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1. PURPOSE
The purpose of this policy is to promote a financially sustainable approach to the 
funding of Council services in a way that enhances rather than detracts from 
intergenerational equity. Furthermore, this policy defines and measures the level of 
financial sustainability and sets the thresholds and parameters that Council decides 
to operate within.

The measures defined in this policy are to be used by Council in the development 
of the Long-Term Financial Plan, Asset Management Plans, budget reviews and 
other financial decisions.  It outlines the measures by which Council will assess the 
implications of financial decisions on its financial position and financial 
sustainability.

2. SCOPE
This Policy applies to all future Council decisions in relation to service delivery 
including establishing budgets, quarterly budget reviews and individual service 
decisions. It serves as an indicator of the financial health of Council and articulates 
the self-imposed indicators and measures regarding financial sustainability.

The indicators in this policy are aimed at only assessing the internal financial 
position of Council. Other aspects such as affordability and service levels are 
informed through various alternative processes such as the Strategic Management 
Plan, the Annual Business Plan and the Efficiency and Effectiveness program.

This Policy cannot prevent or limit any future decision of Council.
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3. DEFINITIONS

Asset Annuity

This is the average annual amount required for the replacement of all of Council’s 
existing assets that are due over the next 20 years.  For example, if Council had 
three assets due for replacement over the next 20 years at $8 million each (a total 
of $24 million) then the Asset Annuity would be $24 million / 20 years = $1.2 million 
per year.

Capital

Expenditure or income that relates to the creation, renewal or upgrade of an asset.

Cash Flow from Operations

The amount of cash generated by Council each year from its operations less the 
operating payments made to suppliers and employees related to funding those 
operations.

Council Controlled Income

Income that Council has direct control over to influence namely rates and user 
charges.

Depreciation

The annual allocation of the capital cost of an asset over its useful life is included in 
the operating cost of the service that the asset is providing to reflect the use of an 
asset’s service potential, i.e the depreciation charge of a $10 asset that lasts 10 
years would be $1 per year charged to the operating cost of the service that the 
asset is providing.

Infrastructure

A collective term used to describe long-lived assets such as roads, footpaths, 
stormwater pipes and buildings that are utilised by Council to provide services.

Intergenerational Equity

The concept that those who are using the benefits of a service provided by Council 
should contribute proportionally to its cost.  In terms of a service provided by a long-
lived asset such as a public pool, this means that present and future users of the 
service should pay for the service equally over the life of the asset.

Model Financial Statements

A format prescribed by the Minister responsible for Local Government in which 
Council must present its Annual Financial Statements, budgets and budget reviews 
including the use of three industry mandated indicators.  The model financial 
statements represent the minimum with regards to detail and disclosure; 

Net Financial Liabilities

Council’s total liabilities including reserves less its financial assets (assets readily 
convertible to cash) such as cash at bank and receivables.
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Net Interest Expense

Council’s annual interest expense less annual interest revenue.

Recurrent Operating Income

Income earnt each year that funds the day-day recurrent operating services such 
as Rates, Statutory & User Charges, Grants and contributions

Recurrent Operating Services

A service that is provided by Council each year either by choice or by legislative 
requirement.  For the delivery of day-to-day recurrent operating services, the benefit 
of the provision of the service is consumed at the point the service is delivered and 
this pattern is repeated each year.

Operating

Expenditure or income that relates to the day-to-day operations of a service

Operating Projects

A one-off short-term operating project is a service or project that is to be delivered 
over a short timeframe (1-2 years).  For the delivery of one-off or short-term 
operating projects (services), the benefit of the provision of the service is still 
consumed at the point the service is delivered and this pattern is repeated each 
year for the duration of the project.
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4. PRINCIPLES
Financial Sustainability1

As a result of the 2005 Independent Inquiry into the Financial Sustainability of Local 
Government the Australian Local Government Association (LGA) by resolution at 
its December 2006 National General Assembly adopted the following definition of 
financial sustainability:

A Council’s long-term financial performance and position is sustainable where 
planned long-term service and infrastructure levels and standards are met without 
unplanned increases in rates or disruptive cuts to services.

Given Councils are perpetual corporations that provide services for generation after 
generation, upholding the principle of intergenerational equity is at the heart of being 
financial sustainable.

Intergenerational Equity

Intergenerational equity in a local government finance context can be described in 
the following way:

Ratepayers in each time period should (as a group) contribute to public 
expenditures from which they derive benefits in accordance with their share of those 
benefits.  In other words, they should ‘pay their way’, without either subsidising, or 
being subsidised by ratepayers in other time periods

There are three main financial elements that can impact on achieving 
intergenerational equity:

1. Operating Surplus / (Deficit) – is Council fully funding current services?
2. Debt – is Council spreading the cost of services over the life of the assets 

they provide?
3. Asset Renewal – is Council renewing its assets to maintain its service level?

This policy establishes the service funding principles that support intergeneration 
equity and the financial indicators to measure the level of financial sustainability. 

1 LGA ‘Financial Sustainability’ Information Paper No 1 – Financial Sustainability
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5. POLICY STATEMENT

Service funding principles

The following funding principles ensure ratepayers ‘pay their way’, without either 
subsidising, or being subsidised by ratepayers in other time periods.

It is important to note that these principles are to be applied over the medium to long 
term (4-10 years) as one off economic shocks may require a short term variation to 
reduce the rates burden on the community.

Service Funding Principle 1 - Recurrent Operating Services

Recurrent operating services should only be funded by recurrent operating income.

Borrowings should not be used to fund recurrent operating services as this creates 
a liability that will require ratepayers in future years to pay without receiving any 
benefit from the services delivered.

Service Funding Principle 2 – Operating Projects

One-off or short-term operating projects (services) should only be funded with 
either:

 Recurrent operating income sources, moving on to deliver a different one-off or 
short-term operating service at the conclusion of the current one; or

 One-off operating income sources that match the timeframe of the one-off or 
short-term operating service.

