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1. Introduction

1 This report considers the risks and benefits of amending the 2014/15 Annual Investment
Strategy (AIS) contained within the 2014/15 Treasury Management Strategy to include
investments in subordinated debt for projects delivered via the Hubco' model as a permitted
investment.

1.2 The 'Hubco' model being a joint venture delivery company where Public Sector organisations
across a hub territory, work in partnership with each other and a private sector delivery partner.
For each project carried out under the 'Hubco' model a special purpose vehicle (SPV)
recognised as a Sub Hubco is set up for the purposes of ring fencing individual Design Build
Finance Maintain (DBFM) projects under the hub programme.

1.3 The current AIS document approved by the Policy & Resources (Finance and Customer
Services) Sub−Committee on 26 February 2014 does not allow subordinated debt investment
as it does not fall within the scope of the Council's current approved list of permitted
investments.

1.4 The term "subordinated debt" refers to the status of the investment debt in terms of priority for
repayment. In the event of an insolvency event the holders of subordinated debt will only be
repaid if and when all senior debt has been extinguished and only to the extent that funds
remain. It is, therefore, a higher investment risk than senior debt, but accordingly, receives a
higher investment return in recognition of this. Subordinated debt holders do not face any
liability for the debts of a wound up company beyond their initial investment.

2. Treasury Management Compliance Arrangements
2.1 The Local Government Scotland Act 2003 empowers local authorities to invest. This legislation

would not prevent the Council from taking the opportunity to invest in subordinated debt
provided regard is given to the Local Government Investments (Scotland) Regulations 2010.
This specifies when making an investment, a local authority must have regardto:−•

Treasury Management in Public Services: Code of Practice and Cross−sectoral Guidance
Notes' published by the Chartered Institute of Public Finance and Accountancy in 2011;
("the Code") and

• The Prudential Code for Capital Finance in Local Authorities' published by the Chartered
Institute of Public Finance and Accountancy in 2009.

2.2 Per the Code, the Council must have in place an approved Treasury Management Strategy
Statement (TMSS) for the forthcoming financial year plus either included therein or reported
separately an Annual Investment Strategy (AIS) per the Local Government Investments
(Scotland) Regulations 2010.

2.3 The AIS requires the Council to approve all the types of investments to be used and set
appropriate time and money limits for the amount that can be held in each investment type.
These types of investments are termed "permitted investments" and any investments used
which have not been approved as a permitted investment will be considered ultra vires. The
Council's primary considerations in selecting such investments being security liquidity and
investment return in that order.



3. Subordinated Debt Investment: Credit Risk and Mitigation Measures
3.1 The most significant risk facing the Council is the risk that the 'Hubco' delivery model does not

meet its contractual obligations resulting in failure to repay the principal sum invested and any
accrued interest due to the Council.

3.2 The Council's investment strategy places criteria and credit worthiness limits upon the
counterparties with which the Council will invest utilising the research of the world's foremost
providers of independent credit ratings (Fitch, Moody's and Standard & Poors).The ratings
provided by these bodies define the likelihood of an investor such as the Council receiving their
money back on the terms in which it was invested. The Council also supplements its credit
rating information by accessing and applying additional operational market information before
making any specific investment decision from the agreed pool of counterparties.

3.3 This approach will not be applicable to a subordinated debt investment for projects delivered
via the 'Hubco' model as the company and debt investment will not be formally assessed by
the ratings agencies. This does not prevent the Council making such an investment, but means
it will not have the benefit of the ratings agencies' perspective when determining the relative
risks and benefits of the investment.

3.4 The table below describes the key credit risks that could result in a cash shortfall for the
'HubCo' delivering the project thus affecting its ability to meet interest and principal repayment
commitments on the subordinated debt as they fall due. It also considers mitigation measures
that would be expected to be in place before a decision to invest in a subordinated debt is
taken.

Credit Risks Mitigation Measures
(I) Construction Risk includes the risk that > Assess experience and track record of

cash shortfalls could arise from: contractor with similar projects prior to

• construction being delayed or not awardingcontract.>
Scrutinise financial modelling techniquescompleted and assumptions adopted ensuring

• actual construction costs being higher
expected outcomes fully understoodbyappropriate

Council Officers and checked
than the forecasts included within the for completeness and reasonableness.
financial model. > Include a construction security package

to provide additional liquidity including
cash retention/ parent company
guarantees and performance bond.

