Appendix B

The following is the advice of Capital Asset Services, treasury management
consultants to Chorley and South Ribble Shared Financial Services

Credit Criteria

The main rating agencies (Fitch, Moody’s and Standard & Poor’s) have, through much of the
financial crisis, provided some institutions with a ratings “uplift” due to implied levels of
sovereign support. More recently, in response to the evolving regulatory regime, the
agencies have indicated they may remove these “uplifts”, making the Support, Financial
Strength and Viability ratings redundant. This process may commence during this financial
year. The actual timing of the changes is still subject to discussion, but this does mean
immediate changes to councils’ credit methodologies are required.

As a result of these rating agency changes, the credit element of future methodologies
should focus solely on the Short and Long Term ratings of an institution. Rating Watch and
Outlook information should continue to be assessed where it relates to these categories.
This is the same process for Standard & Poor’s that has always taken, but is a change to the
use of Fitch and Moody’s ratings.

Money Market Fund Regulatory Update

The European Commission published its proposal for a new regulatory framework for Money
Market Funds (MMFs) on 4th September 2013. According to the Commission, the aim of the
new regulations was to reduce “run risk” on MMFs and the potential for a wider impact on
financial markets. The publication of the proposals was also the start of a lengthy political
process, as both the European Parliament and the European Council have to debate,
amend and agree a final version. This final version then needs to be ratified by a vote in the
European Parliament before being signed off by European Union Member State Ministers.

In March 2014 the European Parliament cancelled their vote on the proposed changes
because of persistent disagreements between members. The latest position is that in
November there are a series of roundtables scheduled to begin discussing the proposals
again. It is hoped there will be a new set of proposals agreed by March 2015. The Council of
the European Union then has to have a similar process as before of agreeing the proposals.
The schedule of legislation at the Council is currently managed by Italy whose term comes to
an end in December. Italy would like to get the proposals agreed before they hand over, but
we understand this is unlikely to happen. The next term (Jan — June 15) is to be run by
Latvia who are not expected to have the appetite to look at this area. In July next year,
Luxembourg take over control and they are much more likely to be involved, especially given
that a number of MMF operate out of the country. If Italy does not manage to get the
proposals agreed by December, we are told it will likely happen between July and December
next year.

After the European Parliament and the Council of the European Union have agreed
proposals, there will be a trialogue between the European Commission, European



Parliament & European Council to agree a final set of rules. This is not expected to happen
until mid / end next year, but it may take even longer. After these rules are agreed at the
political level, the European Securities and Markets Authority (ESMA) and the European
Commission will be required to provide the technical detail ahead of implementation.
Furthermore, MMFs will be provided a grandfathering period to allow them to alter their
structure / parameters to meet the new proposals.

We will continue to keep clients updated on the progress of the regulatory process. In the
meantime, we continue to believe that Money Market Funds are an appropriate investment
option for clients to consider, both now and in the future. They currently offer levels of
security, liquidity and diversification that many other investment types cannot. Furthermore,
we do not expect this relative position will change following the future implementation of
European regulations.

Economic performance to date and outlook
United Kingdom

After strong UK GDP quarterly growth of 0.7%, 0.8% and 0.7% in quarters 2, 3 and 4
respectively in 2013, (2013 annual rate 2.7%), and 0.7% in Q1 and 0.9% in Q2 2014 (annual
rate 3.2% in Q2), it appears very likely that strong growth will continue through 2014 and into
2015 as forward surveys for the services and construction sectors, are very encouraging and
business investment is also strongly recovering. The manufacturing sector has also been
encouraging though the latest figures indicate a weakening in the future trend rate of growth.
However, for this recovery to become more balanced and sustainable in the longer term, the
recovery needs to move away from dependence on consumer expenditure and the housing
market to exporting, and particularly of manufactured goods, both of which need to
substantially improve on their recent lacklustre performance. This overall strong growth has
resulted in unemployment falling much faster through the initial threshold of 7%, set by the
Monetary Policy Committee (MPC) last August, before it said it would consider any
increases in Bank Rate. The MPC has, therefore, subsequently broadened its forward
guidance by adopting five qualitative principles and looking at a much wider range of about
eighteen indicators in order to form a view on how much slack there is in the economy and
how quickly slack is being used up. The MPC is particularly concerned that the current
squeeze on the disposable incomes of consumers should be reversed by wage inflation
rising back above the level of inflation in order to ensure that the recovery will be
sustainable. There also needs to be a major improvement in labour productivity, which has
languished at dismal levels since 2008, to support increases in pay rates. Most economic
forecasters are expecting growth to peak in 2014 and then to ease off a little, though still
remaining strong, in 2015 and 2016. Unemployment is therefore expected to keep on its
downward trend and this is likely to eventually feed through into a return to significant
increases in pay rates at some point during the next three years. However, just how much
those future increases in pay rates will counteract the depressive effect of increases in Bank
Rate on consumer confidence, the rate of growth in consumer expenditure and the buoyancy
of the housing market, are areas that will need to be kept under regular review.



