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Summary 

The collapse of Icelandic financial institutions in the autumn of 2008 brought to light not 
only the surprisingly large amounts of money invested by local authorities, but also the fact 
that local authorities had invested nearly £1 billion in Iceland, funds that were 
consequently at risk.  This prompted us to launch an inquiry into the esoteric world of 
local authority investments, in order to understand current practice, to study the roles and 
responsibilities of various groups and individuals involved, and to make recommendations 
intended to limit the exposure of local authority funds to such risk in future. 

The economic events of recent months are ones that few experts and fewer non-experts 
predicted.  However, the unusual nature of the financial situation of the time should not be 
used as an excuse for failures that occurred in local authority financial arrangements.  This 
inquiry has exposed a degree of misunderstanding, misinformation and complacency on 
the part of some crucial players, both within local authorities and in the wider financial 
sector, which contributed to the putting of taxpayers’ money at unnecessary risk.  The 
focus of the Report is to ensure that the future tightening of procedures and better 
understanding of local authority finance leads to local authority money being invested  
more prudently, safely and—ultimately—profitably. 
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1 Introduction 

It is important that treasury management policies adequately reflect risk 
and in particular security, liquidity and yield risk, in that order of 
importance.  No treasury management transaction is without risk and 
management of risks is the key purpose of the treasury management 
strategy.1 

The general policy objective is that local authorities should invest 
prudently the surplus funds held on behalf of their communities.2 

 

1. Treasury management is the management of an organisation’s cash flows, its banking, 
money market and capital market transactions.  It is also the effective controlling of risks 
connected with those activities and the pursuit of optimum performance, consistent with 
those risks.3  The quotations above from CIPFA and from the Government exemplify the 
key principles of treasury management: that local authorities need to ensure, firstly, that 
their investments are safe; secondly, that they have sufficient liquidity and accessibility; and 
thirdly, that they provide acceptable returns. 

2. The investment of surplus funds is just one part of the treasury management function.  
Local Government Association (LGA) argues in its written evidence to this inquiry that the 
specific circumstances surrounding the nearly £1 billion invested in Icelandic financial 
institutions by local authorities should be seen within the wider context of almost 
unprecedented events: that “of an entire banking system of a highly developed European 
country unexpectedly collapsing.”4  The LGA claims that local authorities were in the same 
position as other ‘sophisticated creditors’, including international banks and bondholders, 
UK banks and building societies, charities, universities and housing associations.5   

3. The Audit Commission and the LGA stress that only a small percentage of total deposits 
are at risk.6  However, a small percentage of many billions of pounds is still a large amount 
of money and for some individual authorities the sums at risk were a significant proportion 
of total reserves. Nearly £1 billion of public money is not an amount that anyone can afford 
to disregard.  We decided to study the complex workings of treasury management within 
local authorities, in order to explain how local authorities invest their money, who they ask 
to help them invest their money, and how successful both they and the system are in 
protecting public money.  This inquiry has examined local authorities’ ability to manage 
the risk of their investments.  

 
1 CIPFA, Treasury Management Panel Bulletin, Treasury Management in Local Authorities – Post Icelandic Banks Collapse, 

March 2009, page 1. 

2 Local Government Investments, Guidance under section 15(1)(a) of the Local Government Act 2003, paragraph 14. 

3 CIPFA, Treasury Management in the Public Services: Code of Practice and Cross-Sectoral Guidance Notes, April 2001, p 1. 

4 Ev 100 

5 Ibid 

6 LAI 23, paragraph 48 and Audit Commission, Risk and return, English local authorities and Icelandic Banks, Cross-cutting 
National report, March 2009, p 19. 
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4. We were advised on this inquiry by Rita Hale OBE, former director of Rita Hale and 
Associates, a local government finance consultancy, and Professor Tony Travers of the 
London School of Economics.  We would like to thank them for their invaluable 
contribution.7 

 
7 Rita Hale declared that she had no relevant interests; Professor Travers declared the following interests: Board Member 

(unpaid) Centre for Cities, Honorary member (unpaid) CIPFA, Honorary Member (unpaid) IRRV, irregular research 
and consultancy undertaken for a number of public and private sector bodies—non permanent (paid), regular (paid) 
contributions to several national and regional publications—including the Times, Guardian, Daily Telegraph, 
Financial Times, Evening Standard, Local Government Chronicle, and Public Finance. 
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2 An overview of the current practice of 
treasury management 

Relevant primary and secondary legislation 

5. As any individual investor should know, no investment is without risk.  As Guildford 
Borough Council remarked in its written evidence to this inquiry, “What has happened in 
Iceland has been, if nothing else, a sharp reminder about the relationship between risk and 
return.”8   

6. The responsibility to manage local authority investments is part of what is known as 
“treasury management”, which CIPFA defines as: 

the management of the organisation’s cash flows, its banking, money market and 
capital market transactions; the effective control of the risks associated with those 
activities; and the pursuit of optimum performance consistent with those risks.9 

7. The framework of treasury management within which local authorities must operate is 
made up of various pieces of legislation, guidance and best practice.  Until 2004, local 
authorities had to invest in a Government-approved list of banks and other bodies (known 
as ‘counterparties’), a system described by Rt Hon John Healey, Minister for Local 
Government, as “inflexible, […] unwelcome, and ultimately […] ineffective.”10  Despite the 
fact that the list was ‘government approved’, it was still possible for councils to lose money: 
most memorably in the case of the Western Isles Council, when one bank on the approved 
list—the Bank of Credit and Commerce International (BCCI)—collapsed in 1991.  The 
collapse of BCCI prompted the then Treasury and Civil Service Select Committee to 
publish a Report which highlighted the essential principle which should guide local 
authority treasury management: “In balancing risk against return, local authorities should 
be more concerned to avoid risks than to maximise returns.”11 

8. The Government decided that a more flexible system with less detailed regulation was 
required. From 2004, therefore, a new system of local government capital control was 
introduced, including new arrangements that allowed councils greater freedom to make 
their own decisions about where to lend money.  That system has its statutory basis in the 
Local Government Act 2003.  This Act gives local authorities a clear power to invest “(a) 
for any purpose relevant to its functions under any enactment, or (b) for the purposes of 
the prudent management of its financial affairs”12, requiring local authorities to self-
regulate their capital finance, borrowing and investment activities.  Statutory Instrument 
(SI) 3146/2003—the Local Authorities (Capital Finance and Accounting) (England) 
Regulations 2003—develops the controls and powers in the Act and requires local 
authorities to have regard to the CIPFA Prudential Code for Capital Finance.  

 
8 Ev 51 

9 CIPFA, Treasury Management in the Public Services: Code of Practice and Cross-Sectoral Guidance Notes, April 2001, p 1. 

10 Q 317 

11 Ev 68 

12 Ev 112 



8    Communities and Local Government Committee 

 

 

9. The Office of the Deputy Prime Minister’s informal commentary on its formal statutory 
guidance under Section 15(1)(a) of the Local Government Act 2003 states that: 

the general policy objective is that local authorities should invest prudently the surplus 
funds held on behalf of their communities.  The [formal statutory] guidance 
recommends that priority should be given to security and liquidity.  However, that does 
not mean that authorities should ignore yield.  It will be appropriate to seek the highest 
rate of return consistent with the proper levels of security and liquidity.13 

10. The commentary notes that local authority investments are split into two types: 
specified and non-specified.  Specified investments are those that are invested in 
institutions that offer high security and high liquidity.  Such investments must be in 
sterling, must mature within one year and must be made in high credit-rated financial 
institutions, as measured by the three credit rating agencies: Fitch, Standard & Poor’s and 
Moody’s.  Non-specified investments are riskier investments that mature after any period 
longer than 365 days.  The reason for splitting the two types of investments is to manage 
risk, the first type being deemed to be safer than the second.  The informal commentary on 
the Government guidance does not itself impose limits, but states that local authorities 
should define the limits to be held in such investments at any time of the year.14   

11. According to the Government guidance, the core principles that local authorities 
should follow when investing money are: 

• to make the deposits secure,  

• to ensure they have sufficient liquidity for their daily demands, 

• finally, to produce the highest available yield, once the first two considerations have 
been met.   

The security of investments is ascertained by the assessment and management of the risk 
involved.  The guidance also stipulates that local authorities must have regard to the 
Treasury Management (TM) Code of Practice, published by the Chartered Institute of 
Public Finance and Accountancy (CIPFA). 

The Chartered Institute of Public Finance and Accountancy (CIPFA) 
Codes 

12. The Chartered Institute of Public Finance and Accountancy (CIPFA) is one of the 
leading professional accountancy bodies in the UK and the only one that specialises in the 
public services.15  It publishes the Treasury Management (TM) Code of Practice, which is 
given legislative weight by the 2003 Act.  Subsequent to the Act, CIPFA published a 
Prudential Code for Capital Finance in Local Authorities and also updated and revised the 
guidance notes that complement the TM Code of Practice.  The section below describes the 

 
13 Local Government Investments, Guidance under section 15(1)(a) of the Local Government Act 2003, paragraphs 14 and 

15. 

14 Ibid, para 22. 

15 Ev 61 
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requirements of the CIPFA Codes; their effectiveness is examined in more detail in 
Chapter 9. 

The Treasury Management Code of Practice 

13. The Treasury Management Code of Practice is described by CIPFA in its written 
evidence as follows: 

The Code sets out the procedure and policies local authorities should follow in the 
organization and operation of their treasury management functions.16 

The Code makes three recommendations for the adoption of policies and practices to 
secure local authorities’ best practice in treasury management:  

• To put in place formal and comprehensive objectives, policies and practices, strategies 
and reporting arrangements to ensure the effective management and control of TM 
activities. 

• To demonstrate thorough policies and practices that effective management and control 
of risk are prime objectives of TM activities. 

• To acknowledge that the pursuit of best value in TM, and the use of suitable 
performance measures, are important in order to secure business and service 
objectives, and that within the context of effective risk management, TM policies and 
practices should reflect this. 

In order to achieve these three recommendations there are, according to CIPFA, specific 
practices that local authorities should adopt, including the creation of a TM policy 
statement; the setting up of reporting procedures, including an annual strategy; the 
delegation of responsibility for execution of decisions to a responsible officer; and the 
delegation of responsibility for the monitoring of its TM policies and practices to a 
relevant committee of the authority.17 

The Prudential Code for Capital Finance 

14. The Prudential Code sets out the framework within which local authorities manage 
their investment requirements, as established by the Local Government Act 2003.  Its key 
objectives are  

To ensure, within a clear framework, that the capital investment plans of local 
authorities are affordable, prudent and sustainable—or, in exceptional cases, to 
demonstrate that there is a danger of not ensuring this, so that the local authority 
concerned can take timely remedial action.18 

 
16 Ev 63 

17 CIPFA, Treasury Management in the Public Services: Code of Practice and Cross-Sectoral Guidance Notes, April 2001, 
section 4 and 5. 

18 CIPFA, The Prudential Code for capital finance in local authorities, 2003, p 3. 
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15. The Prudential Code requires the full Council to set certain limits on the level and type 
of borrowing before the start of the financial year and gives directions for the setting up of 
“prudential indicators”, against which local authorities can monitor and measure their 
performance.  The first such indicator in the Prudential Code is the adoption of the CIPFA 
Treasury Management Code of Practice.19  According to CIPFA’s written memorandum, if 
these prudential indicators are implemented, local authorities’ treasury management 
decisions should be “affordable, prudent and sustainable”.20   

Annual Investment Strategy (AIS) 

16. The CIPFA TM Code of Practice recommends that the local authority receive reports 
on its treasury management policies and activities, including, as a minimum, an annual 
strategy.21  The updated guidance notes to the TM Code, “Treasury Management in the 
Public Services: Guidance Notes for Local Authorities including Police Authorities and 
Fire Authorities”, place greater emphasis on the Annual Investment Strategy, which is 
central to the ODPM guidance on the 2003 Act.  The CIPFA guidance notes stress that the 
AIS should state the local authority’s policy on the use of credit ratings, the procedures for 
determining and limiting the use of riskier (non-specified) investments and the liquidity of 
investments.  The AIS must be approved and, if necessary, amended by the full council, 
and should be publicly available.22 

Local authority officials’ roles and responsibilities  

17. Local authorities are required under Section 151 of the Local Government Act 1972 to 
appoint an officer who is responsible for the proper administration of their financial affairs. 
He or she is often referred to as the Section 151 Officer and is responsible for, amongst 
other things, treasury management.23  Local authority financial teams are discussed in 
Chapter 4. 

Scrutiny of treasury management by elected officials 

18. The Section 151 Officer must report to the Audit Committee on the council’s Treasury 
Management Performance for the previous year, and on its Treasury Management Strategy 
and Policy, including the annual investment strategy, for the following year.  The Treasury 
Management Code of Practice recommends in Treasury Management Practice (TMP) 6 
that local authorities adopt the following statement: 

This organisation will ensure that regular reports are prepared and considered on the 
implementation of its treasury management polices; on the effects of decisions taken 
and transactions executed in pursuit of those policies; on the implications of changes, 

 
19 Ev 66 

20 CIPFA, The Prudential Code for capital finance in local authorities, 2003, p 3. 

21 CIPFA, Treasury Management in the Public Services: Code of Practice and Cross-Sectoral Guidance Notes, April 2001, 
section 5. 

22 CIPFA, Treasury Management in the Public Services: Guidance notes for local authorities including police authorities 
and fire authorities, section 3.1.7 (3). 

23 CIPFA, Treasury Management in the Public Services: Code of Practice and Cross-Sectoral Guidance Notes, April 2001, p 
17. 



Local Authority Investments    11 

 

particularly budgetary, resulting from regulatory, economic, market or other facts 
affecting its treasury management activities; and on the performance of the treasury 
management team.24   

TMP6 goes on to state that the council should expect to receive, as a minimum: an annual 
report on the strategy and plan for the coming year; and an annual report on the previous 
year, citing “the effects of the decisions taken and the transactions executed in the past year, 
and on any circumstances of non-compliance with the organisation’s treasury 
management policy statement and TMPs.”25 

19. The guidance notes to the TM Code of Practice describe the role of councillors in 
scrutinising treasury management in greater detail. Noting that the detail included in the 
annual reports at the start and at the end of the year will vary according to an 
organisation’s circumstances,26 it explains: 

Whatever form the reports take, they should ensure, as a minimum, that those with 
ultimate responsibility for the treasury management function appreciate fully the 
responsibility for the treasury management policies and activities, and that those 
implementing policies and executing transactions have properly fulfilled their 
responsibilities with regard to delegation and reporting.27  

20. The effectiveness of councillors’ scrutiny of treasury management is assessed in 
Chapter 5. 

External service providers 

21. Most local authorities do not carry out their treasury management duties completely 
in-house, but employ private sector external service providers to supply expert assistance. 
These include treasury management (TM) advisers, external fund managers and brokers.   
Many employ treasury management advisers who aid them, to a lesser or greater degree, in 
their treasury management activities.  The four main treasury management advisers for 
local authorities are Arlingclose, Butlers, Sector and Sterling, all of whom gave written 
evidence to our inquiry and three of whom gave oral evidence.28  External fund managers 
may also be retained to manage local authorities’ investments directly, observing the limits 
set out in the council’s Annual Investment Strategy.  Additionally, while some local 
authorities will deal directly with counterparties in setting up investments, others employ 
treasury management brokers to carry out the transactions on behalf of the local 
authorities.  Brokers cannot and do not offer treasury management or investment advice, 
but simply act as an intermediary.  The CIPFA guidance notes gives the following advice 
about external service providers: 

 
24 CIPFA, Treasury Management in the Public Services: Code of Practice and Cross-Sectoral Guidance Notes, April 2001, p 

17. 

25 Ibid 

26 Ibid, p 39. 

27 Ibid 

28 Ev 52, Ev 75, Ev 117 and Ev 146. 
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These relationships need to be managed proactively in order to secure the optimum 
benefit for an authority.  They should be subjected to regular review and, in accordance 
with standing orders, to formal invitations to tender for services, if best value is to be 
obtained.29 
22. Issues surrounding external service providers, in particular treasury management 
advisers, are explored in Chapter 7. 