Borrowings should not be used to fund one-off or short-term operating services 
as this creates a liability that will require future generations to pay without 
receiving any benefit from the services delivered.

Service Funding Principle 3 – Capital Expenditure: New

The creation of new infrastructure and upgrading of existing infrastructure (Capital 
Expenditure) which, therefore, results in a new service or an increase to an existing 
service should be funded in either of the following ways:

 Borrowings to cover the initial capital investment costs for asset creation and 
ongoing operating income sources to cover the operating costs of the recurrent 
service provision over the life of the asset including maintenance, operations, 
interest and depreciation; and / or

 Proceeds from the sale of surplus assets to cover the initial capital investment 
costs for asset creation and ongoing operating income sources to cover the 
operating costs of the recurrent service provision including maintenance, 
operations, interest and depreciation.

The creation of new infrastructure or upgrade of existing infrastructure should not 
occur unless it is accompanied by a recurrent operating income source to cover 
the operating costs of the recurrent service provision over the same timeframe as 
the assets service life.
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Service Funding Principle 4 – Capital Expenditure: Renewal

The Asset Annuity requirements of Council’s infrastructure and assets should be 
funded with recurrent operating income sources.

This is on the basis that the Asset Annuity is the annual amount required to 
maintain Council services delivered by assets and reinforces the principle of 
intergenerational equity.

Even with the Asset Annuity being funded from recurrent sources of income there 
is still the requirement to fund the initial capital cost of renewing assets as and 
when they fall due.  This is because there will be timing differences between the 
lumpy capital requirements from year-to-year and the constant annual Asset 
Annuity amount being funded by recurrent operating revenue.

In some years the capital requirements will be less than the Asset Annuity (a cash 
surplus is the result) and in some years the capital requirement will be greater than 
the annuity (a cash deficit is the result), all other things being equal.
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Measuring sustainability
Council will use five primary indicators to assess and monitor financial sustainability 
and the implications of budgetary decisions.

As part of the financial sustainability enquiry the Local Government Association 
(LGA), through the model financial statements, has mandated the reporting of three 
financial indicators which in some cases are slightly different from the financial 
indicators outlined in this policy.

Whilst it is a requirement for Council to publish the LGA’s Industry Ratios in its 
Annual Report, Long Term Financial Plan and Financial Statements there is no 
limitation placed on the number and type of ratios that Council may use to assess 
and measure its own financial sustainability.

Any differences between the industry standard ratios required by the LGA and 
Council’s key financial indicators detailed in this policy are outlined under each key 
measure below.

Financial Indicator 1 - Operating Result Ratio

Calculated as:

Operating result (excluding non-cash gains / losses from equity accounted 
subsidiaries) expressed as a percentage of Council rates income, less Natural 
resources Management (NRM) levy.

Purpose:

This ratio is designed to identify the portion of Council’s rates (the main source of 
Council controlled income) that is contributing to a surplus result, or alternatively the 
additional portion of Council’s rates needed to address a deficit result. The ratio 
expresses the operating result as a percentage of Council’s rates.

Sustainability Target:

Between 1% and 4% across the 10 year Long Term Financial Plan term

LGA Mandated Indicator

The difference between this Operating Result Ratio and the indicator per the LGA 
‘Financial Sustainability’ Information Paper No. 9: Financial Indicators, May 2015 is 
that the LGA indicator uses operating income with a suggested target of 0-10%.  
Council considers that running operating surpluses of 10% of total income is 
excessive and works against intergenerational equity.  Council also considers it is 
more appropriate to have regard for only rates income and not all sources of income, 
which are either beyond its control or directly ties to other expenditure.
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Financial Indicator 2 – Net Financial Liabilities Ratio

Calculated as:

Net financial liabilities and reserves expressed as a percentage of rates income

Purpose:

This ratio measures Council’s net financial liabilities as a percentage of its rates 
income.  It measures the absolute level of Council debt (including potential debt in 
the form of undrawn reserves) and articulates how much of Council’s annual rates 
income would be required to repay that debt if Council were to wind up.

Sustainability Target:

No more than 60% over the 10 year Long Term Financial Plan term with ability to 
increase to 80% in relation to projects / investments that Council considers being of 
strategic significance.

LGA Mandated Indicator

The difference between this indicator and the industry mandated indicator in the 
model financial statements is that the industry mandated indicator uses total 
operating income as the denominator with a suggested upper limit of 100% (The 
equivalent upper limit ratio would be 120%).

Council considers it more appropriate and conservative to only use rates income as 
other operating income is generally tied to specific expenditure requirements and, 
therefore, is not available to repay Council’s debt.
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Financial Indicator 3 – Asset Renewal Funding Ratio

Calculated as:

Amount spent on replacement of existing assets expressed as a percentage of the 
amount planned to be spent according to the endorsed Asset Management Plans 
and Schedules

Purpose:

This indicator measures the extent to which Council is replacing assets compared 
to the rate at which it needs to be replacing assets to ensure consistent service 
delivery. In effect it measures whether Council is spending the amount required 
annually to deliver the Asset Management Plans and Schedules.

Sustainability Target:

100% average across the 10 year Long Term Financial Plan term

LGA Mandated Indicator

This indicator is consistent with the mandated indicator recommended by the LGA 
which suggests a target of greater than 90% but less than 110%.

Financial Indicator 4 – Asset Renewal Cashflow Ratio

Calculated as:

Cash flow from operations expressed as a percentage of the net expenditure on 
renewal/replacement of assets. 

Purpose:

This indicator measures whether Council is generating enough cash from its 
operations to cover the replacement of assets over time.  This ensures that Council 
is delivering intergenerational equity across the lifecycle of asset replacement.

