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from Greg Schollum, Chief Financial Officer

Investments - Financial Forecasts 2000-2010

1.
Purpose

To provide a summary of the returns expected from the Council’s investments over the next 10 years.

2.
Background

The investment area of the Council includes:

· Bank Deposits (Council’s investment from the proceeds of the sale of CentrePort to Port Investments Ltd)

· WRC Holdings Group (including dividends from CentrePort)

· Investment Properties (Blair and Allen Streets)

· Administration Properties (e.g. Depots)

· Treasury Management

· Forestry and Business Unit dividends

· Regional Stadium

3.
Overall Financial Summary of Investment Area


The focus of this report is primarily on the 2000/01 year (the Council’s next Annual Plan).

The tables below detail the projected 2000/01 rate line impact of the investment area compared with both the 1999/00 budget (table 1) and the 2000/01 budget which was set 12 months ago (table 2).

In terms of the remaining 9 years the contribution from investments is expected to increase significantly in 2005/06 as the Council debt associated with the WRC Holdings Group is programmed to be repaid.  This means that Council’s investments will become an even  more significant contributor to the rate line in future.

TABLE 1


2000/01

‘New’

budget

($000)
1999/00

budget

($000)
Difference

($000)



Bank Deposits
(2,794)
(1979)


(815)

WRC Holdings Group
              982
  474


 508

Investment Properties
-
  (97)


  97

Admin Properties
  (122)
 (43)


  (79)

Treasury
(2,644)
(2,420)


(224)

Forestry & Business Unit Dividends
  (425)
  (427)
   2

Sub Total
(5,003)
(4,492)
(511)






Regional Stadium
2,676
2,506
170

Total
(2,327)
(1,986)
(341)

(   )  denotes contributors to the rates line
As can be seen from table 1 the net contribution to the Regional rates line from the investment area is approximately $341,000 more than was the case in the 1999/00 budget.

This is primarily due to increased returns projected from Council’s bank deposits investment as a result of both increased interest rates and an increase in the level of bank deposits from $40.8 million to $44 million (after the impact of the adjustment clause is included).  Offset partially by increased borrowing costs within the WRC Holdings Group.  These movements are explained in more detail in section 4 below.

Comparing the contribution from investments with what was planned this time last year  (i.e. what returns are already built into Council’s existing soft numbers) also indicates increasing investment returns as follows:

TABLE 2


2000/01

‘New’

budget

($000)
2000/01

‘Old’

budget

($000)
Difference

($000)



Bank Deposits
(2,794)
(1,979)
(815)



WRC Holdings Group
   982
  794
188



Investment Properties
-
-
-



Admin Properties
(122)
  (65)
 (57)



Treasury
(2,644)
(2,391)
(253)



Forestry & Business Unit Dividends


  (425)
   (427)
   2

Sub Total
(5,003)
(4,068)
(935)






Regional Stadium
2,676
2,676
-



Total
(2,327)
(1,392)
(935)

As is highlighted in table 2 above, it is expected that the investment area will contribute a further $935,000 over what is in the existing soft numbers.

Councillors will recall earlier advice that we expected to be able to contribute a further $500,000 from investments over what was already budgeted.

Table 2 also indicates increasing returns from Bank deposits (as noted in table 1 above).

Other increases and decreases in table 2 largely offset each other.

4.
Explanation of each Investment area

4.1
Bank Deposits

This activity contains the budgeted income on the bank deposit of $44 million (previously $40.8 million) which was established as part of Council’s restructuring of its ownership of CentrePort.  As the Committee is aware, direct ownership of Council’s interest in CentrePort is held by Port Investments Ltd, a 100% owned subsidiary of WRC Holdings Ltd.

The increase in the budgeted returns from this activity is due to both an increase in projected interest rates and an increase in the amount on deposit from $40.8 million to $44 million (as a result of the adjustment clause within the sale and purchase agreement.)

4.2
WRC Holdings Group

As noted in section 4.1 above Council’s interest in CentrePort is held by Port Investments Ltd, a 100% owned subsidiary of WRC Holdings Ltd.  The budgeted contribution to/from rates from the WRC Holdings Group incorporates all projected revenue (by way of dividends etc) from CentrePort.

The other investment within the WRC Holdings Group is Pringle House Ltd which owns Council’s head office building - The Regional Council Centre.

The reduction in returns from the WRC Holdings Group in both tables 1 and 2  above is due to increased borrowing costs within the Group, as a result of increased interest rates and increased borrowing, offset by an increase in the dividend percentage of CentrePort from 50% of Net Profit After Tax to 60% of Net Profit After Tax, and an increase in the budgeted subvention payment from CentrePort.

