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2007 Debt Fiscal Policy (C203B) Review


2007 Debt Management Fiscal Policy (C203B) Review


	Recommendation:

That Executive Committee recommend to City Council:


That the amended Debt Management Fiscal Policy, as outlined in Attachment 1 of the December 19, 2007, Corporate Services Department report 2008COF005, be approved.


Report Summary

This report provides a summary of the Debt Management Fiscal Policy (the "Policy") review findings and recommends amendments to the Policy as presented in Attachment 1. 
Report
· The existing Policy has been in place since 2002 and Council has completed budget approvals for a five year, $250 million tax-supported borrowing program.  Administration has undertaken a detailed review of the policy and the results are discussed in this report.
· The objective of the review was to ensure that the debt policy continues to support the City’s long-term capital plans and strategies while maintaining long-term financial affordability, flexibility and sustainability.
· This report presents a revised Policy for City Council review and approval.  See Attachment 4 for the full policy.

· The debt policy establishes upper limits for how much debt the City can issue.  Decisions regarding which projects are undertaken with debt, how much debt is actually authorized for a given period and repayment strategies will remain part of the budget planning and approval process.

· The comprehensive review undertaken in 2007 included research of best practices such as Government Finance Officers Association (GFOA) guides, a survey of other municipalities, development of a debt model, extensive discussions and review of findings with Senior Management Team and Capital Priority Planning Committee.  Several external groups were also contacted for their input and feedback, including the Infrastructure Technical Advisory Committee, Financial Advisory Committee, and credit rating agencies.

· A listing of the resources and agencies contacted in the review is included in Attachment 1.

Debt History and Trends

· At the end of the 1970’s, tremendous growth pressure resulted in a relaxation of the City’s debt limit, leading to a threefold increase in the City’s annual borrowing.  This resulted in Edmonton’s tax-supported debt being higher than most other major Canadian cities at that time. 
· The recession of the early 1980’s and high interest rates necessitated a revised Policy.  Under this new debt policy, tax-supported debt issues were limited to $25 million per year.  Moreover, new tax-supported borrowing was prohibited after 1990. Subsequent to 1990, an exclusive pay-as-you-go approach was adopted for capital expenditures. Shorter borrowing terms for utility debt (self-liquidating) were also required.

· In 2002, to address growing infrastructure issues and flat sources of financing, tax-supported debt was reintroduced through an amended Policy.  A five-year borrowing guideline called for an annual approval of $50 million in debt-financed projects for 2003-2007, totalling $250 million.  Adoption of the five year guideline has enabled the City to construct a number of much needed projects such as fire halls, a senior’s centre, libraries, parks, an interchange and other road works.

· The City’s total outstanding debt (tax-supported and self-liquidating debentures), excluding past borrowings related to EPCOR, is $760 million at the end of 2007.  Debt levels will approach $1.5 billion by 2009 under current project approvals mainly due to the South LRT project.  Debt servicing costs are expected to reach $105 million per year by 2009.

· Historic debt graphs are presented in Attachment 2 (Charts A and B).

Current Borrowing Approach

· The City usually issues debt in the form of debentures with varying terms. The City borrows from the Alberta Capital Finance Authority (ACFA) based on the Province’s excellent credit rating (AAA).  
· It is important to note that for purposes of calculating debt limits, “debt” is defined more broadly than just debentures. Other forms of “debt” include, but are not limited to, leases of capital property, Public Private Partnerships (PPP) (which are a form of capital lease), Community Revitalization Levy financing, loans and loan guarantees.

· The City’s borrowing approach is subject to the Municipal Government Act (MGA) limits, i.e. debt is not to exceed two times revenues and debt servicing costs are not to exceed 35% of revenues.  ACFA guidelines also apply to borrowings, e.g., if a borrower is within 25% of its debt or debt servicing limit, additional information will need to be provided to the authority.

· The City’s existing Policy includes debt limits that are well within the legislated requirements.  Currently, tax-supported borrowing is permitted until debt servicing reaches 6.5% of tax-supported revenues.  Similarly, total borrowing (i.e. tax-supported plus self-liquidating debt) is allowed until total debt servicing reaches 10% of total revenues.

· Under the current internal debt limits, the City has room to authorize an additional $630 million in new tax-supported debt ($80 million annually) over the 2008-2016 time period.

