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CORPORATE PRIORITY/POLICY CONTEXT/FINANCIAL SUMMARY::

This Report details the Council’s Treasury Management activities during the first half
of 2022/23 and its compliance with the relevant codes of practice.

1. RECOMMENDATION
1.1 The Committee are asked to note the contents of this report.
2. EXECUTIVE SUMMARY
2.1 This Report is prepared in accordance with the requirements of the Chartered
Institute of Public Finance and Accountancy (CIPFA) codes of practice in respect
of capital finance and treasury management. The codes recommend that
members are advised of treasury management activities of the first six months of
each financial year and of compliance with various strategies and policies agreed
by the Council. The report:
¢ Reviews compliance with the Treasury Management Strategy Statement
(TMSS), Capital Strategy and Annual Investment Strategy as agreed by
Council on 7 March 2022 (Minute 6/21 applies);
¢ Reviews treasury borrowing and investment activity for the period 1 April
2022 to 30 September 2022; and
e Demonstrates compliance with agreed Prudential Indicators.
3 DETAIL
3.1 Capital Strategy




3.1.1In December 2017, CIPFA issued “The Prudential Code for Capital Finance in
Local Authorities.” (“Prudential Code”) This requires all local authorities to
prepare a Capital Strategy which is to provide the following:

« a high-level overview of how capital expenditure, capital financing and
treasury management activity contribute to the provision of services;

« an overview of how the associated risk is managed;
« the implications for future financial sustainability.
3.2 Treasury management

3.2.1 The Council operates a balanced budget, which broadly means that cash raised
during the year will meet its cash expenditure. Part of the treasury management
operation ensures that this cash flow is adequately planned, with surplus monies
being invested in low-risk counterparties, providing adequate liquidity before
considering optimising investment return.

3.2.2 The second main function of the treasury management service is the funding of
the Council’s capital plans. These plans provide a guide to the borrowing need
of the Council, essentially the longer-term cash flow planning to ensure the
Council can meet its capital spending operations. This management of longer-
term cash may involve arranging long or short- term loans, or using longer term
cash flow surpluses. On occasion any debt previously drawn may be
restructured to meet Council risk or cost objectives.

3.2.3 Accordingly, treasury management is defined as:

“The management of the local authority’s borrowing, investments and cash
flows, its banking, money market and capital market transactions; the
effective control of the risks associated with those activities; and the
pursuit of optimum performance consistent with those risks.”

3.3 Treasury Management in the Public Services: Code of Practice and Cross
Sectoral Guidance Notes

3.3.1 Also in December 2017 CIPFA published “Treasury Management in the Public
Services: Code of Practice and Cross- Sectoral Guidance Notes” (“the Code”).
This Report has been written in accordance with its requirements.

3.3.2The primary requirements of the Code are as follows:

e Creation and maintenance of a Treasury Management Policy
Statement which sets out the policies and objectives of the Council’s
treasury management activities.

e Creation and maintenance of Treasury Management Practices which
set out the way in which the Council will seek to achieve those policies
and objectives.



e Receipt by the full Council of an annual TMSS - including the Annual
Investment Strategy and Minimum Revenue Provision (MRP) Policy -
for the year ahead, a Mid-year Review Report and an Annual Report
covering activities during the previous year.

e Delegation by the Council of responsibilities for implementing and
monitoring treasury management policies and practices and for the
execution and administration of treasury management decisions.

e Delegation by the Council of the role of scrutiny of treasury
management strategy and policies to a specific named body. For this
Council the designated body is the Audit and Governance Committee.

3.3.3 This mid-year report has been prepared in compliance with the codes and covers
the following:

¢ An economic update for the first half of the 2022/23 financial year
(Section 3.4);

¢ A medium-term interest rates forecast (Section 3.5)

¢ A review of the Council’s TMSS and Annual Investment Strategy
(Section 3.6);

e The Council’s capital expenditure, as set out in the Capital Strategy, and
prudential indicators (Section 3.7);

¢ A review of the Council’s borrowing strategy (Section 3.8);
¢ A review of the Council’s investment strategy and portfolio (Section 3.9);
¢ A review of any debt re-scheduling undertaken (Section 3.10).

¢ A review of compliance with Treasury and Prudential Limits (Section
3.11)

3.4 Economic update

3.4.1 A commentary provided by the Council’s independent treasury advisers Link
Asset Services (Link) in the first week of October 2022 is included as Appendix
A.

3.5 Interest rate forecasts

3.5.1 Following the last Monetary Policy Committee meeting held on 1 November
2022, Link have updated forecasts of key interest rates as detailed in Table 1.
These inform decisions as to the timing and duration of borrowing decisions.
Base Rate is currently forecast to peak between June and December 2023.