 
29 CIPFA, Treasury Management in the Public Services: Guidance notes for local authorities including police authorities 

and fire authorities, p 11. 
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3 Local authorities’ investments and 
reserves 
23. Supplementary evidence from the Department for Communities and Local 
Government  (CLG) describes why local authorities have reserves: 

The requirement for local authorities to hold financial reserves is acknowledged in 
statute.  Reserves are one component of an authority’s medium-term financial 
planning—other components include revenue spending plans, income forecasts, 
potential liabilities, capital investment plans, borrowing and council tax levels.  These 
decisions are inter-linked.  This means that, to ensure prudent financial management, 
some authorities will need to maintain reserves at higher levels than others.30  

24. The main reasons for holding reserves are for cash flow purposes, as insurance reserves 
and a contingency provision against risks. CLG’s supplementary evidence highlights this 
point: 

Holding adequate reserves is important for contingency planning, and the capacity of 
authorities to respond to unexpected events—such as the 2007 flooding, and the 
collapse of the Icelandic banks—without affecting their ability to deliver key services, 
pay staff and meet their contractual obligations.31 

25. Local authorities use money earned in interest raised from these investments and 
reserves to help fund their spending on services.  In its written evidence, Bournemouth 
Borough Council, for example, states that it has invested £80 million and is budgeting on a 
return of some £4.8 million for 2008–09.32  It comments: 

This is a significant figure in our Budget and any reduction in the amount because of a 
restriction in our investment strategy would have a major impact on our services or 
council tax charge.33  

26. This example shows the pressure that local authorities are under to invest not only 
wisely and prudently, but also so that maximum returns are achieved.  It also illustrates the 
large amount of money that local authorities have available for investment: Torbay 
Council, for example, has “annual gross expenditure in excess of £300 million and 
currently has some £90 million invested in the money market.”34  

27. When news of the potential loss of local authority money first hit the headlines, the 
general public was surprised at the large amount of money involved.  According to CIPFA, 
in 2006–07 local authorities in Great Britain managed around £63 billion of debt and £28 

 
30 Ev 114 

31 Ibid 

32 Bournemouth Borough Council submitted written evidence in 2008, so this budgeted return might have changed. 

33 Ev 72 

34 Ev 151 
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billion of investments. CIPFA provided the following table in its written evidence to show 
the breakdown of local authority investments as at March 2007:  

Extract from CIPFA Capital Finance and Treasury Management Statistics 2006–07 
 

As at 31 March 2007 £M Externally 
Managed 
Funds 

Cash 
deposits 
– banks/ 
building 
societies 

Other 
Internally 
Managed 
Funds 

Total Interest 
Earned 

London 661 6,255 66 6,982 384 

English  Counties 465 4,891 129 5,485 283 

English Districts 1,437 3,543 451 5,431 288 

English Mets/Unitaries 518 4,139 401 5,058 326 

Wales Unitaries 63 1,121 12 1,196 67 

All England & Wales* 3,719 21,018 1,155 25,892 1,460 

Scotland 438 1,147 380 1,965 93 

Total 4,157 22,165 1,535 27,857 1,553 

* Includes Joint Passenger Transport Authorities, Fire and Civil Defence Authorities, Waste Disposal Authorities 
and Police Authorities35 

28. These amounts have increased since 2006–07, according to the Audit Commission.  
The Audit Commission’s report Risk and Return: English local authorities and the Icelandic 
banks was published in March 2009. This report states: 

• On 7 October 2008, 451 authorities had investments of over £31 billion;  

• The total of deposits far exceeded the level of reserves, because some of the deposits 
included borrowed money;  

• In 2008–09, interest was around £1.8 billion, just under 2% of total income;  

• In a small number of district councils, income from interest was of the same order 
as income from council tax;  

• Interest rates fell between October 2008 and March 2009, putting pressure on some 
budgets.36 

29. Although the 2004 investment guidance gave local authorities greater powers to invest 
in alternative instruments, CIPFA states that, as at 31 March 2008, over 90% of local 
authorities’ cash investments were in cash deposits with banks and building societies.37  
Where a local authority chooses to invest depends on its Annual Investment Strategy. The 

 
35 Ev 62 

36 Audit Commission, Risk and return, English local authorities and Icelandic Banks, Cross-cutting National report, March 
2009, p 3. 

37 Ev 62 
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LGA describes why local authorities might choose different types of financial institutions 
in which to invest:  

a) Not all financial institutions are rated by rating agencies, smaller UK building 
societies are typically not rated. Some authorities will still include these, recognising 
the extent of FSA regulation of this sector, but will lend them less money and only 
for shorter periods (e.g. 180 days). 

b) Authorities that have larger cash holdings will have higher amounts they will 
deposit with individual institutions. 

c) Some authorities will have money that is not needed in the near future, and they 
may decide to deposit some of that for longer periods, meaning they may place a 
greater emphasis on long as well as short-term ratings. 

d) Some authorities may choose to have slightly wider range of institutions to place 
deposits with, others may choose to only list institutions that have the very highest 
ratings. 

e) The number of institutions available is reducing as a result of mergers and 
takeovers of banks.38 

30. There is also variation in the amount of money that individual authorities have 
available for investment. This variation depends on a number of factors, including what 
type of authority it is.  The LGA explains in its written evidence that unitary authorities 
and county councils might have large cash holdings because “they may be holding funds 
on behalf of schools or social services clients, they may be planning a major redevelopment 
project and their holdings are needed to finance that project.”39  Contrastingly, district 
councils may have smaller budgets, but with significant cash holdings because they have 
built up capital receipts (usually because of the sale of housing stock) or they have collected 
business rates and council tax for upper tier authorities that they subsequently pass on in 
line with an agreed payment schedule.  The LGA explains that “this may mean some small 
authorities may temporarily hold significant funds from major business ratepayers in their 
areas—e.g. airports and power stations.”40 

Where should local authorities invest their money? 

31. As our opening quotation states, “no treasury management transaction is without risk 
and management of risks is the key purpose of the treasury management strategy.”41 
Treasury management guidance stresses the need for local authorities to take into account 
the risks surrounding security, liquidity and yield.  In order to satisfy those three 
requirements, giving priority to security and liquidity, where should local authorities invest 
their money?  Clearly, the three criteria need to be balanced against each other. 

 
38 Ev 97 

39 Ibid 

40 Ibid 

41 CIPFA, Treasury Management Panel Bulletin, Treasury Management in Local Authorities – Post Inclandic Banks Collapse, 
March 2009, page 1. 
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32. Primarily, local authorities’ investments should be secure. If security were the only 
consideration, local authorities would simply look for the safest options, such as higher-
rated institutions and the Debt Management Agency Deposit Account Facility (DMADF), 
which is backed by the Government.  This was the approach advocated by Arlingclose, one 
of four main local authority treasury management advisers, late last year, in response to the 
financial crisis. Arlingclose’s written evidence argues that “it was important that local 
authorities received advice and responded to the clear emergence of a crisis rather than to 
carry on regardless.”42  Mr Horsfield, Director of Arlingclose, reiterated this to us in oral 
evidence: 

On 29 September we issued a note saying, “Do not invest in any banks or building 
societies with any of your funds, put it in the DMADF” […] because it was that serious 
at that point in time from our perspective.43 

33. However, and notwithstanding Arlingclose’s advice at that particular time, there are 
other considerations which local authorities must take into account in deciding where to 
invest, and which the Government must take into account when setting the framework for 
their investments and in giving guidance. In written evidence, CIPFA notes that local 
authorities: 

play a key role in wholesale money markets and their impact on market liquidity is seen 
as vital in the current economic climate.  It should also be recognised that the £1.6 
billion earned in interest by English, Scottish and Welsh local authorities annually is 
used in support of services.  Any reduction in that income would result in further 
pressure on local authority budgets at a time when authorities are faced with difficult 
decisions about service and council tax levels.  It should be noted that at present the 
only ‘secure’ counterparty investment open to local authorities is through the Debt 
Management Office’s deposit facility which pays much lower rates of interest or 
government stocks which have an underlying price risk unless held to maturity.44 

34. Local authorities, then, must also consider: 

• liquidity: the ability of the authority to access their money when required, and 

• yield: the revenue obtained from appropriate investment of their reserves. 

Furthermore, given the scale of councils’ investments, the Government itself needs to 
consider the potential effect on the UK financial sector were local authorities to withdraw 
from all but the very safest investments. As the Building Societies Association notes:  

At a time when the Government wants banks to continue lending to business, and 
building societies to continue lending to homebuyers, taking away a substantial part of 
their funding base would be entirely counterproductive.45 
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35. The Society of Local Authority Chief Executives and Senior Managers (SOLACE) sums 
up the considerations in response to our question of whether local authorities’ investment 
should be placed in Government stock: 

To do so would remove a huge amount of liquidity from the banking and building 
societies.  The Government would need to recognise the potential impact of this on 
local authority funding and therefore council taxes.  It would also significantly reduce 
funding from investment returns currently used to support service delivery.  This 
would result in reduced services or increased council taxes.46 

36. Investing in Government stock only, though certainly ensuring security, would severely 
limit local authorities’ investment options, hamper the role they play in financial markets, 
and be unlikely to provide the required liquidity and return.  The more realistic approach is 
the one which obtains at present: to allow riskier investments which provide good levels of 
liquidity and return, but to have in place a responsive, flexible network of advice, guidance 
and scrutiny which ensures a proper spread of risk. 

37. We conclude that it would be inappropriate to seek to restrict local authorities’ 
investment options.  Although interest rates are now at historically low levels, returns 
on investments are usually an important source of local authorities’ revenues and 
investment by local authorities an element in the health of the UK financial sector.  The 
primary consideration of local authority investment, as emphasised by CIPFA, should 
remain security and liquidity; but yield should not be neglected. The risk involved in 
seeking yield should be mitigated by robust and responsive Codes, guidelines and best 
practice. 
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4 Local authorities’ financial teams 
38. We now consider the capacity and competence of local authorities to handle the large 
sums of public money which are at their disposal for investment. 

Audit Commission’s report Risk and Return 

39. The Audit Commission published a report in March 2009, Risk and Return: English 
local authorities and the Icelandic banks, which addressed treasury management practice in 
English local authorities, in the context of the specific circumstances surrounding the 
Icelandic banking collapse.  It collected data from appointed auditors of English local 
authorities, visited 37 English local authorities to examine treasury management practices 
and studied 30 sets of treasury management documentation and 179 counterparty lists. It 
found variations in the standards of local treasury management arrangements, from the 
best local authorities, which “explicitly balance risk and reward; review and scrutinise 
policies and procedures regularly; have well trained staff and engaged elected members; 
and use a wide variety of information”47 to those less satisfactory local authorities, which 
“have weak governance; depend exclusively on credit ratings; and have staff who are 
inadequately trained.”48  

40. The Audit Commission specifically considered the actions of those local authorities 
which have funds at risk in Icelandic banks. The Commission’s report sets out the timeline 
of the downgrading of the Icelandic banks. On 30 September, credit rating agency Fitch 
downgraded all three of the banks concerned to adequate grade, and Moody’s downgraded 
Glitnir to adequate grade.  Also on this date, Glitnir was partially nationalised.49 The 
Commission highlighted and severely censured seven local authorities, which had 
deposited money into the Icelandic banks after 30 September and, in some instances, had 
breached their local treasury management policies: 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
47 Audit Commission, Risk and return: English local authorities and Icelandic banks, Cross-cutting national report, March 

2009, p 4. 

48 Ibid, p 4. 

49 ibid, p 28. 
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Local Authority Amount Deposited  Date 

London Borough of 
Havering 

£2 million 1/10/2008 
 

Kent County Council £3.3 million 
£5 million 

1/10/2008 
2/10/2008 

Redcar and Cleveland 
Borough Council 

£4 million 1/10/2008 

Restormel Borough Council £3 million 1/10/2008 

Bridgnorth District Council £1 million 2/10/2008 
 

South Yorkshire Pensions 
Authority 

£10 million 2/10/2008 
 

North East Lincolnshire 
Council 

£3 million 
£1.5 million 

2/10/2008 
3/10/2008 

Source: Audit Commission “Risk and Return”, table 3 

41. The table shows a total of £32.8 million invested by seven local authorities from 1 to 3 
October 2008 at a time when the Icelandic banks’ credit ratings had been downgraded.50  It 
shows that two local authorities—Kent County Council and North East Lincolnshire 
Council—placed separate investments on two consecutive days, amounting to £12.5 
million. The report highlights explanations given by local authorities for these breaches: 

Not opening an e-mail from the treasury advisor that warned of the rating change; 
using a different approved lending or counterparty list to that used by the treasury 
adviser; and an officer placing a deposit that exceeded the local authority’s investment 
limit for a single transaction.51 

42. We endorse the Audit Commission’s censure of these rudimentary mistakes in 
organisations responsible for investing large amounts of public money.  However, as 
the Commission’s research has found, those seven authorities were not necessarily the 
only local authorities at fault.  The Commission found: 

[…] differences in the behaviours displayed by local authorities that were non-investors 
in the Icelandic banks, those whose deposits matured between 1 November 2007 and 7 
October 2008, and those that have funds at risk. Non-investors generally had more 
effective governance and scrutiny arrangements and took more measured approaches 
to managing risk than either local authorities whose deposits matured between 1 
November 2007 and 7 October 2008 or those that have funds at risk.52  

43. It is important to note that three-quarters of councils were not exposed to Icelandic 
banks at all. However, the Commission suggested that some authorities that avoided 

 
50 Audit Commission, Risk and return: English local authorities and Icelandic banks, Cross-cutting national report, March 

2009, p 28. 

51 Ibid, p 29. 

52 Audit Commission, Risk and return: English local authorities and Icelandic banks, Cross-cutting national report, March 
2009, p 45. 



20    Communities and Local Government Committee 

 

 

potential losses in the Icelandic banks “were lucky”53 and, given the fact that the Audit 
Commission itself did not place the auditing of treasury management as a high priority,54  
there is no reason to suppose that lapses in treasury management practice were confined 
only to those local authorities with money at risk. 

The investment capabilities of local authorities 

44. In its written evidence, the Local Government Association defends local authorities, 
noting that: 

Most authorities had no exposure to Icelandic banks at the point of their collapse, and 
the evidence is a number of authorities were reducing their exposure to Icelandic banks 
as deposits matured over summer 2008.55  

The Audit Commission’s report to some extent upholds this view, acknowledging that the 
best local authorities: 

[…] explicitly balance risk and reward; review and scrutinise policies and procedures 
regularly; have well trained staff and engaged elected members; and use a wide variety 
of information.56 

However, it also concludes that the less effective authorities “have weak governance; 
depend exclusively on credit ratings; and have staff who are inadequately trained.”57 

45. We have not, of course, been in a position to carry out a thorough review of local 
authority treasury management function along the lines of the Audit Commission’s 
inquiry. We have nevertheless received evidence which backs up the Commission’s 
conclusions. Not surprisingly, perhaps, we did not receive many written submissions from 
those local authorities that have money at risk in Iceland.  We did, however, receive 
evidence from two councillors at Westminster City Council, for example, which gives an 
overview of changes that occurred in that council’s treasury management policy in March 
2008.  Those changes included creating new rules for handling medium term funds, 
including removing the limit of no more than 10% of total reserves in a single institution in 
‘specified investments’.58 The evidence goes on to describe Westminster City Council’s 
investments in Iceland, which started at the end of 2006 and continued to 2008, with a total 
of £9.85 million being invested in Iceland up until 29 August 2008.  This was at a time 
when many investors and non-investors alike were aware of the fact that Iceland was not a 
safe place in which to invest.59 

 
53 Audit Commission, Risk and return: English local authorities and Icelandic banks, Cross-cutting national report, March 

2009, p 46. 

54 Q 302 

55 Ev 99 

56 Audit Commission, Risk and return: English local authorities and Icelandic banks, Cross-cutting national report, March 
2009, p 4. 