Also encouraging has been the sharp fall in inflation (CPI), reaching 1.5% in May and July,
which is the lowest rate since 2009. Forward indications are that inflation is likely to fall
further in 2014 to possibly near to 1%. Overall, markets are expecting that the MPC will be
cautious in raising Bank Rate as it will want to protect heavily indebted consumers from too
early an increase in Bank Rate at a time when inflationary pressures are also weak. A first
increase in Bank Rate is therefore expected in Q1 or Q2 2015 and they expect increases
after that to be at a slow pace to lower levels than prevailed before 2008 as increases in
Bank Rate will have a much bigger effect on heavily indebted consumers than they did
before 2008.

The return to strong growth has also helped lower forecasts for the increase in Government
debt by £73bn over the next five years, as announced in the 2013 Autumn Statement, and
by an additional £24bn, as announced in the March 2014 Budget - which also forecast a
return to a significant budget surplus, (of £5bn), in 2018-19. However, monthly public sector
deficit figures have disappointed so far in 2014/15.

Eurozone

The Eurozone is facing an increasing threat from weak or negative growth and from
deflation. In September, the inflation rate fell further, to reach a low of 0.3%. However, this
is an average for all EZ countries and includes some countries with negative rates of
inflation. Accordingly, the ECB took some rather limited action in June to loosen monetary
policy in order to promote growth. In September it took further action to cut its benchmark
rate to only 0.05%, its deposit rate to -0.2% and to start a programme of purchases of
corporate debt. However, it has not embarked yet on full quantitative easing (purchase of
sovereign debt).

Concern in financial markets for the Eurozone subsided considerably during 2013.
However, sovereign debt difficulties have not gone away and major issues could return in
respect of any 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). ltis, therefore, possible over the next few years that levels of government
debt to GDP ratios could continue to rise for some countries. This could mean that sovereign
debt concerns have not disappeared but, rather, have only been postponed.

Interest rate forecasts

Capita Asset Services undertook a review of its interest rate forecasts in mid-August, after
the Bank of England’s Inflation Report. By the beginning of September, a further rise in
geopolitical concerns, principally over Ukraine but also over the Middle East, had caused a
further flight into safe havens like gilts and depressed PWLB rates further. However, there is
much volatility in rates as news ebbs and flows in negative or positive ways. This latest
forecast includes a first increase in Bank Rate in quarter 1 of 2015.



Our PWLB forecasts are based around a balance of risks. However, there are potential
upside risks, especially for longer term PWLB rates, as follows: -

A further surge in investor confidence that robust world economic growth is
firmly expected, causing a flow of funds out of bonds and into equities.

UK inflation being significantly higher than in the wider EU and US, causing
an increase in the inflation premium inherent to gilt yields.

Downside risks currently include:

The situation over Ukraine poses a major threat to EZ and world growth if it
was to deteriorate into economic warfare between the West and Russia
where Russia resorted to using its control over gas supplies to Europe.

UK strong economic growth is currently dependent on consumer spending
and the unsustainable boom in the housing market. The boost from these
sources is likely to fade after 2014.

A weak rebalancing of UK growth to exporting and business investment
causing a weakening of overall economic growth beyond 2014.

Weak growth or recession in the UK’s main trading partners - the EU and US,
inhibiting economic recovery in the UK.

A return to weak economic growth in the US, UK and China causing major
disappointment in investor and market expectations.

A resurgence of the Eurozone sovereign debt crisis caused by ongoing
deterioration in government debt to GDP ratios to the point where financial
markets lose confidence in the financial viability of one or more countries and
in the ability of the ECB and Eurozone governments to deal with the potential
size of the crisis.

Recapitalising of European banks requiring more government financial
support.

Lack of support by populaces in Eurozone countries for austerity
programmes, especially in countries with very high unemployment rates e.g.
Greece and Spain, which face huge challenges in engineering economic
growth to correct their budget deficits on a sustainable basis.

ltaly: the political situation has improved but it remains to be seen whether the
new government is able to deliver the austerity programme required and a
programme of overdue reforms. ltaly has the third highest government debt
mountain in the world.

France: after being elected on an anti-austerity platform, President Hollande
has embraced a €50bn programme of public sector cuts over the next three
years. However, there could be major obstacles in implementing this
programme. Major overdue reforms of employment practices and an increase



in competiveness are also urgently required to lift the economy out of
stagnation.

Monetary policy action failing to stimulate sustainable growth in western
economies, especially the Eurozone and Japan.

Heightened political risks in the Middle East and East Asia could trigger safe
haven flows back into bonds.

There are also increasing concerns that the reluctance of western economies
to raise interest rates significantly for some years, plus the huge QE
measures which remain in place (and may be added to by the ECB in the
near future), has created potentially unstable flows of liquidity searching for
yield and therefore heightened the potential for an increase in risks in order to
get higher returns. This is a return of the same environment which led to the
2008 financial crisis.



