APPENDIX ONE

Draft Financial Strategy
1.0 Introduction

The Local Government Act 2002 requires the Council to adopt a financial strategy that
covers every year of the long-term plan.

Our financial strategy is intended to guide the decisions we make now and in the future to
ensure they contribute to our Community outcomes and the vision and strategic goals of
Wellington Towards 2040: Smart Capital so Wellington can continue to grow as a creative,
inclusive and vibrant city where people choose to live, work, study and play . The Financial
Strategy aids in delivering a financially sustainable city in the long term, one in which its
citizens can afford to live in the near future, but also in 50 and 100 years from now

It also will help us consult with you about what we plan to do by making it clear how
those plans will affect our services, rates, borrowings and investments.

2.0 Current Financial Situation and forecast

The council is in a strong financial position. We have assets of $6.7bn and long term
debts of $350m. While a lot of our assets have a low market value (underground pipes,
for example), we maintain a portfolio of investments with a current market value of
$363m, which is around the level of our net borrowings.

In the past, the proceeds from rates increases and borrowings increases as well as asset
sales and have allowed us to fund significant expenditure on new projects, assets and
services. The next five years, at least, will be much more challenging and it is unlikely we
will have the same level of funds to spend from these sources.

Over the last 10 years, our expenditure on meeting demand for new capital assets has
increased our borrowings. This level of capital expenditure is unsustainable in the long
term, especially if it is increasing faster than the growth in our ratepayer base and the
growth in our ratepayers’ disposable incomes.

Operational Expenditure

The Council’s forecast Operational Expenditure of $4.3 billion (10 yr total) is shown in
graph 1 below. This level of expenditure shows the cost of continuing with councils
programme to prioritise spend based on the Wellington Towards 2040: Smart Capital,
and also taking into account a number of items ,other than inflation, that are impacting
on councils budget which are explained in section 4 below. The two most immediate
and significant of these pressures is the operational impact of funding for weathertight
homes and earthquake strengthening Councils assets to improve Wellington’s resilience.
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Graph 1
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Capital Expenditure
The Council is forecasting a capital expenditure programme of $1.5bn over the next ten
years. The cost of this programme and the funding sources are shown in graph 2 below.
This expenditure includes the cost of renewing existing assets that are coming to the end
of their useful lives, as indicated by asset management plans. It also includes the cost of
improving existing assets and investing in new assets.
Graph 2
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3.0 Guiding principles

The following Principles form the basis which guides the councils funding of expenditure.
These principles are already embedded in our existing financial and funding policies such as
the Revenue and Financing Policy, Investment and Liabilities Management policies, Rates
Remission policy, Rates Postponement policy, Development Contributions policy. The
Financial Strategy clarifies the meaning of these principles and how they should be applied
in decision making and policy:

3.1 Fairness and Equity
Fairness and equity relates primarily to ensuring that the funding of expenditure is fair, both
across present ratepayers and to future ratepayers (intergenerational equity).

3.1.1 Ability to pay
Ratepayers ability to pay means they have sufficient income to pay for rates expenditure
without unreasonably compromising other expenditure.
Determining affordability requires consideration of a number of factors including:
e The cost of rates relative to income and also relative to wealth (to the extent that
wealth can be converted into income)
e The potential for ratepayers to earn greater income as a result of council investment
in infrastructure , services and economic development.
e The impact of changes in other household costs, electricity, fuel and food for
example.

Where a service is deemed to be essential or very important in terms of contributing to
wellbeing, consideration is given to ensuring that people are not excluded from using a
service because they cannot afford to pay.

3.1.2 Intergenerational equity

The principle of intergenerational equity is that ratepayers should not be required to pay the
costs until they enjoy the associated benefits of an activity. This is reflected in matching
capital repayment to asset lives, which then allows future Councils to more easily fund the
replacement of those assets, as it is assumed that the debt principal incurred in the initial
purchase has been repaid through the depreciation charge.

3.1.2.1 Balanced Budget

Council maintains the practice that each year’s projected operating revenues are set at a
level sufficient to meet that year’s projected operating expenses. This ensures the current
ratepayers are paying the right amount of costs for the service they receive and are neither
subsidising future ratepayers or transferring current operating costs to future ratepayers.

