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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 part of the Financial Sustainability Program.  The history of that program and a complete list of Information Papers and other resources, including a glossary of terms and abbreviations, 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

Most Councils have capacity to better serve communities by making greater use of debt and achieving financial savings and reductions in risk from a more holistic approach to managing their borrowings and investments.  These benefits often can be achieved through some relatively simple improvements in financial governance.

In the past it was commonly accepted practice for Councils to raise borrowings for specific purposes and at the same time set aside funds for specific future expenditures.  The Local Government Act 1999 now requires a longer-term financial planning focus.  This, and a requirement to use accrual accounting, have been catalysts for changes in recommended treasury management practices.

This information paper discusses the key elements of treasury management and includes, at Attachment 1, a Model Treasury Management Policy that enables Councils to embrace the recommended treasury management practices.  It also includes, at Attachment 2, some examples that illustrate the application of the treasury management principles set out in the model policy. 
This information paper should be read in conjunction with the Local Government Act 1999 and other LGA Financial Sustainability information papers, including:

· No. 9 - Financial Indicators
· No. 10 – Debt
available at http://www.lga.sa.gov.au/goto/fsp.

This information paper provides support to Councils as they formulate their own policy framework for treasury management decisions.  It provides a structure within which Councils can consider and record their treasury management decisions.  Councils should consider the content of the paper and adapt the Model Treasury Management Policy at Attachment 1 to suit their individual circumstances.  In particular some text is italicised and included in square brackets.  In these areas Councils should insert specific detail relevant to their own circumstances.  Once adopted, Councils should review their treasury management policies on a regular basis (say annually).

What is treasury management?

Treasury management refers to the way in which borrowings are raised and cash and investments are managed.  In addition to changes in the level of borrowings and changes in interest rates, a Council’s treasury management practices also can have a significant effect on its interest costs.

Councils have flexibility with respect to the maturity of their borrowings (i.e. when borrowings are scheduled for repayment) and, more importantly, how frequently the interest rate on an individual borrowing is re-set.  This flexibility enables Councils to manage their interest rate exposures in a deliberate fashion.
Regardless of the level of a Council's borrowings, it is desirable that each Council undertakes treasury management to minimise interest costs, in a risk averse manner, over the medium to longer term.
What does legislation require?

Borrowings

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 borrowing arrangements
 but Councils’ interest in such arrangements traditionally has been negligible.  The Local Government Financing 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 include:
· 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.

Section 44 of the Act provides that a Council cannot delegate the power “to borrow money or to obtain other forms of financial accommodation”.  Many Councils therefore, ensure that all proposed borrowings for a year are approved at the time the annual budget is adopted.
Investments

Under Section 47 of the Act a Council is prohibited from directly acquiring shares in a company.

Section 139 of the Act empowers a Council to invest and requires that the power of investment be exercised with the care, diligence and skill that a prudent person of business would exercise in managing the affairs of other persons.  Section 139 also requires a Council to avoid investments that are speculative or hazardous in nature.  Section 140 requires that a Council review the performance of its investments at least annually.

Treasury management and financial sustainability

A Council should be committed to operating in a financially sustainable manner.  It should make expenditure decisions in line with the directions set out in its SMPs and the scheduled works in its Infrastructure and Asset Management Plan (I&AMP) while setting out its financing requirements in its LTFP.  
Whether a borrowing needs to be raised, and if so the nature of it, is a separate decision to the expenditure one and it is made in accordance with the criteria specified in Councils’ Treasury Management policy.

A Council should not make an operating or capital expenditure decision that would generate (or increase) an ongoing operating deficit without concurrently committing to other strategies that negate this impact (e.g. by increasing other revenue and/or decreasing other expenses).  If a Council has an operating deficit it cannot normally afford more borrowings.  If nothing else changes the financing costs alone exacerbate the existing operating deficit.  If a Council has a projected long-run operating deficit it does not have the capacity to provide additional services and should not embark on such a course until it has developed a strategy to address the deficit and reflected this in its LTFP.
If a Council has a projected long-term operating surplus then it may be able to afford additional services without increased revenue but it would need to compare the proposal with the benefits and net costs of other alternatives, because there are always more demands and opportunities than available resources.

