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It is recommended that:

The report be received and welcomed as a broad endorsement of the current level of practice and performance in local authority treasury management.
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TREASURY MANAGEMENT – ACTIONS ARISING FROM ‘RISK AND RETURN’, THE AUDIT COMMISSION’S REPORT ON ENGLISH LOCAL AUTHORITUIES AND THE ICELANDIC BANKS

1. INTRODUCTION

1.1
The collapse of the Icelandic banking system in October 2008 has been one of the defining events of the global financial crisis that began in the summer of 2007.  To date, Iceland is the only country to have suffered such a collapse but its effects have been felt worldwide.  As far as the UK is concerned, it is thought that around £11bn was deposited in Iceland by UK investors as well as the £4.3bn already refunded to retail depositors by various compensation schemes.

1.2
In all, 127 English local authorities are known to have placed a total of £954m with Icelandic institutions.  When Scottish and Welsh authorities are added to this sum, the total amount of such deposits ‘at risk’, for it is important to remember that no money has yet been definitively lost, is in excess of £1bn.  This was around 3% of all local authority investments at the time of the collapse.  

1.3
The Icelandic banking crisis will accordingly also be viewed as a defining event in the sphere of local authority treasury management.  The last major incident of this nature was the collapse of BCCI in 1991.  On that occasion, local authority losses (and most of the money was eventually repaid to the affected councils) totalled £90m of which one authority alone lost more than a quarter of that amount.  This time, the numbers are more than ten times greater.

1.4
Among the other organisations who have money ‘at risk’ in Iceland is the Audit Commission who have deposits totalling £10m.  Notwithstanding this situation, which it readily acknowledges in its report, the Commission recently undertook a study of the treasury management function in English local authorities and this study has just been published.  The report entitled ‘Risk and Return’ was prompted by the Icelandic bank collapse but it sheds a valuable light on a local authority activity which is traditionally low profile but whose importance has at times been underestimated.

2.
‘RISK AND RETURN’

2.1
The research for ‘Risk and Return’ was based on a questionnaire sent to all English local authorities, irrespective of whether or not they had money invested in Iceland, with follow up visits to a selection of authorities.  The report is one of the fullest ever produced on the treasury management function in local authorities, albeit it concentrates almost wholly on the investment aspect of the function as opposed to the borrowing one.  Both activities are integral to successful management of the treasury function.  

2.2
One reason why treasury management has enjoyed a low profile in recent years is that it has generally been regarded as both a well managed and a low risk activity.  This is in part due to the fact that all authorities are required to adopt the CIPFA Code on Treasury Management.  This was first drawn up in the wake of both BCCI and the Hammersmith and Fulham swaps episode and it has subsequently been revised, most recently in 2001.  The Code sets out guidelines for the proper management of the treasury function.  In addition, the Government issued Guidance in 2004 on investment matters which introduced the concepts of ‘Specified and Non Specified’ Investments emphasising, inter alia, the importance of credit ratings.  

2.3
Since the Code was first drafted, there have been no ‘disasters’ on the scale of BCCI, let alone Iceland.  It must also be remembered that for much of that period the economy itself was performing well by any historical standards, a period of equilibrium that has, for the time being, come to a halt.  The ‘Use of Resources’ assessments accordingly paid little attention to the treasury function, despite the sums of money involved and the consequent scope for real losses to occur.

2.4
This will no doubt change despite the conclusion of the report that ‘the national treasury function is broadly right’.  The report does accuse a handful of authorities (7 in total) of ‘negligence’ due to their placing sums of money in Iceland only days before the collapse when it contends that the danger signal were there for all to see.  This accusation, it is fair to say, is not accepted by those authorities.  More pertinently, the report sets out a series of recommendations directed not just at local authorities but also at central government, CIPFA and the Commission itself.

2.5
For it should be noted that parallel to the work of the Audit Commission, the House of Commons Select Committee held its own investigation into the Icelandic bank collapse and its effect on local authorities.  Hearings were held in the Palace of Westminster and it is thought that their report will be issued shortly.  CIPFA too are considering the matter and it is likely that a further edition of the Code will be produced later this year.  This will, in turn, be binding on authorities.

3.
RECOMMENDATIONS FOR LOCAL AUTHORITIES

3.1
The recommendations in ‘Risk and Return’ that pertain to local authorities are set out below in italics followed in each case by comment relating to the position within Carlisle City Council.

