AUDIT & GOVERNANCE COMMITTEE 

4th December 2008
Joint Report of the Corporate Director Resources &
Assistant Director Corporate Finance
BRIEFING REPORT ON ICELANDIC BANK INVESTMENTS, BANKING CRISIS & TREASURY MANAGEMENT PROCEDURES

Purpose

To provide information and an update to Members regarding the Council’s Treasury Management activities including the impact of investments made with Icelandic banking institutions.

Background
At it’s meeting on 24th October 2008, Members of the Audit & Governance Committee requested that an update be presented to a special meeting of the Committee regarding the Council’s Treasury Management activities including the impact of investments made with Icelandic banking institutions. 
The Icelandic Banking crisis was a result of the breakdown in banking confidence resulting in the collapse of four Icelandic banks. The Council has investment with three of these banks - Kaupthing, Singer & Friedlander (KSF); Heritable Bank & Glitnir. These investments, totalling £7.5m (excluding interest) are currently identified to be ‘at risk’.

A detailed chronology of events is attached in question and answer (Q&A) format at Appendix A.
Executive Summary

In order to aid understanding of the complex issues involved, detailed information regarding the Treasury Management function and the impact of investments made with Icelandic banking institutions is detailed within the main body of the report in question and answer format.
The report has focused on the following main areas:
· the key issues to note regarding the Council’s investment of £7.5m in three Banks affected by the Icelandic banking situation;
· current actions being taken to recover the funds;

· what we are doing differently and lessons that might be learned to inform future treasury management;

· the current Position from the Local Government Association (LGA) overarching creditor group;
· the financial implications of the ‘at risk’ investments.
The main points are summarised below and covered in detail in the main body of this report:

· Investments in Icelandic banks were made in compliance with Treasury Management Policy / processes – substantiated in November 2008 following review by Internal Audit;
· The Council’s Treasury Management & Investment Strategy are prepared in accordance with Government guidance / legislation;

· External Audit reviewed Treasury Management systems as part of their assurance processes prior to preparation of statutory accounts for 2007/08 – no issues were raised;
· Total investments as at 24th November 2008 amount to £25.25m (detail attached at Appendix E) with debt amounting to £23.14m. The current strategy maintains debt at or around the optimal level (in line with the CFR) – in order to benefit from housing subsidy arrangements;
· The investments identified to be at risk were a consequence of unprecedented worldwide finance crisis in the banking sector and specifically in the Icelandic situation;
· The Icelandic banking crisis resulted from confidence issues in the world inter-bank market due to perceived ‘toxic’ assets resulting from the US sub-prime issue;

· The Icelandic banking institutions received good credit ratings up to 30th September 2008.  This rating implies deposits will be sound in the longer term, although they were set before the onset of the credit crisis; 
· The investment policy / process adopted by the Authority was dependant on the accuracy of the applicable credit ratings for these institutions – and investments were made on this basis;
· Of the £7.5m ‘at risk’, £6m related to long term investments, at higher rates, with £1.5m in short term cash flow deposits;
· Amendments to the Treasury Investment strategy in February 2008 meant that no further investments were made with Glitnir or KSF after this time;
· All appropriate action is being taken to recover investment with Icelandic associated banks;
· The Authority is collaborating with the LGA and other interested Authorities as the most efficient and effective means in order to progress recovery;
· An additional level of control / risk mitigation has been adopted in order to deal with investment issues in these uncertain / turbulent times including a review of all investments to assess their associated exposure / risk;
· Controls and processes in place will reduce exposure to further defaults - although the probability of a future occurrence will decline (as new investments are made) the impact on the authority of the any potential future issues could be serious in the medium term;
· As a consequence, investment returns in the future are likely to be lower due to the balance between risk and return.

The key lessons learned from the banking crisis and enhancements to the internal control process are listed below:

· All investment decisions be subject to investment panel review;
· Ongoing risk assessment review of investment portfolio (subject to credit rating updates) and review of potential options to mitigate risk exposure;

· The counterparty criteria controls have been enhance to reflect the uncertainty in the banking market – currently, investments are placed with highly rated banks and building societies within the UK  / including where guarantee arrangements are in place / the status of the guarantor;
· Reducing the risk exposure to foreign institutions & associated limits;
· Review of any interlinking / subsidiary arrangements, where possible;

· Complementing the rating assessment received from Credit Agencies with daily market intelligence (through the treasury advisors, cross county working, market intelligence);
· Were there is insufficient suitable quality investment opportunities then funds would be placed in highly secure funds (with lower interest rates e.g. overnight accounts) until more appropriate investment opportunities become available;
· Investing with the Bank offering the highest rate is not always appropriate. The perception of risk is built into the interest rate offered – the Council will be cautious where higher than market returns are offered.
Implications of the Report

There are no financial implications arising from this report. A risk assessment is attached at Appendix B.

The likely level of return of the investment funds is not known at this point – information is still awaited from the administrators / receivers of the banks.

Appropriate action is being taken to recover the investment funds identified ‘at risk’.