Even when operating in a financially sustainable manner, it will often be necessary for a Council to borrow money.  This could occur for example in a year where the Council makes a decision, in accordance with its I&AMP, to increase its stock of assets or to replace/update existing assets.  It also may be necessary for a Council to borrow for short periods during any year when operating outlays occur ahead of revenue inflows.

Furthermore, a new borrowing may be affordable if the funds are required to help reduce a Council’s operating deficit (e.g. the borrowing has resulted from the need for abnormally high levels of expenditure on maintaining/replacing assets which will lead to a reduction in future operating expenses).

Financing decisions

The traditional approach to determining expenditure affordability (based for example on cash costs of a project) and associated debt financing strategies has risks.  These are often ‘hidden’ or under-recognised.

If a Council undertakes a borrowing while at the same time holding surplus financial assets there is an opportunity cost arising from the difference between the borrowing and investment interest rates achieved on each.  If interest rates then fall (or increase), after locking into a long-term fixed interest rate borrowing, there is a further effective (but unrecorded) opportunity cost (or gain).

Councils should use their surplus financial assets and undertake borrowings in accordance with their LTFPs.  In general, it is nearly always more cost effective for a Council to meet current expenditure needs by first using any surplus cash and investments currently available before undertaking a new borrowing.

Capital outlays

There is a ‘cost of capital’ (interest paid on a borrowing or investment income forgone) associated with all capital outlays.  Where a Council wishes to track all costs associated with a capital project its costing information should recognise the ‘cost of capital’ utilised in the venture regardless of whether specific borrowings were raised for such purposes or not.

In determining the impact of a capital outlay on Council’s finances in the future it is best to ignore financing arrangements.  An expenditure evaluation decision must come first and is always separate from the financing decision.  A simple and appropriate approach is to assess the affordability of capital projects in terms of their annual long-run impact on Council’s operating result.  This would involve Council estimating the annualised long-run costs (e.g. depreciation, cost of capital, operating and maintenance costs etc) and comparing this with the increase in rate or other operating revenue required to leave Council’s operating result unaffected on average over time.

Financial indicators

LGA Financial Sustainability Information Paper 9: ‘Financial Indicators’ provides information on the financial sustainability indicators recommended for use by South Australian Councils in monitoring their financial performance and position.  Councils may adopt a more or less conservative target for the Net Financial Liabilities ratio than suggested in that paper, depending on their financial governance capabilities, current and projected needs and financial capacity (and the soundness of their LTFPs).  The target ratio chosen by a Council needs to be managed in the context of the other financial targets, and in particular the Operating Surplus ratio target.

Adoption of the traditionally used ‘debt servicing ratio’ as a financial indicator or target (particularly when based on interest and principal repayments relative to rate revenue or to total operating revenue) is not recommended.

Reserves
Councils should manage their finances holistically and in a strategically optimum way rather than practicing ‘shoebox accounting’ whereby monies are earmarked for particular needs and therefore are not available for others.  All unrestricted revenues and investments should be applied to meet planned expenditure outlays and extinguish borrowings where possible.

Councils may, however, choose to use ‘reserve accounting’ as a useful means of recognising and planning for future proposals.  A Council may therefore establish various equity accounts (or ‘reserves’) within its balance sheet to identify an allocation for future purposes.  However, it should not have separate bank/investment accounts for these ‘reserves’ unless required to do so under law, or as a condition of funding provided by an external funding body.