57 Ibid 

58 Ev 58 

59 The details of warnings about Icelandic banks will be discussed in detail in Chapter 7. 
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46. After the collapse of the Icelandic banks, Westminster City Council commissioned 
KPMG to carry out an independent review of its treasury management practices.  The 
review’s findings identified inconsistencies or omissions in the investment strategy, 
ambiguities within the in-house treasury team and a counterparty breach (where the 
council had exceeded its own counterparty limit with a building society in September 
2008).60 Other local authorities with investments in Icelandic banks have carried out 
similar reviews, with similar findings.61 

47. CIPFA Scotland describes how local authorities as investors are classified: 

[…] under the Market in Financial Instruments Directive (MiFID), local authorities are 
generally categorised as Professional Clients not as Retail Clients.  This is indicative of 
the greater level of understanding of the money markets which local authorities should 
have, and their greater resources to retain the services of professional advisers where 
appropriate. Local Authorities should therefore be in a position to make value 
judgements on the risk incurred in their investments.62   

48. The Iceland affair has shown clearly that a number of local authorities fell short of the 
competence expected of professional clients. As the Audit Commission points out in “Risk 
and Return”: 

During 2008, confidence in the creditworthiness of some of the Icelandic banks 
changed relatively rapidly and between January and September 2008, a number of 
credit rating downgrades were announced, which should have prompted treasury 
managers to review the creditworthiness of the Icelandic banks.63 

Had all local authorities stopped placing deposits in the Icelandic banks in April 2008, 
the total amount of funds at risk when the banks collapsed in October would have been 
£389 million instead of £954 million.64 

49. It is obvious from our written evidence, and from the research carried out by the 
Audit Commission, that there are some local authorities with excellent treasury 
management services, but there are also local authorities with a less effective service.  
One of the objectives of the CIPFA Codes and Codes of Practice should be to ensure 
that all local authorities are aware of the level of expertise which is necessary to run a 
successful treasury management operation, and have all the checks and balances in 
place to ensure adequate monitoring, on an ongoing basis, of both the framework 
within which its treasury management team operates and the individual decisions 
which are made on a day-to-day basis.  We welcome CIPFA’s review of its codes, 
prompted by the events of last autumn, and recommend that it bear these principles in 

 
60 KPMG, Westminster City Council: Review of Investment Strategy and Internal Control, 9 December 2008, p 3. 

61 Examples include: Price Waterhouse Coopers (PWC),’Kent County Council: Review of Treasury Management 
procedures‘, December 2008 (www.kent.gov.uk); PWC,’Hertfordshire County Council: Review of Treasury 
Management procedures‘, February 2009 (www.hertsdirect.org). 
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63 Audit Commission, Risk and return: English local authorities and Icelandic banks, Cross-cutting national report, March 
2009, p 21. 

64 ibid, p 27. 
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mind as it undertakes that review.  We make some specific suggestions about how the 
Codes could be improved later in this Report.65 

District councils and the pooling of resources 

50. The question arose during our inquiry of whether there was a particular issue for 
district councils.  Mr Antill, representing the Society of District Council Treasurers as a 
member of its Executive Committee, told us that district councils are smaller than other 
local authorities, and that this can have an effect on treasury management: 

In district councils we do not have an awful lot of expertise.  It is often relying on a very 
small team, so external advice is fundamental, particularly that of the credit agencies.66 

He went on to note that potential losses in a district council’s investments have a larger 
effect on its budget: 

I can see the Government having difficulty protecting the investment…but I do think 
this is unprecedented, certainly in my limited experience, and I think it will be difficult 
for local authorities.  If impairment means that we have to suffer the losses to our 
revenue accounts, ie over one year, that is going to be extremely difficult for any 
authority to manage, but for a district council to write its losses off over one year will be 
exceptionally difficult.  I think we need help on that front.67 

51. The Iceland affair seems to suggest that it is this latter point—the effect on district 
councils’ budgets if something does go wrong, rather than the likelihood of something 
going wrong in the first place—which is more significant. As the Audit Commission’s 
report points out, 44% of county councils had deposits with Icelandic banks, compared 
with just 24% of district councils.  Written evidence from the District Councils Chief 
Executive Network defends district councils, stating: 

Often the first comment made in almost any situation is that smaller authorities 
(districts) have a particular problem due to ‘capacity’.  I fear that sentiment has also 
circulated around the issue of Icelandic banks.  The evidence shows that the smaller 
authorities (districts) far from having a question over capacity would seem to have 
proven themselves to be the type of authority least likely to have been caught out.68 

52. However, the Audit Commission’s report highlights that 30 authorities have 
investments in Iceland that exceed 5% of their gross revenue expenditure: district councils 
make up 27 of those 30.  Although there are fewer district councils than county councils 
with investments at risk in Iceland, those district councils that do have investments at risk 
have large investments compared to their gross revenue expenditure.  This substantiates 
Mr Antill’s argument that those district councils with Icelandic investments face a harder 
prospect in writing off any losses than do the larger councils with their larger revenue 
budgets. 

 
65 See Chapter 9 
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53. District councils in particular might therefore wish to consider ways in which they can 
mitigate the risks inherent in investing relatively large amounts proportionate to their gross 
revenue expenditure. The Audit Commission’s report, highlighting the difficulties faced by 
some smaller local authorities, accentuates the need for properly resourced treasury 
management teams: 

Some smaller local authorities have been unable to allocate sufficient resource to 
treasury management functions, with a consequent failure to understand the markets 
and counterparties properly.  Local authorities are now recognising that safeguarding 
invested cash requires an adequate level of resource; and many have either allocated 
extra resource, or are now considering how best to allocate extra resource to this 
function.69 

54. One way of allocating such extra resources is by the pooling of resources with other 
local authorities.  We received evidence from various local authorities about the benefits of 
sharing expertise between different public bodies.  Leeds City Council describes the 
following arrangement: 

Leeds is also able to consider issues affecting investment and treasury management by 
engaging and debating issues in various forums including West Yorkshire Treasury 
Managers meetings, Core Cities treasury management meetings, SIGOMA meetings 
and quarterly strategy meetings held with the Councils own treasury advisers.  Issues 
are also regularly discussed with the broking community and various banks.70  

55. Failures that occurred during the Icelandic crisis might have been lessened, had the 
expertise of local authorities been shared.  The Investment Management Association, for 
example, commented on the fact that many bodies, not only local authorities, did not 
realise who owned the banks in which they invested: 

Aside from Icelandic banks still being on lists seen by firms last year, other comments 
have highlighted the prevalence of errors in identifying the ultimate ownership of 
banks. This is an issue not limited to local authorities; evidence given to the Treasury 
Select Committee on deposit protection has noted the difficulty of identifying even 
which banks are in the same group. Work could be done here to assist local 
authorities.71 

56. Speaking on behalf of district councils, Mr Antill told us that he welcomed the chance 
for local authorities joining together in order to pool resources: 

We would welcome any extra advice or help they can give and I think it is a fair point 
about districts working together and perhaps sharing expertise more.  I think it has 
drawn our attention perhaps to the need to do that.72 

 
69 Audit Commission, Risk and return: English local authorities and Icelandic banks, Cross-cutting national report, March 
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Such an arrangement would still enable each individual authority or other public body to 
remain responsible and accountable for the adoption of its own strategy and policy and for 
performance.  We recommend that the Government, CIPFA and the LGA study ways in 
which local authorities, particularly smaller ones, could join together to share expertise 
and pool treasury management resources.  The sharing of information and expertise, 
such as identifying banks that are in the same financial group, might have lessened the 
failures that occurred during the Icelandic crisis. 
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5 Scrutiny of the treasury management 
function 
57. People decide to enter local politics for many and varied reasons, but the scrutiny of 
treasury management is probably not at the top of many councillors’ lists or, indeed, a 
primary concern of voters.  However, the proper monitoring of local authorities’ treasury 
management functions is one of the most difficult and most important of a council’s 
overview and scrutiny responsibilities.  Much evidence in this area was given by Howard 
Knight, co-author of the booklet Treasure your Assets, published by the Centre for Public 
Scrutiny, which aims to give a jargon-free guide to the scrutiny of local authority financial 
investments.  In written evidence, Howard Knight sums up the effects of the rules and 
regulations surrounding treasury management:  

Implicitly, by addressing those recommendations and requirements, a public body 
should be addressing explicitly the issue of whether it has in place the ability and 
capacity to be an efficient, effective and responsive client for treasury management.73 

58. Before giving oral evidence to us, Mr Knight carried out a survey among a number, 
though not a representative sample, of authorities, talking to relevant councillors—leader, 
cabinet member for resources, Chair of the Audit Committee, and Chair of Resources, 
Overview and Scrutiny Committee—about their role in the oversight of treasury 
management practices.  That survey found that many councillors were not scrutinising 
effectively the treasury management policies and performance of their authorities:  

In most authorities, TM strategy and policy papers have received what I would describe 
as relatively perfunctory scrutiny […] In most councils (and the Audit Commission) it 
appears that TM was treated rather mundanely, with the legislative requirement to 
approve the TM strategy and policy seen as a necessary hurdle to be leaped rather than 
an opportunity for significant challenge.74 

59. This point had already been recognised by the Minister before he came to give evidence 
to us. Giving evidence, he said: 

The question […] is: is the scrutiny sufficient and is the capacity of members, and 
actually the capacity of some senior officers, sufficient to scrutinise these decisions? 
There may well be a case for a couple of things in this area and these are matters that 
we are considering at the moment. There may well be a case for better support and 
training for certain members in relation to this sort of function. There may well be a 
case for encouraging all local authorities to have audit committees, an arrangement 
that some do, that the system of Audit Commission’s comprehensive performance 
assessment and use of resources judgment tends to encourage but it is by no means 
uniform and universal.75 
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60. According to the CIPFA Toolkit for Audit Committees, there is no statutory obligation 
for a local authority to establish an audit committee.  It describes the benefits of having an 
audit committee: 

Effective audit committees help raise the profile of internal control, risk management 
and financial reporting issues within an organisation, as well as providing a forum for 
the discussion of issues raised by internal and external auditors.76 

Some local authorities have audit committees as part of their scrutiny structures, but 
CIPFA writes about the distinction between auditing and scrutiny: 

The role of scrutiny is to review policy and challenge whether the executive has made 
the right decisions to deliver policy goals.  This is different from the role of the audit 
committee which exists to provide independent assurance that there are adequate 
controls in place to mitigate key risks and to provide assurance that the authority, 
including the scrutiny function, is operating effectively. 77 

The Toolkit also states that it is perfectly legitimate to co-opt somebody other than a 
member to be a member of the audit committee.78  It also points out that the Audit 
Commission has supported the introduction of audit committees in local government, and 
published a paper in 1996 called “Called to account—the role of audit committees in local 
government”. 

Training 

61. CIPFA, in written evidence, cites developments to improve professional financial 
management skills for staff employed by local authorities, but does not mention improving 
training for elected members.  Mr Antill, Director of Resources at Tewkesbury Borough 
Council and representing the Society of District Council Treasurers as a member of its 
Executive Committee, told us that: 

we need to make sure members are properly briefed and trained because some of these 
transactions are very complex and I think it is our responsibility as finance people to 
make sure that our members get adequate training as well.79 

62. Councillor Cockell, Chairman of London Councils, also told us about the need for 
elected members to be better trained because 

there is a lack of knowledge by elected members, particularly, I think, younger 
members coming in.  In the past we had a lot of members who perhaps were 
accountants, who had a City background, a financial background.  I see that becoming 
more difficult, even in the centre of London, to recruit those sorts of people, so 
certainly I think we should be looking at being able to, not turn out councillors who are 

 
76 CIPFA, A toolkit for local authority audit committees, 2006, p 4. 

77 Ibid, p 4. 

78 Ibid, p 16. 
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experts in the City and can out-expert the experts we are paying for and the treasury 
teams but, shall we say, know the right questions to ask.80  

63. The results of Howard Knight’s survey tend to reinforce Mr Antill and Cllr Cockell’s 
point. They show that, in relation to training, only a minority of the relevant members had 
had additional training and development in treasury management.81  Mr Knight 
commented on the fact that councillors have to undertake specialist training before they 
become members of Planning and Licensing Committees, but no such requirement is 
needed in order to become members of the relevant committees concerned with treasury 
management.82  He cites the best training courses being provided by outside organisations, 
such as CIPFA or Local Government Futures, which “[give] elected members the 
confidence, knowledge and skills to ask the awkward and challenging questions”.83 

64. Howard Knight suggests that a requirement for elected member development and 
training should be incorporated into CIPFA’s Treasury Management Code of Practice, and 
such development and training should be monitored by local authorities’ Audit 
Committees.  The Code, he proposes, should have explicit guidance, including 
benchmarking and checklists “in relation to the necessity of securing sufficient client 
capacity.”84   

The Annual Investment Strategy 

65. The focus of elected members’ scrutiny of the treasury management function is the 
Annual Investment Strategy (AIS). As explained above, the AIS concentrates on the 
security and liquidity of investments, containing a list of approved counterparties and the 
upper limits of investments with any single counterparty, details of how the authority plans 
to use credit ratings, and its policy in relation to the management of investments.  The AIS 
must be approved and, if necessary, amended by the full council.85 

66. In relation to the Annual Investment Strategy, CLG’s written evidence states that “the 
system allows elected members to decide just how much detailed scrutiny they wish to 
undertake.”86  As we have already seen, often that has been not much—though in the light 
of the Iceland experience, that may change. Sterling’s written evidence states that  

[…] the Annual Investment Strategy is only one of a growing number of financial 
matters to be approved by the Council before the start of each financial year, and it is 
often relegated to an appendix of the report which sets the budget and Council Tax for 
the coming year.  Elected members are naturally more interested in budget allocations 
and Council Tax, arguably leading to a rather more limited scrutiny of matters such as 
the Annual Investment Strategy.  This area is clearly likely to receive additional 
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attention and debate this year, and a number of Councils have now promoted the 
Annual Investment Strategy to a report of its own.87 

67. The particular question arose during our inquiry of the infrequency of councillors’ 
review of the annual investment strategy. Of special concern was the fact that officials 
working in the finance office of a local authority could make decisions during the course of 
the year, within the wide limits set by the annual investment strategy, which would not be 
scrutinised by councillors for at least 12 months. The problem, and a possible solution, are 
summed up in the exchange below with the Minister: 

Mr Hands: I certainly think there is a strong case for making the frequency of reporting 
far more frequent. At the moment […] the council will take an investment decision at 
the beginning of a financial year which will not then ultimately be reported to 
members, and there is nothing in the rules it has to be reported to members until 
perhaps as much as 14 months afterwards when it comes before the annual council 
meeting which is reviewing the investment strategy of the previous year. I think there is 
all kinds of room there [for irregularities to occur]: anything from rogue officers who 
are making unauthorised investments […] [to] local authority officers taking a position 
on an Icelandic bank, or whatever it might be, […] without anybody knowing about it. 
I think there is scope for more frequent reporting to members than an annual review 
which will typically be lagging by over three months anyway.  

John Healey: In terms of more frequent monitoring and reporting, perhaps systematic 
end of year scrutiny, probably you have a strong point there.88 

Conclusion 

68. We endorse the Minister’s suggestion and recommendations by CIPFA and the 
Audit Commission that all local authorities should have an Audit Committee with 
specific responsibility for the scrutiny of the treasury management function.  Guidance 
to local authorities to that effect should be given through appropriate amendment to 
the CIPFA Codes. 

69. Members of audit committees need to take their responsibilities for that scrutiny 
seriously and need to ensure that they are properly trained. The CIPFA Treasury 
Management Code of Practice should make explicit the need for specific training in 
treasury management to be undertaken by those councillors with responsibility for 
overseeing treasury management arrangements, and the Audit Committee should be 
charged with ensuring that it is available and with monitoring its adequacy.  

70. Guidance from CIPFA  also notes that it is open to an authority to appoint someone 
other than an elected member and from outside the authority either to serve on or to 
chair the audit committee.89 The co-option of external members to audit committees in 
this manner offers an additional opportunity to local authorities to enhance the 
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expertise available to the authority in the scrutiny of its treasury management function, 
and we encourage all local authorities to consider taking advantage of it. 