Table 1 Interest rates forecast

Link Group Interest Rate View 08.11.22

Dec-22 Mar-23 Jun-23 Sep-23 Dec-23 Mar-24 Jun-24 Sep-24 Dec-24 Mar-25 Jun-25 Sep-25 Dec-25

BANK RATE 3.50 4.25 4.50 4.50 4.50 4.00 3.75 3.50 3.25 3.00 2.75 2.50 2.50
3 month ave earnings 3.60 4.30 4.50 4.50 4.50 4.00 3.80 3.30 3.00 3.00 2.80 2.50 2.50
6 month ave earnings 4.20 4.50 4.60 4.50 4.20 4.10 3.90 3.40 3.10 3.00 2.90 2.60 2.60

12 month ave earnings 4.70 4.70 4.70 4.50 4.30 4.20 4.00 3.50 3.20 3.10 3.00 2.70 2.70

5yr PWLB 4.30 4.30 4.20 4.10 4.00 3.90 3.80 3.60 3.50 3.40 3.30 3.20 3.10

10 yr PWLB 4.50 4.50 4.40 4.30 4.20 4.00 3.90 3.70 3.60 3.50 3.40 3.30 3.20

25 yr PWLB 4.70 4.70 4.60 4.50 4.40 4.30 4.10 4.00 3.90 3.70 3.60 3.50 3.50

50 yr PWLB 4.30 4.40 4.30 4.20 4.10 4.00 3.80 3.70 3.60 3.40 3.30 3.20 3.20

3.5.2 A commentary by Link is included as Appendix B.

3.6 Treasury Management Strategy Statement and Annual Investment Strategy

3.6.1 The TMSS and Annual Investment Strategy for 2022/23 were approved by full
Council on 7 March 2022 (Minute 6/21 applies). No policy changes are
recommended.

3.7 Capital Position and Prudential Indicators

3.7.1 The paragraphs in this section cover:

= The Council’s capital expenditure plans;

= How these plans are being financed;

= The impact of the changes in the capital expenditure plans on the
prudential indicators and the underlying need to borrow; and

= Compliance with the limits in place for borrowing activity.

3.7.2Table 2 below shows the original capital budget as agreed by full Council on 7
March 2022 (Minute 6/21 applies) and the estimated outturn at month six.

Table 2 Capital expenditure by service

Approved Outturn
Budget Projection
£m £m

Adult Social Care and Health 1.7 -
Housing 3.5 3.6
Assistant Chief Executive 13.4 14.0
Children, Young People and 16.0 71
Education

Sustainable Communities, 37.0 31.6
Regeneration and Economic

Recovery

Resources 11.4 12.0
Corporate 2.5 4.0
Capitalisation Direction 25.0 25.0
HRA 221 19.7
Total 132.6 117.0




3.7.3 The table below details the funding sources of the capital programme. The
borrowing element in the table increases the underlying indebtedness of the
Council by way of the Capital Financing Requirement (CFR), although this will be
reduced in part by revenue charges for the repayment of debt (MRP). This direct
borrowing need may also be supplemented by maturing debt and other treasury
requirements

Table 3 Financing of capital expenditure

Approved Outturn
Budget Projection
£m £m
Capital receipts 2.5 4.0
Capital grants 33.5 18.7
Capital reserves 9.8 7.4
Community Infrastructure Levy 74 9.0
Section 106 receipts 2.5 2.4
Major Repairs Allowance 12.3 12.3
Total financing 68.0 53.8
Borrowing requirement 64.6 63.2

3.7.4 The key controls over treasury management activity to ensure that, over the
medium term, borrowing will only be for a capital purposes are the prudential
indicators. Gross external borrowing should not, except in the short term,
exceed the total of CFR in the preceding year plus the estimates of any
additional CFR for the current year and the next two financial years. This allows
some flexibility for limited early borrowing for future years. Full Council has
approved a policy for borrowing in advance of need which will be adhered to if
this proves prudent. The table below shows changes in the CFR and borrowing
requirements reflecting the actual outturn for 2021-22 and arising from the
changes in the capital programme described above.

Table 4 Borrowing and CFR

Original Outturn
Estimate Projection
£m £m

Borrowing 1,560.2 1,428.0
Other long term liabilities 68.5 68.5
Total debt 1,628.7 1,496.5
CFR (year end position) - GF 1,370.1 1,310.9
CFR (year end position) - HRA 373.5 370.9
CFR (year end position) - Total 1,743.6 1,681.8

3.7.5The Prudential Indicators relevant to the capital programme and its borrowing
implications are the Operational Boundary (the expected debt position) and the
Authorised Limit (the limit beyond which borrowing is prohibited).



Table 5 Operational Boundary and Authorised Limit

Original Outturn
Estimate Projection
£m £m
Operational Boundary 1,624.6 1,496.5
Authorised Limit 1,674.6 1,546.5

3.7.6 The Authorised Limit includes a buffer of £560m to cover unexpected cashflow
shortages.

3.8 Borrowing Strategy

3.8.1During 2022/23 the Council has been operating in accordance with the borrowing
limits approved by full Council on 7 March 2022. As discussed above, the current
limits for the year are:
e Operational Boundary - £1,624.6m
e Authorised Limit - £1,674.6m

3.8.2The level of the Council’s borrowing, which is measured against the limits, was
£1,435.8m on 1 April 2022. To date there has been no increase in borrowing.

3.8.3 Borrowing will be taken up as required based on a continuing analysis of actual
and projected expenditure over the different components of the capital
programme and interest rates forecasts. It is likely that the Council will use a
mixture of long-term borrowing from the PWLB, short term borrowing from other
local authorities and internal balances. The Council is looking at a range of
options to generate additional capital receipts in order to reduce the reliance on
short term external borrowing. New borrowing will be undertaken to fit into the
Council’s existing debt maturity profile to move towards a more even distribution
of maturities. Appendix C shows the movements in PWLB interest rates for
various loan periods during the first six months of the financial year.

3.8.4 The Council’s effective interest payable on debt currently stands at 2.63%.
3.9 Investment Strategy

3.9.1 From time to time, under Section 15 (1) of the Local Government Act 2003 the
Secretary of State issues statutory guidance on local government investments to
which local authorities are required to “have regard.” This guidance was taken
into account in the investment policy parameters set within the Council’'s TMSS,
MRP Policy Statement and Annual Investment Strategy as approved by full
Council on 7 March 2022 (Minute 6/21 applies).  In accordance with the Code
it sets out the Council’s investment priorities as being security of capital, liquidity
and yield.