Sustainability Target:

No less than 100% on average over the 10 year Long Term Financial Plan term 

LGA Mandated Indicator

This indicator (or an equivalent) is not included in those mandated as part of the 
model financial statements, however, Council believes it is an important indicator to 
ensure that Council is not only replacing assets at the rate needed (Financial 
Indicator 3), but that asset replacement is being funded from sustainable sources of 
income.
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Financial Indicator 5 - Interest Coverage Ratio

Calculated as:

Net interest expense expressed as a percentage of rates income

Purpose:

This indicator measures the affordability of Council’s debt and articulates the portion 
of Council’s rates income that is being used to pay interest.  When considered in 
conjunction with Financial Indicator 2 (Net Financial Liabilities Ratio) this ratio forms 
part of a picture in terms of the level and affordability of Council’s debt.

Measure:

No more than 6% over the 10 year Long Term Financial Plan term 

LGA Mandated Indicator

This indicator (or an equivalent) is not included in those mandated as part of the 
model financial statements, however, Council believes it is an important indicator to 
ensure that Council holds an affordable level of debt.
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6. REPORTING
These prescribed financial indicators will be reported each year as part of the Long 
Term Financial Plan. Thereafter, at every Budget Review, these ratios will be 
updated based on the revised budget for the year. The report will include the 
adopted ratios which will be compared to revised ratios.

In addition, these ratios (based on actual results) will also be reported on through 
the Annual Report each year.  Council will continue to also publish the mandated 
ratios within its financial documents and as part of the Annual Financial Statements.

Any changes to policy limits are to be expressly stated for Council approval.

Council will explicitly consider and note decisions that result in exceeding the limits 
set out in this policy as well as detailing the actions and timeframe required to return 
within policy limits.

7. POLICY REVIEW
The Council is committed to ensuring this policy and supporting framework remains 
current and effective.  This Policy will be subject to review every four (4) years or 
sooner at the discretion of the relevant General Manager.  The CEO has delegated 
authority to endorse any amendments to the Policy that do not vary the intent of the 
policy. 

8. VERSION HISTORY
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Addendum to Policy
City of Mitcham Financial 

Sustainability Discussion Paper
Background

Financial sustainability defined2

The word ‘sustainable’ is most often used in the context of environmental management.  
We can easily understand, for example, that fossil fuels such as oil and coal are finite 
resources.  Therefore, considerable effort is devoted to seeking alternative renewable 
energy resources, along with energy saving practices and technologies, to try to make our 
energy consumption practices sustainable.  In general terms we use ‘sustainable’ to mean 
that we can continue our current practices.

‘Financial sustainability’ is a similar concept.  For community members, financial 
sustainability is probably thought of as whether we can afford our current lifestyle.  For 
those of us who own homes or businesses, we may think in longer terms as to whether 
we will be able to repay debts by the time we retire.  This type of thinking is practical for 
individuals or families where long-term planning is probably in the order of 15-20 years.

The concepts most people use in their personal and business lives are basically the same 
as those that should be applied to Local Government but need some modification.  This 
is because Councils are perpetual corporations which acquire and manage a stock of 
financial and physical assets (including renewing and disposing of individual items) in 
order to provide services for generation after generation of residents and ratepayers.

Councils provide the legal framework by which communities own infrastructure and other 
assets and by which they act as a collective.  Much Local Government infrastructure has 
a life of 30, 50 or in some cases well over 100 years.  While individuals involved may come 
and go, Local Government continues like State and Federal governments, perpetually.

For Local Government, considering financial sustainability poses the question:

Can we continue the sort of revenue and expenditure patterns of recent years while 
maintaining the levels of service expected by the community?

As a result of the 2005 Independent Inquiry into the Financial Sustainability of Local 
Government the Australian Local Government Association by resolution at its December 
2006 National General Assembly adopted the following definition of financial 
sustainability:

2 LGA ‘Financial Sustainability’ Information Paper No 1 – Financial Sustainability
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A Council’s long-term financial performance and position is sustainable where 
planned long-term service and infrastructure levels and standards are met without 

unplanned increases in rates or disruptive cuts to services.

Given Councils are perpetual corporations that provide services for generation after 
generation, upholding the principle of intergenerational equity is at the heart of being 
financial sustainable.

Intergenerational Equity
Historically Councils had large annual shortfalls against the optimum level of expenditure 
needed for maintaining and renewing existing infrastructure. If Councils operated with very 
low levels of debt, then they would be trying to rebuild long-lasting infrastructure backlog 
out of current revenue rather than recovering the cost over the life of the infrastructure.

In addition to not adequately funding infrastructure renewal, many South Australian 
Councils were also running operating deficits, thus ongoing services were not being fully 
funded by the generation receiving the services. 

In effect, these circumstances lead to either future generations having to pay for 
infrastructure backlogs, paying off the debt accrued due to deficits or both. This issue is 
often referred to as ‘intergenerational equity’.

Intergenerational equity in a local government finance context can be described in the 
following way:

Ratepayers in each time period should (as a group) contribute to public 
expenditures from which they derive benefits in accordance with their share of 

those benefits.  In other words, they should ‘pay their way’, without either 
subsidising, or being subsidised by ratepayers in other time periods.

An example of adhering to the intergenerational equity principle is when Councils borrow 
to construct long term infrastructure. The debt is then repaid over the lifetime of the asset 
by all the generations that benefit from it. It would not be fair for today's ratepayers to fully 
fund an asset that might be used by ratepayers many decades into the future.

There are three main financial elements that can impact on achieving intergenerational 
equity:

Operating Surplus / (Deficit) – is Council fully funding current services?

Debt – is Council spreading the cost of services over the life of the assets they provide?

Asset Renewal – Is Council renewing its assets to maintain its service level?

