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4.2 Creditworthiness policy

This Council applies the creditworthiness service provided by Link Asset Services. This
service employs a sophisticated modelling approach utilising credit ratings from the
three main credit rating agencies - Fitch, Moody’s and Standard & Poor’s. The credit
ratings of counterparties are supplemented with the following overlays:

. “watches” and “outlooks” from credit rating agencies;

. CDS spreads that may give early warning of likely changes in credit ratings;

. sovereign ratings to select counterparties from only the most creditworthy
countries.

This modelling approach combines credit ratings, and any assigned Watches and
Outlooks in a weighted scoring system which is then combined with an overlay of CDS
spreads. The end product of this is a series of colour coded bands which indicate the
relative creditworthiness of counterparties. These colour codes are used by the Council
to determine the suggested duration for investments. The Council will, therefore, use
counterparties within the following durational bands:

. Yellow 5 years *

. Dark pink 5 years for Ultra-Short Dated Bond Funds with a credit score of
1.25

. Light pink 5 years for Ultra-Short Dated Bond Funds with a credit score of
1.5

« Purple 2 years

« Blue 1 year (only applies to nationalised or semi nationalised UK
Banks)

. Orange 1 year

« Red 6 months

. Green 100 days
o No colour not to be used

The Link Asset Services’ creditworthiness service uses a wider array of information
other than just primary ratings. Furthermore, by using a risk weighted scoring system,
it does not give undue preponderance to just one agency’s ratings.

Typically, the minimum credit ratings criteria the Council use will be a short term
rating (Fitch or equivalents) of F1 and a long term rating of A-. There may be occasions
when the counterparty ratings from one rating agency are marginally lower than these
ratings but may still be used. In these instances, consideration will be given to the
whole range of ratings available, or other topical market information, to support their
use.

All credit ratings will be monitored daily. The Council is alerted to changes to ratings
of all three agencies through its use of the Link Asset Services’ creditworthiness
service.
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« if a downgrade results in the counterparty / investment scheme no longer
meeting the Council’'s minimum criteria, its further use as a new investment
will be withdrawn immediately.

« in addition to the use of credit ratings the Council will be advised of information
in movements in Credit Default Swap spreads against the iTraxx European
Financials benchmark and other market data on a daily basis via its Passport
website, provided exclusively to it by Link Asset Services. Extreme market
movements may result in downgrade of an institution or removal from the
Council’s lending list.

Sole reliance will not be placed on the use of this external service. In addition this
Council will also use market data and market information, as well as information on
any external support for banks to help support its decision making process.
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UptoSyrs  UptoSyrs  UptoSyrs  Upto2yrs  Uptolyr  Uptolyr Uptobmths Upto100days No Colour
Colour (and Money |Transaction| Time
long term | ;o limit Limit
rating where
applicable)
Banks * yellow £8m £8m 5yrs
‘Banks purple £7m £7m 2yrs
‘Banks orange £5m £5m 1yr
Banks - part blue £5m £5m 1yr
nationalised
‘Banks red £5m £5m 6 mths
Banks green £3m £3m 100
days
Banks No colour |[Not to be £0m
used
Other institutions limit - £m £3m 5yrs
DMADF UK sovereign |unlimited £5m 6
rating months
Local authorities n/a £8m £8m 5yrs
Housing associations Colour bands £8m £8m As per
colour
band
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Fund rating**| Money |Transaction| Time
Limit i Limit

Money Market Funds AAA £10m £10m liquid
CNAV
Money Market Funds AAA £10m £10m liquid
LVNAV
Money Market Funds AAA £10m £10m liquid
VNAV
Ultra-Short Dated Bond Dark pink / £8m £8m liquid
Funds with a credit score AAA
of 1.25
Ultra-Short Dated Bond Light pink / £8m £8m liquid
Funds with a credit score AAA
of 1.50

* Please note: the yellow colour category is for UK Government debt, or its equivalent, money
market funds and collateralised deposits where the collateral is UK Government debt —see
appendix 5.4.

** Please note: “fund” ratings are different to individual counterparty ratings, coming under either
specific “MMF” or “Bond Fund” rating criteria.