3.1.2.2 Borrowings funding

Council’s debt is used to fund the purchase of assets that Council has agreed, after
consultation with the public, will add sufficient value to the city to more than compensate
for the expenditure incurred on that asset. Council’s financial policies require that new
assets are to be funded by debt, with assets being replaced to be funded from depreciation.
This is consistent with the intergenerational equity principle.

3.1.2.3 Depreciation funding
The depreciation funding principle is reflected in matching capital repayment to asset lives,
which then allows future Councils to more easily fund the replacement of those assets, as it



APPENDIX ONE

is assumed that the debt principal incurred in the initial purchase has been repaid through
the depreciation charge.

3.1.2.4 Asset Management Planning

If depreciation funding is a means of ensuring today’s ratepayers meet the cost of their
‘consumption’ of the asset, then Asset Management Planning and considering the useful
lives of assets effectively plans for the period over which the consumption occurs.

This will be crucial over the next 30 years, particularly as key infrastructure assets near the
end of their life cycles.

3.1.3 Distribution of benefits

Consideration is given to each activity of the distribution of the benefits (of the activity) over
identifiable parts of the community, the whole community or individuals (users). This then
informs the consideration of who should pay for the activity. The distribution of benefits is
explained in detail in the Revenue and Financing policy.

3.1.5 Development Contributions
The Development contributions policy provides the Council with a method to obtain aims to
recover funding for additional infrastructure required for growth in the city.

3.1.6 ‘polluter’ and ‘exacerbater’ pays

‘Exacerbater’ pays and ‘polluter’ pays principles can be explained as ‘those whose actions or
inactions give rise to a need to undertake a particular activity should meet part of the cost of
that particular activity’. In other words, where those creating a need for a service should
pay for the cost of providing it.

3.1.7 Market Neutrality
The impact of councils funding mechanisms on commercial markets should be neutral where
possible, and where appropriate.

3.2 Willingness pay

Ratepayer concerns often reflect unwillingness rather than inability to pay.

This reflects relative satisfaction with perceived value for money from rates or with council
decision making/consultation. Willingness to pay may reflect the real or perceived benefit
from rates and may reflect private v public good issues (ratepayers may perceive that they
are paying for services that largely benefit others, for example). The following are factors of
willingness to pay:

3.2.1 limits on rates

The limits on rates is the amount of rates income forecast to be collected by Council
based on the increase set by Local Government Cost Index (LGCI) annually. As an
indication based on the 10 year forecast of the LGCI, this would equate to:

2012/13 2013/14  2014/15  2015/16  2016/17  2017/18  2018/19  2019/20  2020/21  2021/22
($000) ($000) ($000) ($000) ($000) ($000) ($000) ($000) ($000) ($000)
Forecast Rates Limit 240,161 249,671 258,834 268592 279,121 289,616 300,853 313,459 327,220 341,618

The rates limit includes the forecast for each subsequent year for estimated growth in the
ratepayer base.

3.2.2 limits on rates increases *
We have set a limit and a target for rates increases to be clear about our intentions.

! The limits will be the amount published as a forecast for the year prior to the striking of the rates.
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Limits should not be confused with targets. Targets are a level that is intended to be
achieved. ‘Limits’ are a level that is not intended to be breached

Limits on rates increases are:-
The limits on rates increases is set as an indexation based on the Local Government Cost
Index (LGCI). The base year is the 2011/12 rates income®.

Target on Rates Increases:

The target for 2012/13 equates to the increase of the local Government Cost index
(LGCI). The 2013/14 target is the average of the Local Government Cost Index and the
Consumer Price index®. From 2014/15 to 2021/22 the target is based on the Consumer
Price index (CPI)°

It will be set annually with the updated forecast of the relevant indexation for the
subsequent year, and will be net of growth in the ratepayer base.