Operating Surplus / (Deficit) 

An operating surplus (or deficit) arises when operating income exceeds (or is less than) 
operating expenses. This requires current day citizens to fully meet the cost of services 
provided for them by their Council.

If Council is not generating an operating surplus in most periods, then it is likely borrowing 
to fund day to day activities or it’s not renewing its assets optimally or is selling non surplus 
community assets.
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In all cases future generations would be negatively impacted by the existing generation 
not paying all the costs of current services.
Debt
Debt can either work for or against intergenerational equity depending on how the debt 
originated.
The terminology in relation to “good” debt versus “bad” debt has been used as part of 
public debate to distinguish between good and bad government debt. Good versus bad 
debt doesn’t refer to the amount or level of debt it’s what it was used for.

Good debt has often been described as debt which is taken on to invest in infrastructure 
(e.g. to enhance productivity) compared to bad debt which is incurred for current spending 
purposes.

Good debt

Local governments in South Australia have the capacity to borrow funds at very 
competitive rates through the Local Government Financing Authority.  Local Governments 
also have a strong and stable revenue base through rates revenues.

Local government debt will often include borrowing funds to invest in community assets, 
which return a community benefit.  For Mitcham, this includes various community-based 
assets including Libraries, Community Hubs and sporting facilities. Whilst these 
community-based assets require one off capital funds upfront and ongoing operating funds 
for maintenance and debt repayment, these developments have a community benefit to 
them.

Bad debt

Using debt to fund operating deficits is considered to be “bad” debt. Effectively, it is 
burdening future generations with the cost of services provided in the past.

If debt continues to increase without enough planning, there will be a point in time where 
the debt level will significant restrict Council’s ability to provide services at the current level, 
impacting future generations.

Debt Level

For asset-intensive organisations like Councils, borrowings are a valid and appropriate 
option to help finance ongoing infrastructure requirements, particularly when acquiring 
new assets or enhancing existing assets to provide a higher, affordable level of services.

The reality is that some well-managed Councils will need more debt than others at times. 
To pay for its infrastructure requirements a Council with a peak in development activity 
and expenditure needs associated with rapid growth or reducing an infrastructure backlog 
is likely to need to borrow more than a mature Council with little growth and no backlog, 
just as a first home buyer is likely to need to borrow more than someone who purchased 
their home many years ago.

There is no specific amount of debt that is right for a Council.  Whether a Council has too 
much debt, or can afford more, depends on:

 its community’s needs for services, and 
 the Council’s existing level of operating costs relative to revenue; and 
 the Council’s willingness and capacity to raise additional revenue if required.
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Asset Renewal
Renewal and replacement expenditure is major work which does not increase the asset’s 
design capacity but restores, rehabilitates, replaces or renews an existing asset to its 
original service potential.
Council exists to provide services.  Some of these services are provided by infrastructure 
assets. The goal in managing infrastructure assets is to meet the defined level of service 
in the most cost-effective manner for present and future consumers.

Providing these services in a sustainable manner requires matching of projected asset 
renewal and replacement expenditure to meet agreed service levels with the 
corresponding capital works program accommodated in the long-term financial plan.

Any gap between asset renewal/replacement expenditure and amounts accommodated 
in the budget will most likely result in a service level decline and an infrastructure backlog. 
The creation of a backlog burdens future generation with higher costs and or lower service 
level than the current generation.
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Financial Sustainability Principles
The following service funding principles are recommended over the medium to long term 
(4-10 years) to ensure long term financial sustainability and to uphold the principle of 
intergenerational equity. Council may be required to vary these principles in the short term 
as a result of one off economic shocks to reduce the rates burden on the community.

Recurrent Operating Services
A recurrent operating service is a service that is provided by Council each year either by 
choice or by legislative requirement.  For the delivery of day-to-day recurrent operating 
services, the benefit of the provision of the service is consumed at the point the service is 
delivered and this pattern is repeated each year.  This requires an ongoing source of 
income to match the consumption of the service every year.

Service Funding Principle 1
Recurrent operating services should only be funded by recurrent operating income 
such as rates, grants, statutory charges and user charges.

Borrowings should not be used to fund recurrent operating services as this creates 
a liability that will require ratepayers in future years to pay without receiving any 
benefit from the services delivered.

Cash from the sale of surplus assets should also not be used to fund recurrent 
operating services as it is not an income stream.  The sale of an asset is a one-off 
capital cash source and, therefore, cannot fund the ongoing delivery of a service 
year-by-year.

One-off or Short-Term Operating Projects (Services)
A one-off short-term operating project is a service or project that is to be delivered over a 
short timeframe (1-2 years).  For the delivery of one-off or short-term operating projects 
(services), the benefit of the provision of the service is still consumed at the point the 
service is delivered and this pattern is repeated each year for the duration of the project.

This requires a source of income to match the consumption of the service over the 
timeframe of the project.

Service Funding Principle 2
One-off or short-term operating projects (services) should only be funded with 
either:

 Recurrent operating income sources such as rates, grants, statutory 
charges and user charges, moving on to deliver a different one-off or short-
term operating service at the conclusion of the current one; or

 One-off operating income sources that match the timeframe of the one-off or 
short-term operating service such as grants and external contributions.

Borrowings should not be used to fund one-off or short-term operating services as 
this creates a liability that will require future generations to pay without receiving 
any benefit from the services delivered.

Capital Expenditure – New
The delivery of recurrent operating services through infrastructure (assets) often occurs 
over long periods of time (i.e. a library service is provided using a library building and other 
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IT infrastructure).  There is usually an upfront investment required to create the asset 
which, if funded from operating income, would place an unfair burden on the current users 
of the asset.

Whilst there remains the requirement to fund the provision of the assets recurrent 
operating service with operating income, this should be done over the same timeframe as 
the assets service life.

