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Executive Summary

The report provides an overview for a new aggregated debt funding model for Victorian Local
Government (LG). The key deliverable of the model is that it allows the Regional Cities Victoria
(RCV) members to access direct financing from wholesale investment markets for their funding
needs. Currently financing is accessed indirectly through financial institutions (i.e. banks). A feature
of indirect funding is that it has significant cost premiums built into it to cover both credit risk and profit

margins for banks.

The model provides the mechanism for local government to access the highest possible credit rating
and then use this to raise funds in wholesale markets. Critically it achieves this without any form of
explicit guarantee from the state government. The model detailed is expected to facilitate RCV
access to finance priced at similar levels to that achieved by state and federal governments. By way
of comparison, the cost of these funds is lower than what the big banks in Australia can currently fund
themselves in the market. This is expected to reduce interest costs on debt by approximately 2.5%
p.a. before administration and issuing costs. At current members debt levels this is equivalent to a
saving of $4.3 million p.a.

The model borrows heavily from local government funding structures used in other countries. These
structures have been extensively tested and proven with long term success. Its goal is to ensure that
local governments are not exposed to the risk of high cost finance by obtaining investment grade long

term credit ratings.

The model establishes a central funding body to the benefit of RCV members. In turn this body can
then offer its services to the whole Victorian Local Government sector. It provides superior pricing 1o
what councils can achieve individually and enables councils to access longer dated borrowings.
When funding infrastructure, access to long-term debt is important from an intergenerational cost
sharing perspective. For the purposes of this report, this central funding body is called the Victorian
Local Government Treasury Agency (VLGTA). The rationale for this name is detailed later in the

report.

The Regional Cities Victoria: Financing for Growth report {September 2012) forecast that regional
cities will need to invest over $680m by 2021 in growth-related infrastructure. This investmentis to
support expected population growth from 742,300 in 2012 to 950,300 by 2031. Of this requirement,
developer contributions are forecast to contribute $170m, leaving a shortfall in financing new
infrastructure of $510m. Debt js expected to make an important contribution in funding this shortfall.

This particular VLGTA model has two targeted outcomes. First, to provide low cost external funding
to minimise upward pressure on growth in rates. Second, to create a shared service that provides

members with a dedicated resource for financial risk management advice on markets, products,

August 14 Strictly Confidential -4-
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systems, reporting and governance. Under the suggested model, the RCV in conjunction with the
state government would auspice the creation of the VLGTA to service their needs. Its medium term
goal would be to also facilitate access to these benefits for all other Victorian local governments.
Increasing the scale of the service would provide the RCV with many benefits. These include the
dilution of rating agency and administration costs. It provides improved critical mass to support
internal rasources, providing sophisticated financial risk management and advice shared services.
Greater debt issuance volumes also increase liquidity of the bond market offering which in turn
improves/lowers the costs of funds.

August 14 Strictly Confidential -5-
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introduction

Background

In 2012, RCV commissioned a report tackling the issue of how to fund much needed infrastructure
development in regional cities. This is directly linked to the Regional Cities Victoria Growth
Framework to support investment into infrastructure and services to prepare for a population forecast
to reach one million people over the next 20 years. The resulting report, Financing for Growth.

1. reinforeed the overwhelming need for growth related infrastructure

2. reinforced the highly positive economic benefits to both the regions and the state from
population growth and its concomitant ecanomic activity

3. recommended the establishment of a government backed loan facility.

Point 3 abave ran into significant opposition from state government. As an akiernative it encouraged
RCV to investigate methods of aggregating and issuing debt instruments, and improving its treasury
management functions. In this context Exem Australia Pty Ltd approached Department of Transport,
Planning and Infrastructure and the RCV with a plan for a new funding model.

The report is a preliminary feasibility and pre-planning study that investigates the creation of a shared
service to fulfil the funding requirements of RCV specifically; and Victorian Local Government in
general. It also provides detail of how the RCV may access a wide range of additional value-added
financial risk management benefits that can result from the creation of a debt aggregation entity.