3.2
‘Local authorities should:

Set the treasury management framework so that the organisation is explicit about the level of risk it accepts and the balance between security and liquidity and the yield to be achieved.  At the highest level, the organisation should decide whether it has:

· Appetite and capability to be able to manage risks by placing funds with financial institutions; or

· No appetite and/or insufficient capability to manage the risk of placing funds in the market, and should instead place funds with the UK Government’s Debt Management Office’


Comment:  The management of risk is a key aspect of the treasury function.  Aside from the most obvious risk that the principal sum might not be repaid, there are a host of less obvious risks relating to interest rates, liquidity, legality etc.  There are risks even in doing nothing through the negative effect on the authority’s revenue budget.  

Treasury management is all about management of these risks.  It should also be remembered that the definition of treasury management incorporates not just ‘’the effective control of the risks associated with (management of cash flows and other money market transactions) but also ‘the pursuit of optimum performance consistent with those risks’.

Members may wish to note that local authorities are not allowed to use many of the more complex financial products that have caused so much damage in the financial markets in the past two years.  The authority has, however, been a short term investor in the financial markets for many years and these activities have long made a positive contribution to the authority’s financial performance.  It should be noted that even in these straitened times, the budget for investment interest in 2009/10 is some £870,000.  

Since the Icelandic bank collapse, the authority has reviewed its practices and procedures and this has to be a regular and ongoing process, the more so in view of the turmoil in the world’s financial markets.  In particular, the authority’s long standing custom and practice of placing investments only in UK based institutions, mainly banks and building societies, has been formally laid down in the Investment Strategy.

The option of placing funds with the Debt Management Office is included in the Strategy.  An account with the DMO is being set up though it has not as yet been used.  The DMO, being an arm of HM Treasury, is regarded as the safest haven for local authority funds.  Yet even here, members need to be aware that there is a risk attached to this option in that the level of interest rates paid on such deposits is extremely low.  

The actions that the UK Government has taken in the past year to support the country’s banking and financial system through its well publicised rescue packages for RBS, HBOS and other financial institutions have indicated that it will indeed do ‘whatever it takes’, in the words of the Chancellor of the Exchequer, to support the system.  To allow any UK based institution to fail now would, it may be argued, render worthless the huge package of measures already put in place to support the financial infrastructure in what remains one of the strongest economies in the world.  For this reason, it is considered that the current option of placing the authority's surplus monies in a variety of UK based financial institutions, including other local authorities where appropriate, should continue, subject as ever to a proper assessment of the suitability of such institutions.

3.3
‘Ensure that treasury management policies:

· Follow the revised CIPFA Code of Practice

· Are scrutinised in detail by a specialist committee, usually the audit committee, before being accepted by the authority and

· Are monitored regularly


Comment: The key treasury reports are the annual Treasury Management Strategy Statement, which incorporates the Investment Strategy and the annual end of year report.  These reports are compiled having reference to a template provided by the authority’s specialist treasury advisers, suitably adapted for this authority.  The reports accordingly follow the guidelines of the Code of Practice and the treasury function is monitored regularly through the quarterly reports to the Executive.  It would, though, be useful in my view if the Audit Committee also scrutinised these reports.

3.4
‘Ensure elected members receive regular updates on the full range of risks being run’

Comment:  Members receive a regular quarterly report on the treasury function.  In addition, fuller reports are provided mid year and at the year end in line with the requirements of the CIPFA Code.  Such reports would, if required, highlight any noteworthy aspects of the financial markets including any particular elements of risk.  The annual Treasury Management Strategy Statement, which incorporates the Investment Strategy, must be approved by full Council as a part of the budget process.  

3.5
‘Ensure that the treasury management function is appropriately resourced, commensurate with the risks involved.  Staff should have the right skills and have access to information and external advice’

Comment:  The treasury function within the authority is managed by an experienced full time officer for whom it is one of his major responsibilities.  There are arrangements in place for cover during periods of leave and sickness while the treasury section has access to a variety of external advice and support as outlined more fully below.  The treasury function will, nevertheless, be reviewed further as a part of the authority’s transformation programme to ensure that there are adequate levels of expertise and cover in place on an ongoing basis.

3.6
‘Train those elected members of authorities who have accountability for the stewardship of public money so that they are able to scrutinise effectively and be accountable for the treasury management function’

Comment:  It is recognised that treasury management is a specialist function and one that does not always engage a high level of member involvement.  It would, though, be advantageous if the Audit Committee in particular could develop greater knowledge of the treasury function as practised in local authorities for the reasons set out above.  To this end, some training for members of the Audit Committee, the Executive and CROS has been arranged with the authority’s treasury advisers (Sector).  The date that has been agreed for this event is June 16th and invitations will be circulated in due course. 