There are very few circumstances where a Council is legally required to quarantine funds.  A typical case might involve some type of trust fund e.g. developer contributions for car parks.  Councils can and should use funds traditionally earmarked, by way of example, for Community Wastewater Management Systems, Plant Replacement, Long Service Leave and other typically cash backed balance sheet liability or equity accounts as part of their overall financing strategies.  Nothing prevents Councils from using these funds to “finance” other activities and thereby achieving savings (because of the margin between borrowing and investment rates) until they are required for the original purpose.  At this time a new borrowing could be raised if required.
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.  Councils should set range limits for both fixed and variable interest rate borrowings having regard to cost effectiveness, risk management criteria and flexibility.
Locking into a long-term fixed interest rate borrowing, for example, effectively means that a Council is taking a view (effectively, a type of gamble) that variable rates over the period of the borrowing will be higher than the fixed rate negotiated.  If a Council took out a fixed interest loan and interest rates on average fell over the duration of the loan, then the Council would become worse off compared to the position it would have been in, if it had taken out a variable interest rate loan over the same period (and vice-versa).  Such a Council might not have been intending to gamble on interest rate movements, or appreciate that it was doing so, but choosing a fixed-interest rate borrowing does not remove risk.  It removes only one risk; the risk of higher rates for the term of the loan.

It is not possible for Councils to structure their overall portfolio of borrowings and investments in a way which is ‘neutral’ to interest rate changes.  That is to say, Councils’ interest rate risks cannot be eliminated.  Councils must therefore structure their portfolio of borrowings and investments to achieve a balance between interest costs and the risk of interest rate changes.  This means having a mix of interest rate exposures.

Fixed Interest Rate Borrowings

On average over time, fixed interest rate borrowings normally are slightly more expensive than variable rate ones because of the certainty they offer.

Fixed interest rate borrowings most commonly come in two forms:- ‘credit foncier’ and ‘interest only’.  Some lenders such as the LGFA also will structure fixed interest borrowings to suit the particular needs of a Council.
Credit Foncier Borrowings

In the public sector prior to the implementation of accrual accounting, credit foncier borrowings were widely considered to be the most appropriate form of borrowing on grounds of inter-generational equity.  They were often used to finance the acquisition of long-term assets.  The regular repayment of principal on such borrowings was effectively treated as a surrogate for depreciation notwithstanding that the principal repayments on borrowings may not have borne any close relationship with actual depreciation (e.g. the life of asset may have been much longer than the borrowing period).

Under accrual accounting, principal repayments are not treated as an expense.  Intergenerational equity is achieved by accurately recognising all operating expenses (including depreciation) and pricing/taxing to match them with operating revenue.  Where an accrual break-even operating result is being achieved, the cost of consumption of assets is being met by ratepayers who benefit from their availability and use.
While the use of credit foncier borrowings does ensure the repayment of an individual borrowing it does not necessarily ensure a reduction in a Council’s overall indebtedness.  Where existing borrowings are being repaid, while at the same time new borrowings are raised, the overall value of outstanding borrowings may not vary significantly from year to year.  In this case, in effect, the new borrowings would be largely offsetting regular principal repayments on the existing borrowings (although they would not have been explicitly intended for this purpose) because of the structure of the portfolio of borrowings.

Council should be mindful of the above issues in determining the extent of any credit foncier borrowings in its overall portfolio of fixed interest rate borrowings.

Interest Only Borrowings

Interest only borrowings avoid regular principal repayments i.e. instead, the total principal would be repayable at maturity, at which time the borrowing can be repaid or rolled over, depending on a Council’s projected cash flow needs.

Interest-only borrowings are a simpler and more appropriate form of debt for a Council that manages its finances on an accrual accounting basis.  Such an approach avoids the need to continually arrange new borrowings to effectively provide finance to meet regular principal repayments on existing borrowings.  It also results in significantly fewer borrowings, making the treasury management task easier.
Variable Interest Rate Borrowings

A Council’s treasury management strategy should aim to keep debt levels both during a year and over periods of years as low as its budget and Long-term Financial Plan allow (and its budget and Long-term Financial Plan should be based on best meeting community needs in an equitable and financially sustainable manner).