Current market practice and benefits of a funding shared service

Most shires access finance either via the local branches of major banks or by utilising individually
established relationships with financiers. Each shire typically manages its financing requirements
separately, thus they are highly fragmented. These parcels are not attractive to professional
investors. Therefore the only mechanism to service this demand is via banks. This is known as
indirect financing. Although certain LGs in Victoria may be of investment grade credit rating quality,
small non-wholesale parcels will attract retail pricing, especially when the funding request is filtered
through a bank’s branch network.

Typically for smaller amounts (under $5 million), financial institutions have pricing policies for lending
based on the product type rather than primarily on the credit risk 6f the applicant. Margins for these
borrowings are typically charged at refail prices. Financial institutions currently price much of local
government funding reguirements by product. This effectively ignores their high creditworthy status.
It also reflects that banks find it more expensive to borrow funds than either the staie or federal

governments.
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LGs in Victoria are related entities, bound by both institutions and legislation. In private enterprise,
funding requirements for related entities (typically large intra-national or muitinational organisations)
are routinely pooled to achieve the greatest scale of economy. This provides access to wholesale
investment markets and the maximum leverage when negotiating the best pessible financing terms at
the lowest possible margin cost. The goal of the VLGTA is to provide similar outcomes by managing
the aggregation, administration and distribution of funding for LG.

While the focus of the feasibility study is on servicing local government funding requirements, it also
discusses additional value-added benefits that in-house treasury risk management functions typically
provide to larger organisations. These operate as a central resource supplying expertise for advice
on interest rate risk, debt management, cash and liquidity management, funds management, best
practice management reporting as well as financial markets and governance advice. Like its
corporate focused peers, such a shared service would be a significant value adding resource to
support RCY members’ operations.

August 14 Strictly Confidential -7 -
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Feasibility and Preplanning Report

Market analysis

The following section contains high level information on internal and external market forces impacting

on the aggregation of RCV funding. It highlights where similar initiatives have been rolled out in other

countries. It finishes with comment on ratings agencies and the cost of funds achieved by other

municipal debt aggregation vehicles internationally.

internal analysis

Historical

Analysis of the RVC group’s annual reports shows aggregated debt has had an average increase of

approximately 5% p.a. since 2009. This is roughly in keeping with adjusted totaf revenue growth of

5.5% p.a. over the same period.

The total rates and charges figure indicates that the RCV, in aggregate, could increase borrowings to

as much as $470 million beforg it would be in breach of the VAGO maximum debt management ratio

of 60%. However maximum debt servicing costs must stay below 5% of fotal adjusted revenue to

remain in the VAGO green band for prudential debt management. At an annual interest rate of 4%

this implies a maximum debt ceiling for the group of $400 million on current revenues.

Table 1.0 Totals $,000's
2008/09 2009/10 2010/11 2011/12 2012/13

Adjusted Total Revenue 843,000 876,381 949,212 1,039,972 1,045,033
Total Rates & Charges 612,444 647,637 693,868 737,080 782,581
Adjusted Total Expenses 820,597 872,591 955,628 1,064,388 1,039,615
Net 22,403 3,790 (6,416) {24,416} 5,418
Liabilities

Debt 141,901 152,657 149,243 154,868 171,303

Leases - - - - -
Total 141,901 152,657 149,243 154,869 171,303
Cash 265,599 276,750 295,775 318,605 325,842
Net Cash / Debt Position 123,698 124,093 146,532 163,736 154,539
Interest expense 6,787 9,142 8,817 9,988' 10,643
Average interest cost 4.78% 5.99% 6.58% 6.45% 6.21%

August 14 Strictly Conftdential -8- =
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Future forecast

To fund the forecast growth infrastructure requirements detailed in the RCV Growth Framework, the
rate of growth in debt is anticipated to increase at 7% p.a. for the next 10 years. This indicates that by
2021, RCV as a group will collectively have $300 million in debt. At current borrowing rates, interest
costs on these debt levels wilt cost rate payers approximately $18.5 million p.a.