71. Meanwhile, whether a local authority has an Audit Committee or not, elected 
members should ensure that they pay proper attention to scrutiny of the Annual 
Investment Strategy (AIS), and of the decisions which are taken under it. We 
recommend that CIPFA, in reviewing its Codes, consider what further guidance is 
necessary to local authorities to ensure that elected members are given—and take—
appropriate opportunities to scrutinise their AIS. We also recommend that CIPFA 
develop and include in its revised Codes more rigorous requirements for reporting to 
elected members on decisions taken by officials under the AIS. 
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6 Credit rating agencies 
72. The role of credit rating agencies (CRAs) was discussed in much of our evidence, both 
written and oral.  The Government’s statutory guidance on local government investments 
describes the need for specified investments to be invested with the Government, a local 
authority, a parish council or community council or “with a body or in an investment 
scheme which has been awarded a high credit rating”.90  It also explains that local 
authorities’ Annual Investment Strategies should state: 

a) how high credit rating is to be defined for the categories of investments which the 
local authority intends to use in the financial year;  

b) how and how frequently credit ratings are to be monitored and what action is to be 
taken when ratings change.91 

There is nothing in either the Government guidance or in the CIPFA Codes that advises 
local authorities on the way in which credit ratings are to be interpreted.   

73. Local authorities use the information provided by the three credit ratings companies, 
Fitch, Moody’s, and Standard & Poor’s.  We invited all three to submit written evidence, 
receiving responses from Fitch and Moody’s.  These agencies assess the risk of financial 
and other institutions.  Moody’s written evidence describes the way in which bonds 
(defined as bonds and other type of financial instrument rated by Moody’s)92 are rated:  

In the most basic sense, all bonds perform in a binary manner: they either pay on time, 
or they default.  If the future could be known, we would need only two ratings for 
bonds: “Default” or “Won’t Default”.  Because the future cannot be known, credit 
analysis resides in the realm of opinion.  Therefore, rather than being simple 
“default/won’t default” statements, our ratings are opinions about the risk of outcomes 
in the future with degrees of uncertainty.93 

74. Moody’s memorandum goes on to describe what credit ratings can and cannot do, and 
quotes its Code of Conduct: 

Credit ratings are Moody’s current opinions of the relative future credit risk of entities, 
credit commitments, or debt or debt-like securities […] Credit Ratings do not address 
any other risk, including but not limited to: liquidity risk, market value risk, or price 
volatility.  Credit Ratings are not statement of current or historical fact.  Credit Ratings 
do not constitute investment or financial advice, and Credit Ratings are not 
recommendations to purchase, sell, or hold particular securities.94 
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Therefore, according to Moody’s memorandum, credit ratings are a matter of opinion 
rather than fact; and do not, in themselves, constitute advice, though they may be cited to 
justify or support advice.  Fitch also outlines what is defined as a rating: 

Ratings are based on information obtained directly from issuers, other obligators, 
underwriters, their experts, and other sources Fitch believes to be reliable.  Fitch does 
not audit or verify the truth or accuracy of such information, and has undertaken no 
obligation to so audit or verify such information or to perform any other kind of 
investigative diligence into the accuracy or completeness of such information.  If any 
such information should turn out to contain misrepresentations or to be otherwise 
misleading, the rating associated with that information may not be appropriate and 
Fitch assumes no responsibility for this risk. 95 

75. Mr Weaver described the fallibility of credit rating agencies: 

The information they provide is part of the whole picture.  It is not the whole picture.  
Credit rating agencies are not regulators, they are not auditors.  They are fallible.  Their 
pronouncements need to be studied and understood but not slavishly followed and it is 
important that the treasury management team in a council is taking a wider view than 
simply relying on a single set of businesses, frankly, not agencies.  They are not agencies 
of government, they are businesses selling information and they are fallible; they are 
not infallible.96 

We would add to those limitations the fact that credit ratings can be slow to change and lag 
financial and economic developments.97 

76. The evidence from the Society of Local Authority Chief Executives and Senior 
Managers (SOLACE) shows how the fallibility described by Mr Weaver came to affect local 
authorities’ investments in Icelandic banks: 

Icelandic Banks passed all the tests and had reasonable credit ratings.  The real problem 
is that neither the Banks nor Credit Rating Agencies had adequate information on the 
liabilities explicit or implicit in derivative instruments such as collateral debt 
obligations or credit default swaps.98 

77. Mr Horsfield of Arlingclose suggested that an over-reliance on credit ratings left some 
people and institutions unaware of the real risks.  Commenting on the fact that Moody’s 
credit rating of the Icelandic banks rose to AAA, the top rating, he said that that resulted in 
Arlingclose being wary of the credit rating system and being wary of Iceland: 

From our perspective, that [the Moody’s re-rating] influenced our decision on the 
reliance on ratings because it seemed to us to be so out of kilter with what other 
indicators in the market on those institutions in Iceland were telling us.  You could not 
reconcile the two. 
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Arlingclose’s written evidence makes a more damning, general case against an over-
reliance on credit ratings: 

We believe that the blind reliance on credit ratings supplied on an incremental and 
mechanistic basis is the main reason why local authorities have money at risk with 
Icelandic institutions. There was ample and readily available information that 
presented, at the very least, a requirement to adopt a cautionary stance. Unfortunately, 
this was at best—and quite remarkably in our opinion—unavailable and, at worst, it 
was ignored.99 

This argument finds some support in the conclusions of the Audit Commission’s report 
“Risk and Return”, which notes that some evidence suggests that those local authorities 
that used a narrower range of information—credit ratings alone—rather than using a wider 
source of information, such as reading around the subject and studying the market 
intelligence from a “a range of sources and broker information”, were more likely to invest 
in the Icelandic financial institutions.100 

78. The evidence and argument above should not, however, be taken as an indication that 
we consider the credit ratings themselves to be the main reason for local authorities’ 
potential losses in the Icelandic banks. As the Audit Commission’s report “Risk and 
Return” points out, there was a general wariness about Icelandic banks during 2008 and 

Confidence in the creditworthiness of some of the Icelandic banks changed relatively 
rapidly and between January and September 2008, a number of credit rating 
downgrades were announced, which should have prompted treasury managers to 
review the creditworthiness of the Icelandic banks.101 

79. Neither do we conclude that local authority treasury managers should disregard credit 
ratings altogether. CIPFA states in its written evidence that 

[…] whilst local authorities will continue to use other sources of information they have 
available, an approach encouraged by CIPFA itself, and despite recent criticism about 
the agencies’ response to changing financial climates, it should be recognised that the 
ratings agencies remain a key accepted view of an organisations’ financial standing and 
it is unlikely that local authorities themselves would have the resources or knowledge to 
carry out their own detailed credit analysis.102 

80. Rather, we consider that there is room for further guidance to local authorities on the 
appropriate place of credit ratings in decisions about investments. Indeed, CIPFA has 
already recognised as much. CIPFA’s Treasury Management Panel recently (March 2009) 
published a bulletin, “Treasury Management in Local Authorities—Post Icelandic Banks 
Collapse”, which explains the way in which credit ratings should be used by local 
authorities: 
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There has been much debate about the role of credit ratings and their use by local 
authorities.  Credit ratings remain a key source of information but it is important to 
recognise that they do have limitations.  Authorities are advised to have regard to the 
ratings issued by all three main agencies […] and to make their decisions on the basis 
of the lowest rating.  Ratings should be kept under regular review and ‘ratings watch’ 
notices acted upon.103   

One of the reasons why the problems which led to money being placed at risk in the 
Icelandic banks arose was because of the over-reliance placed on the ratings awarded by the 
credit rating agencies, which is the only measure of “investment quality” mentioned in the 
informal commentary to the Government guidance. 

81. The lack of information about the appropriate use of credit ratings in the 
Government guidance and in the CIPFA Codes is an omission.  Some local authorities 
have relied too heavily on credit ratings, without appreciating that they should be 
viewed within the context of other financial and economic information and advice. We 
welcome the new guidance from the CIPFA Treasury Management Panel, but believe 
that there is room to go further. We recommend that the Government revise the 
informal commentary on its statutory guidance, to include information about the 
appropriate use of credit ratings. We also recommend that the CIPFA Codes include 
guidance to local authorities on the nature of credit ratings, highlighting the risks of 
over-reliance on them. Credit ratings should not be used in isolation as a justification 
for the soundness of an investment and local authorities should be made aware of the 
fact that credit ratings should be viewed within the context of wider financial and 
economic information and advice. 

 
103 CIPFA, Treasury Management Panel, “Treasury Management in Local Authorities – Post Icelandic Banks Collapse, 

March 2009, p 3. 
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7 Treasury management advisers 

Introduction 

82. Many local authorities employ private sector advisers—“treasury management 
advisers”—who have specialist knowledge and skills in understanding money markets.  As 
Treasure Your Assets states: 

Local authorities can and do make their own investment decisions, but, given the 
potentially specialised knowledge and skill required to understand the money markets, 
many employ an external firm of advisers to advise in the decision making of which 
counterparties to invest in and borrow from.  Such advisers will give regular advice on 
the current prevailing market, their assessment of the likely future course of interest 
rates etc.104 

83. However, this definition of the role of treasury management advisers is not one that is 
fully accepted by some of the treasury management advisers themselves, as we discovered 
in an oral evidence session.  The lack of clarity about the type of service being offered has 
led to confusion about the role of those advisers in the events leading to the collapse of the 
Icelandic banks, and prompted us to inquire further into the role of treasury management 
advisers.   

What do treasury management advisers advise on? 

84. CIPFA’s written evidence acknowledges that “local authorities place varying levels of 
reliance on the advice of these advisers depending upon their own level of internal skills 
and knowledge.”105  It is perfectly understandable that different local authorities should 
contract for differing levels of service from treasury management advisers, according to 
their local circumstances—and that, as one of the treasury management adviser firms 
pointed out in a supplementary memorandum to us, the fees charged by those advisers 
should reflect the level of service contracted for.106 However, the evidence given to our 
inquiry, particularly that given in oral evidence from the three treasury management 
advisers themselves, highlighted a discrepancy between what many local authorities 
thought they were being provided with, and what some of the advisers themselves claimed 
to be providing to their clients. 

85. Sterling states in its written evidence its view of what treasury management advisers do, 
and do not, provide: 

There is some confusion in the media about the role of local authorities’ treasury 
consultants.  Their role includes:  

 
104 The Centre for Public Scrutiny (CfPS), Treasure your assets: a jargon free guide to scrutiny of local authority financial 

investments, December 2008, p 17. 
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a) helping authorities to meet their obligations under the legislation and codes of 
practice, including the production of an Annual Investment Strategy;  

b) keeping authorities up to date with changes to relevant public credit ratings;  

c) explaining how the Bank of England, PWLB and money market work;  

d) providing information on the pros and cons of various investment and borrowing 
options;  

e) assisting with the use of risk management techniques;  

f) helping authorities to account for investment and borrowing decisions, and;  

g) training officers and members on the above.   

Consultants do not:  

a) pass on unfounded rumours about market participants, which would be in 
contravention of the Financial Services and Markets Act 2000, or;  

b) tell authorities which investments they should or should not make.107 

86. In oral evidence, Mr Anthony, Managing Director of Butlers, explained the services 
that Butlers offers: 

We do offer advice in a number of areas, for example in accountancy, capital finance 
issues, economic analysis, interest rate forecasting, and in addition we do run training 
courses, but it is quite clear on the counterparty issue that we act as a pass through of 
information.  We do not provide advice on counterparties. 

Sector’s representative, Mr Whelan, gave a similar answer: 

I would like to make it quite clear that we do not provide advice to local authorities on 
which specific financial institutions or sovereign states to place their funds.  We provide 
rating information from the major international rating agencies through to the local 
authorities.  We try to help and standardise information because quite often the rating 
agencies use different terminology to describe the same outcome.  This information 
then becomes part of a broader authority decision-making process into which our 
input is one part of that process, but we have no further part in that process.108 

These advisers suggest, essentially, that they are an intelligence service, and a limited one at 
that (the reference to “unfounded rumours” in Sterling’s evidence seems to suggest that 
they do not even weigh up and analyse the available information—a very different business 
from passing on supposedly privileged information).  If this is their role, then it seems 
relatively poor value for money.  However, the evidence we received suggested that this is 
not the role which many authorities thought they were contracting for.   
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87. Howard Knight suggested that treasury management advisers were back-pedalling on 
what they did for local authorities, switching from the claim that they give “advice” to the 
suggestion that what they offer is “specialist information”.109  Mark Horsfield from 
Arlingclose was the only treasury management advisor who agreed that it was his role to 
provide both specialist information and advice: 

In terms of investment advice, which I suppose is the key area the Committee is 
interested in, we do believe we give investment advice.  That is what we are mandated 
to do and our clients tell us that they want access to information that they do not have 
access to themselves.  We gather information, consider it and form a view from a wide 
range of sources, not simply the credit rating agencies.110 

88. The LGA provided useful supplementary evidence on the varied contracts that exist 
between local authorities and the two treasury management adviser firms Sector and 
Butlers. There is evidence from those contracts that both Sector and Butlers are expected 
by local authorities to give advice, not just provide information.  The following, for 
example, is an excerpt from a contract between a district council and Butlers: 

Advice will be given with regards to the internal management of funds.  In conjunction 
with our interest rate forecasts we will provide advice on the period of investment.  
Advice will also be given on the use of both Specified and Non Specified investments.  
In addition we will give specialist advice on specific investment instruments that 
comply with the Councils’ attitude to risk.  The investment service will include 
performance monitoring of all products and an agreed exit strategy for existing 
instruments.111 

89. Similarly, the LGA quote a contract between a district council and Sector, entitled a 
“Mandate for Treasury Consultancy and Investment Advisory Services”, which states that 
Sector will provide: 

Advice on investment counterparty credit worthiness, including the provision of 
prudent parameters established in the light of information from the UK’s leading credit 
rating agency, various other analysts as appropriate and associations.112 

90. Reading Borough Council has been a client of both Sector and of Arlingclose.  The 
Council sent us internal documents relating to their treasury management activities, with 
copies of e-mails from both Sector and Arlingclose.  One exchange between Reading and 
Sector in June 2006 is particularly relevant because it discusses the provision of advice 
specifically about with whom the council should invest its reserves (the so-called 
“counterparties”).  In one e-mail, Reading Borough Council asked for the following advice: 

Historically we rarely had more than £10-£20m to lend and this list [of counterparties] 
was adequate.  Now we are in a position that because of borrowing to finance future 
programmes/restructure debt we have around £100m lent out, and our list is proving 
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restrictive.  In addition from benchmarking we have noted that our performance lags 
most authorities by 0.1% or so (equivalent to up to £100k pa, though probably more 
typically £30–40k). 

The brokers we deal with have been asking us to consider reviewing our list for some 
time, and […] we are minded to do so, but would appreciate your comments on what 
we propose. 

91. Sector responded 13 days later with the following e-mail: 

I have looked at your proposed lending list […] The list looks fine and I have the 
following comments after checking the institutions against our own Creditworthiness 
application. 

Other UK Institutions 

We recommend that Bradford and Bingley and Northern Rock are not lent to [for] 
more than three months. 

Overseas Banks 

With the exception of DEPFA (3 months) we recommend lending to those highlighted 
for in excess of a year, the two Swiss banks you mention do not appear on our list but I 
have checked on the Fitch website and agree their ratings. 

Building Societies 

Again we recommend no longer than three months however the regulatory 
environment, as you say, may mean that you take a slightly different view to us.  
Derbyshire and Leeds/Holbeck are not rated but again fall into the top 10 due to asset 
size. 

I hope this helps but if you need further input do not hesitate to contact me.113 

92. Reading Borough Council does take responsibility for its investment strategy.  It stated 
in its written evidence: 

We have always taken the view that whilst it is the role of advisers to guide and help, 
ultimately the authority must control and own the process.  Ultimately treasury activity 
is carried out by a small team within the finance function with the staff handling day to 
day transactions having clear guidance on what can be done on a day to day basis.114 

However, the exchange shows that, at least in 2006, Sector was giving advice on specific 
investments and advising Reading Borough Council not to invest in certain financial 
institutions for more than three months.  This contradicts the impression that Mr Whelan 
sought to give us about Sector in oral evidence.115 

 
113 E-mail exchange between Reading Borough Council and Sector (Evidence not reported). 
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Specific examples of advice relating to Icelandic investments 

93. The following table, reproduced from written evidence given by Martin Hickman, 
Consumer Affairs correspondent at The Independent, summarises, for each treasury 
management advisor, the number of local authorities each advise, the proportion of the 
total local authority exposure to Iceland each client group held, and the total amount 
exposed.  It also includes the statistics for the local authorities with no external treasury 
management advisor, for reference. 

