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Introduction

This Information Paper is one of a series of Information Papers about Financial Sustainability and Financial Governance in Local Government.

The series of Information Papers was originally published in 2006 to 2011 as a part of the Financial Sustainability Program.  The history of that program and a complete list of Information Papers and other resources is provided on the LGA’s “Financial Sustainability” web page: http://www.lga.sa.gov.au/goto/fsp. 

The entire series of Papers was revised in early 2012 to take account of legislative changes and other developments.  These Papers are addressed to, and written primarily for the benefit of Council Members and staff, but they are also available as a resource for the general public, and students of Local Government. 

Background

Local Government financial statements, like those of other spheres of government and the corporate sector, include a good many items of considerable financial value.  The item that gets the most disproportionate and non-objective attention relative to its magnitude is debt.

The reasons are historical.  We are all aware of business people, farmers, householders and even governments that have over-committed in the amount of debt they have incurred relative to their income and other commitments and then suffered financial hardship.  The nature of Councils’ activities and the way they are managed are, in the main, relatively low-risk.  Similarly, their revenue streams are less volatile than other spheres of government and much less so than most businesses.  Nevertheless Councils have traditionally preferred to be very conservative in their use of debt.

Audited financial statements for the South Australian Local Government sector for 2009-10 show that the aggregate gross debt of all Councils was equivalent to only 3.0% of the value of the land, buildings, infrastructure and other assets for which Councils were responsible.  Net debt (gross debt less cash and investments) was only 1.2%. (This is comparable to a family living in a $400,000 house having a mortgage of only $4,700 and no other debts.)  Net interest expenses of Councils in 2009-10 represented only 1.1% of operating revenue.  This is evidence of a cautious approach to debt within the Local Government Sector.  
Regardless of the fact that debt levels and interest costs for the sector are very modest, individual Councils still need to control and manage these levels and costs.  It is likely that many Councils could generate considerable savings and reductions in risk from a more holistic approach to managing their borrowings and investments. 
A separate Information Paper in this series provides guidance to Councils on this topic.

What is debt?

Borrowings are not a form of revenue and do not replace the need to generate adequate revenue.  Undertaking a borrowing creates both an asset (the funds that are provided) and a liability (the obligation to repay the money borrowed).  Borrowing money does not therefore change the value of a Council’s equity (i.e. the difference between assets and liabilities shown on a Council’s balance sheet).

There are two important implications for a Council’s financial sustainability arising from borrowing money.  Firstly, interest expenses will be incurred which will have an unfavourable impact on the annual operating result, all things being equal.  Secondly, the Council incurs a liability to repay the money borrowed.

It is the consequences of the way borrowings are deployed that will ultimately determine their impact on a Council’s financial sustainability.

What does legislation require?

Councils in South Australia are virtually unconstrained in relation to the source, quantum, term and type of their borrowings.  Section 134 of the Local Government Act 1999 (“the Act”) requires a Council to consider independent expert advice before entering into particularly complex and sophisticated types of financing arrangements
 but Councils’ interest in such arrangements traditionally has been negligible.  The Local Government Finance Authority (LGFA) and other financial institutions ensure Councils have considerable choice of borrowing products.

Section 48 of the Act requires a Council to develop and maintain prudential management policies, practices and procedures
 for the assessment of all “projects”.  If a project requires financing arrangements, then the project must be considered within the context of the Council’s prudential management policy.  However the Act does not impose limits on financing options.
Under section 122 of the Act, a Council must have a long-term financial plan (LTFP) as part of its suite of strategic management plans (SMPs).
  These documents must address:
· the sustainability of a Council’s financial performance and position;

· the maintenance, replacement or development needs for infrastructure within its area;

· proposals with respect to debt levels; and,

· the identification of any anticipated or predicted changes that will have a significant effect upon the costs of the Council’s activities/operations.

Why have debt?