Service Funding Principle 3
The creation of new infrastructure and upgrading of existing infrastructure (Capital 
Expenditure) which, therefore, results in a new service or an increase to an existing 
service should be funded in either of the following ways:

 Borrowings to cover the initial capital investment costs for asset creation 
and ongoing operating income sources such as rates, grants, statutory 
charges and user charges to cover the operating costs of the recurrent 
service provision including maintenance, operations, interest and 
depreciation; and / or

 Proceeds from the sale of surplus assets to cover the initial capital 
investment costs for asset creation and ongoing operating income sources 
such as rates, grants, statutory charges and user charges to cover the 
operating costs of the recurrent service provision including maintenance, 
operations, interest and depreciation.

The creation of new infrastructure or upgrade of existing infrastructure should not 
occur unless it is accompanied by a recurrent operating income source to cover 
the operating costs of the recurrent service provision including maintenance, 
operations, interest and depreciation.

Capital Expenditure - Renewal
The delivery of recurrent operating services through infrastructure (assets) often occurs 
over long periods of time (i.e. a library service is provided using a library building and other 
IT infrastructure).  At the end of an assets service life it would normally need to be renewed 
to ensure the service it's providing continues.  This creates a new upfront investment 
requirement to re-establish the assets service life.

This upfront investment is then amortised through Council’s financial reports in the form 
of depreciation over the life of the asset.

With regard to the perpetuity of service provision from assets the important consideration 
is the average amount required into the future (per annum) to replace Council’s assets as 
and when they fall due.  This is known as the Asset Annuity and is the sum of all future 
planned replacement from Council’s Asset Management Plans spread evenly over time.

The Asset Annuity is the forward-looking requirement of Council’s asset renewal 
requirements; whereas depreciation is an historic view of what Council has put in place.  
For financial sustainability purposes and intergenerational equity purposes the Asset 
Annuity is more relevant.

Service Funding Principle 4
The Asset Annuity requirements of Council’s infrastructure and assets should be 
funded with recurrent operating income sources such as rates, grants, statutory 
charges and user charges.
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This is on the basis that the Asset Annuity is the annual amount required to 
maintain Council services delivered by assets and reinforces the principle of 
intergenerational equity.

Even with the Asset Annuity being funded from recurrent sources of income there is still 
the requirement to fund the initial capital cost of renewing assets as and when they fall 
due.  This is because there will be timing differences between the lumpy capital 
requirements from year-to-year and the constant annual Asset Annuity amount being 
funded by recurrent operating revenue.

In some years the capital requirements will be less than the Asset Annuity (a cash surplus 
is the result) and in some years the capital requirement will be greater than the annuity (a 
cash deficit is the result), all other things being equal.
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Measuring financial sustainability

The 2005 Independent Inquiry into the Financial Sustainability of Local Government 
recommended that a Council’s long-term financial sustainability was to be assessed using 
a standard set of key financial indicators.

South Australia adopted and mandated the reporting of three key financial indicators, 
covering each Council’s:

• financial performance;
• financial position; and
• asset management performance.

Whilst it is a requirement for Council to publish the LGA’s Industry Ratios in its Annual 
Report, Long Term Financial Plan and Financial Statements there is no limitation placed 
on the number and type of ratios that Council may use to assess and measure its own 
financial sustainability.

Council currently uses six indicators, three based on, but slightly different to the mandated 
ratios and three additional indicators that give further insight into the sustainability of 
Council. These indicators address intergenerational equity and the principles discussed 
above.

The indicators assess and monitor financial sustainability and the implications of 
budgetary decisions.  Council may also utilise several other financial indicators and 
measures on an as needs basis to assess financial sustainability.

Any differences between the industry standard measures ratios required by the LGA and 
Council’s key financial measures are outlined under each key measure below. Council will 
continue to also publish the mandated ratios within its financial documents.

It is recommended that if Council projects to exceed any of its self-imposed sustainability 
limits below, Council will explicitly consider and note these decisions as well as detailing 
the actions and timeframe required to return within policy limits.
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Financial Indicator 1 - Operating Result Ratio
Calculated as:

Operating result (excluding non-cash gains / losses from equity accounted subsidiaries) 
expressed as a percentage of Council rates income, less NRM levy

Purpose:

This ratio is designed to identify the portion of Council’s rates (the main source of Council 
controlled income) that is contributing to a surplus result, or alternatively the additional 
portion of Council’s rates needed to address a deficit result.  The ratio expresses the 
operating result as a percentage of Council’s rates.

Sustainability Target:

Between 1% and 4% across the 10-year Long Term Financial Plan term
In general, Council should not be targeting operating deficits excluding subsidiaries, nor 
should it be targeting large operating surpluses.  Both negatively affect intergenerational 
equity.

Targeting a surplus between 1-4% buffers Council from external economic shocks and 
increases the ability to repay debt.

The difference between this Operating Result Ratio and the mandated ratio is the use of 
operating income instead of rates income with a suggested target of 0-10%.  Council 
considers it is more appropriate to have regard for only rates income and not all sources 
of income which are either beyond its control or directly ties to other expenditure. Council 
also considers that running operating surpluses of 10% of total income is excessive and 
works against intergenerational equity.

Figure 1: Current 2020/21 Adopted Long Term Financial Plan Projection – Operating 
Result Ratio

Figure 1 shows Council improving its operating result from 2009/10 and targeting a surplus 
ratio of around 2% after the 2020/21 deficit position as a result of the COVID-19 response. 
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The high Actual operating results are due to one off items and favourable year end 
positions.