Within the draft budget process, provision has been made for the cost of any impairment (£1.385m) – however, this will be reviewed as more informed information becomes available and in line with the revised guidance received.
Recommendations 

That the:

1) Enhanced operating controls adopted to the unprecedented banking conditions be endorsed by Members;

2) Treasury management strategy, as part of the review for 2009/10 (for approval by Council in February 2009), be amended to adopt changes to the counterparty criteria, as appropriate, while current uncertain economic conditions persist.
	Background Papers:-
	Treasury Management Strategy and Prudential Indicators 2008/09 - Council 25th February 2008

	
	Annual Report on the Treasury Management Service and Actual Prudential Indicators 2007/08 –  Council 16th September 2008


Should Members require further information on this report please contact on John Wheatley, Corporate Director Resources on extension 252 or Stefan Garner, Assistant Director Corporate Finance on extension 242.
Key Considerations

The reports covers the main areas:

· the key issues to note regarding the Council’s investment of £7.5m in three Banks affected by the Icelandic banking situation;

· current actions being taken to recover the funds;

· what we are doing differently and lessons that might be learned to inform future treasury management;

· the current Position from the Local Government Association (LGA) overarching creditor group;
· the financial implications of the ‘at risk’ investments.
The key issues to note are:
· All investments were made in compliance with the approved investment strategy – subsequently verified by a review carried out by Internal Audit in November 2008;
· External Audit reviewed Treasury Management systems as part of their assurance processes prior to preparation of statutory accounts for 2007/08 – no issues were raised;
· Up to 30th September 2008, Icelandic Banks were given high ratings by the Credit rating agencies – confirmed by the LGA which stated that investments made by Authorities up to 30th September were not reckless;

· The majority of the Council’s investments (£6m) had been placed during 2007/08 as long term investments - as detailed in Appendix A – as part of a revised approach to investments, a change to the counterparty selection / limit application process to adopt a Lowest Common Denominator approach was approved which meant that no further investments were made with Glitnir and Kaupthing, Singer & Friedlander;

· Further short term investments were made with Heritable Bank in 2008/09 (£1.5m) – in line with the approved investment strategy, given their credit ratings;

· Investments of £7.5m have been identified ‘at risk’ and an appropriate provision has been made within the Draft Base Budget & Medium Term Financial Strategy approved by Cabinet on 26th November;
· Our investment portfolio totalled £25.25m as at 24th November. This includes short & long term investments for cash flow management purposes. The current debt amounts to £23.14m. Both investments and borrowings are fixed to specific maturity dates and early redemption would attract a premium, if allowable by lender / borrower.

The current strategy based on the optimal debt level in order to maximise benefit to the Council of the current housing subsidy arrangements. Repayment of debt would reduce investment risk but also seriously adversely impact on investment income streams (although there would also be reduce debt management costs);
· A key problem for financial institutions has been to assess the impact of these “toxic” assets on both their and their banking competitors’ worth.  This uncertainty has prompted an unwillingness and inability to lend, leading to a liquidity crisis within the world inter-bank markets (which provide wholesale funding for the markets).  The dual impact of asset write downs and an inability to maintain liquidity has made some institutions vulnerable.  This has created a vicious circle whereby relatively solid banks are labelled as being, or rumoured to be, in trouble and, whether true or not, the supply of funds is tightened and the banks find themselves in difficulties;
· The globalisation of financial markets has meant that an essentially localised US sub-prime problem has been sold on throughout the world financial markets, impacting directly on the quality of banking balance sheets. We are led to believe that Icelandic banks had no direct exposure to US-sub prime debt. It is also worth noting that no Icelandic bank has made asset related write-downs in the duration of the credit crunch, unlike many, much larger European and US financial organisations;
· The Icelandic banking institutions received good credit ratings up to 30th September 2008.  This rating implies deposits will be sound in the longer term, although they were set before the onset of the credit crisis.  Indeed the Heritable Bank had its ratings confirmed on 25 September 2008 by Fitch (as attached), but then cut by them the following week.  These institutions were well considered by the agencies, but the speed at which they were downgraded is highlighted in the table attached. after a period of stable high ratings, reduced significantly at 30 September 2008;
· Key problems identified:

· Once investments are made, they are normally locked in until maturity – it is not easy to unwind an investment once made and would require the approval of the borrower (usually with a penalty / premium payable);

· Technical guidance / advice on making initial investments is dependant on high quality rating data. Agency ratings failed to identify issues with Icelandic Banks in a timely manner;
· The treasury policy has been adversely affected by external factors resulting from the sub-prime issues which lead to the worldwide banking crisis; 
· The technicalities of banking structures / ownership and the interlinking relationships / dependencies of subsidiary banks is misleading given that in the case of both Heritable & KSF they are UK banking institutions but are subsidiaries of Icelandic banking institutions;

· The identification of the Icelandic Government instability & associated issues which has also affected the UK banking & investment sector.
Current actions being taken in recovery of funds:
· Liaison with DCLG, LGA & Treasury on appropriate recovery action;

· The Council is part of the creditors group liasing with the overriding steering group of Local Authorities focussing on a daily basis with administrators to maximise returns;

· Claims/returns have been submitted to the appropriate representatives of the banks;

· The Corporate Director Resources has been empowered to take appropriate action in the recovery of funds (Cabinet 26th November 2008).

What are we doing differently / Lessons Learned
It has been important that the Council review in detail why any loss that comes about was incurred. This has been by reference to the robustness of the investment strategy and its application, the basis of the decisions taken to place investment with these banks, the sources and quality of advice and the use of that advice. 

It has been appropriate to undertake the local review as quickly as possible so that any lessons learned can be applied sooner rather than later.

· Following the crisis, all investments have been reviewed to assess their associated exposure / risk – to identify any further investments potentially ‘at risk’;
· Counterparty listing / investment approach has been reviewed – an investment panel now meets to discuss individual investments (which could be on a daily basis) rather than compliance;
· The counterparty criteria has been tightened to reflect the uncertainty in the banking market – currently, investments are placed with highly rated banks and building societies within the UK  / including where guarantee arrangements are in place / the status of the guarantor;
· Reducing the risk exposure to foreign institutions & associated limits;
· Review of any interlinking / subsidiary arrangements, where possible;

· Placing reliance not only on the rating agencies but also seeking daily information from the market (through the treasury advisors, cross county working, market intelligence);

· Regular review of current investments – to identify potential problems;
· Reducing the total exposure in individual banks & their subsidiaries;

· Should insufficient market availability for quality investment opportunities be unavailable – then funds would be placed in the safest haven (e.g. overnight accounts – but would attract low investment rates);

· Short term (2-3 months) / liquid investment opportunities until stability returns to the market;

· Investing with the Bank offering the highest rate is not always appropriate. The perception of risk is built into the interest rate offered – the Council will be cautious where higher than market returns are offered;

· Before we invest, we also seek advice in the moment from the current counterparty list, feedback from advisors and information from daily counterparty updates.
· Medium to Long term actions for consideration for the revised treasury management policy / investment strategy:

· As opportunities arise, review PWLB repayment opportunities – reducing exposure to risk but would have to be balanced against impact on investment income;

· Review / reduction of maximum limits per investment / institution;

· Setting limits for international lending / exposure.