· Infrastructure needs, both to rehabilitate existing assets and build new assets, are far outstripping available financing sources.  Since the City started preparing infrastructure forecasts in 1998, the ten-year infrastructure funding shortfall has grown from $1.8 billion to $5.2 billion (2006 update).  Given the recent experience with project cost escalations, and the outlook for continued strong economic growth in Edmonton, it is expected that the funding gap will be even larger when the ten year capital estimates are updated in early 2008.  The City’s debt limits in the existing DMPF are not consistent with these realities.

Proposed Policy Guidelines

It is proposed that the revised Policy be guided by the following six fundamental policy statements:

1. Debt is an ongoing component of the City's capital financing structure and is integrated into the City's long-term plans and strategies.

Debt is a valid tool for financing infrastructure investments today and in the future.  Debt should be used to help Council achieve its goals for the City by supporting approved plans and strategies.  An overall debt use strategy should be determined considering economic factors such as growth, inflation, financing costs and infrastructure requirements.

It is important that debt be used in a planned and strategic manner, not ad hoc or as a financing source of last resort.  When considering a decision about the use of debt, alternative capital financing sources should also be reviewed.  

2. Debt must be affordable and sustainable. The City must maintain flexibility to issue debt in response to emerging financing needs.
When the City takes on debt it must ensure that a strategy to repay the debt is also put in place.  Moreover, the decision to borrow should not limit the City’s ability to meet future needs.  Debt decisions should leave enough financial flexibility to issue debt to respond to emergent situations.

3. Debt must be structured in a way that is fair and equitable to those who pay and benefit from the underlying assets over time.

Debt should be structured to get a fair distribution of costs over time.  If possible there should be a matching of the cost of debt to those who benefit from the use of the assets.  Debt terms for particular types of assets will not be specified, except that the term should not exceed the useful life of the underlying asset.

4. Debt decisions must contribute to a sustainable and vibrant city by balancing quality of life and financial considerations.

Good infrastructure supports a high quality of life for citizens.  Debt can be used to help provide important infrastructure for citizens.  Decisions on issuing debt must consider not only the financial cost, but the effect the decision has on the state of the City’s infrastructure.

5. The issuance of new debt must be approved by City Council.
A multi-year (vs. annual) debt guideline and corresponding debt servicing funding strategy will be recommended for Council approval through the budget process.  Borrowing bylaws for projects will be approved by Council.

For planning and sound debt management, more detailed internal procedures will be developed to provide guidelines for the use, level and issuance of new debt.

6. Debt must be managed, monitored and reported upon.

Effective control and monitoring mechanisms should be implemented, given that debt will be used as an ongoing funding source within Council approved multi-year envelopes.  Use of debt by Administration and adherence to debt limits will be reported to Council.

· Highlights of the changes between the existing Policy and the proposed Policy are presented in Attachment 3.

· Three key aspects of the new policy are the types of projects recommended for debt financing, debt limits and the debt repayment strategy.
Proposed Debt Projects
· Financially, debt is a good tool for dealing with spikes in capital cash flow requirements or emergent needs.  Debt is not a source of new funding, as it must be paid back, plus interest.  Debt is not a preferred source of funding for ongoing or recurring capital projects (e.g. rehabilitation).  Debt will not be used for operational purposes.
· The proposed policy recommends that debt be considered for projects that have some of the following characteristics:
· Large projects with long-term benefits
· Projects with benefits to the community at large (for tax-supported debt)

· Growth related projects

· Emerging needs to support corporate priorities and approved strategic plans

· Major rehabilitation of existing assets as a short-term strategy to eliminate a significant backlog

· In a growth environment with high construction inflation and low borrowing costs, a more aggressive debt strategy can be undertaken.  In a high interest rate environment a limited debt strategy would be more appropriate.

· Debt projects would be identified as part of the ten-year capital investment agenda and the three year capital budget.
Proposed Debt Limits and Implications

· The revised Policy contains substantially higher internal debt limits.

· It is proposed that the debt servicing limits increase from 6.5% to 15% for tax-supported debt and from 10% to 22% for total debt. These represent the upper limits of the City’s debt capacity with considerations for affordability, sustainability and flexibility.