3.9.2 The current guidance defines investments as “Specified” and “Non-specified”
3.9.3An investment is a specified investment if all the following apply:

e the investment and any associated payments or repayments are
denominated in sterling;



e the investment has a maximum maturity of one year;

¢ the investment is not defined as capital expenditure; and

e the investment is made with a body or in an investment scheme
described as high quality or with the UK Government, a UK local
authority or a parish or community council.

3.9.4 A non-specified investment is any investment that does not meet all the
conditions in paragraph 3.9.3 above.

3.9.51t is the Council’s priority when undertaking treasury activities to ensure security
of capital and liquidity, and to obtain an appropriate level of return which is
consistent with the Council’s risk appetite. Investment instruments identified for
use by the Council during 2022/23 as advised in the current Treasury
Management Strategy are detailed in Appendix D.

3.9.6 Investment activity in the first half of the year conformed to the approved strategy
with an average monthly balance of £83.7m being maintained in temporary
investments. As at 30 September 2022 investments were as follows:

Table 6 Investment Balances at 30 September 2022

Investment £m
Money Market Funds 53.9
Banks as in approved credit list 30.0
TOTAL 83.9

3.9.7 In addition the Pension Fund had balances of £43.6m.

3.9.8 The Corporate Director of Resources confirms that the approved limits within the
Annual Investment Strategy were not breached during the first six months of
2022/23.

3.10 Repayment of Debt and Debt Rescheduling

3.10.1 During the first half of the year the Council has reduced its short term debt by
repaying £15.0m of local authority loans and repaid £23.5m of PWLB debt as it
matured. This is part of the strategy to increase reliance on internal borrowing
and reduce more expensive short term debt.

3.10.2 Debt rescheduling opportunities have been very limited in the current economic
climate and following the various increases in the margins added to gilt yields
which have impacted PWLB new borrowing rates since October 2010. No debt
rescheduling has therefore been undertaken to date in the current financial year.
However, now that the whole of the yield curve has shifted higher there may be
better opportunities in the future, although only prudent and affordable debt
rescheduling will be considered.

3.11 Compliance with Treasury and Prudential Limits

3.11.1 It is a statutory duty for the Council to determine and keep under review the
affordable borrowing limits. During the half year ended 30 September 2022, the
Council has operated within the treasury and prudential indicators set out in the



TMSS. The Corporate Director of Resources reports that no difficulties are
envisaged for the current or future years in complying with these indicators.

3.11.2 All treasury management operations have been conducted in compliance with

4.1

5.1

6.1

6.2

6.3

6.4

6.5

the Council's Treasury Management Practices.
FINANCIAL AND RISK ASSESSMENT CONSIDERATIONS
There are no additional financial considerations arising from this report.

Approved by: Lesley Shields, Head of Finance for Assistant Chief Executive
and Resources comments on behalf of the Director of Finance.

HUMAN RESOURCES CONSIDERATIONS

Ensuring the council maintains a balanced budget and a prudent approach to
treasury management, borrowing, and debt repayment are matters of interest to
the council’s workforce, and workforce representatives, which will impact upon
recruitment, retention and employee engagement.

Approved by: Dean Shoesmith, Chief People Officer
LEGAL CONSIDERATIONS

The Head of Litigation and Corporate Law comments on behalf of the Director of
Legal Services and Monitoring Officer that the Local Authorities (Capital Finance
and Accounting) (England) Regulations 2003 (as amended) made pursuant to
the Local Government Act 2003 require the Council to have regard to CIPFA’s
Prudential Code for Capital Finance in Local Authorities (“The Prudential Code”).
Regulations 23 and 24 provide respectively that capital receipts may only be
used for specified purposes and that in carrying out its capital finance functions,
a local authority must have regard to the code of practice in “Treasury
Management in the Public Services: Code of Practice and Cross-Sectoral
Guidance Notes” (“The Treasury Code”) issued by CIPFA.

In relation to the Annual Investment Strategy, the Council is required to have
regard to the Guidance issued by the Secretary of State under section 15(1)(a)
of the Local Government Act 2003 entitled “Statutory guidance on Local
Government Investments 3rd Edition” which is applicable from and effective for
financial years commencing on or after 1 April 2018.

In addition, the Prudential Code and the Treasury Code contain investment
guidance which complements the Statutory Guidance mentioned above.

Local authorities are required to have regard to the current editions of the CIPFA
codes by regulations 2 and 24 of the Local Authorities (Capital Finance and
Accounting) (England) Regulations 2003 as amended.

Under the provisions of Section 3(1) and (8) of the Local Government Act 2003,
the Council must determine and keep under review how much money it can
afford to borrow, and the function of determining and keeping these levels under



6.6

6.7

review is a Council, rather than an executive function.

The Council must also have regard to the Guidance issued by the Secretary of
State under Section 21(1A) of the Local Government Act 2003 entitled “Statutory
guidance on minimum revenue provision”

As set out earlier in the report, the Prudential Code requires authorities to
prepare a capital strategy.

Approved by: Sandra Herbert, Head of Litigation & Corporate Law, on behalf of
the Director of Legal Services and Monitoring Officer.