There is usually a margin between borrowing and investment rates and Councils can generate savings by structuring their portfolios of borrowings so that cash inflows that are surplus to short or medium term needs can be applied in the first instance to reduce the level of borrowings that would otherwise be necessary.  This means repaying borrowings wherever, and as soon as, surplus (even short-term) cash flow allows.  This is more readily and effectively achievable with variable interest rate borrowings.

Long-term Interest Only Borrowings

Councils will have periods during a year when they have significant funds available for investment and may have significant amounts that are available on an ongoing basis.

If a Council includes in its debt structure, a long-term interest only borrowing where interest rates are re-set every three or six months, a proportion of principal will be able to be repaid if any surplus funds are available at the time rates are reset.

An even more flexible product is the LGFA Cash Advance Debenture. (Other financial institutions offer similar products.)  Such a borrowing facility will typically have a long-term maturity date, the interest rate will vary from time to time (e.g. when there is a movement in official short term interest rates) and the amount of principal outstanding at any time would not be repayable until maturity.  The outstanding balance on the facility may vary significantly during a year and between years with the timing and extent of cash inflows and outflows.  Council may repay or redraw funds up to the maximum value of the borrowing facility at any time.  It effectively enables Council to earn an implicit rate of interest on its surplus funds equal to the borrowing rate (typically more than 1.25% higher than rates earned on investing surplus funds) and draw additional funds whenever required.

The savings that are able to be generated from utilising variable interest rate borrowings in this way are likely over time to far more than offset interest rate risks from having a large proportion of Councils’ debt portfolios at variable interest rates.

Proportion of Fixed Interest Rate and Variable Interest Rate Borrowings

Councils may choose, from time to time, to vary the proportions of their debt taken up by fixed or variable interest rate borrowings.  In so doing they should have a clear understanding of the likely impact on net interest costs and their exposure to interest rate risks.  For example a Council may prefer to increase its proportion of variable interest rate borrowings because this should, on average over the longer term, reduce its overall net interest costs and the Council is comfortable (having regard to its financial capacity and position) with the additional cost volatility from interest rate movements that this will bring.

If a Council has variable interest rate borrowings, a rise in interest rates will have a negative budget impact (and vice versa).  However when compared with total operating costs, the impact normally will be small.
If a Council aims to achieve, say, a 50:50 split on average between the value of fixed and variable interest rate borrowings, it is inevitable that there will be specific short periods of time where the weighting will be heavily in favour of either fixed or variable rate borrowings (e.g. particularly where a large receipt is received earlier than expected or a large payment is delayed).  In some instances this will be unavoidable (and may be to Council’s financial advantage).

Councils should therefore establish a target range within which the proportions of their fixed and variable rate borrowings will lie.  Good cash flow planning and good treasury management will minimise the duration of periods where the weighting of borrowings is outside of this target range.

A policy of having at least 30% of borrowings with a fixed interest rate and at least 30% with a variable interest rate can be represented diagrammatically as follows: 
OPTIMUM

	
	fixed
	fixed or variable
	variable
	


0%
30%
70% 
100%

PROPORTION OF TOTAL BORROWINGS

Investments

As there usually is a margin between borrowing and investment rates, a Council should seek to avoid holding investments (and particularly considerable investments over extended periods of time) if the Council has outstanding borrowings.  The Council should instead apply the funds to retire some of its outstanding borrowings.  A Council’s ability to achieve this will depend on the nature of both its borrowings and its investments.

Interest rates offered on medium/longer term investments are often slightly higher than for short‑term investments, but the difference is not usually significant enough to offset the difference between borrowing and investment rates.  For this reason it is important that a Council ensures that funds are invested only for a short-term period, so that the funds can be applied, whenever possible, to cost-effectively defer the need to raise a new borrowing or reduce the level of a Council’s variable interest-rate borrowing facility.  Unless there is considerable understanding and certainty about the timing and value of future cash inflows and outflows, the most practical and cost-effective strategy is likely to be to invest any funds ‘at call’.