Butlers Claims to advise 144 UK councils: 31% of total  
Number with investments in Icelandic banks: 51%  
Proportion of total UK council exposure to Iceland: 53%  
Scotland £22.5m, Wales £0, England £447m  

TOTAL: 
£469.5m  
 

Sector Treasury 
Services  
 

Claims to advise 250 UK councils: 53% of total  
Number with investments in Icelandic banks: 46  
Percentage of total UK council exposure to Iceland: 35%  
Scotland £23m, Wales £49.7m, England £240.4m  

TOTAL: 
£313.5m 

Sterling 
Consultancy 
Services  
 

Will not disclose number of UK councils it advises  
Number with investments in Icelandic banks: 3  
Percentage of total UK council exposure to Iceland: 2%  
Scotland £3.7m, Wales £0, England £13.5m  

TOTAL: 
£17.2m  
 

No external 
advisor 

Number of UK councils without advisers: at least 16  
Number with investments in Icelandic banks: 16  
Percentage of total UK council exposure to Iceland: 1%  
Scotland £0, Wales £0, England £13m 

TOTAL: 
£13m 

Arlingclose  
 

Claims to advise 40 (now 50 after Icelandic collapse) UK 
councils: 9%  
Percentage of total UK council exposure to Iceland: 0  
Number with investments in Icelandic banks: 0 

TOTAL: £0  
 

Source: Ev 130 

94. These figures were submitted to us as written evidence and also appeared in an article 
in The Independent on 19 January 2009.  We have not sought to verify the figures, but Mr 
Anthony of Butlers said in oral evidence, “No, you cannot dispute the amounts, they are 
there for everybody to see”.116 

95. Sterling’s written evidence defends local authorities’ investments in Iceland, pointing 
out that the Icelandic banks were some of only a limited number of banks willing to accept 
small deposits that many local authorities wanted to make (many highly-rated banks only 
accept deposits in excess of £25 million); and that the Icelandic banks paid “high, but not 
exceptional,” rates of interest on deposits and “local authorities typically lend their cash to 
whichever approved counterparty is paying the highest rate of interest, subject to an 
internal limit per counterparty”.117  Sterling goes on to argue that local authorities’ decision 
to invest in Iceland might not have hindered them financially: 

There is around £1 billion of local authority cash tied up in Icelandic banks, 
representing approximately 3% of all local authority investments.  It is interesting to 
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note that since market interest rates have been substantially higher than yields on low-
risk government bonds for the past two years, local authorities will, in aggregate, have 
received in the region of £1 billion additional investment income over this period by 
investing on the money market.  It can therefore be argued that individual local 
authorities who have 3% or less of their total investments tied up in Icelandic banks 
have not lost out financially from the episode, even if the eventual amounts recovered 
are low.  It follows that those authorities who have a substantially greater proportion 
invested in Iceland (and in some cases this is more than 10%) have lost out.  This is as a 
direct result of the failure to diversify their investment portfolios adequately.118 

96. Arlingclose, however, advised its clients not to invest in Icelandic institutions from 
early 2006.119 It gave the following information in its written memorandum of the signals 
early in 2006 that led to this advice: 

What were the concerning signals? 

— Widespread newspaper articles (going right back to early 2006) of potential 
problems with the Icelandic economy. 

— An analysis of the Icelandic economy from 2006 onwards indicated that it was an 
economy under stress.  The value of its currency was deteriorating, inflation was 
sharply higher and its official interest rates were in double digits and rising.  As an 
economy its growth had been fuelled largely from the expansionary activities of its 
banks which resulted in liabilities dwarfing economic output and the value, 
therefore, of any potential government guarantee. 

— Numerous pieces of research released by investment banks signalling potential 
problems with Iceland and its banks.  This research kept on coming and its outlook 
took on an increasingly pessimistic tone. 

— One of the credit rating agencies introduced, in early 2007, a new ratings 
methodology that inexplicably resulted in the Icelandic banks being given the 
highest available rating.  This brought widespread derision from the financial 
markets to the extent that the methodology and the ratings were removed shortly 
thereafter.  This again raised sharp questions about the reliance on credit ratings as 
a sole barometer of risk. 

— Direct communication with the specific institutions about which we had concerns 
did not allay Arlingclose’s fears. 

— The credit default swap (CDS) market provides investors with the ability to insure 
against a corporate or sovereign failure.  CDS priced Iceland and its banks at levels 
that contradicted the credit ratings.120 

97. Neither Butlers nor Sector stated in their written evidence whether or, if so, when they 
advised their clients not to invest in Icelandic institutions.  When pressed on this matter in 
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oral evidence, they once again relied on the distinction they were seeking to draw between 
“advice” and “information”.  When questioned about whether Butlers advised its clients to 
withdraw their investments from Iceland, Mr Anthony said, “No, we do not provide 
advice, we just give out information.”121  When questioned on whether Sector advised 
against investing in Iceland, Mr Whelan responded: 

No, we did not.  We passed on the downgrades from the credit rating agencies as they 
came through to local authority clients on a timely basis.  We do not give specific 
advice in this area.122 

98. The Committee received written evidence from Plymouth City Council, which has £13 
million at risk in Icelandic institutions (5% of its total portfolio).123  Its treasury 
management advisor at the time was Sector, from whom they commissioned a specific 
review of the council’s investment strategy in June 2008 because of general concerns being 
aired in the money market.124  Plymouth’s written submission highlighted reassurances 
given by Sector at that time.  Sector’s report stated: 

The Council’s lending list is very robust and takes into account consideration of the 
rating criteria, amount limits and also duration limits, which is exactly what Sector 
recommends from authorities that are looking to place money with any institution.125   

Those reassurances appear to us to constitute advice, not just information.  Plymouth’s 
Audit Committee document of 18 December 2008 notes that it has since replaced Sector as 
its treasury management advisor.126  

Service provided by treasury management advisers: conclusion 

99. Responsibility for local authorities’ investment decisions lies, and must continue to 
lie, with the local authorities themselves.  However, the claim by some treasury 
management advisers that they give information only, not advice, on investment 
counterparty creditworthiness to local authorities is, in our view, misleading.  

100. The involvement of treasury management advisers in local authority treasury 
management will only be valuable if local authorities understand the level of service 
they require, and if the advisers themselves are clear about the level of service they are 
providing. Treasury management advisers must decide, define and communicate what 
services they are providing clients, particularly in relation to the provision of 
“information” and/or “advice”.  The local authority itself nevertheless remains 
ultimately responsible for any investment made, and CIPFA should warn local 
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authorities about over-reliance on treasury management advisers, whose services have 
been shown to be variable and, in some cases, inadequate. 

101. In our view, the evidence we have received suggests both that local authorities believed 
they were receiving a different level of advice from the advice that their providers thought 
they were giving, and that local authorities need a different level and quality of advice. The 
Audit Commission could play a useful role here. As its preface states, the Commission’s 
report “Risk and Return” tells “the story of English local authority deposits in Icelandic 
banks and their UK subsidiaries.” The “story” includes a brief definition of treasury 
management advisers,127 but omits any criteria for evaluating their services. The 
Commission could provide a valuable service to local authorities by considering the range 
of services that treasury management advisers provide and advising on what level of service 
may be appropriate depending on the in-house capability of the local authority, the 
amount of money that it has available for investment and its appetite for risk.  We 
recommend that the Audit Commission carry out a value for money study of the 
services that local authorities have received from treasury management advisers, with a 
view to advising local government on the value that they offer in the differing 
circumstances applying to individual authorities.   

Treasury management advisers and the CIPFA Codes 

102. The CIPFA Codes say very little about treasury management advisers, brokers and 
credit rating agencies.  Treasury Management Practice 11 describes the potential benefit of 
external service providers of treasury management services and recommends that local 
authorities 

[…] ensure that the terms of their appointment and the methods by which their value 
will be assessed are properly agreed and documented, and subject to regular review.  
And it will ensure, where feasible and necessary, that a spread of service providers is 
used, to avoid over-reliance on one or a small number of companies. 

This description is fine as far as it goes, but in the light of our discussion of the services 
provided by treasury management advisers, it is clear that the CIPFA Codes need to be 
more explicit on the use of external service providers. 

103. The Minister, the Rt Hon John Healey MP, told us that he would like to see “clearer 
guidance on appropriate use of expertise whether that is internal or external.”128  He later 
accentuated this point when asked again about local authorities relying on treasury 
management advisers who claimed to pass on little more than credit ratings: 

That is what I had in mind when I suggested there may be a case for clearer guidance 
and possible a reflection of the CIPFA Treasury Management Code of the use of 
expertise both internal and external.  I think the sort of evidence the Committee has 
taken on that front […] suggests those authorities who were not over-reliant simply 
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and singly on credit ratings information have been less likely to make these 
investments.129  

104. There is no guidance in the CIPFA Treasury Management Code for those local 
authorities with no specialist staff and which therefore rely on external advice.  John Healey 
commented on this fact, saying: 

That is an area which you may have heard from CIPFA they are looking at.  It is 
certainly an area I am interested in and looking at.130 

105. We recommend that the CIPFA Codes give more detailed advice to local 
authorities on the services which they may expect to receive from treasury management 
advisers, and how to use them effectively. The guidance should make clear that such 
advisers may give varying types and levels of information or advice.  

Potential conflicts of interest 

106. It is vital that companies marketing their services as treasury management advisers to 
local authorities should be entirely transparent about the basis of their fees and the sources 
of revenue, including commissions, which they might offset against their charges.  Butlers, 
Sector and Sterling are all subsidiaries of parent financial companies: Butlers is a subsidiary 
of ICAP; Sector is a subsidiary of Capita; and Sterling is a subsidiary of Sterling 
International Brokers Limited.  Concern has been raised about the provision of a financial 
advisory service by one part of an organisation, while another part of the same 
organisation—a broker—is placing investments for local authorities and thereby earning 
commission on those investments. 

107. The CIPFA Treasury Management Code of Practice describes brokers as “money-
broking companies, whose role it is to act as intermediaries, making introductions between 
the prospective parties to transactions.”131  Brokers do not offer advice on which 
counterparties local authorities should invest in.  Instead, “they may provide information 
already in the public domain, but may not interpret it.”132  The Code recommends that, if 
local authorities decide to employ brokers, they should have no fewer than two and they 
should have a competitive tendering process every few years.133   

108. Guildford Borough Council’s submission explains why there is concern about the 
relationships between local authorities, treasury management advisers and brokers. Noting 
reports that investments by some local authority finance officers have managed to 
outperform not only the benchmark set in their authority’s Annual Investment Strategy, 
but even the performance of some professional fund managers, it comments: 
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[…] this is an important feature in this debate i.e. the lack of appreciation of the risk 
being taken.  In some cases this has been with the support of their treasury advisers and 
reflects a potentially far muddier area where advisers may have links to companies 
and/or affiliations with organisation that earn commissions from the 
borrowing/investment activity of the local authorities.  This gives rise to potential 
conflicts of interest.134 

109. Butlers’ website, describing its position within the ICAP plc Group, makes a virtue of 
the fact that local authorities would have ‘the whole of the Group’ at their disposal: 

Butlers is a consultancy company specialising exclusively in the provision of a wide 
range of financial services to the UK public sector […]  Within the ICAP plc Group, the 
world’s leading financial broking organisation, Butlers operates independently.  The 
ICAP plc Group has been working with local authorities and other public sector 
organisations since the 1930s, initially in its capacity as money broker but later through 
the more specialist advice of Butlers itself. The resources of the whole of the Group 
would be at the Council’s disposal. 135  

110. In oral evidence, Mr Anthony, representing Butlers, agreed that the provision of an 
advice service by a company in the same group as a broker could lead to the perception of a 
conflict of interest, but maintained that: 

[…] the company makes it absolutely certain that those conflicts of interest are not 
breached and we do operate the Chinese walls.  We have absolutely no idea what the 
other side of the business gets up to.  They do not know what we get up to.  We do not 
know what our clients are doing with respect to their dealings with ICAP at all.136 

In supplementary written evidence, Butlers reiterates the existence of ‘walls’ within the 
ICAP group and maintains the following: 

As Mr Anthony stated at the hearing, there are clear Chinese (and physical) walls in place 
within ICAP Group.  Indeed we have been told by ICAP that in respect of our clients in 
2008 only 16% of Icelandic investments were placed through ICAP’s deposit broking 
desk.137 

Mr Whelan described the practice at Sector: 

We do not have a conflict of interest, we do not receive commission on any time 
deposits for any financial institution, local government or any other type of body at 
all.138 

111. Mr Horsfield of Arlingclose argued that “it is important to be demonstrably 
independent and we took the decision at a very early stage to demonstrate that 
independence.”139  Arlingclose’s supplementary evidence elaborates this point: 
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Arlingclose’s treasury advisory fees are clear and unambiguous.  Arlingclose avoids 
conflicts of interest by deliberately not taking fees from brokers or financial 
institutions—its treasury advisory fees are paid by clients for advice and for advice only.  
Arlingclose’s founding partners consciously took the decision to develop this business 
model after having worked in the industry for many years, observing practices which 
they did not and still do not believe are in local authority’s clients’ best interests.140  

112. Arlingclose’s supplementary evidence also discusses the commission received by some 
other treasury management advisers: 

Since Arlingclose developed its treasury advisory services in 2004 there have been 
occasions when it has been approached by financial institutions with offers to pay 
Arlingclose fees on a range of investment and debt products. These institutions have 
offered to pay Arlingclose a fee of between two and five basis points. On each occasion 
Arlingclose has declined these offers in order to demonstrably maintain its 
independence. In Arlingclose’s opinion and experience, third party relationships and 
transactions can be poorly disclosed in Standard Terms of Business (STOB), meaning 
that local authority clients are not fully aware of the scale of commissions that can be 
obtained. Nor are clients aware that commissions received as a result of these kinds of 
arrangements can easily exceed the fees that are charged by the treasury management 
advisers to their clients.141 

113. This evidence raised concerns about the potentially inappropriate relationships 
between local authority finance officers, advisers and brokers. We also received 
supplementary evidence from Martin Hickman, consumer affairs correspondent of The 
Independent, citing a conversation with a senior representative in a financial company in 
the City of London.  It should be noted that, although Mr Hickman states that specific 
companies, individuals within those companies and individual transactions were named in 
the conversations with his source, he has not investigated those claims and, as such, they 
are unsubstantiated.142  In the course of this conversation, Mr Hickman was told: 

That local authority investment officers placing tens of millions of pounds of 
investments in banks were poorly trained and motivated. 

That some local authority officers placing investments had enjoyed extensive 
hospitality provided by companies profiting directly from those investments. 

That brokers actively touted for business, dealing directly with local authority finance 
officers to discuss the placement of funds. 

That brokers received from banks substantial commission (sometimes running into 
hundreds of thousands of pounds) for placing local authority funds with those banks. 

That brokers share this commission with advisers unbeknownst to local authority 
clients. 
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That advisers actively advise local authority clients to place funds with particular 
institutions in order that they would receive a share of this broking commission. 

