APPENDIX B

BORROWING

INTRODUCTION

The capital expenditure plans set out in Appendix A provide details of the service
activity of the Council. The treasury management function ensures that the
Council's cash is organised in accordance with the relevant professional codes, so
that sufficient cash is available to meet this service activity. This will involve both the
organisation of the cash flow and, where capital plans require, the organisation of
appropriate borrowing facilities. The strategy covers the relevant treasury /
prudential indicators, the current and projected debt positions and the annual
investment strategy.

CURRENT PORTFOLIO POSITION

The Council’s treasury portfolio position at 31 March 2014, with forward projections
are summarised below. The table shows the actual external debt (the treasury
management operations), against the underlying need (the Capital Financing
Requirement —CFR), highlighting any over or under borrowing.

2013/14 2014/15 2015/16 2015/16 2016/17
Actual Estimate Estimate Estimate | Estimate
£ £ £ £ £
External Debt
Debt at 1 April 2,100,000 2,100,000 2,100,000 | 2,100,000 | 2,100,000
Expected change
in debt
Debt at 31 March 2,100,000 2,100,000 2,100,000 | 2,100,000 | 2,100,000
CFR 1,842,000 1,800,000 1,758,000 | 1,716,000 | 1,674,000
Under/(over) (258,000) (300,000) (342,000) (384,000) | (426,000)
borrowing
Investments

Total Investments | 3,630,000 2,500,000 2,500,000 | 2,500,000 | 2,500,000
at 31 March
Net (1,530,000) | (400,000) (400,000) (400,000) | (400,000)
Debt/(investment)

Within the prudential indicators there are a number of key indicators to ensure that
the Council operates its activities within well defined limits. The Council needs to
ensure that its gross debt does not, except in the short term, exceed the total of the
CFR in the preceding year plus the estimates of any additional CFR for 2015/16 and
the following two financial years. This allows some flexibility for limited early
borrowing for future years, but ensures that borrowing is not undertaken for revenue
purposes.
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The S151 Officer reports that the Council complied with this prudential indicator in
the current year and does not envisage difficulties for the future. This view takes
into account current commitments, existing plans, and the proposals in this budget
report.

TREASURY INDICATORS: LIMITS TO BORROWING ACTIVITY
The Operational Boundary — This is the limit beyond which external debt is not

normally expected to exceed. This is the maximum level of external debt for cash
flow purposes.

Operational Boundary 2014/15 2015/16 2016/17 2017/18
Estimate Estimate Estimate Estimate
£ £ £ £
Borrowing 3,000,000 3,000,000 3,000,000 | 3,000,000
Other long term liabilities - - - -
Total 3,000,000 3,000,000 3,000,000 | 3,000,000

The Authorised Limit for External Debt — A further key prudential indicator
represents a control on the overall level of borrowing. This represents a limit beyond
which external debt is prohibited, and this limit needs to be set or revised by Full
Council. It reflects the level of external debt which, while not desired, could be
afforded in the short term, but is not sustainable in the longer term.
This provides headroom over and above the operational boundary for unusual cash
movements. This is the maximum amount of money that the Council could afford to
borrow.
1. This is the statutory limit determined under section 3 (1) of the Local
Government Act 2003. The Government retains an option to control either the
total of all councils’ plans, or those of a specific council, although no control

has yet been exercised.

2. The Council is asked to approve the following Authorised Limit:

Authorised limit 2014/15 2015/16 2016/17 2017/18
Estimate Estimate Estimate Estimate
£ £ £ £
Borrowing 6,000,000 | 6,000,000 6,000,000 6,000,000
Other long term liabilities - - - -
Total 6,000,000 | 6,000,000 6,000,000 6,000,000
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PROSPECTS FOR INTEREST RATES

The Council has appointed Capita Asset Services as its treasury advisor and part of
their service is to assist the Council to formulate a view on interest rates. The following
table gives their central view.

Annual Bank Rate PWLB Borrowing Rates %
Average % (including certainty rate adjustment)
%

5 year 25 year 50 year
Mar 2015 0.50 2.20 3.40 3.40
Jun 2015 0.50 2.20 3.50 3.50
Sep 2015 0.50 2.30 3.70 3.70
Dec 2015 0.75 2.50 3.80 3.80
Mar 2016 0.75 2.60 4.00 4.00
Jun 2016 1.00 2.80 4.20 4.20
Sep 2016 1.00 2.90 4.30 4.30
Dec 2016 1.25 3.00 4.40 4.40
Mar 2017 1.25 3.20 4.50 4.50
Jun 2017 1.50 3.30 4.60 4.60
Sep 2017 1.75 3.40 4.70 4.70
Dec 2017 1.75 3.50 4.70 4.70

UK GDP growth surged during 2013 and the first half of 2014. Since then it appears to
have subsided somewhat but still remains strong by UK standards and is expected to
continue likewise into 2015 and 2016. There needs to be a significant rebalancing of the
economy away from consumer spending to manufacturing, business investment and
exporting in order for this recovery to become more firmly established. One drag on the
economy has been that wage inflation has only recently started to exceed CPI inflation,
so enabling disposable income and living standards to start improving. The plunge in
the price of oil brought CPI inflation down to a low of 1.0% in November, the lowest rate
since September 2002. Inflation is expected to stay around or below 1.0% for the best
part of a year; this will help improve consumer disposable income and so underpin
economic growth during 2015. However, labour productivity needs to improve
substantially to enable wage rates to increase and further support consumer disposable
income and economic growth. In addition, the encouraging rate at which unemployment
has been falling must eventually feed through into pressure for wage increases, though
current views on the amount of hidden slack in the labour market probably means that
this is unlikely to happen early in 2015.