What are the issues for Councils?

Every Council should consider developing and adopting a policy about treasury and debt management.  Such a policy should have regard to issues raised in this paper, balanced against the needs and preferences identified in the Council’s strategic management plans.

Reporting

Councils may choose to report on their treasury management performance more frequently than annually e.g. biannually or quarterly in line with budget reviews.  More frequent reporting than this is unlikely to prove worthwhile.  The report on a Council’s treasury management performance should be submitted through its Audit Committee.

Qualification

This paper is intended to provide a general overview of the principles of sound treasury and debt management in the context of the typical current operating environment of the South Australian Local Government sector.  Some described concepts and situations have been simplified to meet the needs of a general audience and in order to keep the paper brief.  Councils should not rely on the proposals suggested in this paper when making treasury management decisions without comprehensive consideration of their specific circumstances and needs.
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Attachment 1:  Model Treasury Management Policy
[Council Name]

POLICY NAME:
Treasury Management

APPROVED BY:
[Council]

DATE:
[Date]

SUBSEQUENT AMENDMENTS

DATE:
[Date]
AUTHORISATION:
[Authorisation]
SECTIONS AMENDED:
[Reference to aspects amended]

REVIEW DATE:
[Date of next review]

DOCUMENT OWNER:
[Position responsible for maintenance of the document]

1. INTRODUCTION

This policy provides clear direction to management, staff and Council in relation to the treasury function.  It underpins Council’s decision-making regarding the financing of its operations as documented in its annual budget and long-term financial plan and associated projected and actual cash flow receipts and outlays.

Council is committed to adopting and maintaining a Long-term Financial Plan and operating in a financially sustainable manner.

2. POLICY OBJECTIVES

This Treasury Management Policy establishes a decision framework to ensure that:

· funds are available as required to support approved outlays;

· interest rate and other risks (e.g. liquidity and investment credit risks) are acknowledged and responsibly managed;

· the net interest costs associated with borrowing and investing are reasonably likely to be minimised on average over the longer term.
3. POLICY STATEMENTS

3.1
Treasury Management Strategy

Council’s operating and capital expenditure decisions are made on the basis of:

· identified community need and benefit relative to other expenditure options;

· cost effectiveness of the proposed means of service delivery; and

· affordability of proposals having regard to Council’s long-term financial sustainability (including consideration of the cost of capital and the impact of the proposal on Council’s Net Financial Liabilities and Interest Cover ratios
).

Council manages its finances holistically in accordance with its overall financial sustainability strategies and targets.  This means Council will:
· maintain target ranges for both its Net Financial Liabilities and Interest Cover ratios;

· not retain and quarantine money for particular future purposes unless required by legislation or agreement with other parties;
· borrow funds in accordance with the requirements set out in its Long-term Financial Plan;
· apply any funds that are not immediately required to meet approved expenditure (including funds that are required to be expended for specific purposes but are not required to be kept in separate bank accounts) to reduce its level of borrowings or to defer and/or reduce the level of new borrowings that would otherwise be required.

3.2
Interest Rate Risk Exposures

Council has set range limits for both fixed and variable interest rate borrowings in order to minimise net interest costs on average over the longer term and at the same time manage interest rate movement risks within acceptable limits.

3.2.1
Fixed Interest Rate Borrowings

To ensure an adequate mix of interest rate exposures, Council will restructure its portfolio of borrowings, as old borrowings mature and new ones are raised, to progressively achieve and thereafter maintain on average in any year, not less than [x% - Council to determine percentage but may wish to consider a value of the order of 30%] of its gross debt in the form of fixed interest rate borrowings.
Decision Required:

Council will need to determine the minimum proportion of its gross debt that it wishes to hold, at any time, in the form of fixed interest rate borrowings.  In determining this minimum proportion, Council will need to take account of, and achieve its preferred balance between:

· interest costs;

· the risk of interest rate changes;

· flexibility.