Current Position 

The Council is acting in collaboration with other Authorities and the LGA who have formed an Overarching Creditors Committee to take positive action to recover from the administrators / receivers investment funds currently identified ‘at risk’. Regular update / progress reports will be released to advise individual creditors of progress and events.

Financial Implications of the Report
There are no financial implications arising from this report. A risk assessment is attached at Appendix B.

The financial implications associated with the situation are:

· It is unlikely that investment income from the ‘at risk’ investments will not be received – affecting 2008/09 and 2009/10;

· Information from the Administrators is indicating that a return will be paid – however at this point in time there is no firm information as to what level this will be;

· Each of the banks involved have complex structures which will take time to unwind – the administrators are focussing primarily on maximising investment recovery by adopting a run-off strategy rather than a ‘fire-sale’ which would indicate that returns will not be received until late 2009/10 and 2010/11 (in stages);

· There are a number of legal complexities which will affect the overall outcome – these will depend on the treatment of deposits as secured or unsecured. In the UK the Council is an unsecured creditor whereas in Iceland, the Council would be treated as a secured creditor and this would affect distribution of the realised assets;

· At this early stage of the realisation, there is a high level of uncertainty;

· Current issues with accounting processes and budget setting were clarified recently. Cipfa has issued specific guidance on accounting for impaired investments and the DCLG has confirmed that, due to the uncertainty involved, authorities will be able to take advantage of regulations to defer the financial impact for up to 2 years (at which stage the likely impact could be clearer – to inform a potential capitalisation directive submission should it be required);

Within the draft budget process, provision has been made for the cost of any impairment (£1.385m) – however, this will be reviewed as more informed information becomes available and in line with the revised guidance received.
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Appendix A

Questions & Answers
1. What is Treasury Management?
1.1. CIPFA defines treasury management as 
“the management of an organisations cash flows , its banking , money market and capital market transactions: the effective control of risks associated with these activities; and the pursuit of optimum performance consistent with those risks”.
1.2. Treasury management is concerned with how organisations manage their cash resources and its scope covers borrowing, investment and hedging instruments and techniques. Risk is inherent in all treasury management activities and it is necessary to balance risk and return. In the public services it is generally considered that the priority is to protect capital rather than maximize return. 
1.3. The Council has money to invest for two main reasons.  First, from the level of long and short term reserves and balances held which are generally fully backed by cash.  Second, from the earlier receipt of incomes each year compared to the pattern of spending; this pattern tends to show an accumulation of cash to the September half year and a run down of that cash towards the March year end.
1.4. Treasury management is part of the prudential process providing substantial investment income for the council in subsidising the net impact to the local council taxpayer. The key intention of the strategy is to maintain the requirement for the Council to invest prudently, and that priority is given to security (firstly) and liquidity (secondly) before yield/return.
2. What Governance / control arrangements are in place?
2.1. The Local Government Act 2003 (LGA 2003) requires the Council to produce prudential indicators in line with the Prudential Code.
The Council is required to approve prudential indicators and the expected Treasury operations on an annual basis.  This is reported to Council in the February preceding each financial year for approval. It covers:

· Reporting the prudential indicators as required by the CIPFA Prudential Code for Capital Finance in Local Authorities;

· Setting the Treasury Strategy in accordance with the CIPFA Code of Practice on Treasury Management;

· Setting the Investment Strategy (in accordance with the Department for Communities and Local Government (CLG) investment guidance).

2.2. The Council’s Treasury Management activity is undertaken strictly in accordance with Treasury Guidance and Professional Codes of Practice. Investments are only made in banks with the highest credit rating and which are considered by independent credit rating institutions to be secure in both the short and long term.
2.3. In addition, a treasury outturn report is prepared annually detailing performance and compliance with the approved strategy. The treasury management function is a key system within the Council and is reviewed annually by both internal and external audit. Also, the Corporate Director Resources requested Internal Audit to undertake a review of the investments involved with the Icelandic banking situation and they have concluded that all transactions complied with the relevant policy / strategy and counterparty listing / criteria.
2.4. A robust internal control process is in place for the Treasury Management function which requires the involvement of at least 3 officers in the investment process – including authorisation by a senior officer.
3. What happened to cause the Icelandic Banking crisis?
3.1. On the 7 October the Council was told by its treasury advisers that Landsbanki, Iceland’s second largest bank and it’s UK subsidiary, Heritable Bank, had been taken into administration.  The UK’s FSA on the 8 October put Kaupthing, Singer and Friedlander (a UK subsidiary of Kaupthing, Iceland’s largest bank) into administration. This caused a crisis in the Icelandic banking sector which also resulted in Glitnir being taken into administration. The Council has £7.5m invested with these banks.
3.2. The Icelandic banks were victims of the global credit crunch.  The causes of the various phases of the credit crunch will be long argued over but the root cause is generally accepted as mortgages within the United States given out with high risks of significant defaults.  These mortgages were subsequently repackaged and sold on into the global financial system as asset backed securities.  Once the scale of risk of default on these mortgages became known from around August 2007 the value of these securities became impossible to quantify.  In the UK and Europe, banks holding these securities were required to value them at current market valuations which in the absence of a market for their resale caused very high levels of write downs eroding the capital base of those banks.  As a consequence banks became reluctant to lend to other banks fearing for the ability of the other party to make repayments when due.  Those banks most dependent on obtaining money from within the banking sector (as distinct from individual savers) were hit particularly badly with Northern Rock being the first victim in the UK.
3.3. Notwithstanding their fairly prudential management of their business the Icelandic banks came under pressure collapsing in domino fashion in the first week of October, Glitnir (third largest), Landsbanki (second largest) and Kaupthing (largest). Subsidiaries in the UK Heritable (of Landsbanki) and KSF (of Kaupthing) were part of that collapse.
3.4. Once the scale of the local authority exposure to Icelandic banks became known the Local Government Association began to lobby government for support leading to the meeting on 15th October.  
3.5. Up to 30th September 2008, all Icelandic Banks received high credit ratings prepared by the Credit Rating Agencies. It is these credit ratings which the Council uses as part of its approved annual investment strategy (which accompanies the budget report each February) when determining where investments are placed. This is prepared in compliance with Investment Guidance issued by the Office of the Deputy Prime Minister (now CLG) on 12th March 2004. 
3.6. At 24th November the Council held £25.25m in investments as set out at Appendix E. Of this, £7.5m has been identified as ‘at risk’ with Icelandic institutions and their subsidiaries with a further £3m deposited with overseas institutions with the balance of £14.75m held by UK Banks & Building Societies.
4. How much money has the Council in Icelandic banks and when were the investments made?
4.1. The Council has deposits of £7.5 million invested across the following three Icelandic banks:

1. £3m - Glitnir 

2. £3m - Singer & Friedlander 

3. £1.5m - Heritable  
	Bank
	Value
	Maturity Date
	Investment Date
	Rate

	GLITNIR
	1,000,000
	09/10/2008
	10/10/2007
	6.28%

	GLITNIR
	1,000,000
	12/12/2008
	14/12/2007
	6.16%

	GLITNIR
	1,000,000
	28/08/2009
	31/08/2007
	6.55%

	Subtotal
	3,000,000
	 
	 
	 

	Singer & Friedlander
	1,000,000
	29/10/2008
	31/10/2007
	6.16%

	Singer & Friedlander
	1,000,000
	14/01/2010
	14/01/2008
	5.90%

	Singer & Friedlander
	1,000,000
	09/08/2010
	31/08/2007
	6.69%

	Subtotal
	3,000,000
	 
	 
	 

	Heritable Bank
	500,000
	13/10/2008
	12/09/2008
	5.38%

	Heritable Bank
	1,000,000
	22/10/2008
	15/09/2008
	5.45%

	Subtotal
	1,500,000
	 
	 
	 

	Total
	7,500,000
	 
	 
	 


4.2. The majority of the investments were made in 2007/08, prior to a review of the treasury investment strategy in February 2008 – whereby a change to the counterparty selection / limit application process to adopt a Lowest Common Denominator approach was approved (following financial turmoil occurring in the second half of 2007 which reinforced the need for the Council to ensure it had adopted a security-biased approach to its investment strategy).
4.3. The credit ratings of Heritable Bank were of sufficient quality and they remained on the counterparty list until late September 2008.

4.4. All investments in Icelandic Banks were made prior to 30th September  -before which it is acknowledged that the credit rating agencies had highly rated these banks
4.5. The credit ratings associated with these banks are detailed in Appendix D with a listing of all investments at 24th November detailed in Appendix E.

5. How much of the Council’s overall budget do the above investments represent?

The investments of £7.5 million represent around a quarter of the Council’s current investments. The Council’s gross expenditure exceeds £50m with an annual General Fund net budget requirement (the amount to be met from council tax and general government grant) is approx. £10m.

6. Have we lost the money?
No, not at this stage but the situation is not clear and there is a real risk that the funds may not be repaid in full. The appointed Administrators, who will be managing the situation on behalf of the banks, have said that they cannot currently give an estimate of the level of funds expected to be recoverable nor when any payout could be expected.  However, they agreed to provide estimated outcomes which local authorities could use (if they see fit), in planning their budgets, by mid-November.
7. Are there other investments at risk?
7.1. Investments are not risk free – however, further action is being taken to mitigate the impact on the authority of future exposure to potential losses.
7.2. The tightening of the criteria will restrict future returns – in the with the approach of security first, liquidity second, yield third;
7.3. We live in volatile financial times but it's true for all of us that it is just not possible to take our money out of the banks and put the cash we hold in a vault somewhere. Just over a year ago it would have been impossible to predict that we would be facing the challenges we face today. Household names in the banking sector have been affected by the credit crunch. We will continue to spread the risk as widely as possible, monitor our investments closely and try to ensure that we protect the public's money to the best of our ability;
7.4. The remainder of the Council’s investments are deposited in UK or Irish banks or building societies. In the short term, any reinvestment or future new investments will be made in UK Banks. As part of its prudent approach to financial management the Council has consistently sought to ensure it has invested in a diverse range of institutions to spread risk and minimise, as far as possible, the impact of problems in the financial markets.
8. How do you decide where to invest council money?
8.1. We follow government treasury management rules to the letter and deposit funds on the strength of independent advice and in line with internationally recognised credit ratings. All local authorities operate within these guidelines, which are accepted to be an accurate measure of performance and therefore, risk. The Icelandic banks we invested in were strong banks with outstanding performance. Clearly, the financial markets are extremely turbulent right now. But at no stage during the last few weeks have we received any information suggesting an unacceptable or even an increasing level of risk with our Icelandic investments. 
8.2. A counterparty list, comprising credit rating data from the 3 main rating agencies, is generated by the Council’s treasury advisors based on the criteria approved by Council – as attached at Appendix C. This is received on a monthly basis with daily updates emailed to key officers on changes to credit ratings etc.