· For tax-supported debt, new borrowings of about $250 million per year (2008-2016) would be possible at the 15% limit.  This amount of new borrowing represents about 40% of the $5.2 billion infrastructure shortfall (2006 estimate).

· However, for each $250 million in new debt issued, debt repayments of about $21 + million per year would be required (assuming 20 year term, current ACFA rates).  This equates to an estimated 2-3% tax increase to fund the annual debt repayment if no other source of funding is available. 
· In addition to debt repayment costs, the City will eventually need to fund life cycle costs for new infrastructure. On average this will cost 2 to 4% of the asset value.  On a $250 million asset, this translates to a cost of about $5 to $10 million per year.

· New borrowing for self-liquidating debt of about $100 million per year (2008-2016) would also be possible under the new debt limits.  Debt repayment costs are estimated at $10 million per year on this new borrowing.

· Graphs of the new borrowing limits are presented in Attachment 2 (Charts C and D).

· Increasing the amount of debt and related debt servicing may cause a downgrade in the City’s credit rating if it is not managed and planned properly. However, the City borrows through the ACFA at preferential rates.  Any potential downgrade will not impact most of the City’s borrowing costs.  If a P3 arrangement is relying on the City’s credit rating, a downgrade in the City’s rating would impact the cost of the project.

· From a practical point of view it is possible that – beyond costs – a real limiting factor in the use of new debt may be the capacity to plan and construct the projects.

Debt Repayment Strategy

· The proposed debt policy requires the City to identify and approve a debt funding strategy for all new debt issues.  This will ensure that debt decisions are affordable and sustainable.
· An overall debt funding strategy will be recommended to Council as part of the approval process for the multi-year budget.
· The new policy also recommends that as tax-supported debt is retired, the debt servicing funds may be used to support new debt issues (a revolving fund concept) and/or to fund capital projects directly (e.g. rehabilitation).
Public Consultation

· Infrastructure Technical Advisory Committee

· Financial Advisory Committee

· Standard and Poors (S&P)

· Dominion Bond Rating Service (DBRS)
Legal Implications

The draft policy has been reviewed and approved by Law Branch.
Focus Area

Governance – Build Organizational Capacity.  The intent of this report and the revised policy is to assist the City to allocate its resources effectively and support decision making through effective management practices.
	Justification of Recommendation

Approval of the amended Policy (C203C) provides direction to effectively plan and manage new debt issues in support of the City’s long term corporate plans and strategies


Attachments

1. Debt Research Sources
2. Debt Graphs
3. Summary of Proposed Policy Changes
4. Amended Policy (C203C)
Debt Research Sources

Summary of Research Sources
1. Infrastructure Technical Advisory Committee discussions and review

Sectors represented:

· Construction industry

· Architecture, planning, design

· School boards and post secondary

· Health sector

· Government sector

· Community sector

· Business sector

2. Financial Advisory Committee (External) discussions and review

a) Managing Director


c) President

    Government Finance

    Alberta Capital Finance Authority

    Debt Finance Markets

    TD Securities

b) Partner



d) Executive Vice-President

    KPMG LLP



    Canadian Western Bank

3. Standard & Poors discussions and review

4. 2007 DMFP Survey - 12 of 20 municipalities responded: Regina, Toronto, Chatham-Kent, Vancouver, Surrey, Region of Peel, Mississauga, Austin, Brisbane, Ottawa, Winnipeg, and Portland.  Some documentation received.

5. Financial Policies: Design and Implementation, Government Finance Officers Association (GFOA), 2004

6. “Delivering the goods: Infrastructure and Alternative Revenue Sources for the City of Edmonton”, Canada West Foundation, Casey G. Vander Ploeg, 2006

7. Elements of a comprehensive Local Government Debt Policy, 1997 Government Finance Review
8. Dominion Bond Rating Services – 2006 credit rating reports for Toronto, Winnipeg, Montreal, Ottawa, Calgary, Vancouver, Peel, Hamilton