A well managed Council operating in a financially sustainable manner (i.e. its operating revenue is sufficient to meet the cost of providing services) is likely to be justified in having a considerable level of debt, and virtually all Councils need access to some debt from time to time.  Even if a Council’s annual operating revenue matches or exceeds annual operating expenses for a period, this does not mean that the amount or timing of cash receipts will be sufficient to meet cash outlays.  Employees and suppliers need to be paid, for example, even if the first quarterly instalment of annual rates has not yet been received.  More significantly though, borrowings are usually needed to allow Councils to finance the acquisition of additional assets.

Additional debt does not allow a Council to acquire things it otherwise cannot afford.  It merely allows access to funds.  If a Council has always operated in a financially sustainable manner then it would have little need for additional net borrowings.  Apart from borrowings for normal short-term cash flow needs, or to cater for the premature failure of existing assets, such a Council is likely to borrow only if it has decided to add to its stock of assets.  A decision to do so would be based on the Council being satisfied that it could better serve its community by acquiring additional assets (and incurring and accommodating the associated additional operating costs).

Governments traditionally have borrowed money to generate sufficient funds to enable them to create infrastructure to serve their communities.  Borrowing allows a Council to acquire assets earlier than would have otherwise been the case, but borrowing does, of course, entail a cost.

Some Councils not only utilise debt to acquire additional assets but also to replace and rehabilitate those assets that they already own.  In many instances it may be more cost-effective to do this than to incur the excessive maintenance costs that result from keeping older assets operational.  Where a Council commits to operating in a financially sustainable manner it will, over time, reduce the need for additional debt as the revenue raised will be available to support asset replacement needs.

How much debt?

For asset-intensive organisations like Councils, borrowings are a valid and appropriate option to help finance ongoing infrastructure requirements, particularly when acquiring new assets or enhancing existing assets to provide a higher, affordable level of services.  The 2005 Independent Inquiry into the Financial Sustainability of Local Government (“the Inquiry”) revealed that aversion to debt by Councils often was resulting in failure to cost-effectively renew or replace assets when warranted. The Inquiry noted that the deferral of infrastructure renewal/replacement in most cases would be a ‘worse sin’ than borrowing to finance such renewal/replacement spending.

In highlighting the low level of debt of South Australian Councils, the Inquiry suggested that where Councils were otherwise unable to fund needed asset rehabilitation and replacement works they could in many cases improve their financial sustainability by borrowing, to enable such activities to be undertaken.

There is no specific amount of debt that is right for a Council.  Whether a Council has too much debt, or can afford more, depends on:

· its community’s needs for services, and 

· the Council’s existing level of operating costs relative to revenue; and 
· the Council’s willingness and capacity to raise additional revenue if required.  
Taking these factors into account, a Council with high debt levels may be more or less financially sustainable than one with low levels of debt.

Generally, a Council with an operating deficit has a correspondingly reduced capacity to raise additional debt (since interest costs will add to its operating deficit and therefore further jeopardise financial sustainability).  However, additional debt may be warranted where the Council is committed to reducing other expenses (e.g. the debt enables the replacement of old assets with new ones that have lower operating costs) or is willing to increase its revenues in future.

The preparation of a LTFP enables a Council to assess its future debt raising needs and capacity to service associated interest costs and other expenses, relative to projected revenue, while preserving or where necessary improving, its financial sustainability.

Measuring debt levels
Debt is just one type of financial liability.  It is unwise to focus just on this one type of liability.  Other examples of financial liabilities include accounts payable (e.g. goods or services received but not yet paid for) and employee benefits owing (e.g. the value of annual and long service leave entitlements).  
If two Councils are equal in all respects except:
· one has significant debt and no other liabilities; and,

· the other has an equivalent level of accounts payable and employee benefits owing but no debt;

then the financial positions of the two Councils are effectively identical.

Rather than narrowly focusing on a Council’s level of debt, a far more meaningful measure is its net financial liabilities.  This measure is calculated as the difference between its liabilities and the value of any financial assets it has (cash, investments, receivables etc.)
  