That together advisers and brokers hold conference calls with local authority finance 
officers in which they (advisers and brokers) act in concert to give such advice.143 

114. The Audit Commission’s report “Risk and Return” contained a sentence which added 
to our concern about this issue. It highlighted the fact that many local authorities did not 
manage their existing investments in Iceland well, meaning that some money was put at 
risk which might not have been: 

[Local authorities] did not manage deposits that had not yet matured as actively.  It is 
sometimes possible to break a deposit before maturity.  This is not a regular 
occurrence; some banks charge a fee or a penalty to return funds, but others do not.  
There was a general reluctance to break deposits, or ignorance of the facility.  However, 
some local authorities did consider the possibility of breaking deposits, but were told by 
their brokers that this would not be possible.144 

115. We asked the Audit Commission whether this paragraph was suggesting that local 
authorities were told by brokers that it was not possible to break a deposit before maturity, 
when actually it was possible.  The Commission responded: 

None of the authorities who were part of our fieldwork sought a second opinion on 
breaking deposits after a broker had told them that breaking would not be possible.  
Therefore, we cannot be certain that the information given by a broker was incorrect.  
However, we do know that some deposits were redeemed before the contracted 
maturity date.145 

116. All four local authority treasury management advisers state that they are regulated by 
the Financial Services Authority (FSA). We invited the FSA to submit written evidence to 
this inquiry.  That evidence describes the roles and responsibilities of the FSA, which is an 
independent non-governmental body, given statutory powers by the Financial Services and 
Markets Act 2000 (FSMA).  It is accountable to Treasury Ministers and, through them, to 
Parliament, but is operationally independent of Government and funded solely by the 
firms that it regulates.  The FSMA gives the FSA four statutory objectives: 

— To maintain confidence in the financial system 

— To promote public understanding of the financial system 

— To secure the appropriate degree of protection for consumers  

— To reduce the extent to which it is possible for a business to be used for a purpose 
connected with financial crime. 
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117. We asked the FSA to tell us what it means in practice that a company is regulated by 
the FSA.  It replied with the following supplementary evidence: 

The FSA website contains information on the different approaches that we use for the 
firms we regulated.  This can be found at the following link—
http://www.fsa.gov.uk/Pages/Doing/Regulated/supervise/index.shtml.146 

118. We then asked what steps the FSA had taken to regulate treasury management 
advisers and received the following answer: 

In general FSA conduct of business rules about advice only cover regulated investment 
advice and firms that are FSA authorised. The definition of what is and is not regulated 
investment advice, and who does/does not need to be regulated, is set out by the 
Treasury in the Regulated Activities Order. How the FSA’s conduct of business rules 
apply to regulated advice depends on the exact circumstances of the situation, who is 
giving the advice, who is receiving it and whether any exemptions apply. Generally 
speaking, financial advisers giving advice about deposits are not regulated. This is 
because the Treasury has not included advice of this sort in the list of activities 
regulated by the FSA.  Further information on the regulated activities is available on the 
following link—http://www.fsa.gov.uk/Pages/Doing/Do/index.shtml147 

119. These answers from the FSA are unhelpful to the point where we wonder whether 
they might constitute deliberate obfuscation. We strongly suspect that the clear answer to 
our question of what steps the FSA has actually taken to regulate treasury management 
advisers is “none”. Given the large sums of public money which are at stake in local 
authority treasury management, we consider this to be an abrogation of responsibility on 
the part of the FSA.  Treasury management advisers do not advise local authorities only; 
they also advise other public sector bodies, including the National Health Service, housing 
organisations and universities, which adds to the importance of ensuring that such advisers 
are properly regulated.148 

120. The Financial Services Authority (FSA) should take a more active role in the 
regulation of treasury management advisers. The evidence which we have examined has 
raised concerns about potential conflicts of interest and questions as to whether there 
are any financial transactions between treasury management advisers and brokers that 
might compromise the independence of advice being given to local authorities.  There 
is a strong case for a full investigation by the FSA of the services provided by local 
authority treasury management advisers. We recommend that such an investigation be 
carried out as soon as possible. 

Conclusion 

121. Our examination of the role of treasury management advisers in the Icelandic 
debacle has raised wider questions about their influence on local authorities’ treasury 
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management practice.  First, there is confusion, and perhaps some deliberate 
ambiguity, about what services they offer.  It is clear to us that some local authorities 
believed that they could place reliance on their treasury management advisers in a way 
that some of the treasury management advisers themselves now seek to argue was 
misguided.  Second, there is concern about the independence of treasury management 
advisers that may be part of companies that will benefit from the investment decisions 
of the local authorities that they advise.  Third, there is a lack of clarity about the extent 
to which local authorities can assume that treasury management advisers are properly 
regulated.  While local authorities must ultimately take responsibility for their 
investment decisions, a range of regulatory and advisory bodies appear to us to have 
been complacent in their approach to the role of treasury management advisers.  The 
Audit Commission, CIPFA and the FSA must all re-examine the role and reliability of 
treasury management advisors and their discharge of duties of care for local authorities 
in managing this aspect of treasury management. 
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8 The Audit Commission 

What is the Audit Commission’s role in relation to local authorities? 

122. The Audit Commission appoints the external auditors who are responsible for 
auditing all local authorities.  The Audit Commission’s written evidence states that these 
auditors: 

have a responsibility to satisfy themselves that the audited body has put in place proper 
arrangements to secure economy, efficiency and effectiveness in its use of resources, in 
accordance with criteria specified by the Commission.  These arrangements are defined 
by the statutory Code of Audit Practice to include the audited body’s arrangements for 
managing its financial and other resources, including arrangements to safeguard the 
financial standing of the audited body.149  

123. As the Audit Commission’s supplementary evidence points out, its work is necessarily 
retrospective, because the auditors focus on a local authority’s annual accounts, and the 
financial management system and processes that were used during that year.150 The 
appointed auditors cannot and do not advise on a local authority’s treasury management 
strategy or policies “as they may subsequently have to review the effects of their 
implementation.”151  Additionally, auditors are “mindful of the need to adopt a 
proportionate approach and to target audit work on the areas where the risks that 
something might go wrong are highest.”152  This chapter explores whether the Audit 
Commission targeted work on treasury management sufficiently during 2007 to 2008, at a 
time when the banking world was subject to increased volatility, which consequently made 
treasury management an area of, arguably, greater risk. 

Auditing practice 

Risk of treasury management 

124. The Chief Executive of the Audit Commission, Mr Bundred, told us in oral evidence:  

Before the Icelandic banking collapse […] we did not regard local authority treasury 
management as an area that was poorly managed or at great risk.153 

Mr Evans, the Managing Director of the Audit Commission, reiterated this point: 

When auditors were planning their audits for 2007–08, frankly treasury management 
as an issue was not on their risk radar.  Post-BCCI and the development of the CIPFA 
Treasury Management Code, it was generally thought that treasury management was a 
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function that was well managed.  The specific issues around Iceland did not feature 
until spring 2008.154 

125. In similar vein, the Audit Commission’s supplementary evidence makes the following 
remarks about their lack of concern about Icelandic investments: 

When auditors were planning their audits in 2007, they had no reason to consider 
treasury management to be a significant risk.  Only a few experts in investments were 
drawing attention to the potential weakness of the Icelandic banks before the spring of 
2008, and many not until the autumn.155 

126. The Audit Commission’s case, therefore, is that there is nothing which it could 
reasonably have been expected to do which might have prevented, or restricted, the 
potential losses of local authorities in the Icelandic banks.  We agree to this extent: there is 
an array of organisations, including the Treasury, the Department for Communities and 
Local Government, the Financial Services Authority, the Chartered Institute for Public 
Finance and Accountancy, rating agencies and treasury management advisers, which had 
varying responsibilities to regulate, warn, advise, give information or audit and which, to a 
greater or lesser degree, failed to warn local authorities of the risks involved in investing in 
Icelandic banks.  However, the question is not whether the Audit Commission could or 
should have foreseen the failure of the Icelandic banks, but whether it should have been 
more aware of risks to treasury management generally, and acted accordingly. 

The Audit Commission’s own investments in Iceland 

127. Evidence of the Audit Commission’s complacency in respect of treasury management 
can be seen most clearly in the management of its own funds. The Commission has £10 
million invested in Icelandic financial institutions: it has £5 million invested in Landsbanki, 
which was due to mature on 29 April 2009, and £5 million invested with its subsidiary, 
Heritable, due to mature on 29 June 2009.  An internal audit review and a review by 
independent treasury experts at KPMG were commissioned by the Audit Commission to 
study the circumstances surrounding its own investments.  The internal review drew the 
following conclusions: 

• the Audit Commission made a deposit with one bank (Heritable)—a subsidiary of 
Landsbanki—without taking account of the increased risk created by that bank’s 
reliance on a guarantee from Landsbanki; 

• the Audit Commission relied on short-term credit ratings issued by Fitch to 
support investment decisions, without considering the long-term negative outlook 
warnings in respect of other Icelandic banks or other sources of information, 
including press speculation at the time; 

• the process of investment had become too routine and was not scrutinised at a 
senior level.156 
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128. These conclusions are remarkably similar to some of those reached by the Audit 
Commission itself in the review of local authority treasury management practice referred 
to earlier in this Report, Risk and Return. For example: 

• […] The risks associated with seemingly different institutions may be highly 
correlated because they are in the same group, sector or country.  These are not 
acknowledged […] 157 

• […] Credit ratings are a useful indicator of likely performance and, therefore, a 
credible means of judging and managing risks.  However, while ratings are an 
important piece of information, they do not give the whole picture.  Their use 
should be supplemented with other information […]158 

• […] While officers from the best local authorities tend to be proactive in seeking 
feedback on treasury management policy and compliance, the governance and 
scrutiny of treasury management arrangements is generally poor […] .159 

129. The Audit Commission’s belief that treasury management was a low-risk, well-
managed function has therefore been shown to have been misguided. Measures could and 
should have been taken both by the Commission and by local authorities themselves to 
ensure that their own treasury management was being properly run. The Commission’s 
responsibilities, however, go wider than merely the management of their own funds. Its 
defence that only a few experts were drawing attention to weaknesses in the Icelandic 
banks before spring 2008 misses the point, which is that the financial climate generally had 
become far more volatile and that the risk inherent in investment had therefore become 
greater.160 Local authorities, with their £30 billion and more of investments, were exposed 
to that additional risk, and the Audit Commission—which claims that its “primary focus 
will always be safeguarding the interests of taxpayers”161—should have recognised as much. 

What could the Commission have done?  

130. The question remains of the extent to which the Audit Commission—even had it not 
considered treasury management to be low-risk—could and should have taken steps which 
might have minimised the risks which local authorities were running.  The Audit 
Commission maintains that it audits retrospectively and cannot advise local authorities 
specifically on their treasury management policies.  Mr Bundred, the Commission’s Chief 
Executive, told us “it is not the role of the Audit Commission to give advice to local 
authorities about their investment decisions.”162 In its supplementary written evidence, the 
Commission explains why it would be inappropriate to give such advice: 
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Auditors cannot comment or advise on an authority’s treasury management strategy or 
policies, as they may subsequently have to review the effects of their implementation.  
Neither can they substitute their judgement on risk or second guess specific investment 
decisions by managers, as these are properly the responsibility of management.163 

The supplementary evidence also argues that: 

The focus of auditors’ work is a local authority’s annual accounts and the financial 
management systems and processes that underpin them. Their work is therefore 
essentially retrospective.164 

131. We accept that it would be inappropriate for auditors to attempt to advise local 
authorities directly on their investment decisions. However, the Commission’s contention 
that the nature of audit, being a retrospective judgement, meant that it could not have done 
anything to alert local authorities to the greater risks of treasury management is 
undermined by guidance it issued to its appointed auditors following the Icelandic banking 
collapse.  In its supplementary evidence, the Audit Commission explained that the vast 
majority of local authority audits for 2007/8 were completed before the Icelandic banking 
collapse: of those local authorities with Icelandic deposits, only nine audits were 
outstanding at 7 October 2008.165  However, subsequent to the news of the collapse of the 
Icelandic banks, the Audit Commission issued guidance to the auditors of those nine local 
authorities “on the implications [of the fact that they had money at risk] for their opinion 
on the accounts.”166  This seven-page document guides the auditor through the questions 
that should be asked about any investments that the local authorities might have made, and 
concludes with the following questions that auditors should ask when evaluating local 
authorities’ investment arrangements: 

Were all the deposits made in 2007–08 in compliance with the council’s investment 
policy? 

When were the deposits made?  Was appropriate action taken as information became 
available and in the light of appropriate professional advice? 

Is the investment policy consistent with a performing strongly score?  E.g. was it subject 
to effective scrutiny and review, by those with appropriate skills and understanding?  Is 
a limit set for investing in all institutions on the counterparties list (including 
subsidiaries, and so recognising the interdependence between Heritable and parent 
company Landsbanki)?  Do the limits relate to the council’s cash basis?  Is there a clear 
assessment of risk to prevent over concentration of investment in a single bank?  Who 
has responsibility for authorising deposits—does the officer have sufficient seniority 
and a relevant qualification?  Does the strategy require consideration of long term 
credit ratings in addition to short term credit ratings?  Credit ratings should be applied 
appropriately, accompanied by judgment/horizon scanning/independent advice.  Is 
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there evidence of this, e.g. was the risk associated with the higher returns for these 
deposits assessed? 

Are decisions subject to effective scrutiny and are investments monitored on a regular 
basis?167 

132. Notwithstanding the Audit Commission’s disclaimers about what auditors can 
and cannot do, the guidance issued after the Icelandic banking collapse shows that 
there were questions that auditors could properly have asked to ensure that local 
authorities were following agreed treasury management procedures.  If the Audit 
Commission’s auditors had followed this guidance as normal practice before the 
Icelandic banking collapse, local authorities might have been alerted to some of the 
failures in treasury management procedure which, in some cases, led to funds being put 
at risk. 

133. This conclusion is supported by consideration of the position of one of the seven local 
authorities named in Risk and Return. Bridgnorth District Council invested £1 million in 
Iceland on 2 October 2008. Bridgnorth maintains that it was working within its delegated 
power and that its independent auditors, appointed by the Audit Commission to audit the 
council, confirmed that the investment had been appropriately made and that there was 
nothing untoward.168 Council leader Elizabeth Yeomans made these comments, following 
publication of the Audit Commission’s report: 

I am very concerned that the Audit Commission has criticised the council in a national 
report, when its own auditors have satisfied themselves that we acted reasonably.169 

134. Our point is not to question the Audit Commission’s view of the manner in which 
Bridgnorth acted on 2 October 2008.  Our point is to demonstrate that the auditing 
practice was not adequate for the prevailing financial climate: auditors could and should 
have been required to satisfy themselves that authorities had suitable treasury management 
policies in place and that they were being followed correctly.  As Risk and Return has 
subsequently demonstrated, this was clearly not the case in Bridgnorth, despite the clean 
bill of health given that authority by its auditor. 

Conclusion   

135. The Audit Commission took it for granted that treasury management was a well-
managed function, and, consequently, was not an area of concern for auditors.  Even if 
it could not reasonably have been expected to foresee the collapse of a country’s entire 
banking system, the Audit Commission should have been aware of the greater risk to 
treasury management as a result of the prevailing financial climate and should have 
adjusted its practice accordingly. The Audit Commission failed to realise that treasury 
management was becoming an increasingly risky area and, in that respect, it must share 
some of the blame for the potential loss of funds in the Icelandic banks.  If it had viewed 
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treasury management within the increasingly volatile economic context, it would have 
put treasury management higher in its auditing procedures, and if it had done that, it is 
possible that less public money would now be at risk.  We recommend that the Audit 
Commission review its own auditing procedure and prioritisation of the areas of local 
authority activity it chooses to audit, in order to ensure that such complacency does not 
happen in future.  
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9 The CIPFA Codes 
136. The CIPFA Codes are summarised in Chapter 2.  CIPFA’s written evidence reaches 
the following conclusions on its Treasury Management Code of Practice: 

— The overall framework for local authority treasury management remains based on 
sound principles. However the application of the Code should continue to be 
developed and strengthened in line with developing best practice and current work 
being carried out by CIPFA. 

— No treasury management activity is without risk and determining what level of risk 
is acceptable should be at the heart of local authorities’ treasury management 
policies. Treasury management policies should be designed to minimise the risk of 
capital loss but cannot eliminate it entirely. 

— Clear governance arrangements are in place to ensure treasury management 
decisions are made in a public and transparent way with the full knowledge and 
approval of councils. Where individual authorities have not acted in accordance 
with the arrangements, procedures and protocols exist to deal with them.  

— Greater regulatory control of local authority investments would be a response 
fraught with difficulties and potentially direct service implications; the framework 
should continue to be based upon professional decision making, ensuring that local 
authorities have access to the best possible advice to assist them in this role.170 

137. When giving oral evidence on 19 January, the Chief Executive of CIPFA, Mr Freer, 
said that the CIPFA Code of Practice would be reviewed, “irrespective of whether things 
appear to be going well or badly.  That is just a part of the discipline of having an effective 
code of practice”.171  In the course of the inquiry, the Committee wanted to examine 
whether the CIPFA Codes were fit for purpose.  Were last year’s investment problems due 
to local authorities’ failure to follow the Codes properly, amongst other factors, or were the 
CIPFA Codes themselves inadequate? 