9. Why did we invest with an Icelandic Bank
9.1. We decide where we should invest our reserves based on three criteria: security - the risk, the liquidity - how quickly we can get our money out and the yield or interest we receive. We use independent treasury management specialists to advise us on this. The banks were given an A rating (one of the highest) at the time we invested with them. At that time they met all the requirements and offered a competitive rate of return. We had invested with them before and received our money and interest we were due. Our Treasury Management Strategy which looks at all our investments is formally reviewed and approved by the Council each year and is also audited and approved by the external auditors independently appointed by the Audit Commission
9.2. Following the issue of investment guidance from DCLG in 2004, the Council updated its counterparty criteria to include those institutions with a high credit rating – including foreign banks and building societies.
10. Why didn't we pull out sooner?
When investments are made they are generally for a fixed term meaning that we could not get our money back until the investment matured. Early repayment would be at the discretion of the borrower and may incur a substantial penalty / premiums. As soon as we saw the credit ratings starting to deteriorate we stopped investing with them.

11. Why do we have large amounts in reserves and where does the money come from?

11.1. Although the council currently has £25.25m invested, the council’s earmarked reserves at 31 March 2008 stood at £7.8m. The reason that the figure invested is higher is because along with its reserves, the council invests surplus funds which are not required in the short term to support day to day spend. These funds generate interest receipts to reduce the impact on the council tax and other charges.

11.2. Any organisation or business should hold reserves and there are guidelines about the minimum amounts we should hold. The council holds about £18million in reserves. Our reserves are held in different types of deposits widely spread across different institutions, some in the UK and some abroad. About three quarters of our reserves are held in deposit accounts with banks or mutual building societies based in the UK and Ireland. The council holds these assets for a variety of reasons. It has reserves to cover unforeseen circumstances and it would not be appropriate for councils "to live hand to mouth". For example if there were a major emergency such as a flood we would need to be able to call on funds quickly to pay for all the services and repairs we would need to carry out. Some of the money is also held to fund repairs, refurbishment and replacement of other property that we own. We also collect and hold money on behalf of other authorities such as business rates which we collect and then pay to central government. We in turn also receive grants and some of this money is put on deposit before we have to pay for projects. Over the years we have also received interest from sale of assets such as land. We do not invest the money that comes from council tax in this way. That is used to finance some of our day to day expenditure.
12. Why was the Councils’ debt not repaid using these investment balances?
At 31 March 2008 the Council had long-term borrowing of £22.4m.  This relates mainly to Council Housing where the combination of premature repayment penalties and Government rules discourage the repayment of borrowing by making it more advantageous to invest sums with banks & building societies.
13. What course of action is the Council taking to get back its investments?

The Council is a member of the Local Government Association, which is actively lobbying Government to put the case for councils and for specifically, to seek a commitment that will safeguard councils’ outstanding deposits with Icelandic banks. The Council has also been in contact with the Department for Communities & Local Government and with the appointed administrators of the banks in question.

14. Will services received by residents be affected?

No. As things stand there will be no immediate or short term impact on front line Council services or Council tax. It is business as usual and we would wish to reassure residents and employees that we are in a strong position to deal with these financial issues. 

15. Has the Council got sufficient funds to make payments?

Yes, it is business as usual. The Council will be making all normal payments such as benefits and to suppliers. We have also internally reassured employees that there will be no issue in the payment of salaries and wages. 

16. Are other councils affected?

To date it has been reported that there are approx. 118 Councils across the UK that have been affected by the collapse of the Icelandic banks. The total sum deposited with these banks is in the region of £1 billion nationally. It has also been reported that other institutions including Police Authorities and Charities are also affected. 

17. How will you keep the public informed of developments?

We will continue to issue statements for the local media, in addition to regularly updating our web site.

We will continue to do everything possible to bring this issue to a positive conclusion during a very uncertain and unforeseen time. The situation is changing daily and we will issue further information as soon as we can. 
18. Could this happen to future investments?
Investments are not risk free – however, further action is being taken to mitigate the impact on the authority of future exposure to potential losses.

The tightening of the criteria will restrict future returns – in line with the approach of security first, liquidity second, yield third.

19. What information or advice does the Council use when placing investments with banks?

19.1. There are three main credit ratings agencies that most councils use when looking at the credit worthiness of banks and building societies:

· Fitch Ratings 

· Moody’s Investors Service

· Standard and Poor’s
19.2. These are amongst the leading credit agencies in the world. The Council’s ratings criteria uses the ratings from both of these agencies.
19.3. Each agency provides its own rating scale for both short-term and long-term ratings. These are not easily comparable. As per the guidance from the Office of the Deputy Prime Minister on 12 March 2004, councils only deal with institutions that receive the highest ratings

19.4. Both Fitch’s and Moody’s reviewed Icelandic banks in the early part of this year, and Moody’s reduced their long-term rating for Landsbanki at the end of February – although it was classified as A2 (the middle of ‘good’).   In May 2008 Fitch reduced their long-term and short-term ratings for Glitnir and Kaupthing to A minus and F2 respectively.  Both agencies’ ratings then remained steady over the summer before a more significant downgrade by Fitch’s on the afternoon of 30 September.

19.5. There was no warning to councils from the agencies by way of reduced ratings over the summer.
19.6. The agencies continued to review Icelandic banks over the course of the year, but were still offering good quality ratings up to the afternoon of September 30. There was a further general downgrade by the rating agencies on October 8. 
20. Who are the Council’s treasury advisors and what do they do?