> Include provisions for a payment of
liquidated damages for foregone annual
service payments.

> Include long stop dates of 12−18 months
allowing removal of contractor should
construction not be complete.

(ii) Operational Risk includes the risk that Appoint an experienced Facilities
cash shortfalls arise due to: Manager (FM) service provider with a

• performance or availability deductions proven trackrecord.>
Link liability for performance andreducing annual service payments, availability deductions to matching

• latent defects require additional
decreases in FM servicefee.Include

defects liability obligation on theexpenditure construction contractor.
> Assess arrangements for lifecycle

• lifecycle maintenance costs higher maintenance risks and responsibility e.g.than expected can they be passed to FM service
provider?
A lifecycle maintenance reserve in place
with appropriate provision levels.



Credit Risks continued Mitigation Measures
(iii) Management Risk includes the risk that > Assess experience and track record of

cash shortfalls could arise from: the private sector partners in managing

the management structure in place within and investing in similarprojects.>
Assess the Governance arrangements inthe Hubco' is ineffective resulting in place including the constitution of thefinancial mismanagement and Board of Directors.inefficiency practices.(iv)

Taxation Risk includes the risk that > Confirm the Corporation tax assumptions
cash shortfalls result due to used within the financial model are

• increases in taxation rates during the reasonable andprudent.>
Carry out sensitivity analysis as to impactperiod of the contract of adverse changes in corporation tax on
the outcomes of the project.

(v) Force Majeure Risks includes the risk > Are provisions in place to provide a relief
that cash shortfalls result due of liability in order that the parties can

• a force majeure event occurring which seek to remedy the situationsinceneither
party is at fault?results e.g. terrorism results in What compensation on terminationcontractual obligations nor being met e.g.

terrorism payment arrangements are in place if a

• adverse weather resulting in construction
force majeure event were tooccurresulting

in termination of the project?
delays

3.5 The above table highlights the risk to the Council as a result of non compliance with the terms
of the project during either the construction or operational stage or if business failure occurs.
This could result in insufficient liquidity to meet the company's immediate financial obligations
or insufficient income to generate a profit on an on−going basis.

3.6 By investing in its own projects a conflict of interest may arise for the Council between the
contract management role and treasury management role. This follows from the Council being
able to place financial penalties on 'HubCo' for poor service delivery or, in a worst case
scenario the Council could trigger termination of the contract. Both of these could put the
Council's investment returns or principal at risk, which conflicts with the obligation to put
investment security first and to minimise credit risk. The service specification should clearly
indicate the service responsibilities between the 'HubCo' and the Council, which should
minimise the scope for dispute.

3.7 Whilst the credit risks can have a significant influence in any decision to invest, there are other
Treasury Management issues that require consideration prior to undertaking an investment of
this nature.

Other Treasury Management Risks Mitigation Measures
(i) Liquidity Risk: this is the risk that cash > Employ efficient cashflow management

will not be available when it is needed, and forecasting tools including annual
The Council measures this risk on the balance sheet analysis.
basis as to whether or not instant access Set a cap on the level of long term
to cash can be obtained from each form investments of this nature i.e. to avoid
of investment, cash reserves being fully extinguished
For investments in subordinated debt for resulting in future non compliance with
projects delivered via the 'Hubco' model 'borrowing to on lend' restrictions.
the term of investment is expected to be > Implement Long term Financial Plans
for 25 years repayable on an annuity which are robust including the setting of
basis and as such would be considered contingencies and cash backed reserves

at levels to leave prudent headroom tohighly illiquid. cater for long term cash commitments.
> Where possible consider selling

subordinated debt to a secondary market
provider.



Other Treasury Management Risks Mitigation Measures
(ii) Interest Rate Risk: This is the risk that > For investments in subordinated debt for

fluctuations in the levels of interest rates projects delivered via the 'Hubco' model
create an unexpected or unbudgeted the rate of return is fixed over the term of
burden on the Council's finances against the investment and in normal
which the Council has failed to protect circumstances will not vary.
itself adequately. > Manage credit risks (see above) which

may influence actual return.
(iii) Market Risk: This risk primarily relates ) No mitigation required

to financial instruments that are regularly
traded in the various financial market
exchanges. This is the risk that the
Council is required to redeem this type of
investment prematurely at prices above
and below the price on which the financial
instrument was originally purchased (par
value) and thus be subjected to the
market conditions prevailing at that time.
This is not a risk for investments in
subordinated debt for projects delivered
via the 'Hubco' model as it will not be a
debt instrument that is traded in the
market place.