The following table, incorporating data for the Local Government sector at 30 June 2009 and 30 June 2010, may assist with a better understanding:

	Net financial liabilities at 30 June 
	2009

$ million
	2010

$ million

	     Gross borrowings
	486
	527

	     Less: Cash, cash equivalents and other financial assets
	328
	317

	Equals: Net Debt
	158
	210

	     Add: Trade and other payables
	278
	299

	     Add: Employee entitlements and other provisions
	112
	106

	     Less: Trade and other receivables
	115
	144

	Equals: Net financial liabilities
	433
	471


Liquidity

Governments, unlike private sector firms, have the power to tax citizens to raise revenue.  Their revenue raising capacity is therefore much more certain than organisations that must convince potential customers to buy their products or services in order to generate revenue.  The uncertainty associated with revenue projections in the business world means that lenders, shareholders and boards of management place considerable emphasis on the financial liquidity (available cash) of private firms.  A commonly utilised financial indicator in the private sector is the ‘current ratio’ (the ratio of current assets to current liabilities).  Such concepts and ratios are not relevant assessment measures for South Australian Councils because current legislation does not constrain their revenue raising or borrowing.  Furthermore SA Councils have ready access to a competitive and wide range of borrowings.  Councils (unless they have no asset management backlogs) should be optimising their treasury management practices and financial sustainability by having negligible cash and investments at most times and raising additional funds, through borrowings, only when cash flow needs necessitate.

When to borrow?

Councils have operated in an accrual accounting
 environment since the 1990’s but some Councils still manage debt (and other financial liabilities) no differently than from the days of cash accounting
.

Many Councils traditionally have borrowed money with a single-purpose loan, to finance a particular project or activity.  However, it is better to take a holistic approach to managing debt and financial investments and borrow money only when (and to the extent that) there is insufficient cash and liquid investments to carry out planned and budgeted activities and services at the time that they are scheduled.  Decisions about what to do (including how much revenue to raise) should be based on maintaining or improving financial sustainability (including having regard to interest costs from any necessary borrowings).  Councils need to budget on an accrual basis to ensure sustainability but they still need to undertake cash flow projections to determine if, when, and how much (and in some instances for how long) they need to borrow to meet cash flow needs.

It makes no sense for Councils to borrow money when they already have sufficient cash and liquid investments available to meet immediate and foreseeable funding needs.  A rational person would pay off credit card debt in full if possible (and avoid high interest charges) rather than make a minimum monthly payment and keep money in the bank (either for a rainy day or some future specific purpose).  Councils should operate in the same rational manner. 
Usually (and certainly on average) the interest rate charged on borrowings is higher than that earned on cash and liquid investments.  If the average difference was say, 1.25%, then any Council which was planning to borrow, but had cash and investments of at least equivalent value, would be better off (by 1.25% of its outstanding loan balances) if it used this money to remove the need for such borrowings.

The SA Local Government sector has in recent years held cash and investments (at the end of each reporting period) on average of over $300 million per annum with borrowings of well in excess of that.
  If, during 2009-10, Councils instead had applied their cash and investments to obviate the need to borrow, the sector is likely to have benefited by reduced interest costs of $3.75 million.

In the past, some Councils used their cash and investments to avoid the need to raise additional debt through a mechanism known as ‘internal borrowings’.  While the over-arching concept is sound, it can encourage a misleading ‘silo’ approach to managing borrowings and financial assets.  It is fading from use in today’s environment where Councils are increasingly managing their budgets on an accrual basis and managing all their financial assets and liabilities holistically.

What sort of debt? - Interest rate risk exposures
A Council is exposed to risk whenever it takes out a borrowing, regardless of whether it involves fixed or variable interest rates.  Minimising exposure to interest rate risk requires a balance of both fixed and variable interest rate borrowings.  Accrual accounting enables Councils to consider all types of borrowings based on what is most cost-effective for their financing needs.  This flexibility enables Councils to manage their interest rate exposures in a deliberate fashion.  Regardless of the level of its debt, it is desirable that each Council seeks to minimise interest costs in a risk‑averse manner over the medium to longer term.