20.1. The Council’s treasury advisors are Butlers and is subject to regular Member approval / tendering processes;
20.2. They provide regular updates / information on the credit ratings of counterparties in accordance with the approved treasury investment strategy (attached at Appendix C) weekly market updates and quarterly economic projections;
20.3. They regularly review the Council’s debt and investment portfolio (e.g. debt restructuring / optimum borrowing opportunities) to identify the optimum strategy for consideration by Officers / Members;
20.4. They do not advise on individual investments which are placed by in-house staff in compliance with the approved strategy / availability of investment opportunities;

20.5. They provide advice / guidance on appropriate strategy – in compliance with Government Guidance;

20.6. Training for staff / Members in Treasury and financial matters (e.g. Statement of Accounts).


Appendix B
RISK ASSESSMENT FORM










Organisation / department / function / project:   Resources                                               

Business Objective: Treasury Management & Icelandic Banking Crisis
Completed by:  J Wheatley / S Garner






Date completed:  27th November 2008

	No 
	Risk 

(Threat/Opportunity to achievement of business objective)
	Assessment of Risk

[As it is now]
	Risk Treatment Measures & Action Plans
	Assessment  of Residual Risk

[With control measures implemented]
	Responsible
	Timescale/ Review Frequency

	
	
	Impact

(Severity)

[ I ]
	Likelihood

(Probability)

[ L ]
	Risk
Score

[ IxL] 
	
	Impact

(Severity)

[ I ]
	Likelihood

(Probability)

[ L ]
	Residual Risk Score
	
	

	1
	Recovery of Investment Funds

	1.1
	Inability / inappropriate action to effectively recover some or all of outstanding investments
	4
	4
	16
	· In collaboration with the LGA & other bodies – action taken to recover funds from Bank / Administrators through the LGA overarching steering committee (representatives of the LA creditor groups);
· Submitted appropriate claims to administrators / receivers & representatives;

· Seeking legal advice through LGA on appropriate legal action.

	4
	2
	8
	Corporate Director Resources, in consultation with the Chief Executive, Leader of the Council & relevant Cabinet Members
	Ongoing

	2
	Failure of Further Banks / Institutions

	2.1
	Other existing investments / Banks within the Councils portfolio potentially default
	4
	2
	8
	· Ongoing review of existing loan portfolio against credit ratings & market intelligence;
· Where necessary investigate early repayment opportunities.
	4
	1
	4
	AD Corporate Finance
	Ongoing

	2.2
	New investments / banks defaults
	4
	2
	8
	· New procedures / panel in place for investment dealing;

· Enhanced control over lending / counterparty list – limit exposure to non-UK counterparties;

· Restriction of maximum sums / spread of risk;

· Limit investment to short dated / flexible arrangements;

· Use ‘safer haven’ investments – low interest, higher security.
	4
	1
	4
	AD Corporate Finance
	Ongoing

	3
	Investments not returned on maturity date

	3.1
	Failure to ensure, in the Management of cash flows etc, that sufficient funds are available to meet the Council’s commitments
	3
	2
	6
	· Policy / Procedures in place to reduce risk;

· Annual Outturn & Strategy approved by Council;

· Regular monitoring/ review of targets / segregation of duties in place;
· Appropriate recovery action;

· Borrow to meet commitments.
	3
	1
	3
	AD Corporate Finance
	Daily & Monthly

	
	Failure to ensure the pursuit of optimum performance in the management of the Council’s cash flows
	3
	3
	9
	· Policy / Procedures in place to reduce risk;

· Annual Outturn & Strategy approved by Council;

· Regular monitoring / review of targets / segregation of duties in place;
	3
	2
	6
	AD Corporate Finance
	Daily & Monthly

	4
	Reduced Investment Rates / Income

	4.1
	Failure to maximise financial return on investments consistent with the risk controls laid down in the Treasury Management policy 
	3
	3
	9
	· Policy / Procedures in place to reduce risk;

· Annual Outturn & Strategy approved by Council;

· Regular monitoring / review of targets / segregation of duties in place;
	3
	2
	6
	AD Corporate Finance
	Daily & Monthly

	5
	Use of inappropriate Investment Opportunities

	5.1
	Failure to ensure there are No Variations from treasury management policy
	3
	2
	6
	· Policy / Procedures in place to reduce risk;

· Annual Outturn & Strategy approved by Council;

· Regular monitoring / review of targets / segregation of duties in place;

	3
	1
	3
	AD Corporate Finance
	Daily & Monthly

	6
	Capitalisation Directive Applications in 2010

	6.1
	Failure to achieve a capitalisation directive (if required) – resulting in impaired costs charged to I&E in year of loss (adverse financial impact)
	4
	4
	16
	· Maintenance of sufficient reserves / balances – in light of know shortfalls / indications

· Completion of capitalisation returns in line with guidance / to deadline
	4
	2
	8
	AD Corporate Finance
	2010

	7
	Impact of Internal Fraud on Investments

	7.1
	Internal or external misappropriation of Council funds
	2
	3
	6
	· Robust internal controls in place

· Segregation of duties

· Regular monitoring by Management / overview

· Insurance Policy in place
	2
	2
	4
	AD Corporate Finance
	Monthly

	8
	Compliance with Prudential Code / Statutory guidance

	8.1
	Failure to regularly monitor / ensure compliance with Prudential Indicators
	2
	3
	6
	· Annual report / indicators approved by Council;

· Regular monitoring / review of targets / segregation of duties in place;
	2
	2
	4
	AD Corporate Finance
	Monthly


[image: image1.emf]Appendix C
Appendix D
Icelandic Bank Rating History – Summary of Agency Ratings per Bank.