(iv) Legal and Regulatory Risk: This is the > Amend Council's current Annual
risk that the Council itself or an Investment Strategy
organisation with which it is dealing in its > Treasury Management staff structure
treasury management activities fails to with appropriate training, qualifications
act in accordance with its legal powers experience and knowledge of best
or regulatory requirements and the practice and regulatory framework.
Council suffers losses accordingly. The > Recourse to Council's legal services
Council has no control over the team and external treasury consultants
participants in the 'Hubco' beyond the
contractual relationship which will be put
in place.

4. Sub HubCo Investment
4.1 North Lanarkshire Council is a participant in the "Hub South West Scotland", which involves the

Council working together with SFT and a private sector development partner to deliver
infrastructure projects.

4.2 In each instance where a Design, Build, Finance and Maintain (DBFM) infrastructure project is
undertaken by HubCo, a separate subsidiary private limited company (Sub HubCo) is
established, which will be funded through a debt structure made up of asfollows:−•

90% senior debt.
• 10% subordinated debt.

4.3 An example of a typical funding model for a Sub HubCo is provided below, demonstrating the
relative investment opportunities for the project partners based on a projected debt
requirement of £60m.

Senior Debt
Subordinated Debt
Total Overall Debt Fundin
Subordinated Debt allocated as follows: £m %
Private Sector Development Partner 3.6 60%
Public Sector Partners 1.8 30%
Scottish _Futures _Trust 0.6 10%
Total Subordinated Debt Funding 6.0 100%

%
54.0 90%
6.0 10%

60.0 100%



4.4 Per the example above, each public sector partner within the "Hub South West Scotland"
would have the opportunity to invest in a share of this subordinated debt, the share dependent
upon the interest from the 15 public sector partners within the "Hub South West Scotland". For
example if all 15 public sector partners were interested in taking up the offer, each party would
be given the opportunity to invest up to £120,000 however if only one public sector partner was
interested they could invest up to the full amount of £1 .8m.

4.5 To comply with the approved investment strategy, per the recommendation within this report,
the maximum investment allowable by the Council for a debt structure per the example
provided would be £1 .5m. A shortfall in public sector partner funding would be sought firstly
from the Scottish Futures Trust and then the Private Sector Development Partner.

4.6 Under terms of the subordinated debt agreement, repayments would typically be on an annuity
basis over 25 to 30 years, comprising both the investment interest earned and a principal
repayment with annuity amounts receivable on a six monthly instalment basis until the initial
investment is fully repaid.

4.7 In the event of an insolvency event the holders of subordinated debt will only be repaid if and
when all senior debt has been extinguished and only to the extent that funds remain. It is,
therefore, a higher investment risk than senior debt, but accordingly, receives a higher
investment return in recognition of this, with rates anticipated to be around 10%, based on the
yields earned to date on projects of a similar nature.

S. Recommendation
5.1 It is recommended that the Committee homologate the decisionto:−i.

Agree that the Executive Director of Finance and Customer Services assesses the merits
of each individual subordinated debt investment opportunity via the 'Hubco' model prior to
investing, carrying out a full risk/benefit analysis.

ii. Agree that the Council's 2014/2015 AIS is amended to include investments in subordinated
debt of projects delivered via the 'Hubco' model as a permitted investment subject to a
maximum term of 30 years and exposure limited to an overall total of £1 .5million per project
delivered.

iii. Note that the Council's 2014/2015 AIS document which forms part of the overall 2014/2015
TMSS will not be formally revised until next review period which is prior to the start of the
2015/16 financial year.

iv. Remit this amendment the 2014/2015 AIS to the Council for approval.

Head of Financial Services

Members seeking further information on the contents of this report are asked to contact Joseph
Quinn, Finance Manager (Systems and Treasury Management) on telephone number 01698
302061.