In order to spread its exposure to interest rate movements, Council will aim to have a variety of maturity dates on its fixed interest rate borrowings over the available maturity spectrum.

In circumstances where Council needs to raise new fixed interest rate borrowings it will consider using medium to long-term borrowings (3 years or more duration) that:

· have a fixed interest rate;

· require interest payments only; and

· allow the full amount of principal to be repaid (or rolled over) at maturity.

Council also will ensure that no more than [x% - Council to determine percentage but may wish to consider a value of the order of 25%] of its fixed interest rate borrowings mature in any year.
Decision Required:

Council will need to determine the maximum proportion of its fixed interest rate borrowings that it wishes to have maturing in any year in order to spread its exposure to interest rate movements.
3.2.2
Variable Interest Rate Borrowings

Council will restructure its portfolio of borrowings, as old borrowings mature and new ones are raised, to progressively achieve, and then maintain, not less than [x% - Council to determine percentage but may wish to consider a value of the order of 30%] of its gross debt on average in any year in the form of variable interest rate borrowings.

Decision Required:

Council will need to determine the minimum proportion of its gross debt that it wishes to hold, at any time, in the form of variable interest rate borrowings.  In determining this minimum proportion, Council will need to take account of, and achieve its preferred balance between:

· interest costs;

· the risk of interest rate changes;

· flexibility.

Council will establish, and make extensive use of, a [long-term variable interest rate borrowing facility / LGFA’s Cash Advance Debenture facility] that requires interest payments only and that enables any amount of principal to be repaid or redrawn at call.  The redraw facility will provide Council with access to liquidity when needed.
3.3
Investments

Council funds that are not immediately required for operational needs and cannot be applied to either reduce existing borrowings or avoid the raising of new borrowings will be invested.  The balance of funds held in any operating bank account that does not provide investment returns at least consistent with ‘at call’ market rates shall be kept at a level that is no greater than is required to meet immediate working capital requirements.

Council funds available for investment will be lodged ‘at call’ or, having regard to differences in interest rates for fixed term investments of varying maturity dates, may be invested for a fixed term.  In the case of fixed term investments the term should not exceed a point in time where the funds otherwise could be applied to cost-effectively either defer the need to raise a new borrowing or reduce the level of Council’s variable interest rate borrowing facility.

When investing funds Council will select the investment type that delivers the best value, having regard to investment returns, transaction costs and other relevant and objectively quantifiable factors.

Council management may from time to time invest surplus funds in:

· deposits with the Local Government Financing Authority; and/or

· bank interest bearing deposits.

Any other investment requires the specific approval of Council.  Where Council authorises any investments of a type outside of those specified above, the amount so invested will be cumulatively limited to no more than [x% - Council to determine percentage but may wish to consider a value of the order of 20%] of the average level of funds expected to be available for investment by Council over the duration of the specific authorised investments.
Decision Required:

Council will need to determine the proportion of its investment funds that will be placed in various investment types.  In determining this proportion Council will need to take account of:

· investment risk;

· likely return;

· relevant legislative requirements.
3.4
Reporting

At least once a year Council shall receive a specific report regarding treasury management performance relative to this policy document.  The report shall highlight:

· for each Council borrowing and investment - the quantum of funds, its interest rate and maturity date, and changes in the quantum since the previous report; and,

· the proportion of fixed interest rate and variable interest rate borrowings at the end date of the reporting period and an estimate of the average of these proportions across this period along with key reasons for significant variances compared with the targets specified in this policy.
Attachment 2

Illustrative Questions and Answers on the Application of the 
Model Treasury Management Policy

QUESTION 1

Most Councils currently have outstanding a lot of small value fixed interest rate borrowings (typically taken out for 5 to 15 year periods).  They also hold various (often numerous) investments that are ‘ear-marked’ for specific purposes.  What sort of structure of borrowings should such a Council aim to progressively achieve?