7 EQUALITIES CONSIDERATIONS
7.1 There are no specific equalities issues set out in this report.
7.2 The Council has a statutory duty to comply with the provisions set out in the Sec
149 Equality Act 2010. The Council must therefore have due regard to:
(a) eliminate discrimination, harassment, victimisation and any other conduct
that is prohibited by or under this Act;
(b) advance equality of opportunity between persons who share a relevant
protected characteristic and persons who do not share it
(c) foster good relations between persons who share a relevant protected
characteristic and persons who do not share it.
Approved by: Denise McCausland — Equalities Programme Manager
8. FREEDOM OF INFORMATION
8.1 This report contains only information that can be publicly disclosed.
9. DATA PROTECTION IMPLICATIONS
9.1  Will the subject of the report involve the processing of ‘personal data’?
No.
Has a data protection impact assessment (DPIA) been completed?
No.
CONTACT OFFICER:

Matthew Hallett, Acting Head of Pensions and Treasury,

BACKGROUND DOCUMENTS:
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APPENDIX A

Economic update (as prepared by Link Asset Services in the first
week of October 2022)

e The second quarter of 2022/23 saw:

- GDP revised upwards in Q1 2022/23 to +0.2% q/q from -0.1%, which means the UK economy
has avoided recession for the time being;

- Signs of economic activity losing momentum as production fell due to rising energy prices;

- CPlinflation ease to 9.9% yly in August, having been 9.0% in April, but domestic price pressures
showing little sign of abating in the near-term;

- The unemployment rate fall to a 48-year low of 3.6% due to a large shortfall in labour supply;
- Bank Rate rise by 100bps over the quarter, taking Bank Rate to 2.25% with further rises to come;

- Gilt yields surge and sterling fall following the “fiscal event” of the new Prime Minister and
Chancellor on 23 September.

e The UK economy grew by 0.2% qg/q in Q1 2022/23, though revisions to historic data left it below pre-
pandemic levels.

e There are signs of higher energy prices creating more persistent downward effects in economic
activity. Both industrial production (-0.3% m/m) and construction output (-0.8% m/m) fell in July 2022
for a second month in a row. Although some of this was probably due to the heat wave at the time,
manufacturing output fell in some of the most energy intensive sectors (e.g., chemicals), pointing to
signs of higher energy prices weighing on production. With the drag on real activity from high inflation
having grown in recent months, GDP is at risk of contracting through the autumn and winter months.

e The fall in the composite PMI from 49.6 in August to a 20-month low preliminary reading of 48.4 in
September points to a fall in GDP of around 0.2% q/q in Q3 and consumer confidence is at a record
low. Retail sales volumes fell by 1.6% m/m in August, which was the ninth fall in 10 months. That left
sales volumes in August just 0.5% above their pre-Covid level and 3.3% below their level at the start
of the year. There are also signs that households are spending their excess savings in response to
high prices. Indeed, cash in households’ bank accounts rose by £3.2bn in August, which was below
the £3.9bn rise in July and much smaller than the 2019 average monthly rate of £4.6bn.

e The labour market remained exceptionally tight. Data for July and August provided further evidence
that the weaker economy is leading to a cooling in labour demand. Labour Force Survey (LFS)
employment rose by 40,000 in the three months to July (the smallest rise since February). But a
renewed rise in inactivity of 154,000 over the same period meant that the unemployment rate fell from
3.8% in June to a new 48-year low of 3.6%. The single-month data showed that inactivity rose by
354,000 in July itself and there are now 904,000 more inactive people aged 16+ compared to before
the pandemic in February 2020. The number of vacancies has started to level off from recent record
highs but there have been few signs of a slowing in the upward momentum on wage growth. Indeed,
in July, the 3myl/y rate of average earnings growth rose from 5.2% in June to 5.5%.

e CPlinflation eased from 10.1% in July to 9.9% in August, though inflation has not peaked yet. The
easing in August was mainly due to a decline in fuel prices reducing fuel inflation from 43.7% to
32.1%. And with the oil price now just below $90pb, we would expect to see fuel prices fall further in
the coming months.

e However, utility price inflation is expected to add 0.7% to CPI inflation in October when the Ofgem
unit price cap increases to, typically, £2,500 per household (prior to any benefit payments). But, as
the government has frozen utility prices at that level for two years, energy price inflation will fall sharply
after October and have a big downward influence on CPI inflation.

e Nonetheless, the rise in services CPI inflation from 5.7% y/y in July to a 30-year high of 5.9% yly in
August suggests that domestic price pressures are showing little sign of abating. A lot of that is being
driven by the tight labour market and strong wage growth. CPI inflation is expected to peak close to
10.4% in November and, with the supply of workers set to remain unusually low, the tight labour
market will keep underlying inflationary pressures strong until early next year.



During H1 2022, there has been a change of both Prime Minister and Chancellor. The new team (Liz
Truss and Kwasi Kwarteng) have made a step change in government policy. The government’s huge
fiscal loosening from its proposed significant tax cuts will add to existing domestic inflationary
pressures and will potentially leave a legacy of higher interest rates and public debt. Whilst the
government’s utility price freeze, which could cost up to £150bn (5.7% of GDP) over 2 years, will
reduce peak inflation from 14.5% in January next year to 10.4% in November this year, the long list
of tax measures announced at the “fiscal event” adds up to a loosening in fiscal policy relative to the
previous government’s plans of £44.8bn (1.8% of GDP) by 2026/27. These included the reversal of
April's national insurance tax on 6" November, the cut in the basic rate of income tax from 20p to 19p
in April 2023, the cancellation of next April’'s corporation tax rise, the cut to stamp duty and the
removal of the 45p tax rate, although the 45p tax rate cut announcement has already been reversed.