An indication based on the current year on year forecasts for these increases are:

201213 2013/14 2014715 201516 201617 2017718 2018/19 2019720 202021 202122

Rates Target = 3.8% 29% 2.4% 24% 248% 25% 2B%W 28% 27%
Fates Limit J.8% 358% 32% 335% 34% 33%| S4% 37%  3.9%

2.6%
3.9%

The rates increase limits are based on the forecast rate of inflation the council’s current
operational expenditure is expected to incur. These limits are not intended to be
breached.

The rates increase limits only apply to average rates increases, and not rates increases
for individual properties, as these depend on a number of factors outside the council’s
control, like changes in property valuations or remission status changes, for example.

3.3 Value for money
Value for money considers:

. The contribution of a proposal to the community
. The degree of outcome contribution per dollar of cost
. That the total cost is reasonable

It also considers the means chosen to fund the expenditure is the most cost effective. This
analysis includes the cost of financing an initiative, market maturity and demand analysis, an
assessment of risks, and ensuring market neutrality where appropriate.

3.4 Risk management and assessment

Risk management is important when managing public services and assets and includes
consideration of insurance, self insurance reserves and any other provisions and/or reserves
(Weather-tight homes provision for example)

2 Local Government Cost Index as Published by Business and Economic Research Limited (BERL) for
the Society of Local Government Managers (SOLGM) and Local Government NZ.

® It will be set annually with the updated LGCI forecast for the subsequent year, and will be expressed
as the impact on the average rates paid so is considered ‘net’ of forecast growth in the ratepayer base.

* Average of LGCI and CPlI, as published by Business and Economic Research Limited (BERL) for
SOLGM and Local Government NZ

® As published by Business and Economic Research Limited (BERL) for SOLGM and Local
Government NZ
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Risk assessments consider the likelihood and consequence of risks associated with an
expenditure proposal. Following a risk assessment consideration needs to be given to risk
mitigation. In a financial context this can include insurance and provisions.

3.5 Good Financial governance and stewardship

Good Stewardship of Council’s assets and finances requires Council to ensure that its
actions now do not compromise the ability of future Councils to fund their needs. Under this
principle:

. assets are not rundown for future generations to pay for;

. debt is not used to fund operating expenditure other than specific exceptional
circumstances;

. the level of debt is regularly reviewed to ensure it is at a level that is both

aligned with Council’s assets and rating base, and that it will not restrict a future Council’s
ability to fund new assets through debt
e the operational expenditure implications of capital expenditure decisions are
considered
3.5.1. Borrowing limits

We control our borrowing levels by self imposed ‘prudential borrowing limits’. These
limits are consistent with the liabilities management policy.

There are five measures which are set to control both the cost of borrowings and level of
borrowings.

Ratio Limit

Net borrowing as a percentage of <10%
equity

Net borrowing as a percentage of <150%
income

Net Interest as a percentage of income <15%
Net Interest as a percentage of annual <20%
rates income

Liquidity (Term borrowing + committed >110%
loan facilities to 12 month peak net

borrowing forecast)

Operational borrowing target
The operational borrowing target is that net borrowings (net of cash and housing
funding) will be maintained at a level no higher than 105% of our Operating Expenditure.

This is closely aligned with the council’s independently assessed credit rating. These will
help ensure that we are able to maintain a strong externally assessed credit rating

As an indication the operational borrowing limit is shown as a forecast below for the
next 10 years.
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Current 10 Year Borrowings ($000) - 2012-22
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Capital Investment Limit (funded by borrowings)
A ‘new® Borrowings funded Capital Investment target and Limit’ will control the cost of
new capital expenditure funded by the Council over each three year statutory Long Term
Plan period.

e Limit to $60m

e Target of being at or under $45m.
Living within this Capital investment limit will require the Council to prioritise its
investment decisions.

This limit does not include the level of asset replacements (‘renewals’) that occur
annually when existing assets are at the end of their useful lives.

3.5.2 Security for borrowings

Our borrowings are secured by a debenture trust deed which creates a charge over our rates
revenue (something akin to a mortgage security). This security relates to any borrowing and
to the performance of any obligation we have that relates to the borrowing.

3.5.3 Investment Management
Council holds and manages a range of investments. These are broadly:

° Cash and Cash Equivalents;

. Income generating debt instruments;

° Income generating equity investments;

. Income generating property investments; and
° Non-income generating investments.