Increased Counterparty Limits

The limits stated above have increased from the previous year’s strategy due to the
increased funding all local authorities have received from Central Government in
respect of COVID-19. There is a delay between receiving funding to making payments
to the relevant people eligible which has caused issues with the placement of short
term funding. Increasing the limits on money market funds, highly rated banks which
are used for instant access/short term notice would help alleviate this issue without
the risk of placing funds with a lower rated counterparty or sovereignty.

UK banks - ring fencing

The largest UK banks, (those with more than £25bn of retail / Small and Medium-
sized Enterprise (SME) deposits), are required, by UK law, to separate core retail
banking services from their investment and international banking activities by 1st
January 2019. This is known as “ring-fencing”. Whilst smaller banks with less than
£25bn in deposits are exempt, they can choose to opt up. Several banks are very
close to the threshold already and so may come into scope in the future regardless.

Ring-fencing is a regulatory initiative created in response to the global financial
crisis. It mandates the separation of retail and SME deposits from investment
banking, in order to improve the resilience and resolvability of banks by changing
their structure. In general, simpler activities offered from within a ring-fenced
bank, (RFB), will be focused on lower risk, day-to-day core transactions, whilst
more complex and “riskier” activities are required to be housed in a separate
entity, a non-ring-fenced bank, (NRFB). This is intended to ensure that an entity’s
core activities are not adversely affected by the acts or omissions of other
members of its group.
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While the structure of the banks included within this process may have changed,
the fundamentals of credit assessment have not. The Council will continue to
assess the new-formed entities in the same way that it does others and those with
sufficiently high ratings, (and any other metrics considered), will be considered
for investment purposes.

5.4 Credit Limits

SPECIFIED INVESTMENTS: All such investments will be sterling denominated, with
maturities up to a maximum of 1 year, meeting the minimum *high’ quality criteria
where applicable. (Non-specified investments which would be specified investments
apart from originally being for a period longer than 12 months, will be classified as
being specified once the remaining period to maturity falls to under twelve months.)

NON-SPECIFIED INVESTMENTS: These are any investments which do not meet
the specified investment criteria. A maximum of 25% will be held in aggregate in
non-specified investment.

A variety of investment instruments will be used, subject to the credit quality of the
institution, and depending on the type of investment made, it will fall into one of the
above categories.

The criteria, time limits and monetary limits applying to institutions or investment
vehicles are:

Minimum
credit criteria
/ colour band

£ limit per | Max. maturity
institution period

6 months (max. is

DMADF - UK Government yellow £8m set by the DMO¥)

UK Government gilts yellow £8m 5 years

UK Government Treasury 364 days (max. is

bills yellow E8M | et by the DMO¥)
Bonds issued by multilateral cllow £8m 5 vears
development banks Y Y

Money Market Funds CNAV AAA £10m Liquid

E/Il\?\r;Aez// Market Funds AAA £10m Liquid

Money Market Funds VNAV AAA £10m Liquid

Ultra-Short Dated Bond
Funds AAA £8m Liquid
with a credit score of 1.25
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Ultra-Short Dated Bond

Funds with a credit score of AAA £8m Liquid
1.5
Local authorities yellow £5m 5 years
Blue 12 months
. . . Orange 12 months
Term deposits with housing Red £5m | 6months
Green 100 days
No Colour Not for use
Blue 12 months
. . Orange 12 months
2nd buikding soceties Red £5m | 6 months
Green 100 days
No Colour Not for use
Blue 12 months
CDs or corporate bonds Orange 12 months
with banks and building Red £5m 6 months
societies Green 100 days
No Colour Not for use

UK sovereign

Gilt funds .
rating

£8m

* DMO - is the Debt Management Office of H.M.Treasury

Accounting treatment of investments. The accounting treatment may differ
from the underlying cash transactions arising from investment decisions made by
this Council. To ensure that the Council is protected from any adverse revenue
impact, which may arise from these differences, we will review the accounting
implications of new transactions before they are undertaken.

Use of external fund managers - It is the Council’s policy to use external fund
managers for part of its investment portfolio. The fund managers will use both
specified and non-specified investment categories, and are contractually committed
to keep to the Council’s investment strategy. The fund managers the Council currently
engages with are for Money Market Funds and Enhanced Cash Funds.

The Council fully appreciates the importance of monitoring the activity and resultant
performance of its appointed external fund manager. In order to aid this assessment,
the Council is provided with a suite of regular reporting from its manager.