Diagram 1.1

Regional Cities Victoria Debt Profile
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External analysis

international local covernment funding agencies

Globally, there are a number of relevant examples of different structures municipalities have used to
aggregate debt. Each of the ones listed has been created to act as a shared service to access
wholesale investment markets for LG funding needs. These include funding vehicles in Scandinavia,
such as KommunekKredit in Denmark and Kemmuninvest in Sweden. Finland and Norway also have
similar vehicles. [n Japan, the Japan Finance Organization for Municipalities is the major funding
vehicle for the local and regional government sector. In New Zealand the Local Government Funding
Authority (LGFA) is the main provider of finance to municipalities.

A number of these agencies are relevant to this feasibility as they function without higher government
guarantees to support their credit ratings. These are agencies in Denmark, Sweden, Japan and New
Zealand. The New Zealand model is particularly pertinent. It has been developed post the global
financial crisis and the legal and financial systems it operates under are virtually identical to those in

August 14 Strictly Confidential -9-
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Australiz. Analysis shows that all of these agencies have achieved the same credit ratings on their
bonds as that of the sovereign government. For VLGTA this strongly indicates it can achieve a
AAA/Stable/A-1+ (Standard & Poors - S&P) rating for its bonds. This is the highest possible long and
short term investment grade credit rating. It would facilitate easy access to issue bonds into both
domestic and internaticnal capital markets.

The New Zealand Local Government Funding Authority (LGFA) was established by nine council
members in 2011, As the significant cost savings it provided participating municipalities became
visible, It quickly grew to become the major funding vehicle for municipalities. As at November 2013,
41 of the 78 New Zealand local governments were using its services. It loans to these members
totalled A$2.2 billion at this time. The LGFA now plays an important part in providing liquidity and
diversity to New Zealand’s capital markets.

Fating agency assessment crlieria

When assessing the credit risk of an entity, ratings agencies (such as Standard & Poors) analyse the
strengths and weaknesses of its key factors. These include the business profile, support and
ownership, strategy, underlying credit risks, funding and liquidity risks, market risks, capitalisation,
industry outlook and undertakes comparative analysis with its peers. These factors are covered in
greater detail in discussion about the VLGTA shared services model. The suggested model is
designed to mitigate risks associated with each of these factors as much as possible.

Table 1.2 below details comparative pricing and information on risk and profit margin premiums. Both
the Commonwealth Government and Treasury Corporation of Victoria (TCV) are rated AAA by S&P.
The S&P credit rating for all the major Australian banks is lower at AA-.

Of note in the cost of funds information for the major banks is the blend of retail and wholesale
interest rates paid to investors. To protect their credit ratings by reducing risks to liquidity, major
banks must diversify their sources of funds and spread their funding risks across a number of
markets. This pushes their net funding costs far above that achieved by TGV.

August 14 Strictly Confidential -10 -
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Cost of funds
Table 1.2

as at 30 June 2014

o0Day = 250 268 018 365 500

3Year 2.66 2.85 0.16 4.05 5.36
S5Year 292 - 314, 022 445 583

(1) Credit risk premium comparad to 'Risk Free' Commonwealth Treasury Bonds
{2) Pro-rata price between 3 and 10 year bond

(3) Bank quotes for funding as at 8 August 2014

Par coupen vield priced from respective Issuer’s zerc curve

Source: TCV, RBA, RCV members & Reutars

Commonwealth Government domestic bonds are perceived hy the wholesale investment market as
being essentially risk free. This is because of the ahility of the federal government to issue currency
to cover any repayments. Despite having the same credit rating, Treasury Corporation of Victoria
bonds are perceived as having a slightly higher risk than Commaonwealth bonds due to the states
inahility to issue currency. This equates to a credit risk premium of 0.22% for a five year bond.

