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1.0
Summary

1.1
It is considered that:

· Scottish Local Authorities possess the experience, knowledge and expertise to make their own investment decisions and properly assess the risks that they incur;
· It is appropriate and indeed essential that local authorities continue to be classified as per-se Professional Clients; and 

· The robust Statutory framework in Scotland supported by the relevant Codes of Practice should allow local authorities to be classified as per-se Professional Clients without the need for any further justification. 

2.0
Background to the Submission

2.1
The CIPFA Scottish Treasury Management Forum (TMF) is a practitioner’s forum of the officers who carry out the day to day Treasury Management activities on behalf of local authorities.  Its membership includes all local authorities in Scotland and this response is made 
2.2
There are 32 unitary local authorities in Scotland.  At the end of June authorities had in the region of £1.5 billion in cash investments held with a range of Banks, Building Societies and the UK Government.  At the same time, local authorities had over £9 billion in external debt which has funded capital expenditure by the authorities for the good of their local communities. 
2.3
Before answering the individual questions which are relevant to Scottish local authorities, we would like to outline the background to and justification for the answers. 
3.0
Client Classification of Local Authorities

3.1
The TMF strongly believe that its is essential for Scottish local authorities to continue to be classified as per-se Professional Clients under any clarification or revision of Annex II of the MiFID Directive. 
3.2
“A Professional Client is a client who possesses the experience, knowledge and expertise to make its own investment decisions and properly assess the risks that it incurs.”  As the practitioners who recommend and implement the investment decisions in local authorities, the TMF are in a good position to judge the level of experience, knowledge and expertise which local authorities have.  We strongly believe that because of the way in which Treasury Management is undertaken in local authorities, local authorities have the experience, knowledge and expertise to continue to be classified as per-se Professional Clients.
4.0
Treasury Management in Local Authorities

4.1
The TMF believe that the statutory framework within which local authorities in Scotland operate gives a very robust corporate governance arrangement, and gives a high level of assurance that Treasury Management is being undertaken in a professional manner by local authorities.  
4.2
Firstly, Using the powers conferred on them by section 40 of the Local Government in Scotland Act 2003, Scottish Ministers have identified two CIPFA Code of Practice which local authorities will be required to have regard to in managing their investments. The two CIPFA publications are Treasury Management in the Public Services: Code of Practice and Cross-Sectoral Guidance Notes, (Fully Revised Second Edition 2009) and The Prudential Code for Capital Finance in Local Authorities, (Fully Revised Second Edition 2009).  These Codes make it clear that when undertaking investment security, liquidity and yield should be considered strictly in that order.  The Codes are also underpinned by a set of Treasury Management Policies and Practices in each authority.
4.3
Further, the Investment Regulations in Scotland, and the consent to invest given to local authorities by Ministers under the Regulations state that:

“Local authorities are required to set out in their Strategy or their Treasury Management Policy Statement the types of investment that they will permit in the financial year. These will be known as ‘permitted investments’. Local authorities should set a limit to the amounts that may be held in such investments at any time in the year. The limit may be a sum of money or a percentage of total investments, or both. Local authorities may leave some types of investment as unlimited but the reasons for doing so must be set out in the Strategy or policy statement and should be consistent with the risk assessment undertaken.”
and 

“Local authorities are required to draft their Strategy or policy statement in a way that identifies the different types of treasury risk that their permitted types of investment are exposed to – credit or security risk (of default), liquidity risk (risks associated with committing funds to longer term investments) and market risk (effect of market prices on investment value). The Strategy or policy statement should describe the controls in place for limiting those risks. These may include the use of credit rating agencies, investing with the UK Government, other local authorities, investing only in sterling, limiting the period of investment etc. “
4.4 Not only do the Authority's Investment Strategy and Annual Investment Report have to be approved by the Authority's full Council, but every investment type must be approved by the Council in advance with a full understanding of the risks involved and how the authority proposes to manage those risks.  This ensures that there is a strong emphasis on effective risk management in local authority investment in Scotland.  While authorities are not necessarily completely risk averse, they are certainly very much risk aware, which in our view is the approach which a Professional Client should be able to take.
4.5 There are further reasons why we consider local authorities to be ‘Professional’ in their investment activities:


· There has been significant training of Elected Members in discharging the governance and scrutiny obligations in respect of Treasury Management activities;
· Authorities follow a skills matrix produced by CIPFA’s Treasury Management Panel which outlines the key skills, knowledge and understanding required at all levels of Treasury Management from the Elected Members who approve decisions and those charged with their governance, to the Responsible Finance Officer, Treasury Manager and Treasury Officer; 
· Authorities are supported by professional Treasury Advisors who supply credit ratings and other information, as well as assisting authorities to make informed investment decisions.