3.5.3.1 Objectives

The primary objective of holding and managing investments is to optimise the return on
the overall investment portfolio. Investments are also held for the purpose of achieving
Council’s strategic objectives and to provide diversity to the Council’s revenue sources.

® “New’ refers to a net increase in borrowings, net of any other funding from non income producing
asset sales
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3.5.3.2 Targets for returns

For those investments held for other than primarily strategic reasons the target return for
investment is to achieve an average return on investment over time greater than Council’s
long term cost of funds. This is currently forecast to be 6.75% per annum.

The Council’s Investment Policy sets out in greater detail the mix of investments, strategies
and other policy considerations.

4.0 Operating environment and financial challenges

We are forecasting a challenging operating environment over the next ten years. The
following are the key factors expected to have a significant impact on our operating
environment and on the management of our finances over the next decade —

e The global debt crisis

Earthquake strengthening costs and city resilience

Population and workforce growth, and changes in land use

Rates affordability and willingness to pay

Increasing asset ownership and replacement costs

o  Weathertight homes liability

e Central government budget reductions, shift of responsibility for services from
central to local government and increased regulation.

4.1 The global debt crisis

The Global debt crisis will continue to impact on the New Zealand economy and will
impact directly on the Council’s access to funding and funding costs. Council’s recent
support and subsequent investment in the NZ Local Government Funding Agency is a
response to this.

4.2 Earthquake strengthening and city resilience costs

The cost of ensuring the Council’s infrastructure is resilient to the impact of natural
disasters will also impact on the Council’s cost base in the next ten years. This includes
the cost of strengthening Council owned buildings and improving network infrastructure
with more resilient materials, and including automatic shut off valves for water
reservoirs for example.

4.3 Population and workforce growth, and changes in land use
The 2012 resident population of Wellington City is estimated to be 200,2127. This is
forecast to grow at a rate of 0.76% per annum® on average to reach 216,476 in 2022.

This limited population growth will make continuing economic growth more difficult.
However, the Council must deliver projects to ensure there is sufficient capacity in
Wellington’s network of infrastructure and social and recreational facilities to maintain
levels of service to the growing population and related changes in land use. The
Northern Growth Management Plan provides for the limited amount of change in land
use that is expected to occur over the next 10 years.

The capital costs to provide for these changes are forecast at $38m over the ten years
and the expected operating costs are $11m over the same period. Further details are
provided in the Funding impact statement.

7 source Forecast.id
8 source Forecast.id
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Forecast Cumulative Growth 2012-2022
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4.4 Rates affordability

Current economic conditions have restricted household and commercial incomes, as well as
increasing some expenditure items e.g. fuel, which is putting pressure on budgets across the
sectors which impacts rates affordability.

Although a recent ratepayer survey indicated that for most, rates approximating 2.3% of
average household income was regarded as affordable, we recognise that household costs
are rising and that, for some residents, rates and the fees we charge for the use of some of
our facilities are becoming less affordable.

The median annual household income in Wellington is $76,804°. This is 15% higher than
the national median at $64,272. Our aim is to keep rates at a level that does not exceed
3% of average household income. This will ensure that, through rates, our costs do not
become a larger part of household expenditure.

Affordability for Wellington’s commercial sector is a factor of the economy and
profitability of the businesses. The sector is made up of around 24,915 businesses and it
employs around 152,930 people. The sector generates around $46.5 billion a year in
total income, which is about 9% of total business income in New Zealand.

Its annual net profit of $6.138 billion represents 12% of the net profit of the whole New
Zealand commercial sector even though Wellington has only 4.5% of the national
population.’® Our aim is to keep rates at an affordable level when compared to
profitability of the sector.

4.5 Ratepayer willingness to pay
Willingness to pay is influenced by ratepayer perceptions of the value they get for the
rates they pay and their attitudes towards the Council’s decision making and ratepayer

° 2006 Census adjusted for CPI.
19 Statistics New Zealand
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consultation. Research shows that there is a reduction in the willingness to pay more for
Council services.