The major banks have a much higher cost of funds. This is driven by a combination of their lower
credit ratings and the need to diversify their funding from sources that are not as cost effective as
wholesale markets. The average net interest margin for the Australian majors in 2013 was 213 basis
points (2.13%). Their cost-to-income ratio for the same period is reported to be 45%. This means
that to cover overheads a margin of approximately 1.0% must be added to the cost of funds to
recover administrative expenses. As such for a five year bond, the alf up reaf cost of funds for the
majors was approximately 5.45% at as 30 June 2014. When they lend to a client, margins for capital
risk premium and profit margins are added to this consolidated cost of funds base. As such the five
year borrowing rate of 5.83% for local government in the table above is an entirely realistic figure for
where bank finance weuld be priced. The pricing on these five year funds is 2.69% above that
achieved by the Treasury Corporation of Victoria as at 30 June 2014,

Preliminary estimates indicate that administrative costs for VLGTA would equate to 0.6% of aggregate
debt. This figure is lower than the major banks as there is no need to support a large branch network.
Thus the overall expected savings in interest costs to RCV members from accessing wholesale
markets would be approximately 2%. At current debt levels this would save the RCV $3.4 million p.a.
The savings for the group would rise to $6 million p.a. by 2021 if the debt forecasts detailed in the
Financing for Growth repart were reached. VAGO reported that total debt across all 79 Victorian
municipalities was $830 million in 2013. A reduction of interest costs by 2% over this amount would
save LG $16.6 million p.a. in expenses.

August 14 Strictly Confidential -11 -
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Shared service funding model and structure

This section provides recommendations on business, commercial and sirategic objectives for the

funding entity. Further, it recommends credit rating support structures to achieve these objectives. It

finishes with analysis as to what pricing RCV members would likely achieve for fuiure debt funding in

the domestic capital markets.

Goals:

to access the highest possible credit rating for RCV funding requirements

to service RCV funding requirements at the lowest possible interest costs via wholesale capital
markets

to create a dedicated shared service rescurce owned and controlled by its members to manage
this process

to structure the resource so its strategic and operational goals are fully aligned to the goals of the
members

to provide a market return on capital invested of the cost of funds rate plus a fixed margin

to provide services to manage the distribution and servicing of funding programs on RCV'’s behalf
to initiate a dedicated shared service resource to provide members with support over a range of
valug-add treasury and financial risk management services.

Objectives:

1.

to address the profit difemma imbedded in the business models of finance providers; banks have
a strong financial incentive to maximise their margins to maximise their profits. This creates the
potential for bank personnel to skew recommendations on financial products and risk advice to
maximise profits rather than best service the needs of their clients.
to structurally ingrain best practice corporate social responsibility and sustainability practices by:
a. ensuring the focus is on margin minimisation and the return of excess revenue generated
to Victorian communities
b. creating a mechanism to provide a centralised self funding resource that provides a
dedicated and best practice financial risk management and governance service to LG
to structure the funding agency so it is directly accountahble to its members; rather than just having
to take them into account when making strategy, policy and management decisions.

I

=2
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Background

The suggested model for achieving these objectives has been provisionally called the Victorian Local
Government Treasury Agency (VLGTA). The term treasury is used because under this model the
agency would provide a broad range of financial risk management services. These services are
detailed in the section shared financial risk management resources. In this context the term more
closely resembles the services and structure a treasury operation of a large organisation typically
provides to operationally Independent divisions.

The development of this resource is recognition of the fact that while access to these capabilities can
add a great deal of vaiue, individual shires typically only require them on an ad hoc and irregular
basis. As such individual shires cannot justify the demand on resources to develop and permanently

maintain them.

Ownership structure
It is recommended that the VLGTA is 100% owned by LG members. This supports the following
outcomes:
» all profits are distributed te, or retained for the benefit of members
» creates the foundation for a resource to provide unbiased financial risk management advice
and support services to LG
* jtis similar to other rated municipal funding bodies
* simplifies the support mechanisms in event of major financial distress by minimising barriers
that would prevent its bonds being purchased by either the state or the RBA
¢ addresses the profit dilemma by making the key stakeholders shareholders in the entity

* makes it directly accountable to its members.