3.7 ‘Ensure that the full range of options for managing funds is considered, and note that the early repayment of loans, or not borrowing money ahead of need, may reduce risks’

Comment:  The extent to which authorities may borrow in advance of need can be an area of uncertainty, balancing the opportunity to borrow early when conditions are judged to be advantageous with the increased risk inherent in such an approach.  Borrowing money purely to on lend is illegal but to borrow in advance to fund, for example, next year’s capital programme is not just legal but can readily be justified as good treasury management if there are what are considered attractive funding rates on offer.  While the City Council is not expecting to have a long term borrowing requirement for some years, there is no certainty that this position will not change.  As for the one substantial external loan that the authority still has on its books, this is certainly not the opportune time to make an early repayment although the option of redeeming this loan on a premature basis is kept under constant review. 

3.8
‘Use the fullest range of information before deciding where to deposit funds’

Comment:  The authority has for many years engaged specialist treasury consultants to assist with this task through the provision of daily market intelligence.  The treasury section is also in daily contact with the financial markets through conversations with brokers and other market participants, information on money market rates from a variety of institutions and the financial press.  All these sources help to inform any decisions made.  

3.9
‘Be clear about the role of external advisers and recognise that local authorities remain accountable for decisions made’ 

Comment: The City Council, like the majority of local authorities, has made use of specialist treasury advisers for many years.  The authority has, however, always been clear that ultimate responsibility for its treasury function lies with itself and not with its advisers/consultants.  We discuss matters with our advisers and we do not invariably agree with their views.  They do provide information and advice and there is currently a debate surrounding the precise role of advisers/consultants in local authority treasury management but this does not, in my opinion, reduce the responsibility that belongs to the authority itself.

3.10
‘Look for economies of scale by sharing resources between authorities or with pension funds while maintaining separation of those funds’

Comment: This reference in the report relates essentially to those cases where there is a close link between various authorities e.g. county councils and police or fire authorities or county councils and superannuation funds.  While the idea of a shared treasury service between two or more different local authorities may have some superficial attraction, there would be a host of practical difficulties to address before such a scheme could be implemented.  Nevertheless, this is an option that will be looked at, possibly via the Cumbria Chief Financial Officers’ Group.

4.
CONCLUSIONS

4.1
The publication of ‘Risk and Return’ has brought a welcome focus on the treasury management function in local authorities.  While the final outcome of the crisis, as it affects the local authorities who have placed money in Iceland, will not be known for some time, there are clearly lessons to be learned for all concerned, not least by the Audit Commission themselves.  If nothing else, treasury management will now feature much more on their radar screen than it has at times in the past.

4.2
While ‘Risk and Return’ may be the first major report on the Icelandic crisis and local authorities, it is unlikely to be the last with the Parliamentary Select Committee and CIPFA both to pronounce upon the events of October 2008.  Eventually there is likely to be revised guidance and perhaps even fresh legislation.

4.3
Yet the overall conclusion of ‘Risk and Return’ was a positive one for local government in general.  The proportion of money at risk is small in the context of total local authority investments and there was ample evidence that the total sums being invested in Icelandic institutions were reducing.  Authorities did diversify in line with best practice and none were found, unlike the BCCI collapse, to have had all their monies invested in Iceland.  Only a handful were judged (at least in the view of the Commission) to be ‘negligent’ in their actions.  While there is no room for complacency, these factors should not be ignored in an assessment of the Icelandic situation.  As far as this authority is concerned, the recommendations of the Audit Commission have been addressed in para 3 and the Executive is requested to consider and endorse this response.

5. CONSULTATION

5.1 Consultation to Date and Proposed.

The report will also be referred to the Audit Committee and CROS.

6. RECOMMENDATIONS  It is recommended that:
6.1
The report be received and welcomed as a broad endorsement of the current level of practice and performance in local authority treasury management.

6.2
The recommendations in ‘Risk and Return’ that relate to local authorities be noted and agreed as discussed in para 3 of the report.

7. REASONS FOR RECOMMENDATIONS

7.1
To report on the findings of ‘Risk and Return’, the Audit Commission’s report on the Icelandic banking collapse and English local authorities and to address the issues raised in the report.
8. IMPLICATIONS

· Staffing/Resources – None at the present time.

· Financial – As discussed in the report.

· Legal – None though care must always be taken to ensure that any local authority investment has a sound legal basis.

· Corporate – Treasury management is a corporate activity and the yield from short term investments makes a significant contribution to the net revenue budget of the authority.

· Risk Management – The treasury management function incorporates the requirement to identify and manage a number of risks.  This is one theme of the Audit Commission report.

· Equality and Disability – None.

· Environmental – None.

· Crime and Disorder – None.

· Impact on Customers – The yield from treasury management activities impacts on the level of council tax that is raised each year.
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