138. Throughout the report, we have highlighted instances where the CIPFA Codes are 
insufficient or inadequate and made recommendations for their improvement. These 
include the following issues: 

• That counterparty lists need to be regularly reviewed and that local authorities should 
set a limit on the amount of money to be invested in a any one counterparty, foreign 
country or financial group. 

• That there should greater emphasis on the training and expertise of in-house financial 
staff. 
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• That the Government, CIPFA and the LGA should study ways in which local 
authorities, particularly smaller ones, could join together to share expertise and pool 
treasury management resources.  

• That all local authorities should be encouraged to have a dedicated Audit Committee to 
take responsibility for the scrutiny of TM policy and practice, with co-opted members 
who have treasury management experience. 

• That the Treasury Management Code of Practice should make explicit the need for 
specific training in treasury management to be undertaken by those councillors with 
responsibility for overseeing treasury management arrangements.  Such training should 
be monitored by the Audit Committee of each local authority.   

• That proper, detailed scrutiny of Annual Investment Strategies should take place to 
ensure that local authorities are taking appropriate measures to mitigate risks in their 
investment strategies. 

• That the Codes should ensure that local authorities are made aware of the proper use of 
credit ratings within the wider context of financial and economic information and 
advice. 

• That the Codes need to give more guidance on the varying types of information or 
advice given by treasury management advisers to local authorities, especially those with 
no internal specialist staff.   

Annual Investment Strategies 

139. The one remaining aspect of the CIPFA Codes which we have not examined 
elsewhere in this report is the requirement for a local authority to produce an Annual 
Investment Strategy (AIS). Butlers argues that the current framework in respect of AISs 
does not need to change: 

Changes to a predominantly sound system may inhibit the freedoms and flexibilities 
which local authorities need.  The present difficulties stem from world-wide turmoil, 
not an inefficient framework of risk management.  We see little merit in placing further 
restrictions on the Annual Investment Strategies of local authorities.172 

140. However, the Society of County Treasurers suggests that beneficial changes could be 
made to the requirements for AISs without inhibiting local freedom and flexibility: 

It is a moot point as to whether greater regulation in this area is desirable or necessary.  
However any extension should be limited to an increase in the number of specific areas 
that need to be covered in the Annual Investment Strategy Statement without being 
prescriptive as to how each area is to be resolved.  This will increase both transparency 
and member control of cash investment processes but retain the ability of local 
councillors to put in place procedures and investments that best meet local needs.173 
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The Society lists the following areas that could be made explicit in an annual investment 
strategy statement: 

The use, or not, of an external advisor;  

Schemes of delegation and the role of the Section 151 officer; 

The use of and procedures regarding credit rating agencies.174 

141. The three areas that the Society of County Treasurers cite are three areas where 
practice has been found to be deficient, to a greater or lesser degree, in our inquiry.  We 
recommend that CIPFA add to the issues that need to be covered in a local authority’s 
annual investment strategy (AIS) the use, or not, of an external advisor; schemes of 
delegation and the role of the Section 151 officer; and the use of and procedures 
regarding credit rating agencies.  The guidance need not be prescriptive about the way 
in which the AIS should address these issues, but it should ensure that proper attention 
is paid to these previously under-scrutinised areas.   
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10 Central Government and local 
authority treasury management  

CLG statutory guidance 

142. The Minister for Local Government, Rt Hon John Healey MP, giving oral evidence to 
our inquiry, said: 

I am pleased the Committee is doing this inquiry.  It will help the work we are doing in 
revising our approach to investment guidance and the framework we have in place, 
which I intend to confirm after the Committee has made its recommendations so we 
can take those into account as part of that.175 

143. As set out earlier in this report, the structure of the present treasury management 
framework is constituted by primary legislation, the Local Government Act 2003; by 
secondary legislation, the Local Authorities (Capital Finance and Accounting)(England) 
Regulations 2003 [SI 3146]; and the CLG statutory guidance.  The informal, accompanying 
commentary to the guidance, which has no statutory force, is the document that fleshes out 
the guidance.  The CLG written evidence states that: 

The guidance document is presented in two parts. One is the formal statutory 
guidance to which authorities are required by law to have regard. The other is a purely 
informal commentary and this has no statutory backing. The advantage of this 
structure is that the formal guidance can be kept concise, while the informal 
commentary can provide explanatory material and additional suggestions in more 
user-friendly terms.176 

144. CLG defends its guidance: 

There have been no indications that the guidance is deficient.  Contrary to recent 
statements in the media, the guidance definitely does not encourage authorities to 
maximise the return from their investments.  It makes clear that authorities’ overall aim 
should be to safeguard the funds they hold in trust for their communities and ensure 
the money can be accessed readily whenever needed.  The informal commentary 
(though not the statutory guidance itself) then adds that, when these objectives have 
been properly addressed, authorities may reasonably turn their attention to the yield 
from their investments.177 

145. We welcome the Government’s willingness, as expressed by the Minister for Local 
Government in evidence to us, to revise its approach to investment guidance, and we 
trust that it will look closely again at that guidance in the light of the conclusions of this 
Report, especially at the issues surrounding the use of credit ratings. However, the 
failures in treasury management identified by our inquiry and by the Audit 
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Commission’s work have for the most part occurred not because of CLG’s guidance, 
but because of local authorities not following the guidance properly. 

Should the Government protect local authorities’ money at risk in 
Iceland? 

146. On 24 November 2008, CLG sent us a briefing note explaining the impact of the 
banking failure on local authorities and the help that the Government was offering local 
authorities.  It listed three priorities: to help local authorities to get their money back; to 
offer help to any local authority facing severe short-term difficulties; and to consider the 
potential medium-term impact of any losses.178 

147. The Minister for Local Government, Rt Hon John Healey MP, discussed the impact of 
the banking failure on local authorities in the Local Government Finance debate in the 
House on 4 February 2009. There, he confirmed that the Government would take steps to 
ensure that any potential losses would not affect council budgets or council tax levels 
during the next year: 

I also recognise the concerns of local authorities that have made investments in 
Icelandic banks.  They have money that is clearly at risk, but it is not lost, and I want to 
help to minimise the problems for those authorities.179 

148. The question remained of whether the Government should go further, and protect 
local authorities’ investments in the same way that it has protected individuals’ savings. 
Our written evidence on this question was mixed. Some, such as the Society of County 
Treasurers, argued that, if it were to do so, the Government would need either to increase 
regulation or to reduce returns.180  Others thought the events leading up to the collapse 
were so extraordinary, local authorities should be helped by the Government.  This is a 
view held by the Society of Local Authority Chief Executives (SOLACE), for example, 
which argues that  

Not doing so means that local authorities are left inexplicably unsupported (with costs 
ultimately borne by individuals through the Council Tax) whilst private institutions 
such as banks are provided with significant levels of public support.181  

149. An alternative approach is to defer the impact of impairments for local authorities.  
We have already quoted the appeal of Mr Antill from Tewksbury Borough Council (which 
has £1 million invested in Iceland), representing the Society of District Council Treasurers, 
who in evidence to us argued that the scale of losses to his authority’s revenue account 
would be very difficult to manage over one year, and asked for help “on that front”.182 
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150. In oral evidence, the Minister was quite clear about the fact that local authorities are 
“informed investors” and that “we should expect them to take responsibility for the 
investment decisions they take.”183  He went on to describe local authorities’ duties, as 
informed investors, within the Government framework: 

They operate within, in my view, a generally sound system of guidance.  They have 
certain clear duties.  It is reasonable to treat them as informed investors.  It is part of the 
principle of the framework that we have, that local authorities should take 
responsibility for the decision they take.184   

151. This view was upheld by the Treasury Select Committee, which published its report 
Banking Crisis: The impact of the failure of the Icelandic banks in April 2009.  It made the 
following recommendation with regard to local authorities: 

We acknowledge that some local authorities will feel hard done by as a consequence of 
the limitations of Government support for them.  Local authorities are required to take 
their own decision on the level of prudent, affordable capital investment.  They have a 
duty to the taxpayer diligently to protect the money they are investing on their behalf.  
Some authorities have shown themselves to be better than others in this regard.  Under 
these circumstances it would seem perverse to reward those authorities who failed to 
protect their investment with yet more money from the taxpayer.185 

While we agree with our colleagues’ conclusion, we also welcome the Government’s 
regulation under section 21(1) of the Local Government Act 2003, which will have the 
effect of deferring the impact of impairments for local authorities’ Icelandic banks 
investments (“relevant investments”) until the 2010–11 financial year.  This will help local 
authorities to delay the effects of any loss. We also welcome the Minister’s commitment in 
evidence to us on 27 October 2008 that he would be prepared to consider the capitalisation 
of local authorities to help them through a period of revenue pressure;186 although we note 
that a recent CLG guidance note, Capitalisation directions 2009–10: policy and procedures, 
offers less hope of Government assistance of that kind, stating that “there will normally be 
no case for the capitalisation of potential losses of investments in Icelandic banks or loss of 
interest in respect of those investments.”187 

152. We agree with the Government’s approach to assisting those local authorities that 
have funds at risk in the failed Icelandic banks, which we consider to be an appropriate 
way of protecting the council tax payer whilst avoiding the “moral hazard” inherent in 
an unconditional, open-ended guarantee of local authorities’ investments. The 
Government will have to monitor closely the amount of money that local authorities 
eventually get back from Iceland to ensure that any actual losses do not seriously 
disadvantage either local council tax payers or local service uses.  However, 
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democratically accountable local authorities are ultimately responsible for their 
investments and it is they who should take the consequences—whether in the budget or 
at the ballot box—of their investment decisions.  

Overview of local authority investment decisions 

153. The CLG memorandum explains that the principle of delegation inherent in the Local 
Government Act 2003 Act means that the Government does not carry out detailed 
monitoring of local authority investment activities.  However, it states that CLG: 

[…] maintains regular liaison with the local authority associations, CIPFA and the 
Audit Commission on a wide range of financial institutions.  Through this route it is 
able to form a view as to how the system is working.188  

154. When the Minister was asked about the way in which the Government liaises with 
other bodies about the oversight of local authority decisions, he responded: 

The approach that I have tried to explain to the Committee we take as the central 
department responsible ultimately is not one of oversight of the particular investment 
that local authorities choose to make.  We are clearly responsible for legislation.  We are 
clearly responsible for the guidance which we introduced in 2004.  The professional 
accountancy body, CIPFA, are responsible for the more practical, more detailed and 
more day-to-day advice standards and training.189 

155. This answer implies that the Minister is not aware of the fact that the CLG supposedly 
maintains regular contact with local authority associations, CIPFA and the Audit 
Commission.190  It is crucial that these main bodies meet regularly, especially in the current 
economic time, to gauge how the system of treasury management is working. It is at least 
possible that more regular critical consideration of the scrutiny and oversight of the local 
authority treasury management function might have prompted the Audit Commission to 
take a less complacent attitude towards this important local authority function. 

156. We seek reassurance that regular meetings at an appropriately senior level are held 
between the Audit Commission, the local authority associations, CIPFA and CLG to 
ensure that the treasury management system is kept under review.  We also recommend 
that these meetings include links with the financial regulatory bodies—the Financial 
Services Authority and the Bank of England—to ensure consistent and up-to-date 
information is passed onto these bodies. 

Public Works Loan Board 

157. Many local authorities have both debt and investments.  An individual might be 
advised to pay off their debts before thinking about investing, especially in times of low 
interest rates.  Most local authorities’ long-term debt is funded by borrowing from the 
Public Works Loan Board (PWLB).  Local authorities have always accepted that if they 
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choose to repay debt early, they may have to pay a premium when current interest rates are 
lower than the interest rate charged on the original loan. 

158. However, in written and oral evidence, there was widespread criticism of the PWLB: 
changes to the arrangements for the early repayment of PWLB loans from November 2007 
meant that a more penal interest rate applied to premature repayments, which made the 
costs of repayment higher.  This resulted in repaying those loans becoming too expensive 
for local authorities so that they found it more advantageous to hold cash on deposit 
alongside the debt, rather than to repay the debt.  This has resulted in some local 
authorities having more cash to invest in the money market than might otherwise have 
been the case.   

159. As the PWLB’s work was mentioned so frequently in written evidence, we asked them 
to submit their own written evidence.  That evidence starts by placing its function in its 
historical context: 

The PWLB is an independent statutory body dating from the eighteenth century and in 
its present form from 1875.  It is headed by Commissioners, who are unpaid.  Their 
function is to consider loan applications from prescribed bodies and where loans are 
made to collect the repayments.  Nowadays almost all loans are to local authorities 
only, for capital purposes.  Since 2002 the secretariat of the PWLB has been a unit of the 
UK Debt Management Office (DMO), operating from its offices in the City.191 

160. The Debt Management Office sets the PWLB’s rates of interest according to 
methodologies agreed with the Treasury, designed to protect the National Loans Fund 
(NLF), which is the source and recipient of PWLB funds.  The PWLB’s written evidence 
goes on to describe the process: 

It is because the Board in effect on-lends the Government’s own borrowings that rates 
are set according to the Government’s cost of borrowing, plus a small margin.  The 
effect of this is that local authorities can borrow at rates close to those at which the 
Government itself may do so, but it also means that the range of instruments that the 
Board can offer is limited to the basic and standard.  The Board’s function is to provide 
capital finance to local authorities, not to be an active treasury management 
counterparty.  While the Board is open to requests to make early repayments, its terms 
will not favour the borrower over the National Loans Fund.  This is because there is a 
working assumption that the NLF continues to meet the cost of financing the amount 
outstanding.192 

161. The PWLB memo describes the changes that occurred with effect from November 
2007: two rates were established, one for new advances and the other for early repayments.  
The difference is “to take account of intra-day volatility and to compensate the NLF for the 
risk posed by mismatches in timing and maturity by pricing, albeit imprecisely, the option 
that local authorities have to repay early at discretion.”193  The two sets of rates introduced 
were intended to remove pricing anomalies which in some instances created the potential 
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for ex ante risk of loss to the NLF, but the package also included features which benefited 
borrowers by facilitating finer rates for advances.194 

162. Overwhelmingly, in written evidence, local authorities were critical of the PWLB’s 
change to the way in which local authorities can borrow and prematurely repay loans.  
Leeds County Council states that the PWLB changes  

restrict the effective management of the Council’s long term debt portfolio and reduce 
the opportunities to fairly take advantage of movements in the markets and generate 
discounts and interest savings for the Council and, through Housing subsidy, the 
Government.  It also limits the ability to come out of high rate loans.195 

Brighton and Hove City Council similarly argues that, under current arrangements, a local 
authority is effectively penalised for choosing to repay its loans: 

The discount rate is below the cost of Government borrowing—effectively there is a net 
cost in repaying debt prematurely as opposed to investing in Government stock.196 

163. On the other hand, our oral evidence session with local authority representatives 
suggested that the changes the PWLB had made were not quite as unreasonable as some of 
the written evidence implied.  Mr Weaver, Director of Financial Services at Worcester 
County Council and President of the Society of County Treasurers, responded this way to 
our questioning on the subject: 

I think, looking at this through the eyes of the Public Works Loan Board, they probably 
felt local government—forgive me for putting it this way—was onto a very good thing 
in the way the old rules worked.  I think they have redressed the balance and it is 
unfortunate and disappointing that it is less advantageous to local government now 
than it was.197 

He added that, certainly in the case of county councils, early repayments are still being 
made: 

From a county perspective I think we were disappointed that the rescheduling 
opportunities, the early repayment opportunities have become more expensive, but, 
truth to tell, local councils have responded to that.  We are seeing premature, early 
repayments being made and I suspect if the Public Works Loan Board were here they 
would say, ‘If it ain’t broke, don’t fix it.’198 

The PWLB’s written evidence confirms that local authorities are repaying their debt to the 
PWLB early, despite the extra expense: 

DMO/PWLB stated at the time of the changes that they were not intended to remove 
local authorities’ opportunities for restructuring debt, and so it has proved.  For 
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example, in January, albeit an exceptionally busy month, borrowers repaid 437 loans 
early, amounting to principal of £2,628 millions and thereby realising discounts of 
£21.2 millions.199 