Management structure

A supervisory board would be appeinted to oversee the entity. Its makeup should provide for key
support resources in local government expertise, market intelligence, risk management, business
advice as well as the key corporate governance oversight function. Advice would need to be sought
as to which was the appropriate regulatory body to supervise the VI.GTA. As the entity will not be an
authorised deposit-taking institution (ADI) and not a service provider in the payments systems, it is
envisaged that APRA is likely not the best placed entity to provide this supervision.

The VLGTA would initially engage external expertise to assist a small management team in setting up
systems and processes to instigate and manage funding programs. This would provide services and
support for the VLGTA while it internally developed these core competencies. It is recognised that the
Treasury Corporation of Victoria has a number of core competencies that would allow it to participate
in aspects of the professional development of this resource.

August 14 Strictly Confidential -13 - x
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This expertise would implement management and risk systems, provide structures for bond issues,
manage distribution and servicing of bonds, develop risk management advice capabilities as well as
supporting investor, banking and credit rating relationship management. Essentially it would provide
investment banking services solely o VLGTA.

Credit rating support structures
The structure of the entity must be designed to achieve the highest possible credit rating.

The primary components are the capital structure, ownership structure, liquidity profile and
mechanisms o access additional liquidity, legislative support (where necessary) and policies
managing funding profiles and market risk. By focusing on these key aspects, the following model
would have a substantial likelihood of achieving a AAA credit rating. These structures are broadly
based on that used by the LGFA in New Zealand.

Business Profile
To operate as a centralised funding vehicle for Victorian councils. lts primary purpose is to provide
cost effective funding to local government, rather than profit maximisation.

To pravide best practice shared service resources in financial risk management to local government.
Essentially to create an unbiased dedicated centre for providing advice in financial governance as

well as treasury risk management and banking products.

Suppart and Ownership
Councils are the shareholders. All councils that borrow aver a certain threshold will be required to

becorme sharsholders. This provides a mechanism for capitalising the VLGTA. Enshrined in the
VLGTA sharcholders agreement would be a requirement that the entity must pay a dividend to
shareholders. Apart from earnings to pay dividends and maintain capital requirements, its key
commercial characteristic will be its not-for-profit focus.

August 14 Strictly Confidential -14 -
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Strateqy
Lower financing costs; diversify funding sources, dedicated shared resource for financial risk

management services.

Low Cradit Risk

Victorian councils have a good aggregate credit rating as borrowings are secured against rate
income. Additionally there has never been an instance of loan default. The VLGTA would deal only
with Victorian councils.

Ratings agencies will note there is geographic and sector concentration in such a loan portfolio,
however this is offset by the strong institutional framework supporting the sector. Local governmenis
are also required to undertake long term financial sustainability planning and must comply with
conservative financial ratios that are monitored by the Victorian Auditor General’'s Office (VAGO).

Funding and Licuicity Risk

There are three main mechanisms the YLGTA could use to maintain high liquidity ratios and thus
minimise funding and refinancing risks. The first of these is to issue maore bonds than the entity needs
for immediate financing. These funds are then placed on deposit with highly rated entities (banks) for
instant access in times of reduced liquidity.

The second is establishing standby committed loan facilities. These may be drawn on in a stress
gvent. In other territories, the controlling government typically provides access to a facility that is

small, relative to the size of the total loan portfolio.

Thirdly it would be prudent to structure the bonds so they can potentially be purchased by the RBA in
extrems stress events. As the RBA has no restrictions on the amount of Australian doilars it can
issue, this would provide the VLGTA access to a potential bond buyer that has unlimited access to
liquidity.

Market Risk

The VLGTA would accept minimal/no market risk from exposure to interest rate movements due to
mismatches between its funding and lending profiles. Firstly this would be done by matching funding
raised on domestic markets with that required by the borrower. However where this was not cost
effective, interest rate profiles would be matched via the use of financial interest rate derivatives. This
in turn creates counterparty exposure to the banks with whom VLGTA enters into these contracts.
This counterpart exposure can be managed through the use of ISDA master agreements and CSAs
{Gredit Support Annex).
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Guarantee Structure

To become a member of the agency and access its services, each local government must sign a joint
and several guarantee to cover the agencies’ commitments,

The guarantee would be structured in such a way that each member’s ultimate exposure would be
limited to its own share of any liability on which the VLGTA defaults. This is effectively the same
liability position councils are in now when they individually borrow funds from banks.