Fears that the government has no fiscal anchor on the back of these announcements has meant that
the pound has weakened again, adding further upward pressure to interest rates. Whilst the pound
fell to a record low of $1.035 on the Monday following the government’s “fiscal event”, it has since
recovered to around $1.12. That is due to hopes that the Bank of England will deliver a very big rise
in interest rates at the policy meeting on 3 November and the government will lay out a credible
medium-term plan in the near term. This was originally expected as part of the fiscal statement on
23 November but has subsequently been moved forward to an expected release date in October.
Nevertheless, with concerns over a global recession growing, there are downside risks to the pound.

The MPC has now increased interest rates seven times in as many meetings in 2022 and has raised
rates to their highest level since the Global Financial Crisis. Even so, coming after the Fed and ECB
raised rates by 75 basis points (bps) in their most recent meetings, the Bank of England’s latest 50
basis points hike looks relatively dovish. However, the UK’s status as a large importer of commodities,
which have jumped in price, means that households in the UK are now facing a much larger squeeze
on their real incomes.

Since the fiscal event on 23 September, we now expect the Monetary Policy Committee (MPC) to
increase interest rates further and faster, from 2.25% currently to a peak of 5.00% in February 2023.
The combination of the government’s fiscal loosening, the tight labour market and sticky inflation
expectations means we expect the MPC to raise interest rates by 100bps at the policy meetings in
November (to 3.25%) and 75 basis points in December (to 4%) followed by further 50 basis point
hikes in February and March (to 5.00%). Market expectations for what the MPC will do are volatile.
If Bank Rate climbs to these levels the housing market looks very vulnerable, which is one reason
why the peak in our forecast is lower than the peak of 5.50% - 5.75% priced into the financial markets
at present.

Throughout 2022/23, gilt yields have been on an upward trend. They were initially caught up in the
global surge in bond yields triggered by the surprisingly strong rise in CPI inflation in the US in May.
The rises in two-year gilt yields (to a peak of 2.37% on 21st June) and 10-year yields (to a peak of
2.62%) took them to their highest level since 2008 and 2014 respectively. However, the upward trend
was exceptionally sharply at the end of September as investors demanded a higher risk premium
and expected faster and higher interest rate rises to offset the government’s extraordinary fiscal
stimulus plans. The 30-year gilt yield rose from 3.60% to 5.10% following the “fiscal event”, which
threatened financial stability by forcing pension funds to sell assets into a falling market to meet cash
collateral requirements. In response, the Bank did two things. First, it postponed its plans to start
selling some of its quantitative easing (QE) gilt holdings until 315t October. Second, it committed to
buy up to £65bn of long-term gilts to “restore orderly market conditions” until 14t October. In other
words, the Bank is restarting QE, although for financial stability reasons rather than monetary policy
reasons.

Since the Bank’s announcement on 28" September, the 30-year gilt yield has fallen back from 5.10%
to 3.83%. The 2-year gilt yield dropped from 4.70% to 4.30% and the 10-year yield fell back from
4.55% to 4.09%.

There is a possibility that the Bank continues with QE at the long-end beyond 14™ October or it
decides to delay quantitative tightening beyond 31st October, even as it raises interest rates. So far
at least, investors seem to have taken the Bank at its word that this is not a change in the direction
of monetary policy nor a step towards monetary financing of the government’s deficit. But instead,
that it is a temporary intervention with financial stability in mind.

After a shaky start to the year, the S&P 500 and FTSE 100 climbed in the first half of Q2 2022/23
before falling to their lowest levels since November 2020 and July 2021 respectively. The S&P 500



is 7.2% below its level at the start of the quarter, whilst the FTSE 100 is 5.2% below it as the fall in
the pound has boosted the value of overseas earnings in the index. The decline has, in part, been
driven by the rise in global real yields and the resulting downward pressure on equity valuations as
well as concerns over economic growth leading to a deterioration in investor risk appetite.



APPENDIX B

Interest rate forecast update (as prepared by Link Asset Services in
the first week of November 2022)

e Since our last update at the end of September, the Bank of England’s Monetary Policy Committee
(MPC) has increased Bank Rate to 3.00% from 2.25%. The increase was made last Thursday and
reflected a split vote — seven members voting for a 75 basis points increase, one for 50 basis points
and one for 25 basis points. The MPC continues to grapple with getting inflation back on track over a
three-year horizon.

e Moreover, the UK has a new Prime Minister, Rishi Sunak, a new Chancellor, Jeremy Hunt, and new
fiscal policies — to be firmed up on the 17t of November Autumn Statement - that seek to ensure that
the public finances are kept on a sound footing and that any projected gaps (possibly £50bn to £60bn)
are fully funded from services efficiencies and/or net tax increases.

¢ Inthe interim period, since the end of September, the Government scrapped the reduction in the basic
rate of income tax by 1p in the £; maintained the higher band 45p in the £ income tax rate; did not
reduce Corporation Tax to 19% from 25%; only put in place support for businesses and households
for 6 months (October to March) regarding caps on the unit costs of gas and electricity.