164. Nevertheless, there remained a feeling that there was scope for the PWLB to move 
back at least to some extent in favour of local authorities. Mr Cross, Head of Finance at 
Reading Borough Council, highlighted the problem that a margin was introduced between 
borrowing rates and repayment rates.  He told us: 

Whether the margin is at the right level for the long term, I think some of us on the 
local government side would query.  There has been some activity in the last six month, 
probably a lot more activity in the last six months, but it has taken some fairly extreme 
movements in the UK yield curve that we have seen in the last six months to lead to 
that activity.200 

165. The PWLB itself states that it is aware of local authorities’ concerns “particularly at the 
size of the spread at the long end of the rate curve,” and remains open to suggestions on 
way in which it can improve its service to borrowers, while protecting the NLF from loss.201 
The Audit Commission’s report into the Icelandic funds at risk, Risk and Return, 
recommends that the Government review the cost of early repayment of debt to the PWLB, 
“to ensure that the structure introduced in November 2007 is not acting against the wider 
public interest by encouraging authorities to hold unnecessarily large deposits.”202 

166. Local authorities should not be in a position where it is financially advantageous to 
pay off debts only when interest rates for deposits are low.  As CLG explained in written 
evidence, “It is generally accepted that it would be unlawful to borrow with the sole 
purpose of investing at a profit and without any spending objective.”203 By the same token, 
holding a significant amount of cash in investments, with all the inherent risk which we 
have discussed earlier in this report, whilst a local authority also has borrowings, will not 
necessarily be in the public interest.  The majority of stakeholders in treasury 
management agree that the cost of early repayment of debt to the PWLB needs to be 
reviewed.  We add our voice to those recommending that the Government carry out an 
urgent review of the arrangements for early repayment of debt to the PWLB. 
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11 Conclusion 
167. The Government Guidance and the CIPFA Codes both give priority to the secure and 
prudent investment of local authority funds.  Only after investments are deemed to be safe, 
and to provide sufficient liquidity, can consideration be given to the yield of interest from 
such funds.  Despite this emphasis on security and prudence, English local authorities 
placed nearly £1 billion of investments in Icelandic banks, funds that are consequently at 
risk. The financial crisis which caused the collapse of the Icelandic banks in October 2008 is 
extraordinary, if not unprecedented.  However, there were plenty of warnings of Iceland 
being in financial difficulty—some going back to 2006, and certainly many more from the 
spring of 2008—and, while a number of local authorities acted on these warnings and took 
steps to withdraw their money, others did not. 

168. There have been claims that the Government guidance encourages authorities to 
maximise returns from their investments.  However, as this Report’s opening quotes 
illustrate, the guidance and accompanying CIPFA codes do not do so, and we do not 
believe there is a systemic failure in treasury management within local authorities.  The 
problems of October 2008 arose from a web of interconnecting circumstances: a 
combination of extraordinary financial crisis; complacency, lack of expertise and inaction; 
official guidance that was right in principle but in certain respects insufficiently helpful in 
detail; and confusion over the roles of external advisers and agencies and the weight that 
should be given to their advice and information. 

169. The principles enshrined in the Government guidance and the CIPFA Codes are 
clearly correct, but these particularly testing times have shown that there is significant 
room for improvement in the guidance and codes of practice for local authorities. They 
need to be more explicit in certain areas in order to make the system more transparent; to 
explain where the responsibilities lie, both in executing and in overseeing treasury 
management, including more rigorous training and reporting; and to highlight the 
variations of service on offer by different external service providers. 

170. There is evidence of a failure to follow appropriate procedures and conduct adequate 
scrutiny of the treasury management function.  Some local authorities relied too heavily on 
credit ratings without any mediation or interpretation of these data and there is evidence of 
a lack of training and relevant expertise in the financial teams.  Reporting mechanisms to 
elected members responsible for scrutiny were either insufficient or were not acted upon 
by those members.  The Audit Commission did not pay sufficient regard to the heightened 
risk of treasury management in the evolving financial climate and did not give sufficient 
guidance to their auditors until after the Icelandic banking collapse. 

171. However, it was the role of external service providers, specifically some of the treasury 
management advisers, which caused the Committee most concern.  We found a 
discrepancy between what some of these advisers said they offer and what they provide in 
practice—some purporting to provide information only, others stating that they give direct 
and specific advice about investments. Unsurprisingly, there is some confusion among 
local authorities about what they can and should expect from these advisers.  This 
confusion needs to be resolved: the Audit Commission can help by carrying out a study of 
what local authorities get for their money. 
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172. Our inquiry revealed a lack of awareness of the relationship between treasury 
management advisers, brokers and counterparties.  It is not always understood how 
treasury management advisers are paid for their services—whether through charging local 
authorities, from receiving commission by counterparties or brokers, or a combination.  
While some advisers are independent, others are part of a larger financial company, a 
situation that may give rise to actual or perceived conflicts of interest.  To allay these fears, 
the Financial Services Authority  should investigate the services provided by local authority 
treasury management advisers as soon as possible and should take a more active role in 
their regulation.  

173. The responsibility of treasury management lies with local authorities: they are 
informed investors.  However, measures can and should be put in place to strengthen the 
existing system to assist local authorities, to clarify procedures and to minimise the scope 
for failure and error. We trust that this report, together with the work being done by CLG, 
by CIPFA and by the Audit Commission, will assist in ensuring that local authority 
investment meets the primary requirement of meeting the need for security and liquidity, 
while also providing best possible yield, in the interests of council tax payers and the public 
purse. 
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Conclusions and recommendations 

Local authorities’ investments and reserves 

1. We conclude that it would be inappropriate to seek to restrict local authorities’ 
investment options.  Although interest rates are now at historically low levels, 
returns on investments are usually an important source of local authorities’ 
revenues and investment by local authorities an element in the health of the UK 
financial sector.  The primary consideration of local authority investment, as 
emphasised by CIPFA, should remain security and liquidity; but yield should not 
be neglected. The risk involved in seeking yield should be mitigated by robust and 
responsive Codes, guidelines and best practice. (Paragraph 37) 

Local authorities’ financial teams 

2. We endorse the Audit Commission’s censure of these rudimentary mistakes in 
organisations responsible for investing large amounts of public money.  
However, as the Commission’s research has found, those seven authorities were 
not necessarily the only  local authorities at fault. (Paragraph 42) 

3. It is obvious from our written evidence, and from the research carried out by the 
Audit Commission, that there are some local authorities with excellent treasury 
management services, but there are also local authorities with a less effective 
service.  One of the objectives of the CIPFA Codes and Codes of Practice should 
be to ensure that all local authorities are aware of the level of expertise which is 
necessary to run a successful treasury management operation, and have all the 
checks and balances in place to ensure adequate monitoring, on an ongoing basis, 
of both the framework within which its treasury management team operates and 
the individual decisions which are made on a day-to-day basis. (Paragraph 49)  

4. We recommend that the Government, CIPFA and the LGA study ways in which 
local authorities, particularly smaller ones, could join together to share expertise 
and pool treasury management resources.  The sharing of information and 
expertise, such as identifying banks that are in the same financial group, might 
have lessened the failures that occurred during the Icelandic crisis. (Paragraph 56) 

Scrutiny of the treasury management function 

5. We endorse the Minister’s suggestion and recommendations by CIPFA and the 
Audit Commission that all local authorities should have an Audit Committee 
with specific responsibility for the scrutiny of the treasury management function.  
Guidance to local authorities to that effect should be given through appropriate 
amendment to the CIPFA Codes. (Paragraph 68) 

6. Members of audit committees need to take their responsibilities for that scrutiny 
seriously and need to ensure that they are properly trained. The CIPFA Treasury 
Management Code of Practice should make explicit the need for specific training 
in treasury management to be undertaken by those councillors with 



Local Authority Investments    67 

 

responsibility for overseeing treasury management arrangements, and the Audit 
Committee should be charged with ensuring that it is available and with 
monitoring its adequacy.  (Paragraph 69) 

7. Guidance from CIPFA notes that it is open to an authority to appoint someone 
other than an elected member and from outside the authority either to serve on 
or to chair the audit committee.  The co-option of external members to audit 
committees in this manner offers an additional opportunity to local authorities 
to enhance the expertise available to the authority in the scrutiny of its treasury 
management function, and we encourage all local authorities to consider taking 
advantage of it. (Paragraph 70) 

8. Whether a local authority has an Audit Committee or not, elected members 
should ensure that they pay proper attention to scrutiny of the Annual 
Investment Strategy (AIS), and of the decisions which are taken under it. We 
recommend that CIPFA, in reviewing its Codes, consider what further guidance 
is necessary to local authorities to ensure that elected members are given—and 
take—appropriate opportunities to scrutinise their AIS. We also recommend that 
CIPFA develop and include in its revised Codes more rigorous requirements for 
reporting to elected members on decisions taken by officials under the AIS. 
(Paragraph 71) 

Credit rating agencies 

9.  The lack of information about the appropriate use of credit ratings in the 
Government guidance and in the CIPFA Codes is an omission.  Some local 
authorities have relied too heavily on credit ratings, without appreciating that 
they should be viewed within the context of other financial and economic 
information and advice. We welcome the new guidance from the CIPFA Treasury 
Management Panel, but believe that there is room to go further. We recommend 
that the Government revise the informal commentary on its statutory guidance, 
to include information about the appropriate use of credit ratings. We also 
recommend that the CIPFA Codes include guidance to local authorities on the 
nature of credit ratings, highlighting the risks of over-reliance on them. Credit 
ratings should not be used in isolation as a justification for the soundness of an 
investment and local authorities should be made aware of the fact that credit 
ratings should be viewed within the context of wider financial and economic 
information and advice. (Paragraph 81) 

Treasury management advisors 

10. Responsibility for local authorities’ investment decisions lies, and must continue 
to lie, with the local authorities themselves.  However, the claim by some treasury 
management advisers that they give information only, not advice, on investment 
counterparty creditworthiness to local authorities is, in our view, misleading.  
(Paragraph 99) 

11. The involvement of treasury management advisers in local authority treasury 
management will only be valuable if local authorities understand the level of 
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service they require, and if the advisers themselves are clear about the level of 
service they are providing. Treasury management advisers must decide, define 
and communicate what services they are providing clients, particularly in relation 
to the provision of “information” and/or “advice”.  The local authority itself 
nevertheless remains ultimately responsible for any investment made, and CIPFA 
should warn local authorities about over-reliance on treasury management 
advisers, whose services have been shown to be variable and, in some cases, 
inadequate. (Paragraph 100) 

12. We recommend that the Audit Commission carry out a value for money study of 
the services that local authorities have received from treasury management 
advisers, with a view to advising local government on the value that they offer in 
the differing circumstances applying to individual authorities. Paragraph 101) 

13. We recommend that the CIPFA Codes give more detailed advice to local 
authorities on the services which they may expect to receive from treasury 
management advisers, and how to use them effectively. The guidance should 
make clear that such advisers may give varying types and levels of information or 
advice. (Paragraph 105) 

14. The Financial Services Authority (FSA) should take a more active role in the 
regulation of treasury management advisers. The evidence which we have 
examined has raised concerns about potential conflicts of interest and questions 
as to whether there are any financial transactions between treasury management 
advisers and brokers that might compromise the independence of advice being 
given to local authorities.  There is a strong case for a full investigation by the FSA 
of the services provided by local authority treasury management advisers. We 
recommend that such an investigation be carried out as soon as possible. 
(Paragraph 120) 

15. Our examination of the role of treasury management advisers in the Icelandic 
debacle has raised wider questions about their influence on local authorities’ 
treasury management practice.  First, there is confusion, and perhaps some 
deliberate ambiguity, about what services they offer.  It is clear to us that some 
local authorities believed that they could place reliance on their treasury 
management advisers in a way that some of the treasury management advisers 
themselves now seek to argue was misguided.  Second, there is concern about the 
independence of treasury management advisers that may be part of companies 
that will benefit from the investment decisions of the local authorities that they 
advise.  Third, there is a lack of clarity about the extent to which local authorities 
can assume that treasury management advisers are properly regulated.  While 
local authorities must ultimately take responsibility for their investment 
decisions, a range of regulatory and advisory bodies appear to us to have been 
complacent in their approach to the role of treasury management advisers.  The 
Audit Commission, CIPFA and the FSA must all re-examine the role and 
reliability of treasury management advisors and their discharge of duties of care 
for local authorities in managing this aspect of treasury management. (Paragraph 
121) 
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The Audit Commission 

16. Notwithstanding the Audit Commission’s disclaimers about what auditors can 
and cannot do, the guidance issued after the Icelandic banking collapse shows 
that there were questions that auditors could properly have asked to ensure that 
local authorities were following agreed treasury management procedures.  If the 
Audit Commission’s auditors had followed this guidance as normal practice 
before the Icelandic banking collapse, local authorities might have been alerted to 
some of the failures in treasury management procedure which, in some cases, led 
to funds being put at risk. (Paragraph 132) 

17. The Audit Commission took it for granted that treasury management was a well-
managed function, and, consequently, was not an area of concern for auditors.  
Even if it could not reasonably have been expected to foresee the collapse of a 
country’s entire banking system, the Audit Commission should have been aware 
of the greater risk to treasury management as a result of the prevailing financial 
climate and should have adjusted its practice accordingly. The Audit Commission 
failed to realise that treasury management was becoming an increasingly risky 
area and, in that respect, it must share some of the blame for the potential loss of 
funds in the Icelandic banks.  If it had viewed treasury management within the 
increasingly volatile economic context, it would have put treasury management 
higher in its auditing procedures, and if it had done that, it is possible that less 
public money would now be at risk.  We recommend that the Audit Commission 
review its own auditing procedure and prioritisation of the areas of local 
authority activity it chooses to audit, in order to ensure that such complacency 
does not happen in future.  (Paragraph 135) 

The CIPFA Codes 

18. We recommend that CIPFA add to the issues that need to be covered in a local 
authority’s annual investment strategy (AIS) the use, or not, of an external 
advisor; schemes of delegation and the role of the Section 151 officer; and the use 
of and procedures regarding credit rating agencies.  The guidance need not be 
prescriptive about the way in which the AIS should address these issues, but it 
should ensure that proper attention is paid to these previously under-scrutinised 
areas. (Paragraph 141) 

Central Government and local authority treasury management 

19. We welcome the Government’s willingness, as expressed by the Minister for Local 
Government in evidence to us, to revise its approach to investment guidance, and 
we trust that it will look closely again at that guidance in the light of the 
conclusions of this Report, especially at the issues surrounding the use of credit 
ratings. However, the failures in treasury management identified by our inquiry 
and by the Audit Commission’s work have for the most part occurred not because 
of CLG’s guidance, but because of local authorities not following the guidance 
properly. (Paragraph 145) 
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20. We agree with the Government’s approach to assisting those local authorities that 
have funds at risk in the failed Icelandic banks, which we consider to be an 
appropriate way of protecting the council tax payer whilst avoiding the “moral 
hazard” inherent in an unconditional, open-ended guarantee of local authorities’ 
investments. The Government will have to monitor closely the amount of money 
that local authorities eventually get back from Iceland to ensure that any actual 
losses do not seriously disadvantage either local council tax payers or local service 
uses.  However, democratically accountable local authorities are ultimately 
responsible for their investments and it is they who should take the 
consequences—whether in the budget or at the ballot box—of their investment 
decisions.  (Paragraph 152) 

21. We seek reassurance that regular meetings at an appropriately senior level are 
held between the Audit Commission, the local authority associations, CIPFA and 
CLG to ensure that the treasury management system is kept under review.  We 
also recommend that these meetings include links with the financial regulatory 
bodies—the Financial Services Authority and the Bank of England—to ensure 
consistent and up-to-date information is passed onto these bodies. (Paragraph 
156) 

22. The majority of stakeholders in treasury management agree that the cost of early 
repayment of debt to the PWLB needs to be reviewed.  We add our voice to those 
recommending that the Government carry out an urgent review of the 
arrangements for early repayment of debt to the PWLB. (Paragraph 166) 
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Resolved, That the Report be the Seventh Report of the Committee to the House. 
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