Key:
ST – Short Term


Fitch – Fitch Ratings
LT – Long Term


SP – Standard & Poors
RW – Ratings watch

Moodys – Moody’s Investors Service
	DATE
	COUNTERPARTY
	RATING TYPE
	OLD VALUE
	NEW VALUE

	08-Oct-08
	Heritable Bank Limited
	FITCH_ST
	B
	D

	08-Oct-08
	Heritable Bank Limited
	FITCH_LT
	BB
	D

	07-Oct-08
	Heritable Bank Limited
	FITCH_LT_RW
	Negative
	

	07-Oct-08
	Heritable Bank Limited
	FITCH_ST
	F3
	B

	07-Oct-08
	Heritable Bank Limited
	FITCH_ST_RW
	Negative
	

	07-Oct-08
	Heritable Bank Limited
	FITCH_LT
	BBB
	BB

	30-Sep-08
	Heritable Bank Limited
	FITCH_LT_RW
	
	Negative

	30-Sep-08
	Heritable Bank Limited
	FITCH_LT
	A
	BBB

	30-Sep-08
	Heritable Bank Limited
	FITCH_ST_RW
	
	Negative

	30-Sep-08
	Heritable Bank Limited
	FITCH_ST
	F1
	F3

	15-Sep-08
	Investments made 12th & 15th September 2008
	
	
	

	09-May-08
	Heritable Bank Limited
	FITCH_ST_RW
	Negative
	Negative watch removed

	09-May-08
	Heritable Bank Limited
	FITCH_LT_RW
	Negative
	Negative watch removed

	01-Apr-08
	Heritable Bank Limited
	FITCH_LT_RW
	
	Negative

	01-Apr-08
	Heritable Bank Limited
	FITCH_ST_RW
	
	Negative

	16-Mar-06
	Heritable Bank Limited
	FITCH_LT
	
	A

	23-Feb-06
	Heritable Bank Limited
	FITCH_LT
	A
	


	DATE
	COUNTERPARTY
	RATING TYPE
	OLD VALUE
	NEW VALUE

	08-Oct-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_LT_RW
	Negative
	

	08-Oct-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_LT
	BBB
	D

	08-Oct-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_ST_RW
	Negative
	

	08-Oct-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_ST
	F3
	D

	30-Sep-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_ST
	F2
	F3

	30-Sep-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_LT_RW
	
	Negative

	30-Sep-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_LT
	A-
	BBB

	30-Sep-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_ST_RW
	
	Negative

	09-May-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_ST_RW
	Negative
	

	09-May-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_LT
	A
	A-

	09-May-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_LT_RW
	Negative
	

	09-May-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_ST
	F1
	F2

	01-Apr-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_LT_RW
	
	Negative

	01-Apr-08
	Kaupthing Singer & Friedlander Ltd
	FITCH_ST_RW
	
	Negative

	
	Investments made 31st August 2007, 31st October 2007 & 14th January 2008
	
	
	

	16-Mar-06
	Singer & Friedlander Ltd
	FITCH_LT
	
	A

	23-Feb-06
	Singer & Friedlander Ltd
	FITCH_LT
	A
	


	DATE
	COUNTERPARTY
	RATING TYPE
	OLD VALUE
	NEW VALUE

	08-Oct-08
	GLITNIR
	FITCH_ST
	B
	D

	08-Oct-08
	GLITNIR
	FITCH_LT
	B
	D

	07-Oct-08
	GLITNIR
	FITCH_ST
	F3
	B

	07-Oct-08
	GLITNIR
	FITCH_ST_RW
	Negative
	

	07-Oct-08
	GLITNIR
	FITCH_LT_RW
	Negative
	

	07-Oct-08
	GLITNIR
	FITCH_LT
	BBB-
	B

	07-Oct-08
	GLITNIR
	SP_LT_RW
	
	Negative

	07-Oct-08
	GLITNIR
	SP_LT
	BBB
	CCC

	07-Oct-08
	GLITNIR
	SP_ST
	A-3
	C

	02-Oct-08
	GLITNIR
	MOODYS_LT
	A2
	Baa2

	02-Oct-08
	GLITNIR
	MOODYS_ST
	P-1
	P-2

	30-Sep-08
	GLITNIR
	FITCH_ST
	F2
	F3

	30-Sep-08
	GLITNIR
	FITCH_ST_RW
	
	Negative

	30-Sep-08
	GLITNIR
	FITCH_LT
	A-
	BBB-

	30-Sep-08
	GLITNIR
	FITCH_LT_RW
	
	Negative

	29-Sep-08
	GLITNIR
	SP_ST
	A-2
	A-3

	29-Sep-08
	GLITNIR
	SP_LT
	BBB+
	BBB

	09-May-08
	GLITNIR
	FITCH_LT
	A
	A-

	09-May-08
	GLITNIR
	FITCH_ST_RW
	Negative
	

	09-May-08
	GLITNIR
	FITCH_ST
	F1
	F2

	09-May-08
	GLITNIR
	FITCH_LT_RW
	Negative
	

	21-Apr-08
	GLITNIR
	SP_LT
	A-
	BBB+

	01-Apr-08
	GLITNIR
	FITCH_LT_RW
	
	Negative

	01-Apr-08
	GLITNIR
	FITCH_ST_RW
	
	Negative

	29-Feb-08
	GLITNIR
	MOODYS_LT_RW
	Negative
	

	29-Feb-08
	GLITNIR
	MOODYS_LT
	Aa3
	A2

	30-Jan-08
	GLITNIR
	MOODYS_LT_RW
	
	Negative

	
	Investments made 31st August 2007, 10th October 2007 & 14th December 2007
	
	
	

	12-Apr-07
	GLITNIR
	MOODYS_LT
	Aaa
	Aa3

	04-Apr-07
	GLITNIR
	MOODYS_LT_RW
	
	Negative

	25-Feb-07
	GLITNIR
	MOODYS_LT
	A1
	Aaa

	03-Jul-06
	GLITNIR
	SP_LT
	
	A-

	03-Jul-06
	GLITNIR
	SP_ST
	
	A-2

	23-Jun-06
	GLITNIR
	FITCH_ST
	
	F1

	23-Jun-06
	GLITNIR
	FITCH_LT
	
	A

	23-Jun-06
	GLITNIR
	MOODYS_LT
	
	A1

	23-Jun-06
	GLITNIR
	MOODYS_ST
	
	P-1

	


