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Purpose and Summary 

This report provides Council with the draft Financial Strategy for the 2024 – 2034 Long-term Plan for confirmation ahead of audit and consultation. 


Recommendations 

That Council:

Receive the report “2024 – 2034 LTP Financial Strategy”.

Confirm the Draft 2024 – 2034 Financial Strategy prior to audit and consultation (A4915537). 


Background 

Council is required to have a financial strategy as part of its Long-term Plan in line with Section 101A of the Local Government Act 2002.  This is required to be a separate document which is consulted on specifically as part of the Long-term Plan consultation process.  

The purpose of the strategy is to:

facilitate prudent financial management by the local authority by providing a guide for the local authority to consider proposals for funding and expenditure against; and

provide a context for consultation on the local authority’s proposals for funding and expenditure by making transparent the overall effects of those proposals on the local authority’s services, rates, debt, and investments.

It must lay out the key assumptions about population and land use, capital network requirements and levels of service for the city and how Council intends to manage finances to respond effectively to these factors. 

It must include quantified limits on rate increases and borrowing and assessment of ability to provide levels of service. It must also specify Council’s approach to security for borrowing and financial investment strategy. 

In addition to providing the whole strategy for consultation, the consultation document will summarise the key issues and particularly elements of change to the strategy. 

The Strategy is provided in draft form noting that many of the assumptions and benchmarks cannot be finalised until the budgets are complete and as such is subject to change through the audit process. 


Issues and Options

Analysis

The key issues for this Long-term Plan’s financial strategy are: 

Expenditure

The impact of inflation on maintaining levels of service

Inflation is significant for this LTP. Council will be required to budget significantly more simply to maintain current levels of service.  

Revaluation of assets and commensurate impact on funding of depreciation 

Council assets have been recently revalued and the significant increase in value means depreciation expense also increases at a significantly higher rate. This requires Council to make a much higher provision for depreciation for a balanced budget. 

In the 2023/24 Annual Plan, Council decided to depart from its financial strategy in order to keep the rates increase lower by partially funding its depreciation expense. This means that Council is expecting to have operating expenses higher than revenue – an unbalanced budget.  

Council needs a plan to return to a balanced budget and funding for depreciation will be an important part of this.  The final strategy for depreciation will be updated following finalization of the budget, but it is likely to include a stepped plan to return to full funding for depreciation. 

Key assumptions on population and industry change in the region

Over the course of the Long-term Plan we are expecting the rating base to grow slightly faster at 0.9% reflecting both the impact on residential rating units and the impact of new industries on the overall rating base.

Population growth is forecast to continue on a similar trajectory to the last Long-term Plan.  The population continues to age which is assumed to result in a smaller forecast household size. Increasing diversity is increasing the complexity of services required to be provided by Council.  The forecast for rating base growth is a function of population growth, household size and industry growth.  This assumption will be refined further. 

The Infrastructure Strategy includes plans to deal with the bow wave of renewals coming due as a result of ageing infrastructure as well as an assumption of a small network growth of 0.9% to reflect the potential for new industry which may require extension of the network. 


Revenue

An important part of Council’s financial strategy is to obtain other revenue sources. Fees and Charges for user pays activities and services and dividends from Invercargill City Holdings Limited are an important component.

The financial strategy has been prepared with the assumption that fees and charges revenue will increase by at least the rate of inflation annually. The review of such revenue in the budget process also considers the impact of growth on the revenue stream.

Dividends from ICHL are a key operating revenue source for Council which reduces the need for Council to rate for operating costs. The financial strategy has been prepared on the basis that the dividend will be no less than $5.2 million in 2024/25 and will not be lower than that plus inflation over the period of the strategy.

Growth

As noted above, a small level of rating base growth is forecast both as a result of population growth and as a result of the potential new industries expected in the District. 

Three waters and impact on revenue

The Infrastructure Strategy includes three waters in order to provide the community with a good picture of the three waters context as this will be important to them whether or not Council is providing this service. 

The budget has been produced with three waters through the whole model and with three waters removed from Year 3. This provides us with sufficient flexibility to adapt as decisions are made around reform.  The draft strategy has been written with three waters continuing. As more certainty is provided amendments will be made.

Interest rates, the debt ceiling and ability to fund debt repayment

Interest rates have risen and are forecast to remain higher for the length of the plan.  The cost of borrowing is forecast to be higher than over the last few years in comparison to the interest rate for lending.  This will have a marginal negative impact on Council’s position. 

Council currently holds a conservative position on its debt ceiling to reflect the need to meet the cost of uncalled capital held in ICHL if required.  The current debt ceiling is $150 million.  It is proposed to increase this to between 180% and 200% of operating revenue in order to accommodate the forecast significant increase in the capital programme as the result of the need to deliver the three waters programme and Te Unua Museum of Southland alongside the renewals programme. 