Financial Sustainability Information Paper No. 15: Treasury Management
 provides comprehensive guidance for Councils on this topic.

What about credit agency ratings?

Major corporations often pay to have a respected independent agency rate their credit worthiness (‘Triple A’ rating being highest).  A higher rating usually allows them to access more and cheaper borrowings (because they are a better credit risk).  State governments also commission such assessments, not only because a sound rating enables them to access cheaper borrowings but also to demonstrate to potential investors and the community at large the strength of their financial policies and the local economy.

Most people perceive that a rating is driven by the amount of debt on the entity’s balance sheet.  This is only one factor.  More critical is whether revenue is more or less than current and future projected expenses.  Governments which enjoy a “Triple A” rating invariably have demonstrated a commitment to, and achievement of, budgeted operating surpluses – i.e. operating sustainably.

While it is crucial that Councils take action to ensure long-term financial sustainability there is no need or value for a Council to seek a credit agency ranking.  The LGFA enjoys a State Government guarantee of its borrowings on behalf of Councils (for which it pays a fee).  This provides the LGFA with the same credit rating as the State Government and ensures that interest rates paid by Councils on their borrowings from the LGFA are based on the credit rating of the State.  It is extremely unlikely that an individual Council could obtain a better credit rating than the LGFA to enable it to borrow more cheaply.

What are the issues for Councils?

Provided that a Council is committed to strategies that ensure financial sustainability and has good long-term financial planning, a Council can better serve its community by making appropriate use of debt, in order to help finance, as required, outlays for new, additional assets, and asset rehabilitation and replacement.
Debt should be managed holistically and only sourced when funding is needed, and not for a single specific project.  Cash and investments where available should be used in preference to acquiring additional debt.

Any Council that has debt and/or investments is exposed to risk of financial loss as a result of movements in interest rates.  To spread risk Councils should consider the range of different borrowing arrangements set out in Financial Sustainability Information Paper No. 15: Treasury Management. 
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� See Local Government Financial Sustainability Information Paper No. 15: Treasury Management at � HYPERLINK "http://www.lga.sa.gov.au/got/fsp" ��www.lga.sa.gov.au/got/fsp�.


� (a) interest rate swaps;


  (b) forward interest rate agreements;


  (c) interest rate options.


�  See Local Government Financial Sustainability Information Paper No. 27: Prudential Management at � HYPERLINK "http://www.lga.sa.gov.au/got/fsp" ��www.lga.sa.gov.au/got/fsp�.  This paper contains as an attachment, a model Prudential Management Policy.


�  See LGA Financial Sustainability Information Paper 8:  Long-term Financial Plans at � HYPERLINK "http://www.lga.sa.gov.au/goto/fsp" ��http://www.lga.sa.gov.au/goto/fsp�.  


�  For a further discussion of net financial liabilities and the setting of target ranges for the net financial liabilities ratio (being net financial liabilities as a proportion of operating revenue) see LGA Financial Sustainability Information Paper No. 9: Financial Indicators at � HYPERLINK "http://www.lga.sa.gov.au/goto/fsp" ��http://www.lga.sa.gov.au/goto/fsp� 


� Accrual accounting recognises revenues when they are earned and expenses as they are incurred.


� Cash accounting recognises events as having occurred only when payments are made or received.


�  At 30 June 2010, South Australian Local Governments held a total of $317 million in cash and investments  and $527 million of borrowings.


�  This figure is calculated on the assumption of an average interest rate “gap” of 1.25% between the rate received on investments, and the rate paid on borrowings.


�  Available at:  � HYPERLINK "http://www.lga.sa.gov.au/goto/fsp" ��http://www.lga.sa.gov.au/goto/fsp�


�  Available at:  � HYPERLINK "http://www.lga.sa.gov.au/goto/fsp" ��http://www.lga.sa.gov.au/goto/fsp�





