records;

> as noted in paragraphs 4.11 to 4.15 best value decisions are essential
and they are being reviewed in light of the hurdle rate now established
along with the review of MRP.

Potential Litigation

The Council is very mindful of the responsibilities of those outside of the
Council for the situation the Council finds itself in and proactive work is being
instigated in respect of individuals and organisations who may not have met
the standards expected of them.

Where opportunities present themselves to make additional recoveries
through litigation all necessary action will be taken subject to securing the
necessary legal advice on the merits of a potential claim and the undertaking
of a cost benefit analysis.

RISKS
The key risks are:

Crystalised losses on Toucan, JLG / JCF, and PWE investments: These
investments are currently being divested or have recently undergone
restructuring to resolve identified issues and recover value. The current
analysis shows that the Council’s investment will be impaired here (outside of
legal recoveries), but the extent of impairment could be worse if market
conditions worsen, e.qg., if interest rates rise.

Borrowings: The Council’s refinancing strategy continues to replace
maturing inter-LA loans with PWLB loans. There is a risk as new loans are
taken out; the cost of borrowing will grow. A number of the investments are
now loss making once the higher cost of borrowing is factored in. In addition,
any delays that occur in divestment and associated decision-making will lead
to added borrowing costs being incurred, making it critical to manage
divestments efficiently. The Council will also be left with some investment
associated borrowings at the end of the period, due to the impairments
incurred.
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5.2

> llliquid Investments: Most investments are illiquid by virtue, as they are in

private markets. Thurrock has already implemented divestment plans on 75%
of its portfolio, with a further 10% to be confirmed shortly. For the remainder,
analysis is underway, but the investment terms indicate that for a significant
portion, the Council will be locked into these investments until the maturity
date (with the latest anticipated maturity date being c. 2032). Therefore, it will
be important to negotiate and plan out divestment strategies carefully to
access liquidity earlier and recover proceeds sooner where feasible.

Inflation and rates: Inflation has risen significantly and remains elevated,
accompanied also by rising interest rates. This has far reaching impacts on
the performance of the investments and companies the Council have invested
in, as well as on asset valuations, in particular for Toucan, where revenues
are linked to inflation but where rising interest rates also increase the discount
rate for future cashflows. The portfolio has some protection through index-
linked investments, notably the solar and wind investments. The real estate
exposure (CCLA) is also a partial mitigant, through the index-linkage is
typically capped here and will not fully mitigate current inflation. Alongside, the
Bank of England has raised rates aggressively in recent months, which has
also raised borrowing costs for the Council.

UK Economic Downturn: An economic downturn could impact investment
counterparties and therefore, impact divestment timelines and recoveries. The
Council has significant exposure to many aspects of the UK economy:
property, small businesses, energy, etc. Therefore, a downturn and potential
recession as growth slows would negatively impact their portfolio. We note
there is a growing risk that the UK may enter a recession, which will increase
the risk for several positions.

Accounts - inherent risk of further liabilities/revenue costs arising as the
audit, accounts preparation and restatement work is in progress.

In common with other elements of the divestments workstream, many of the
risks highlighted above are outside of the Council’s contract and there is no
way to easily mitigate these risks. Having said that, there are some mitigants
being explored:

> the Council is looking to proactively manage its divestments and realise
value sooner (instead of taking the risk of further issues down the line
or lower proceeds at maturity), as with Toucan and JLG.

> it has implemented cost and governance frameworks within the
administrations to allow costs to be managed. This has resulted in
significant savings to date. It has also used its own analysis to date to
replace at lower cost work that the administrators would have otherwise
undertaken and to aid the efficiency of asset disposals and distributions
to the Council.

> lastly, scenario analysis is being undertaken on the portfolio to
understand the impact of different events and the knock-on potential
impact on impairment.

Reasons for Recommendations
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6.2

7.1

8.1

9.1

9.2

9.3

9.4

10.

11.

The Council’s financial position is well known and extremely challenging.
The various financial workstreams are addressing this situation and the
recommendations will allow for this work to continue and for Members to be
fully informed.

Consultation (including Overview and Scrutiny, if applicable)
Consultation has taken place with the Commissioners.

Impact on corporate policies, priorities, performance, and community

The successful conclusion of this work will allow other corporate policies to be
undertaken in a sustained manner.

Implications
Financial As set out throughout the report
Legal Mark Bowen

Interim Project Lead - Legal
The key legal implications are set out in the body of the report.

Diversity and Equality Rebecca Lee
Team Manager, Community Development Team
While there are no specific diversity and equality implications associated with

this update report, council is committed to completing Community and
Equality Impact Assessments (CEIA) for proposals involving savings.

Other implications (where significant) — i.e., Staff, Health Inequalities,
Sustainability, Crime and Disorder, and Impact on Looked After Children.

Detailed impacts will be reported through specific reports.
Background papers used in preparing the report
Various working papers

Appendices to the report

Appendix A - Recommendations from the Secretary of State
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Appendix A

Recommendations from the Secretary of State

To deliver financial sustainability by closing any short- or long-term budget gaps and
reducing the Authority’s exceptionally high level of external borrowing.

To ensure compliance with all relevant rules and guidelines relating to the financial
management of the Authority.

To ensure that a strategic and systematic approach to risk management, with
appropriate scrutiny and governance of the decision-making processes and
procedures, is adopted and embedded across the Authority.

To address the culture of poor financial management and governance of its
commercial portfolio.

To prepare and agree an Improvement Plan to the satisfaction of the Commissioner
(which may include or draw upon improvement or action plans prepared before the
date of these Directions), within 3 months, with resource allocated accordingly, to
include at a minimum:

a. An action plan to achieve financial sustainability and to close any short and
long-term budget gaps identified by the Authority across the period of its
medium-term financial strategy (MTFS), including a robust multi-year savings
plan.

b. An action plan to ensure the Authority’s capital, investment and treasury
management strategies are sustainable and affordable.

C. A strict debt reduction plan, and an updated minimum revenue provision
(MRP) policy in line with all relevant rules and guidelines.

d. An action plan to ensure the Authority is complying with all relevant rules and
guidelines relating to the financial management of the Authority; and

e. A suitable scheme of delegations for financial decision-making.
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