This guarantee structure would be a key element underpinning the credit rating on the agency.

Capitalisation
To achieve the desired credit rating, the VLGTA would need to maintain a cettain capitalisation ratio.

However, with the structures recommended above in place, these are at minimal levels compared to

other financial institutions.

By way of example, the New Zealand Local Government Funding Agency {LGFA) was set up in 2011.
It is currently rated AA+ by Standard & Poors. This is the same as the New Zealand sovereign credit
rating. It achieves this despite having a net capitalisation of only 2.4%. The capitalisation is made up
of shareholder funds and subordinated convertible debt securities called borrower notes.

Shareholders are required to purchase sharas to the value of 1% of the funds they wish to borrow.
However not all LGs are shareholders. The balance of the capital is from the borrower notes.
Borrowers are reguired to purchase borrower notes equivalent to 1.6% of their aggregate outstanding
borrowings. These notes are automatically converted into capital if the LGFA is in imminent risk of
default. The LGFA pays dividends on the shares {fixed at 2% above the cost of funds) and interest on

the borrower hotes.

It is expected that many aspects of the organisational and funding model of the LGFA could be
directly applied to minimise risk when deciding on the most appropriate structure for a VLLGTA.
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Cost of funding

Correctly structured, the VLGTA should achieve a AAA credit rating. However it is likely that the cost
of funds for the agency would be slightly more expensive than that of state. Analysis of credit
premiums paid by other AAA rated municipal entities (without government guarantees) suggest
margins would be in the vicinity of 30 to 40 points more expensive than that of the Commonwealth for
a five year bond. The table below shows that the LGFA pays a credit risk premium of 0.55% on five
year funds. The premium for the VLGFA should be less than this due to its expected higher credit
rating. After administration costs this equates to a saving of between 2.0% and 2.1% for RCV
members compared to where funding can currently be accessed from banks. This data indicates the
RCV group would ke able tc borrow funds at an all up cost to its members of 3.55% for three years
and 3.85% for five years. This is significantly lower than where the major banks can currently fund

their own [oan porifolios.
Table 1.3

New Zealand sovereign cost of funds compared to the New Zealand LGFA

as at 29t Jne 2014

1 Year
3 Year
5Year

Standard & Paors credit rating. Domestic currency AA+ {stable outlook)
Source: Reuters
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Shared financial risk management resources

This section details the value-added services an appropriately structured agency could provide its
members. These are benefits most large organisations typically expect {and access) when setting up
a ceniralised shared service treasury operation. As part of normal operations a dedicated funading
entity will have extensive financial markets knowledge on banking products and services, as well as
market intelligence and best practice financial risk management. As such it would be in an ideal
position to function as a shared service resource to support its members in these areas.

Case studies

In 2011, Exem conducted case studies on five regional shires as part of a survey into LG funding
mechanisms, debt profiles, financial governance systems and treasury risk management controls.
The purpose was to gain understanding of their requirements and, what levels of internal resources
were available to fulfil these.

Findings ~ Market Analysis

The top four responses that LG identified as their service needs were:
1. access. cheap funding, reporting support, market intelligence, risk management and product
advice with minimal drain on limited internal resources
reliability: confidence in the dependability, accuracy and the quality of the services
expertise: service with specialised expertise in LG requirements that is able to provide
individualised support
4. support: when an issue arises there is a timely and personalised system for resolution.

Findings - Service Desion

Individual local governments lack the scale of economy and internal resources to access a number of
professional financial services. Significant savings to LG may be achieved by accessing:

1. cheap funding for debt and leasing requirements

2. unbiased market and risk management advice

3. risk reporting templates to link the LG Act and financial risk management reporting

4. treasury risk management policies customised to LG specific needs with regular compliance

updates.