The US, the biggest world economy, has generated stunning growth rates of 4.6%
(annualised) in Q2 2014 and 5.0% in Q3. This is hugely promising for the outlook for
strong growth going forwards and it very much looks as if the US is now firmly on the
path of full recovery from the financial crisis of 2008. Consequently, it is now confidently
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expected that the US will be the first major western economy to start on central rate
increases by mid 2015.

The current economic outlook and structure of market interest rates and government
debt yields have several key treasury management implications:

As for the Eurozone in general, concerns in respect of a major crisis subsided
considerably in 2013. However, the downturn in growth and inflation during the
second half of 2014, and worries over the Ukraine situation, Middle East and Ebola,
have led to a resurgence of those concerns as risks increase that it could be
heading into deflation and prolonged very weak growth. Sovereign debt difficulties
have not gone away and major concerns could return in respect of individual
countries that do not dynamically address fundamental issues of low growth,
international uncompetitiveness and the need for overdue reforms of the economy
(as Ireland has done). Counterparty risks therefore remain elevated. This
continues to suggest the use of higher quality counterparties for shorter time
periods;

Investment returns are likely to remain relatively low during 2015/16 and beyond;

Borrowing interest rates have been volatile during 2014 as alternating bouts of
good and bad news have promoted optimism, and then pessimism, in financial
markets. ;

BORROWING STRATEGY

This strategy is prudent as investment returns are low and counterparty risk is relatively
high. Against this background and the risks within the economic forecast, caution will be
adopted with the 2015/16 treasury operations.

The S151 Officer, under delegated powers, will monitor interest rates in the financial
markets and adopt a pragmatic approach to changing circumstances:

If it was felt that there was a significant risk of a sharp fall in long and short term
rates, e.g. due to a marked increase in risk around relapse into recession or of
risks of deflation, then long term borrowings will be postponed, and potential
rescheduling from fixed rate funding into short term borrowing will be considered

If it was felt that there was a significant risk of a much sharper rise in long and
short term rates than currently forecast, perhaps arising from a greater than
expected world economic activity or a sudden increase in inflation risks, then the
portfolio position will be re-appraised with the likely action that fixed rate funding

will be drawn whilst interest rates are still lower than they will be in the next few

years.

Any decisions will be reported to the appropriate decision making body at the next
available opportunity.
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TREASURY MANAGEMENT LIMITS ON ACTIVITY

There are three debt related treasury activity limits. The purpose of these are to restrain
the activity of the treasury function within certain limits, thereby managing risk and
reducing the impact of an adverse movement in interest rates. However if these are set
to be too restrictive they will impair the opportunities to reduce costs/improve
performance. The indicators are:
e Upper limits on variable interest rate exposure — This identifies a maximum limit
for variable interest rates based upon the debt position net of investments

e Upper limits on fixed interest rate exposure — This is similar to the previous
indicator and covers a maximum limit on fixed interest rates.

e Maturity structures of borrowing — These gross limits are set to reduce the
Council’'s exposure to large fixed rate sums falling due for refinancing, and are
required for upper and lower limits.

The Council is asked to approve the following treasury indicators and limits:

| 2015/16 | 2016/17 | 2017/18
Interest rate Exposures
Upper Upper Upper
Limits on fixed interest rates | 100% 100% 100%
based on net debt
Limits on variable interest | 50% 50% 50%
rates based on net debt
Limits on fixed interest rates: | 3,000,000 3,000,000 3,000,000
Debt only
Limits on variable interest | 750,000 750,000 750,000
rates:
Debt only
Maturity Structure of fixed interest rate borrowing 2015/16
Lower Upper
Under 12 months 0% 10%
12 months to 2 years 0% 10%
2 years to 5 years 0% 30%
5 years to 10 years 0% 50%
10 years and above 0% 100%

These are limits that apply to the total portfolio for in house investments
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POLICY ON BORROWING IN ADVANCE OF NEED

The Council will not borrow more than, or in advance of its need purely in order to profit
from the investment of the extra sums borrowed. Any decision to borrow in advance will
be within forward approved Capital Financing Requirement estimates, and will be
considered carefully to ensure that value for money can be demonstrated and that the
Council can ensure the security of such funds.

Borrowing in advance will be made within the constraints that:
e The Council would not look to borrow more than 18 months in advance of
need.

Risks associated with any advance borrowing activity will be subject to prior appraisal
and subsequent reporting through the mid-year or annual reporting mechanism.

If the Council had to borrow temporarily for cash flow purposes only in an emergency,
then the S151 Officer, under delegated powers, will take the most appropriate form of
borrowing depending on the prevailing interest rates at the time, taking into account the
risks. A report will subsequently be reported to Council. In all other circumstances,
approval to borrow money will always be a decision that can only be made by Full
Council and a full report will be brought to Members.

DEBT RESCHEDULING

As short term borrowing rates will be considerably cheaper than longer term fixed rates,
there may be potential opportunities to generate savings by switching from long term
debt to short term debt. However, these savings will need to be considered in the light
of the current treasury position and the size of the cost of debt repayment (premiums
incurred).

The reasons for any rescheduling to take place will include:
e The generation of cash savings and/or discounted cash flow savings

e Helping to fulfil the treasury strategy

e Enhance the balance of the portfolio (amend the maturity profile and/or the
balance of volatility).

Consideration will also be given to identify if there is any residual potential for making
savings by running down investment balances to repay debt prematurely as short term
rates on investments are likely to be lower than rates paid on current debt. In light of
current interest rates and penalties incurred in repaying debt it is unlikely that debt
rescheduling will be undertaken in the near future.

The Council has enquired as to whether there is any opportunity to reschedule the
PWLB loan of £2.1 million but the associated early repayment charge and premium that
would be charged makes this uneconomic at this stage.

All rescheduling will be reported to the Council, at the earliest meeting following its
action.
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