¢ Inaddition, the Bank of England has had to intervene in the longer part of the gilt market to ensure that
pension funds did not have to undertake a “fire sale” of assets to raise cash to pay for margin calls,
arising from the sell-off of long-dated gilts (yields rising) in the wake of the former Chancellor’s policy
to seek to boost growth with unfunded tax cuts.

e Inrecent days, calm has returned to the markets, the £ has risen from a historic low of $1.03 to $1.14,
and the cumulative movement in gilt yields since the turn of the year is now broadly in line with that
seen in the US and Euro-zone bond markets.

e Turning back to Thursday, the Bank’s Quarterly Monetary Policy Report detailed that the UK economy
is headed for eight quarters of negative growth based on the market’'s expectation for Bank Rate to
increase to 5.25%. Since then, market expectations have been recalibrated, and now view a peak in
Bank Rate of between 4.5% and 4.75%. These views are similar to those held by Link Group’s Interest
Rate Strategy Group (IRSG). IRSG has reduced its view on the peak of Bank Rate from 5% to 4.5%.
However, although we see rates peaking in May of 2023, we now also believe there are several
challenges to the Bank that could see them leave rates at this level until early 2024.

e The first of those challenges is the tight labour market (unemployment is at a 48 year low 3.5%), which
shows no signs of dissipating, and that could mean wage increases continue to be north of 5% well
into 2023 (the Bank would broadly want wages to be in the range of 3% - 3.5%). There is also the
prospect that unless the workforce participation rate increases and/or immigration policies are relaxed,
there is no clear route that would give rise to sustainable increases in economic growth. And, of course,
inflation could be somewhat “sticky” if the Russian invasion of Ukraine remains unresolved and puts
continued pressure on global energy prices and staple foods (e.g., wheat), among the many areas
negatively impacted.

e Against this backdrop, we believe the MPC will have to tread carefully. It will need to evidence to the
markets that it sees the reduction in inflation as a primary objective, but also that it remains alert to the
fact that it does not want any recession to be deeper and more prolonged than it needs to be. On that
basis our forecast sees Bank Rate increasing 50 basis points in both December and February before
the MPC scales down the rate of increase to just 25 basis points in both March and May 2023.



e Regarding our forecast for PWLB rates, as already stated, the impact of the Truss/Kwarteng fiscal
experiment has faded in the past month but we think investors will still remain a little nervous over the
UK'’s future fiscal policy and therefore we have reduced our forecast for near-term PWLB rates across
the curve, compared to September’s forecast, but have left the longer end of the curve slightly higher
to reflect the potential demand by foreign investors for a “confidence premium” in the light of recent
market volatility.

e Asforthe housing market, the most recent survey by Nationwide Building Society showed house prices
starting to fall and the MPC will be very cognisant that affordability could be stretched now that fixed
rate mortgages are somewhat higher than they were a few weeks ago. Historically, the MPC has
appeared reluctant to tighten monetary policy in a falling housing market, but it may be willing to leave
rates less high than the market had been pricing in prior to the 3 of November Quarterly Monetary
Policy Report but keep them there for longer as a compromise of sorts.

e Of course, what happens outside of the UK is also critical to movement in gilt yields. The US FOMC
has led with increases of 375 basis points in the year to date and is expected to increase rates further
before the end of the year, and possibly into 2023. Similarly, the ECB has also started to tighten
monetary policy, albeit from an ultra-low starting point, as have all the major central banks apart from
Japan. Arguably, though, it is US monetary policies that will have the greatest impact on global bond
markets.

e Geo-palitical events continue to lead to frequent whipsawing in equity, bond, commodity and currency
markets. And the weather will also play a large part in how high energy prices stay and for how long.
Not forgetting developments in Iran, North Korea, Taiwan and China.

e From a practical standpoint those clients looking to borrow will, most probably, need to continue to
focus on optimising their cashflow forecasts, and given the (still) relatively elevated level of rates right
across the curve at present, seek to fund either temporarily from local authorities or with short-dated
loans from the PWLB. You will see from our forecast that we expect both short- and longer-term rates
to be somewhat lower over the duration of the forecast. Nonetheless, if certainty is paramount within
your debt management strategy, we will help you to optimise any longer dated borrowing requirements
you may have.

e Onthe flipside, if you are an authority that is fully funded or wishes to reduce its exposure to long-dated
debt, there may be scope to repay loans prematurely (both market and PWLB) whilst the high discount
rates prevail. Your Client Relationship Manager should be contacted if this is something you wish to
look at.

¢ Interms of our forecast, our money market yield forecasts are based on expected average earnings
by local authorities for 3 to 12 months. Our forecasts for average earnings are averages i.e., rates
offered by individual banks may differ significantly from these averages, reflecting their different needs
for borrowing short-term cash at any one point in time.

Our current and previous PWLB rate forecasts below are based on the Certainty Rate (the standard rate minus 20

bps) which has been accessible to most authorities since 15t November 2012.
Link Group Interest Rate View 08.11.22

Dec-22 Mar-23 Jun-23 Sep-23 Dec-23 Mar-24 Jun-24 Sep-24 Dec-24 Mar-25 Jun-25 Sep-25 Dec-25

BANK RATE 3.50 4.25 4.50 4.50 4.50 4.00 3.75 3.50 3.25 3.00 2.75 2.50 2.50
3 month ave earnings 3.60 4.30 4.50 4.50 4.50 4.00 3.80 3.30 3.00 3.00 2.80 2.50 2.50
6 month ave earnings 4.20 4.50 4.60 4.50 4.20 4.10 3.90 3.40 3.10 3.00 2.90 2.60 2.60

12 month ave earnings 4.70 4.70 4.70 4.50 4.30 4.20 4.00 3.50 3.20 3.10 3.00 2.70 2.70