Of course the increased borrowing costs to the WRC Holdings Group need to be seen in the same light as the increased investment returns for Council in section 4.1 above.  It is important to appreciate that the level of subvention payments now budgeted from CentrePort exceed $1 million per annum. This, in effect, is the level of benefit accruing to the group as a result of the governance changes in October 1998 (i.e. the sale by Council to Port Investments Ltd). 

4.3
Investment Properties

Council’s remaining investment properties in Blair and Allen Streets in Wellington City are all due to be disposed of by the end of the 1999/00 year with a sale of the remaining properties due to become unconditional on 30 June 2000.  Therefore no income is budgeted under this activity for the 2000/01 year and beyond.

4.4
Admin Properties

Although grouped under the broad category of “investments” Council’s interests in the Upper Hutt and Mabey Road depots and the Masterton office building could hardly be considered to be prime investments. (i.e. Council would not own these properties if it didn’t occupy them.)  Nevertheless, rentals are charged to internal tenants based on market rates and the properties are run on a commercial basis.  The net return to the rate line is incidental although increasing as a result of some cost reductions.

4.5
Treasury

The Committee will be aware that the Treasury area within the Council manages the total debt portfolio of the Council along with Council’s day-to-day cash flow requirements.  In addition, Treasury manages the financial investments and reserves of the Council.

In summary, the Treasury area acts as the ‘internal bank’.  All departments that have debt or require debt funding, incur that debt with the internal bank.  The external debt requirements are then negotiated by Treasury with external financial institutions, including maintaining Council’s external credit rating through Standard and Poor’s.

Interest is charged to departments by Treasury based upon the budgeted average cost of funds of the Council.  The rate is set annually during the planning process. This year I propose to apply a rate of 8.5% for the 2000/01 year which is ¼ % lower than that applied in 1999/00.  This is to reflect the interest rate savings the Treasury area has achieved during 1999/00 (including the savings from the debt buyback in June 1999).  All departments have budgeted financial costs for 2000/01 using 8.5%.

The broad approach of Treasury is to hold and where possible “average down” the weighted average cost of debt as existing debt matures, depending on the market rates at that time.  The budgeted weighted average cost of debt for the Council is approximately 8% and Treasury applies a margin currently 0.5% on top of the budgeted weighted average cost of debt.

On the flip side, Treasury pays interest on reserves at 8% (the budgeted weighted average of debt) on the basis that debt would be higher if such reserves were fully funded.  To earn 8% on reserves is a very good return for departments. 

The Treasury area has significantly more internal loans than external loans.  This has occurred as a result of past Council surpluses and other inflows of funds being applied to debt.  The current difference is approximately $40   million.  This creates a Treasury surplus which is available to apply against projected rate requirements.  The projected Treasury surplus across the 10 years is shown in Attachment 1.

The overall Treasury funding surplus in 2000/01 is projected to be $2.6 million which is an increase on what has previously been budgeted.  This is primarily a reflection of the difference between the level of internal and external loans.

4.6
Forestry and Business Unit Dividends

The ‘quasi commercial’ operations of Council are all required to return an internal dividend to the rate line as follows:



Plantation Forestry


 300,000



Reserve Forests (Wairarapa)

   75,000



Akura Conservation Centre

   35,000



Wairarapa workshop


   15,000







$425,000
These dividends are unchanged from those budgeted in 1999/00.

The rationale behind the internal dividend is as follows:

· It ensures intergenerational equity in those investments such as Forestry where the large % of positive cashflows occur at the end of the asset life

· It provides good commercial discipline into commercial operations and while the dividends are not set purely on net assets employed, it does resemble a cost of capital charge (this is considered important in such discretionary activities)

The level of dividends will continue to be  reviewed annually.

4.7
Regional Stadium

While the Council’s advance is interest free the advance is considered to be an investment which will ultimately be repaid (otherwise it will need to be written off).  Clearly this needs to be monitored in future, but at this stage it is too early to tell when repayment might be completed.

The level of the Stadium rate has been increased marginally between 1999/00 and 2000/01 due to Council applying interest income to reduce the 1999/00 Stadium Rate (as a one off adjustment).

5.
Recommendations

(1)
That the report be received and the contents noted.

(2)
That the following proposed financial forecasts be approved in principle:

· Bank Deposits

· WRC Holdings Group

· Investment Properties

· Administration Properties

· Treasury

· Forestry and Business Unit Dividends

· Regional Stadium

(3)
That the draft ten year financial forecasts for the above activities be recommended to the Policy and Finance Committee for inclusion in the Council’s proposed Long-Term Financial Strategy 2000-2010.

GREG SCHOLLUM

Chief Financial Officer

Attachment 1:  Investments Financial Forecast