Answer:

Ideally the Council would, over time, move to a reduced number of fixed interest rate borrowings.  These borrowings could, for example, be of similar value with maturity dates spread over a period of, say, ten years.  Only one variable interest rate borrowing facility would be necessary and with a suggested maturity date of at least ten years.  The amount of the facility could be set at, say, 70 per cent or more of the maximum level of the Council's estimated net financial liabilities as shown in its Long-term Financial Plan.

QUESTION 2

How should a Council go about phasing in changes in practices consistent with the model treasury management policy?

Answer:

If the value of a Council’s borrowings exceeds the value of its investments it is likely to be better off by applying surplus funds to reduce the level of outstanding principal under its variable interest rate borrowing facility (such facilities, e.g. the LGFA’s Cash Advance Debenture, typically allow part or full repayment of the outstanding principal at any time without penalty).  Accordingly, many Councils may find it unnecessary to hold any investments.

If the value of a Council’s investments exceeds its variable interest borrowings it should use the investment funds to pay down its variable interest borrowings to zero and retain the balance as an investment until these funds can be applied to avoid new borrowings that would otherwise be necessary.  There is no value in seeking to ‘cash out’ outstanding fixed interest rate borrowings.  This will not generate savings as any lender that agrees to do so would seek to be financially compensated and be left no worse off.

Councils that have utilised their investments and still require additional borrowings should look first to ensure that their level of variable interest rate borrowings is in line with the suggested target (between, say, 30% and 70% of total borrowings on average over a 12 month period) rather than raise additional fixed interest rate borrowings.

Where a Council’s existing level of variable interest rate borrowings is already within the target range and/or proposed new borrowings are relatively large the Council should look to raise a combination of fixed and variable interest rate borrowings to ensure that the proportions of both are expected to remain within its target ranges in future.  Nevertheless in so doing it may find it simpler to raise all of the new borrowing as a variable interest rate one in the first instance and then convert a proportion to a fixed interest rate by adding it to an existing fixed interest rate borrowing when it matures and needs to be rolled over.  This would help the Council to avoid building up a large portfolio of small value fixed interest rate borrowings.

Councils are required to prepare Long-term Financial Plans which will show the extent of expected movements in their forecast stock of borrowings for the budget year and for each year of the Long-term Financial Plan.  Councils should use this information to help plan the timing, duration, magnitude and mix of new fixed and variable interest rate borrowings (including any necessary as a result of the maturing of existing borrowings).

In addition to managing borrowing needs between years, Councils also need to optimise treasury management within a budget year.  Each year they will have periods where they have high levels of net cash inflows (e.g. at times when rates or Grants Commission payments are due) and other times where they have net cash outflows.  Their portfolio of borrowings should be structured to enable surplus funds received during periods of net cash inflows to be used to repay borrowings (even if for only a short periods) rather than to be invested if borrowings also exist.  This can best be achieved by repaying variable interest rate borrowings during periods of net cash inflow and drawing additional such borrowings during periods of net cash outflow.  As a result a Council that averages a 50:50 split between fixed and variable interest rate borrowings over a year may experience periods where there is a heavy weighting of fixed or variable interest rate borrowings in its total portfolio and periods where its portfolio of borrowings is considerably higher or lower than its budgeted end of year position.
� (a) interest rate swaps;


  (b) forward interest rate agreements;


  (c) interest rate options;


�  See Local Government Financial Sustainability Information Paper No. 27: Prudential Management Requirements 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�.  


� A model draft Treasury Management Policy is provided as Attachment 1 to this Information Paper.


� The LGA’s 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�  provides further information on these (and other) financial sustainability indicators and associated targets.