5yr PWLB 4.30 4.30 4.20 4.10 4.00 3.90 3.80 3.60 3.50 3.40 3.30 3.20 3.10

10 yr PWLB 4.50 4.50 4.40 4.30 4.20 4.00 3.90 3.70 3.60 3.50 3.40 3.30 3.20

25 yr PWLB 4.70 4.70 4.60 4.50 4.40 4.30 4.10 4.00 3.90 3.70 3.60 3.50 3.50

50 yr PWLB 4.30 4.40 4.30 4.20 4.10 4.00 3.80 3.70 3.60 3.40 3.30 3.20 3.20




Link Group Interest Rate View 27.09.22

Dec-22 Mar-23 Jun-23 Sep-23 Dec-23 Mar-24 Jun-24 Sep-24 Dec-24 Mar-25 Jun-25 Sep-25

BANK RATE 4.00 5.00 5.00 5.00 4.50 4.00 3.75 3.25 3.00 2.75 2.75 2.50
3 month ave earnings 4.50 5.00 5.00 5.00 4.50 4.00 3.80 3.30 3.00 2.80 2.80 2.50
6 month ave earnings 4.70 5.20 5.10 5.00 4.60 4.10 3.90 3.40 3.10 3.00 2.90 2.60

12 month ave earnings 5.30 5.30 5.20 5.00 4.70 4.20 4.00 3.50 3.20 3.10 3.00 2.70

5yr PWLB 5.00 4.90 4.70 4.50 4.20 3.90 3.70 3.50 3.40 3.30 3.20 3.20

10 yr PWLB 4.90 4.70 4.60 4.30 4.10 3.80 3.60 3.50 3.40 3.30 3.20 3.20

25 yr PWLB 5.10 4.90 4.80 4.50 4.30 4.10 3.90 3.70 3.60 3.60 3.50 3.40

50 yr PWLB 4.80 4.60 4.50 4.20 4.00 3.80 3.60 3.40 3.30 3.30 3.20 3.10




A SUMMARY OVERVIEW OF THE FUTURE PATH OF BANK RATE

Our central forecast for interest rates was previously updated on 28™ September and reflected a view that
the MPC would be keen to further demonstrate its anti-inflation credentials by delivering a succession of
rate increases. This has happened but the new Government’s policy of emphasising fiscal rectitude will
probably mean Bank Rate does not now need to increase to further than 4.5%.

Further down the road, we anticipate the Bank of England will be keen to loosen monetary policy when
the worst of the inflationary pressures are behind us — but that timing will be one of fine judgment: cut too
soon, and inflationary pressures may well build up further; cut too late and any downturn or recession may
be prolonged.

The CPI measure of inflation will peak at close to 11% in Q4 2022. Despite the cost-of-living squeeze that
is still taking shape, the Bank will want to see evidence that wages are not spiralling upwards in what is
evidently a very tight labour market.

Regarding the plan to sell £10bn of gilts back into the market each quarter (Quantitative Tightening), this
has started but will focus on the short to medium end of the curve for the present so as to prevent any
further disruption to the longer end of the curve following on from the short-lived effects of the
Truss/Kwarteng unfunded dash for growth policy.

In the upcoming months, our forecasts will be guided not only by economic data releases and clarifications
from the MPC over its monetary policies and the Government over its fiscal policies, but the on-going
conflict between Russia and Ukraine. (More recently, the heightened tensions between China/Taiwan/US
also have the potential to have a wider and negative economic impact.)

On the positive side, consumers are still estimated to be sitting on over £160bn of excess savings left over
from the pandemic so that will cushion some of the impact of the above challenges. However, most of
those are held by more affluent people whereas lower income families already spend nearly all their income
on essentials such as food, energy and rent/mortgage payments.

PWLB RATES

The yield curve movements have become less volatile of late and PWLB 5 to 50 years Certainty Rates are,
generally, in the range of 4.20% to 4.80%. The medium to longer part of the yield curve is currently
inverted.

We view the markets as having built in, already, nearly all the effects on gilt yields of the likely increases
in Bank Rate and the poor inflation outlook but markets are volatile and further whipsawing of gilt yields
across the whole spectrum of the curve is possible.

The balance of risks to the UK economy: -

The overall balance of risks to economic growth in the UK is to the downside.

Downside risks to current forecasts for UK gilt yields and PWLB rates include: -

Labour and supply shortages prove more enduring and disruptive and depress economic activity (accepting that
in the near-term this is also an upside risk to inflation and, thus, rising gilt yields).

The Bank of England acts too quickly, or too far, over the next two years to raise Bank Rate and causes UK
economic growth, and increases in inflation, to be weaker than we currently anticipate.

UK / EU trade arrangements — if there was a major impact on trade flows and financial services due to
complications or lack of co-operation in sorting out significant remaining issues.

Geopolitical risks, for example in Ukraine/Russia, China/Taiwan/US, Iran, North Korea and Middle Eastern
countries, which could lead to increasing safe-haven flows.

Upside risks to current forecasts for UK gilt yields and PWLB rates: -

The Bank of England is too slow in its pace and strength of increases in Bank Rate and, therefore, allows
inflationary pressures to build up too strongly and for a longer period within the UK economy, which then
necessitates an even more rapid series of increases in Bank Rate faster than we currently expect.



e The Government acts too quickly to cut taxes and/or increases expenditure in the light of the cost-of-living
squeeze.

e The pound weakens because of a lack of confidence in the UK Government’s fiscal policies, resulting in
investors pricing in a risk premium for holding UK sovereign debt.

o Longer term US treasury yields continue to rise strongly and pull gilt yields up even higher than currently
forecast.