Figure 2: Operating Surplus (Deficit) Ratio (mandated) – Council Benchmarking

Figure 2 indicates that nearly all council returned a surplus in 2018/19 with Mitcham 
slightly above the average. The above figure is operating result as a ratio of operating 
income as per the mandated model financial statements.  
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Financial Indicator 2 – Net Financial Liabilities Ratio
Calculated as:

Net financial liabilities and reserves expressed as a percentage of rates income

Purpose:

This ratio measures Council’s net financial liabilities as a percentage of its rates income.  
It measures the absolute level of Council debt (including potential debt in the form of 
undrawn reserves) and articulates how much of Council’s annual rates income would be 
required to repay that debt if Council were to wind up.

Any organisation involved in long term projects, perpetual service delivery and asset 
creation requires access to debt.  Debt is a healthy source of finance if used appropriately 
and for the right purpose and if associated with an income source to facilitate its repayment 
over time.  Total debt should not be too low or too high to create a negative impact on 
intergenerational equity.

If total debt is too high it is arguable that current ratepayers are not paying their way, 
leaving too much of the burden to future generations.  Equally, if total debt is too low it is 
arguable that current ratepayers are being asked to pay too much of the burden at the 
benefit of future ratepayers, or alternatively that infrastructure renewal is being deferred 
and assets run down for future generations to deal with.

It is also important to note that when considering the net financial liabilities as a percentage 
of rates income, Council is a perpetual organisation that exists forever with a secure and 
perpetual income source.  This is different to considering an individual’s level of debt as a 
portion of their discretionary income as the individual has a finite working life and, 
therefore, a finite source of income.

Sustainability Target:

No more than 60% over the 10 year Long Term Financial Plan term with ability to 
increase to 80% in relation to projects / investments that Council considers being 
of strategic significance. 

The above sustainability target proposes a change from an average over the 10-year 
period to peak levels over the 10-year period. Measuring the average may distort the true 
level of debt projected to be held by the Council. For example, a debt level of $5 million 
held by the council over the 10 year period would average $5m. If the Council were to hold 
no debt until year 10 of the plan, they could hold $50m of debt and have the same average 
level. For this reason, it is proposed to take in to account the year on year levels and not 
the average.

In general, Council should be managing a level of debt to ensure the best balance between 
current and future ratepayers for long-lived infrastructure costs, thus delivering 
intergenerational equity.

The difference between this indicator and the industry mandated indicator in the model 
financial statements is that the industry mandated indicator uses total operating income 
as the denominator with a suggested upper limit of 100%. (The equivalent upper limit ratio 
would be 120%)

Council considers it more appropriate and conservative to only use rates income as other 
operating income is generally tied to specific expenditure requirements and, therefore, is 
not available to repay Council’s debt.

Version: 3, Version Date: 15/09/2020
Document Set ID: 4479067



PUBLIC POLICY FINANCIAL SUSTAINABILITY POLICY

Page 25 of 38
The electronic version on the Internet is the controlled version of this document.

Printed copies cannot be controlled. Before using a printed copy, verify that it is the controlled version.

Figure 3: Current 2020/21 Adopted Long Term Financial Plan Projection – Net Financial 
Liabilities Ratio

Figure 3 above highlights Council’s historically low levels of debt trending up since around 
2013 following the identification of Council’s significant asset renewal backlog. Preceding 
this was a sustained period of low debt accompanied by an underfunding of asset renewal 
which generated a substantial debt in the form of asset condition rather than cash. Debt 
levels are projected to increase as a result of reducing this asset backlog and new capital 
projects. Council is projected to exceed the existing upper limit, returning in 2029/30.
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Figure 4: Net Financial Liabilities Ratio (mandated) – Council Benchmarking

Figure 4 above indicates that Mitcham in 2018/19 had relatively low levels of debt 
compared to most other Councils. The above figure is debt as a ratio of operating income 
as per the mandated model financial statements. 
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Financial Indicator 3 - Asset Renewal Funding Ratio (Formally known as 
Asset Sustainability Ratio)

Calculated as:

Amount spent on replacement of existing assets expressed as a percentage of the amount 
planned to be spent according to the endorsed Asset Management Plans and Schedules

Purpose:

This indicator measures the extent to which Council is replacing assets compared to the 
rate at which it needs to be replacing assets to ensure consistent service delivery.  In 
effect it measures whether Council is spending the amount required annually to deliver 
the Asset Management Plans and Schedules.

Council’s Asset Management Plans and Schedules determine, for the given level of 
service, when assets need to be replaced to ensure that the given level of service is 
maintained.  If Council is achieving 100% over time for this measure, then it is maintaining 
the service levels delivered by assets and is maintaining asset condition as agreed in the 
Asset Management Plans and Schedules.

It is important to note that this indicator does not measure if Council is funding the asset 
replacement requirements from sustainable sources (Financial Indicator 4) but is simply 
measuring if Council is performing the required work to replace assets and maintain the 
level of service and asset conditions.

Sustainability Target:

100% average across the 10-year Long Term Financial Plan term

In general, Council should be targeting around 100% of the replacement works determined 
by the Asset Management Plans to ensure consistent service delivery.  To allow for 
variation, it is considered that this target is most appropriately applied over the 10-year 
Long Term Financial Plan period.  

This indicator is consistent with the mandated indicator recommended by the LGA which 
prescribe a target of 100%.
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Figure 5: Current 2020/21 Adopted Long Term Financial Plan Projection – Asset Renewal 
Funding Ratio

Figure 5 above indicates Council is, on average, replacing approximately 100% of its 
Assets as planned, albeit some individual year amounts are impacted by capital re-
budgets. Council’s projected future asset funding renewal ratio is set at 100% by funding 
all required capital renewals as per the adopted asset management plans.
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Financial Indicator 4 – Asset Renewal Cashflow Ratio

Calculated as:

Cash flow from operations expressed as a percentage of the net expenditure on 
renewal/replacement of assets.

Purpose:

This indicator measures whether Council is generating enough cash from its operations 
to cover the replacement of assets over time.  This ensures that Council is delivering 
intergenerational equity across the lifecycle of asset replacement.