9. Standard & Poors - 2006 Public Finance Report, City of Edmonton

10. Standard & Poors - 2007 Public Finance Report Card 
11. Municipal Government Act for Alberta, as of May 24, 2006

12. Alberta Capital Finance Authority, Guide to Long-term Borrowing

13. Alberta Capital Finance Authority, Bylaw 211

14. Alberta Capital Finance Authority, Resolution No. 223

15. Analyzing Debt Capacity and Establishing Debt Limits, Financial Management Building Committee(FMCBC), for Nova Scotia Municipal Governments, 2004
Debt Graphs
Chart A:  City of Edmonton Total Debt Outstanding (Current Policy)
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Note:  Excludes debt related to EPCOR
Chart B:  City of Edmonton Debt Servicing Ratios (Current Policy)
     (Debt servicing cost as a percent of City revenues)
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* $95.7 Million of Tax Supported Debt was refinanced in 1993 at a lower rate.
Note:  Excludes debt related to EPCOR

Chart C:  Total Debt Outstanding (Maximized) at Proposed Policy Limits
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Note: Includes additional borrowing of $250 M per year for Tax-supported Debt and $100 M per year for Self-liquidating Debt during 2008-2016.

Chart D:  Debt Servicing Ratios for Maximized Borrowing Scenario
     (Debt servicing cost as a percent of City revenues)
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* $95.7 Million of Tax Supported Debt was refinanced in 1993 at a lower rate.
Note: Reflects debt servicing based on borrowing of $250 M per year for Tax-supported Debt and $100 M per year for Self-liquidating Debt during 2008-2016.

Summary of Proposed Policy Changes

	CURRENT 
	NEW

	Debt Management Tools

· Policy C203B 


	Debt Management Tools

· Policy C203C

· Internal guidelines and procedures including budget guidelines related to debt levels

· Required internal systems and processes

	· Financial focus 


	· Balanced approach: Financial/operational & quality of life considerations with objectives of affordability, sustainability, flexibility, and positive image of the City.

	· Debt used as a last resort or one-time source
	· On-going source of capital funding

	· Annual approval of a 5 year debt guideline
	· Approval of a multi-year debt guidelines and corresponding debt repayment funding strategy over the capital budget cycle

	Use of Debt

· $10 million projects and minimum 15 year life criteria (TSD)
	Use of Debt

· large capital projects with long-term benefits
· projects with benefits for the community at large (for TSD)
· growth related projects
· emerging needs to support corporate priorities and approved strategic plans
· major rehabilitation of existing assets as a short-term strategy to eliminate a significant backlog

	Debt Term 

· Debt term range per type of underlying asset (5 to 25 years)


	Debt Term

Preferred term not to exceed probable life of asset.  Term to be determined with considerations for:

· cost minimization

· funding availability

· distribution of costs over time
· useful life of the asset

· capital life cycle implications

· future flexibility

	Debt Service Limits

· 6.5% for Tax supported debt 
· 10%  for total debt
	Debt Service Limits 

· 15% for tax-supported debt

· 22% for total debt

	Released funds as debt retires:
· added to GF pool for capital


	Released funds as debt retires:
· support new debt issues (debt revolving fund concept) &/or
· fund capital projects directly (e.g. rehabilitation)

	Reporting 

· use of debt 

· MGA Limits

	Reporting
· use of debt

· MGA Limits

· internal limits and guidelines

	
	Other

· New debt category – Self-supporting tax-guaranteed

· New - short-term debt (interim financing)
· New - debt repayment/refinancing considerations
· New - debt management systems & processes


Total Debt





Total Debt





Debt servicing costs as a percent of City revenues have fallen considerably since their high levels of the mid to late 1980’s.  Current debt servicing levels are within the existing DMFP limits.





Self-liquidating Debt





Tax-Supported Debt





Self-liquidating Debt Servicing





10% Total Debt Limit





New 22% Total Debt Limit





Tax -supported Debt Servicing





6.5% TSD Limit





Tax-Supported Debt





Self-liquidating Debt





Current 6.5% TSD Limit





Current 10% Total Debt Limit





Debt servicing costs as a percent of City revenues would rise substantially if the City borrowed up to the proposed new debt limits.





New 15% TSD Limit





*





*





This chart represents the level of debt outstanding if the City maximized borrowing over the 2008-2016 period, as permitted under the higher proposed borrowing limits.





Tax -supported Debt Servicing





Self-liquidating Debt Servicing





Total debt declined from 1980 levels until the early 2000’s when tax-supported borrowing was reintroduced.  Council approved a 5 year, $250 M tax-supported borrowing guideline for the 2003-2007 period.  Borrowing is also being used to finance the South LRT project.  
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