LINK GROUP FORECASTS
We now expect the MPC to swiftly increase Bank Rate during the remainder of 2022 and into Q2 2023 to
combat the sharp increase in inflationary pressures. We do not think that the MPC will embark on a series of
increases in Bank Rate that would take it to more than 4.5%, but it is possible.

Gilt yields and PWLB rates

The general situation is for volatility in bond yields to endure as investor fears for inflation and/or recession ebb
and flow. The overall longer-run trend is for gilt yields and PWLB rates to remain high in the near-term, given the
extent to which market expectations are already priced in and then to fall back once inflation starts to fall through
2023.

Our target borrowing rates and the current PWLB (certainty) borrowing rates are set out below: -

PWLB debt Current borrowing Target borrowing rate Target borrowing rate
rate as at 07.11.22 now previous
.m. end of Q4 2022
5 years 4.20% 4.30% 5.00%
10 years 4.46% 4.50% 4.90%
25 years 4.72% 4.70% 5.10%
50 years 4.26% 4.30% 4.80%

Borrowing advice: Our long-term (beyond 10 years) forecast for Bank Rate stands at 2.5%. As all PWLB certainty
rates are now above this level, borrowing strategies will need to be reviewed in that context. Better value can
generally be obtained at the shorter end of the curve and short-dated fixed LA to LA monies should be considered.
Temporary borrowing rates are likely, however, to remain near Bank Rate and may also prove attractive whilst the
market waits for inflation, and therein gilt yields, to drop back later in 2023.

Our suggested budgeted earnings rates for investments up to about three months’ duration in each financial year are
as follows: -

Average earningsineachyear |  Now | Previousl

2022/23 (remainder) 3.95% 4.80%
2023/24 4.40% 4.60%
2024/25 3.30% 3.20%
2025/26 2.60% 2.80%
2026/27 2.50% 2.80%

Years 6 to 10 2.80% 2.80%
Years 10+ 2.80% 2.80%

As there are so many variables at this time, caution must be exercised in respect of all interest rate forecasts.

Our interest rate forecast for Bank Rate is in steps of 25 bps, whereas PWLB forecasts have been rounded to the
nearest 10 bps and are central forecasts within bands of + / - 25 bps. Naturally, we continue to monitor events and
will update our forecasts as and when appropriate.

Interest Rate Strategy Group

This report is intended for the use and assistance of customers of Link Group. It should not be regarded as a substitute for the exercise by the
recipient of its own judgement. Link Group exists to provide its clients with advice primarily on borrowing and investment. We are not legal
experts and we have not obtained legal advice in giving our opinions and interpretations in this paper. Clients are advised to seek expert legal
advice before taking action as a result of any advice given in this paper. Whilst Link Group makes every effort to ensure that all information
provided by it is accurate and complete, it does not guarantee the correctness or the due receipt of such information and will not be held responsible
for any errors therein or omissions arising there from. Furthermore, Link Group shall not be held liable in contract, tort or otherwise for any loss
or damage (whether direct, or indirect or consequential) resulting from negligence, delay or failure on the part of Link Group or its officers,
employees or agents in procuring, presenting, communicating or otherwise providing information or advice whether sustained by Link Group
customer or any third party directly or indirectly making use of such information or advice, including but not limited to any loss or damage resulting
as a consequence of inaccuracy or errors in such information or advice. All information supplied by Link Group should only be used as a factor to
assist in the making of a business decision and should not be used as a sole basis for any decision. Treasury services are provided by Link Treasury
Services Limited (registered in England and Wales No. 2652033).

Link Treasury Services Limited is authorised and regulated by the Financial Conduct Authority only for conducting advisory and arranging



activities in the UK as part of its Treasury Management Service. FCA register number 150403. Registered office: 6th Floor, 65 Gresham Street,
London, EC2V 7NQ.



APPENDIX C

PWLB Rates 1.4.22 - 30.9.22
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————— 1Year — -5Year = - 10Year == 25Year =50 Year e==50 year target %
1 Year 5 Year 10 Year 25 Year 50 Year
Low 1.95% 2.18% 2.36% 2.52% 2.25%
Date 01/04/2022 13/05/2022 04/04/2022 04/04/2022 04/04/2022
High 5.11% 5.44% 5.35% 5.80% 5.51%
Date 28/09/2022 28/09/2022 28/09/2022 28/09/2022 28/09/2022
Average 2.81% 2.92% 3.13% 3.44% 3.17%
Spread 3.16% 3.26% 2.99% 3.28% 3.26%

The current PWLB rates are set as margins over gilt yields as follows: -.
e PWLB Standard Rate is gilt plus 100 basis points (G+100bps)
o PWLB Certainty Rate is gilt plus 80 basis points (G+80bps)

¢ Local Infrastructure Rate is gilt plus 60bps (G+60bps)



APPENDIX D

Investment instruments
Specified investments

AAA rated money market funds - limit £20m
Debt Management Office — no limit

Royal Bank of Scotland* — limit £25m
Duration of up to one year.

*Royal Bank of Scotland is included as a specified investment since it is the
Council’s banker and the UK Government holds a majority stake.

Non-specified investments

All institutions included on Link Asset Services’ weekly “Suggested Credit
List” — limit £10m

All UK local authorities — limit £10m

Duration to be determined by the “Suggested Credit List” from Link
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