If Council is not generating enough cash from operations to cover its asset renewal 
requirements (less than 100% on this ratio) then it is funding the replacement of assets 
from unsustainable sources of income, which will lead to an increasing level of borrowings 
over time, working against the principle of intergenerational equity.

Sustainability Target:

No less than 100% on average over the 10 year Long Term Financial Plan term 

In general, Council should be generating enough cash from operations to cover the annual 
funding requirements for the replacement of assets over time (asset replacement annuity).
This indicator (or an equivalent) is not included in those mandated as part of the model 
financial statements, however, Council believes it is an important indicator to ensure that 
Council is not only replacing assets at the rate needed (indicator 3), but that asset 
replacement is being funded from sustainable sources of income.

When Council has a program of reducing an infrastructure backlog, it is expected that 
asset renewals will be higher than cash flow from operations and thus the ratio will be less 
than 100%. 
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Figure 6: Current 2020/21 Adopted Long Term Financial Plan Projection – Asset Renewal 
Cashflow Ratio:

Figure 6 above indicates Council, in the short to medium term, is not is generating enough 
cash from its operations to cover the replacement of assets. This is a result of addressing 
the infrastructure backlog through borrowings. The average over the 10 year projections 
is 97%, 3% below Council’s existing policy limit.

Version: 3, Version Date: 15/09/2020
Document Set ID: 4479067



PUBLIC POLICY FINANCIAL SUSTAINABILITY POLICY

Page 31 of 38
The electronic version on the Internet is the controlled version of this document.

Printed copies cannot be controlled. Before using a printed copy, verify that it is the controlled version.

Financial Indicator 5 - Interest Coverage Ratio

Calculated as:

Net interest expense expressed as a percentage of rates income

Purpose:

This indicator measures the affordability of Council’s debt and articulates the portion of 
Council’s rates income that is being used to pay interest.  When considered in conjunction 
with Financial Indicator 2 (Net Financial Liabilities Ratio), this ratio forms part of a picture 
in terms of the level and affordability of Council’s debt.

Sustainability Target:

No more than 6% over the 10-year Long Term Financial Plan term
 
Council considers that interest expense of greater than 6% of its rates income indicates a 
servicing cost of debt that is too high and working against the principle of intergenerational 
equity.  To allow for variation it is considered that this limit is most appropriately applied 
over a rolling three-year period.

Figure 7: Current 2020/21 Adopted Long Term Financial Plan Projection – Interest Cover 
Ratio: 

Figure 7 above is reflective of Council’s historically low levels of debt and projected 
increase in borrowings to fund addressing the asset backlog and construction of new 
capital projects.
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Financial Indicator 6 – Debt Repayment Term

Calculated as:

Amount of time (in years) over which the repayment of existing debt and debt taken is 
funded based on forecast surplus cash from operations. Surplus cash is calculated as 
cash from operations excluding non-cash items, one off items and asset renewal 
expenditure.

Purpose:

This indicator measures whether Council is generating enough cash from its operations 
to fund asset renewal and repay debt principal over a defined timeframe.  Running a 
balanced budget excluding non-cash items provides Council with the capacity to repay the 
borrowings over the life of assets, which is perhaps the purest form of intergenerational 
equity. This ratio thus aims at ensuring that the users of a service pay for that service, 
whilst balancing the issue of intergenerational equity and debt management. 

There is an interest cost consideration which needs to be balanced against the 
intergenerational equity principle in terms of direct service benefit.  This ratio is designed 
to allow Council to define a timeframe and then monitor if enough cash from operations is 
being generated to repay debt principal over that timeframe.

When considering an appropriate timeframe over which to repay debt it is worth noting 
that the closer the time of repayment is to the life of the asset, the closer Council is to the 
intergenerational equity principle but the higher the interest cost.  The shorter the time of 
repayment the lower the interest cost but the further away Council is from the 
intergenerational equity principle.

This ratio is greatly influenced by the Operating Result Ratio (Financial Indicator 1) which 
generally determines the amount of surplus cash from operations and thus the timeframe 
over which Council’s debt will be paid off. An increase in the surplus will decrease the debt 
term and vice versa.

Sustainability Target:

Between 10 – 30 years 

The weighted average life of Council’s depreciable assets is about 66 years and, 
therefore, running a balanced budget is providing the necessary cash to repay debt over 
that timeframe.  Whilst this is the purest timeframe in theory, from an intergenerational 
equity perspective, it may be considered too long from an interest cost point of view.  In 
considering the right balance between minimising interest costs and applying the 
intergenerational principal from a direct service benefit point of view it is considered that 
a timeframe of between 10-30 years is better applied to the repayment of debt.  This is 
conservative from the perspective that the weighted average of assets is about 66 years, 
however, strikes a balance between intergenerational equity and interest costs and allows 
Council to ensure financial sustainability.

Issues with the debt term

The debt term indicator has been in use for several years. After a review of all indicators 
it is recommended to cease the use of this measure due to some fundamental calculation 
issues and close commonalities with other financial indicators.
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Calculations issues

The debt term takes borrowings and divides it by surplus cash after asset renewal. Three 
examples are shown below with varying cash surpluses based on borrowings of $30m:

Surplus Cash 
($)

Corresponding 
Debt Term 
(years)

$500,000 60
$1,000,000 30
$1,500,000 20

As shown in the above table a relatively small increase of $500,000 for each scenario has 
a disproportionate change in the debt term.

Figure 8 Relationship between debt term and surplus cash:

The disproportion change is best illustrated by figure 8 above. Cash surpluses of $1.5m 
and over do not significantly change the debt term whereas between $250,000 and $1m 
changes the debt term by 90 years.

The volatility of this indicator when cash surplus is low and its non-responsiveness when 
cash surplus is high greatly reduces the measure’s effectiveness.