Appendix E
Investment Portfolio as at 24th November 2008
	Borrower
	Date Arranged
	Date Invested
	 Amount 
	Repayable
	Rating at Date Arranged
	Rating at 24/11/08
	Impact

	 
	 
	 
	 
	 
	Fitch
	Moody
	S and P
	Fitch
	Moody
	S and P
	 

	 
	 
	 
	 
	 
	S Term
	L Term
	S Term
	L Term
	S Term
	L Term
	S Term
	L Term
	S Term
	L Term
	S Term
	L Term
	 

	Skipton
	05-May-06
	05-May-06
	    1,000,000 
	05-May-09
	F1
	A
	P-1
	A3
	 
	 
	F1
	A
	P-1
	A2
	 
	 
	L-term Moody upgrade

	Northern Rock
	10-May-06
	15-May-06
	    1,000,000 
	08-May-09
	F1
	A+
	P-1
	A1
	A-1
	A
	F1+
	A-
	P-1
	A2
	A-1
	A
	S-term fitch upgrade, L term fitch & moody downgrade

	Lloyds TSB Group
	10-Jan-07
	16-Apr-07
	    1,000,000 
	16-Apr-10
	F1+
	AA+
	P-1
	Aaa
	A-1+
	AA
	F1+
	AA+
	P-1
	Aaa
	A-1+
	AA
	No change

	GLITNIR
	07-Jun-07
	10-Oct-07
	    1,000,000 
	09-Oct-08
	F1
	A
	P-1
	Aa3
	A-2
	A-
	 
	 
	 
	 
	 
	 
	Removed from list

	Glitnir
	09-Aug-07
	31-Aug-07
	    1,000,000 
	28-Aug-09
	F1
	A
	P-1
	Aa3
	A-2
	A-
	 
	 
	 
	 
	 
	 
	Removed from list

	Singer & Friedlander
	09-Aug-07
	31-Aug-07
	    1,000,000 
	09-Aug-10
	F1
	A
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	Removed from list

	Singer & Friedlander
	31-Oct-07
	31-Oct-07
	    1,000,000 
	29-Oct-08
	F1
	A
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	Removed from list

	Singer & Friedlander
	12-Nov-07
	14-Jan-08
	    1,000,000 
	14-Jan-10
	F1
	A
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	Removed from list

	Glitnir
	14-Dec-07
	14-Dec-07
	    1,000,000 
	12-Dec-08
	F1
	A
	P-1
	Aa3
	A-2
	A-
	 
	 
	 
	 
	 
	 
	Removed from list

	EBS
	28-Apr-08
	12-May-08
	    1,000,000 
	27-Apr-09
	F1 
	A 
	P-1
	A1
	 
	 
	F1+
	A-
	P-1
	A2
	 
	 
	S-term fitch upgrade, L term moody & fitch downgrade

	EBS
	01-May-08
	01-May-08
	    1,000,000 
	16-Mar-09
	F1 
	A 
	P-1
	A1
	 
	 
	F1+
	A-
	P-1
	A2
	 
	 
	S-term fitch upgrade, L term moody & fitch downgrade

	Principality
	09-May-08
	15-May-08
	    2,000,000 
	17-May-10
	F1
	A
	P-1
	A2
	 
	 
	F2
	A-
	P-1
	A2
	 
	 
	L-term & S-term fitch downgrade

	Darlington
	02-Jun-08
	02-Jun-08
	    1,000,000 
	03-Dec-08
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	Not rated

	Anglo Irish Bank
	05-Jun-08
	05-Jun-08
	    1,000,000 
	16-Mar-09
	F1
	A+
	P-1
	A1
	A-1
	A 
	F1+
	A+
	P-1
	A1
	A-1
	A
	S-term fitch upgrade

	Co-operative Bank
	14-Aug-08
	15-Aug-08
	    2,000,000 
	13-Aug-09
	F1
	A
	P-1
	A2
	 
	 
	F1
	A
	P-1
	A2
	 
	 
	No change

	Heritable Bank
	12-Sep-08
	12-Sep-08
	       500,000 
	13-Oct-08
	F1
	A
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	Removed from list

	Heritable Bank
	15-Sep-08
	15-Sep-08
	    1,000,000 
	22-Oct-08
	F1
	A
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	Removed from list

	National Counties
	30-Sep-08
	30-Sep-08
	    1,000,000 
	29-Sep-09
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	Not rated

	Stroud & Swindon
	06-Oct-08
	06-Oct-08
	    1,000,000 
	27-Nov-08
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	Not rated

	Nationwide
	15-Oct-08
	15-Oct-08
	    1,000,000 
	27-Nov-08
	F1+
	AA-
	P-1
	Aa2
	A-1
	A+
	F1+
	AA-
	P-1
	Aa2
	A-1
	A+
	No change

	Kent Reliance
	03-Nov-08
	03-Nov-08
	    1,000,000 
	08-Dec-08
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	Not rated

	Scarborough
	17-Nov-08
	17-Nov-08
	    1,000,000 
	22-Dec-08
	 
	 
	P-2
	A3
	 
	 
	 
	 
	P-2
	A3
	 
	 
	No change

	Bank of Scotland (Base Plus)
	03-Nov-08 /

12-Nov-08
	03-Nov-08 /

12-Nov-08
	1,750,000
	7-day notice
	F1+
	AA
	P-1
	Aa1
	A-1+
	AA-
	F1+
	AA
	P-1
	Aa1
	A-1+
	AA-
	No change

	Total
	
	
	25,250,000
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