4.5 Increasing asset ownership and replacement costs

A significant portion of Council’s operating costs are fixed because they relate to the
cost of owning assets (e.g. depreciation, interest and maintenance costs). These costs
are locked in for the life of the asset and add a significant amount to the operational
costs that need to be funded.

Another factor that is increasingly impacting the operating expenditure is the timing of
the replacement of assets. These costs are increasing over the next 10 years and
beyond, and relate to the timing of periods of development in the city and the useful
lives of the assets.

4.5.1 Capital Expenditure on network infrastructure

The proportion of assets that are at the end of their useful life that need to be replaced is
increasing over the next ten years. The table below highlights the forecast expenditure on
network infrastructure.

Activity Area Activity Grouping
2012/13 2013/14 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22
(000s) ($000) ($000) ($000) ($000) ($000) ($000) ($000) ($000) ($000)
Wastewater and 11,722 12,104 13,710 16,657 19,133 23,012 25,178 27,870 28,434 33,534
Environment stormwater
Water 12,856 14,513 13,653 22,880 20,240 21,068 23,370 23,057 24,295 26,121
Transport Transport 32,098 31,562 33,408 34,880 40,062 40,503 44,539 48,276 54,577 59,138

4.6 Weather-tight homes liability

The Council has provided for a significant liability of around $61m to settle claims
associated with weather-tight homes issues. The funding of this liability will take place
progressively over the next 8 years. This will require Council to increase borrowings in
the first instance to meet these costs, with the associated borrowing subsequently being
repaid through rate funding.

4.7 Central government budget reductions, shift of responsibility for services from central to

local government and increased regulation.

Central Government budget reductions, the continued moving of responsibilities from to
local government and increasing of standards by the government are also

anticipated to have an impact on the Councils expenditure. Key impacts include™*:

e Costs of implementing new legislation

e Costs of meeting increased environmental standards (one in 50 year flood
protection, for example)

e Costs of community programmes where the government has reduced funding
and shifted costs for community wellbeing to local government (building
regulations standards earthquake strengthening and reduced funding to the
creative sector, for example).

e Risk of reduced capital funding for our roading network.

5.0 Impact of Our Strategy on Services

The financial strategy will enable the transition to the strategic outcomes of Wellington
towards 2040: Smart Capital, rather than a limit change in the city, by guiding the
financial impact of the Council’s decisions. Decisions requiring significant investment

1 ocal Government Rates Inquiry — August 2007




APPENDIX ONE

will require prioritisation of services and levels of service in order to maintain the
sustainable and affordable levels of rates and borrowings outlined within the strategy.

No significant changes in our services or levels of service are proposed for 2012/13.
Where prioritisation decisions require some lower priority services and/or service levels
to be reduced, the Council will consult with the public through our Annual Plan process.

Over the next 10 years Council faces significant challenges around funding prioritisation
because the costs of earthquake strengthening, leaky homes and insurance are rising at
a rate higher than average Council inflation. Council feels that in order to ensure we
also deliver on our strategic outcomes and continue to invest in Wellington’s future
some focused effort needs to take place.

We are proposing to set a working party with Councillors and staff to develop options
that will deliver financial sustainability into the future for Wellington City Council. These
options will consider the future role of local government and the following key issues:

e Current service levels and alternatives to reduce, re-phase or discontinue

e Current assets, their strategic alignment and options for reduction or
reconfiguration

e Alternative governance and management options for services (these include
regionalisation initiatives such as shared services, configuration of Council
Controlled Organisations and partnership opportunities)

e Future revenue options including looking at the level of user charges received to
fund each activity.

e Strategies for debt reduction

e Developing a balanced investment approach

In addition to this working party, Council will be focused on ensuring we minimise the
effects of prioritization decisions on our services. Strategies we will use include:

e Every year Council will seek efficiencies and cost reductions

e Ongoing review and alignment of our future projects to our new Wellington
2040 strategic direction.

e Focus on growing Wellington’s economy through our economic development
strategy and continue to foster a creative educated workforce.

e Optimally managing income from our investments and looking for ways to
increase our revenue from other sources.

e Smart asset management and utilisation