= e
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Local Government Financing & Treasury Shared Service Feasibility and Preplanning Regport

Financial risk management resources

The foilowing are examples of services that a shared central treasury operation will typically provide
to a large organisation. RCV members are constantly exposed to complex financial risks.
Collectively they are also of a scale that can be described as being a large organisation. Access to
all, or a mix, of these services to address these risks would add value to members by assisting in
management decision making, compliance, governance, reporting, advisory and cost minimisation.

Interest Rate Risk Management

Focused interest rate risk management services
These allow an organisation to:
s better understand the impact of interest rate risk
e quantify the potential outcome of thesa risks
¢ develop straiegies to ensure interest rate income is maximised, or mitigate the cost of interest

from borrowings.

Prudent interest rate risk management reduces an organisation’s exposure to an adverse fluctuation
in interest rates or helps take advantage of a favourable variation.

Debt Management
Debt management is a significant part of many organisations’ operations. Treasury operations offer a

comprehensive approach to debt and funding needs, ranging from advice and analysis to provision

and execution.

A dedicated treasury adds value by its stand-alone independence, expertise and transparent
approach. A core business strategy is offering a flexicle approach designed to complement the skills
of an existing team and provide resources that aren't available internally.

Typical debt advisory and debt management services include:
« developing and/or reviewing funding options and alternatives
« reviewing, benchmarking and advising on structuring and restructuring debt facilities
s arranging and refinancing bank debt

e preparing board papers and recommendations.
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Cash and Liguidity Management

Cash management expertise

Expert resources for all aspects of cash management helps organisations gain greater certainty over

their cash position and ability to meet short and longer-term commitments. This includes independent

advice and reporting mechanisms to help ensure the most effective use of cash resarves.

Treasury services assist in the implementation or review of:

daily cash management — collection, collation and management reporting of required
information flows in order to deliver time efficient and accurate cash flow decision making
segregation of duties — ensuring treasury operational controls, dual authorisation and bank
mandates are appropriate

surplus cash maximisation — a review of investment structures in association with cash
management to enhance group investment returns or reduce interest payments

hank account structure — assessment and review of current bank account structure

internet banking and accounting Interfaces — review of current internet provider facilities and
interfaces (automated bank reconciliation, payment referencing and bank statement uploads)
cash concentration and float lag — review for patential idle cash and its transition to working
capital

transactional bank costing — assessment of transactional banking costs and peer provider
reviews

cash management policy — creation or review of ad hoc cash management policies (i.e.
corporate credit card or peity cash policy) to ensure organisational governance.
independent commentary — independently assess and provide feedback on solutions

provided by transactional banking selution providers.

Financial Governance and Advisory Services

pricing support of financing and investment products; execution in financing only
risk management policy development and review

risk management reporting templates and updates

hedging strategy advice

clebt advisory

compliance reporting templates and updates

banking services updates

operational management development and process reviews (segregation of duties, systems,
levels of authority, etc)

portfolio analysis

executive and councillor professional development

market and economic reports.
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Funds Managemant

Due to its constant and deep involvement in the money markets, a treasury team has substantial
quantitative and gualitative expertise in all aspects of funds management. This includes continuously
reviewing emerging investment opportunities and trends as well as access to the latest market
intelligence. A key attribute of a dedicated treasury to an organisation is its independence and
transparency. This entity will have no vested interest in product recommendations and advice to
clients is always motivated by what is purely in their best interests.

The range of highly rated investment options that comply with restrictive legislation is growing rapidly.
An organisations investment program is dependent upon a number of factors, most importantly
investment policy, strategic and legislative guidelines and objectives. Treasury recommendations
would be able to take these into account while reviewing the full range of investment cheices in the

market, including direct invesiments.

Transactional banking services
The agency would be ideally placed to use the scale of the groups’ requirements to arrange, negotiate

and renegotiate with providers for service improvements. This scale would maximise access to the

full pricing benefits for fees and services.