4.6
We therefore believe that the statutory provisions require Scottish local authorities to ensure that they have the experience, knowledge and expertise which would allow them to be classified as per-se Professional Clients

5.0
Public Bodies that manage public debt

5.1
We believe that under any reasonable interpretation, local authorities in Scotland are public bodies which manage public debt.  As noted above, local authorities in Scotland have external debt of over £9 billion, which is included in the overall total of UK Public Sector Debt.
5.2
Under Schedule 3 of the Local Government (Scotland) Act 1975, where a local authority is authorised under a statutory borrowing power to borrow money, they may raise the money-
(a) by mortgage,

(b) by overdraft from a bank,

(c) by the issue of stock,

(d) by the issue of bonds,

(e) by the issue of bills,

(f) by an agreement entered into with the Public Works Loan Commissioners under section 2 of the Public Works Loans Act 1965, or

(g) by any other means approved by the Secretary of State  with the consent of the Treasury.
5.3
Currently borrowing by Scottish Local Authorities is split between borrowing advanced by the UK Government under the auspices of the Public Works Loans Board and other long term borrowing from banks and other financial institutions.  However, local authorities have in the past used their powers to issue both bonds and mortgages.   It is also necessary to understand that the nature of security given to borrowers by local authorities is different from the private sector.  The Local Government (Scotland) Act 1975 says that:
“Subject to the provisions of this paragraph and notwithstanding anything in any other enactment, all money borrowed under any statutory borrowing power by a local authority shall be secured on the whole funds, rates, and  revenues of the authority and not otherwise.”
5.4
Local authority borrowing is therefore backed by the local authorities’ powers to raise taxation and other revenue.  It is specifically not allowed to be secured on the assets for which the borrowing was undertaken.  We therefore consider that any debt raised by local authorities is raised by virtue of the authority being a public body, is spent on capital projects for the public good and is secured on both the local authority’s and central government’s ability to raise tax and revenue from the public.  We therefore consider that Scottish Local Authorities are public bodies which manage public debt.
5.5
The Regulations in Scotland require authorities to consider investment and debt management together and this was the case even before the implementation of the new Regulations.  For example, during the Credit Crunch, Scottish Local Authorities prematurely repaid nearly £650 million of external debt to reduce temporarily the level of investments held thereby reducing their counterparty exposure.  You cannot therefore simply consider the investment activities of authorities independently of the fact that they manage a significant amount of public debt.

5.6
Since the implementation of MiFID, there has always been the option for local authorities to opt down to a Retail classification if they so wish.  However, the very fact that no Scottish Local Authority has done this is indicative of the fact that authorities consider that they have the relevant professional skills.
6.0
Retail Classification

6.1
However, notwithstanding the fact that there is a clear justification for Scottish local authorities to be considered public bodies which manage public debt, it is our understanding that Scottish local authorities are currently classified as per-se Professional Clients in relation to MiFID Business by virtue of being large undertakings.  If as a result of the consultation, local authorities were to be classified as Retail Clients, there would be substantial practical difficulties in authorities undertaking the management of their monies.  With £1.5 billion of cash funds under management, Scottish local authority investment is not insignificant.  While some of this is investment with the government, and some directly with individual financial institutions, a significant proportion is invested using Money Brokers or similar intermediaries.  These intermediaries do not generally do business with Retail Clients and local authorities would be denied access to the money market via this route.  The inevitable consequence would be a concentration of investments with fewer counterparties, particularly the authority’s own bankers.  This would be a concentration of counterparty risk which we would consider to be undesirable.   It would be unfortunate if any intention to give more protection to local authorities resulted in a greater risk to those bodies who considered that they did not need that greater protection in the first place.  Further local authorities borrow from each other via the same intermediaries to fund short term cash flow fluctuations.  If the intermediary route was unavailable, they would need to rely on overdraft or similar facilities at several times the cost. At a time when local authorities are facing significant financial pressure this would be an un-necessary and unacceptable cost.
7.0
Answers to the Specific Questions
7.1
We would respond to the individual questions as follows:


5.
Do you think that Annex II.I(3) should be clarified to make clear that public bodies that manage public debt do not include local authorities?


No.  For the reasons given above, we consider that Scottish local authorities are public bodies that manage public debt. 

6.
Do you believe it is appropriate that investment firms should be required to assess the knowledge and experience of at least some entities who currently are considered to be per se professionals under MiFID? 


In a Scottish local authority context, we do not believe that any additional assessment of the knowledge and experience of local authorities is necessary.
7.
Should a knowledge and experience test be applied to large undertakings before they can be considered to be per se professionals or to other categories of clients who are currently considered to be professionals? 
It is our understanding that local authorities are categorised as per-se Professional Clients by virtue of being large undertakings at present and all Scottish authorities currently meet the requirements of the test.  We believe that the robust statutory framework in Scotland along with the strong Codes of Practice for Treasury Management in local government mean that local authorities have the skills, experience and expertise to continue to be classified as per-se Professional Clients.  We therefore do not consider that any additional tests should be applied to Scottish local authorities.