The appropriate level for the debt ceiling will need to be finalised following revision of the budget to determine alignment with the debt affordability benchmark. 

It is likely that further revisions to the capital programme will be required both to support debt affordability and to manage deliverability.  The size of the capital programme has a potential impact on our credit rating and audit opinion in light of deliverability assessments. 

Rates and the cost of living

Inflation is impacting the cost of living for the community which has a flow on impact for rates affordability. 

There are two options for the maximum rates benchmark – to set a maximum level of increase or to tag this to the inflation index.  Council will receive advice to support this decision in November, the current preferred method is to tie this to the Local Government Cost Index. Following completion of the budget the rates benchmarks and rates affordability benchmarks will be assessed and potential further revisions to the budget or limits may need to be made. 

Financial management 

The key vision for Council is “Waihōpai - to leave in good order”, and to deliver on this Council needs to take a prudent approach towards financial management.

Council is required to manage its financials in such a manner to ensure that it has sufficient capacity to borrow for unforeseen shocks such as recession or natural disaster. This means we need to maintain capacity to borrow if we absolutely need to.

While Council can increase its borrowing the affordability of the debt is a key point, with both debt servicing and repayment to be funded. The significant increase in interest rates will have an impact on affordability with interest rates currently as high as 6% for Council. The average cost of debt for Council is expected to be 4% over the life of the strategy. It is currently estimated that every 1% increase in the interest rate requires a 2.5% increase in rates to fund the interest based on current borrowing. The significant increase in borrowing proposed will only increase the rates requirement.

The strategy outlines the minimum cash and cash investments to be held by Council at $20 million minimum. This together with the additional debt capacity ensure we maintain a prudent approach to financial management.

Borrowing 

It is proposed that Council retain the Local Government Funding Agency (LGFA) as its principal lender. The LGFA is the main lender for the local government sector and provides funding that is cost effective.

Council’s current AA+ credit rating is reflected in the interest rates offered by LGFA.



Investment returns 

Council will continue to maximise the returns on it investment property portfolio and its equity investment in ICHL.

Asset sales

In developing the Long-term Plan Council has recognised that it owns a large amount of land and assets that it may not be getting the best return on (in terms of either service potential or financial).

Over the course of the Long-term Plan Council will look to sell assets (land and buildings) that are not required for operations or strategic reasons. Income from the sale of these assets will be used to reduce the operating costs or net debt balance of the relevant activity, effectively reducing the level of debt Council needs to borrow.

Financial Benchmarks

Council will receive the draft positon for the financial benchmarks for the Long-term Plan in November.  This will show the plan to return to a balanced budget over time. 
 
Summary of proposed changes from the current Financial Strategy:
A revision of the rating base growth forecast to reflect population growth and likely industry growth 
A change to the debt ceiling to reflect Council’s increased need to borrow to deliver an enlarged capital programme
A change to the strategy for funding deprecation 
A change to the rates limit benchmark. 


Significance 

This issue is significant and requires consultation in line with specific requirements for Long-term Plan consultation laid out in the Local Government Act. 


Community Views

Cost of living, maintaining levels of service and delivery of key projects all came up through pre-engagement.  Council will seek community feedback on the financial strategy through the Long-term Plan consultation process. 


Implications and Risks

Strategic Consistency

The draft financial strategy is consistent with the draft assumptions prepared for the Long-term plan and with Council’s vision, mission, strategic priorities and community outcomes.  



Financial Implications

The Long-term Plan budgets will reflect the changes proposed in the draft Financial Strategy. Both the budgets and financial strategy will continue to be developed and refined over the next two months.

Legal Implications 

Council is required to have an audited and consulted on Financial Strategy which meets the requirements of Section 101A of the Local Government Act.

This draft Financial Strategy meets those requirements ahead of audit and consultation. 

Climate Change 

The implications of climate change in line with the assumptions are provided for the in the Financial Strategy.  

Risk 

Strategic Financial risk identified:

	Finance and funding
	If ICC does not operate in a financially prudent manner (with performance reporting and assurance) or if it has insufficient financial resources available to deliver its plans or respond to unforeseen changes then Council may not make the best decisions or opportunities may be lost.



The key risk to Council in the financial strategy arises from the uncertainty relating to the assumptions underpinning the modelling.  The Risk and Assurance committee has recently considered a first draft of the underlying assumptions and the uncertainty associated with those assumptions.  It is important that in forming its financial strategy Council understand the uncertainty and consequences if the assumptions prove to be incorrect on its overall financial position.


Next Steps 

The draft Financial Strategy as confirmed by Council will be audited and brought back to Council in February for adoption for consultation. 


Attachments 

1. Draft 2024 – 2034 Financial Strategy prior to addition of budget-specific information including benchmarks, audit and consultation (A4915537) 
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