Transacticnal banking services that may be considered include:
*  Dbank fees;
+ electronic banking
+ systems for generating and receiving cheques
» credit and purchase card arrangements
» merchant facilities
» fleet vehicle financing

* personal banking services for staff.
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initiation of VLGTA

The next step is o obtain authorisation for development of a full business plan. This would also
include a strategic review of local government debt requirements, analysis an the most appropriate
structure (ownership and legal) for the VLGTA and investigation of program management systems to
sustain the initiative. Key to its success would be sarly engagement with agencies such as RDV,
TCV, MAV and various ministerial departments to gain their support.

COSTS

Lapital Costs

If the same capital structure as the New Zealand |.GFA was adopted, member councils would provide
much of the capital through the purchase of limited liability shares and the investment in the
convertible bond. For the first year, this would effectively add 2.6% in costs to councils’ borrowings
through the VLGTA. The investment is only payable once and would remain as an asset on

individual council balance sheets. This capital would alsc generate dividend and interest income
streams for member councils.

It would be beneficial if the state government also participated in purchasing shares. This
simultaneously provides additional capital and sends a positive message to the ratings agencies. As

the VLGTA started producing income there would be the cpportunity for this shareholding to be
repurchased.

Professional Services Cost

The current level of analysis does not provide enough information to estimate these costs. However
as professional services require little infrastructure, these costs are expected to be reasonably

modeast. They would mainly consist of wages, office rent, computer and communication expenses.

Ralings Agencies Fees

Ratings agencies typically take a staged approach with their fees structures. A preliminary estimate
on initial fees of $120,000 has been supplied by Standard & Poors. This would cover S&P
undertaking:

1, high level review of the a VLGTA structure

2. credit analysis of each council

3. credit analysis of the portfolio

4. alegal and structural review to provide an indicative rating.

Upon completion of a bond issue a rating establishment foe quoted at approximately $75,000 would
be charged. S&P also have an annual surveiflance fee for subsequent years. This has been quoted
at 2.5 basis points p.a. (0.025%;) of the average menthly outstandings.

E

|
|[f|E|ﬂ

i

August 14 Strictly Confidential -22 - x

EXEM wiiralfn 145 L1

m!B““
M




Local Government Financing & Treasury Shared Service Feasibility and Preplanning Report

Summary

The key recommendation to RCV in the Financing for Growih report (September 2012) was "to work
with RDV and other state government agencies to develop a financing facility that allows RCV
members 1o access finance equal to the amount of DCPs that the council will themselves finance
unless a facility is put in place”. The structure detailed here takes that much further. Firstly, it
provides the mechanism to access finance for this purpose at interest rates similar io what TGV can
access in wholesale markets. Secondly, it allows members to significantly reduce their interest costs
to the same level for all existing debts. Finally, it supports the creation of a sophisticated financial risk
management shared service treasury resource. Critically, it achieves all of this competitive advantage

without a state government guarantee.

Analysis indicates that such an agency would reduce interest costs on existing RCV debt by $3.4
million p.a. However, the Financing for Growth repart estimates that by the VLGTA enabling the
required investment in development infrastructure, it will create 4,200 construction-related jobs and
19,720 ongoing jobs. This will accrue economic benefits to RCV councils that are estimated to
exceed $2.3 billion by 2031. These benefits cannot be realised if councils do not have access to

appropriate finance to develop infrastructure.

The New Zealand LGFA was initiated in 2011 by nine councils. It now provides funding services to all
New Zealand councils. Using this as a model, RCV is ideally placed to provide the same leadership
function for creating a Victorian local government funding agency. Given the benefits such an
initiative would provide for all iocal government entities, a strong case for support (in the areas of
financial, advocacy and market access) from various government agencies and departments can be
made. Initially, RCY members would access the benefits for themselves. At the appropriate time
they may then be offered to other councils. Increasing the scale of VLGTA would bring additional
benefits from diluting administrative costs and further reducing the cost of funds for RCV.
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