We also see further calculations issues when determining the average across a period. 
Using the example in the table above and a theoretical range of debt terms we see an 
increase in the average debt term by simply deferring $500,000 of asset renewal from 
year 5 to year 6. In figure 10 below the average debt term is 30 years, by shifting asset 
renewal and thus cash surplus we see a ‘spike’ in year 6 where the average has now 
increased from 30 to 33 years (figure 10).
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Figure 9 Theoretical debt term scenario 

Figure 10 - Theoretical debt term scenario – deferring capital

Commonalities

The debt term measures the relationship between the level of borrowings and surplus 
cash after asset renewal, these financial aspects are effectively measured through 
financial indicator two and four respectively.

Financial indicator two, Net Financial Liabilities ratio includes the level of borrowings and 
financial indicator four, Asset Renewal Cashflow Ratio measures the level of surplus cash 
left over after renewal.

If indicator four is above 100%, on average, then Council is contributing towards reducing 
its existing debt. The direction of indicator two (net financial liabilities) determines if 
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borrowings are increasing or decreasing. This, unlike the debt term, takes in to account 
future projected debt levels.

Used together, these two indicators give Council a clear picture on the state of debt without 
the need for a sixth indicator.

Given the issues discussed above it is recommended to cease the use of the debt 
term indicator.
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Taxation Level

As part of the development of this discussion paper, Council’s Audit committee requested 
to see a measure of household affordability. 

Rates collected from the community is Council’s main source of funding which make up 
approximately 85% of all revenue raised and thus is a critical revenue stream to fund 
services.

Whilst rates are the main source of funding it makes up less than 4% of all government 
taxation and thus the impact on affordability concerning rates is relatively low.

If Council were to adopt a household affordability indicator a measure could be in the form 
of the proportion of household income required to pay the average residential rates.

The measure is problematic when compared over several periods. As expected, the 
proportion of household income contributing to rates shows an increase over time. This is 
as a result of the community’s willingness to fund new services such as green waste and 
libraries and the effect of cost and service shifting from other levels of government.

The measure can best be shown as snapshot in time in comparison with other Councils 
to give some perspective in terms of how much of Mitcham’s household income goes 
towards rates relative to other local government areas.

As of 2016 (most recent census data) Council’s average rates make up less of a proportion 
of Mitcham’s household income many other Councils as shown below in figure 11.

Figure 11 – Rates to Household Income Ratio Comparison

The data at a local government level is only available every four years with the release of 
the census. Given the measure ignores the community’s willingness to pay higher rates 
for a higher level of service and the relatively low taxation proportion it is not recommended 
to include this indicator as part of the sustainability measures.
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Conclusion

This discussion paper promotes a common basic understanding of financial sustainability 
issues in a Local Government context. It is important to emphasise that Councils are 
making decisions as perpetual organisations for current and future generations. 

The service funding principles and indicators discussed in this paper are reflected in the 
Sustainability Policy and are there to assist Council in making decisions in a financially 
sustainable manner.

Notable changes to current policy recommended in this discussion paper are:

1. Council will explicitly consider and note decisions that exceed any of its self-
imposed sustainability limits as well as detailing the actions and timeframe required 
to return within policy limits.

2. The Net Financial Liability target to change from an average over the 10-year 
period to peak levels over the 10-year period.

3. Ceasing the use of the debt term indicator

4. Inclusion of this discussion paper as an addendum to the policy. 
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Appendix
The following data relates to the ratios expressed in this report:
Figures 1, 3, 6 &7

Year Rates 
($’000)

Underlying 
Operating 
Surplus 
($’000)

Operating 
Result 
Ratio

Net 
Financial 
Liabilities 
($’000)

Net 
Financial 
Ratio

Asset 
Renewal 
($’000)

Cashflow 
From 
Operations 
($)

Asset 
Renewal 
Cashflow 
Ratio

Interest 
Expenses 
(Net)

Interest 
Cover 
Ratio

2020/21 54,554  (456) (0.8%) 47,233 86.6% 25,210 15,335 61% 873 1.6%

2021/22 57,605 335 0.6% 50,911 88.4% 17,014 15,659 92% 1,131 2.0%

2022/23 59,319 793 1.3% 49,767 83.9% 19,087 16,518 87% 1,205 2.0%

2023/24 61,088 1,144 1.9% 54,090 88.5% 19,277 17,375 90% 1,130 1.9%

2024/25 62,878 1,206 1.9% 57,412 91.3% 19,759 17,982 91% 1,174 1.9%

2025/26 64,719 1,299 2.0% 59,826 92.4% 19,353 18,602 96% 1,201 1.9%

2026/27 66,861 1,561 2.3% 63,969 95.7% 22,081 19,454 88% 1,216 1.8%

2027/28 69,014 1,590 2.3% 63,462 92.0% 18,136 20,149 111% 1,270 1.8%

2028/29 71,167 1,726 2.4% 60,939 85.6% 16,596 20,914 126% 1,232 1.7%

2029/30 73,237 1,929 2.6% 57,892 79.0% 16,895 21,682 128% 1,154 1.6%

Figure 2 & 4
Council Operating 

Surplus 
Ratio

Net 
financial 
liabilities 
ratio

Adelaide Hills 1% 34%

Burnside 4% 37%

Campbelltown 12% -33%

Charles Sturt 3% 44%

Gawler 0% 85%

Holdfast Bay 2% 41%

Marion 10% -37%

Mitcham 6% 24%

Norwood, Payneham & St Peters 5% 8%

Onkaparinga 0% 61%

Playford 3% 143%

Port Adelaide Enfield 3% 19%

Prospect 3% 74%

Salisbury 10% 2%

Tea Tree Gully 6% 33%

Unley 9% 28%

Walkerville 1% 78%

West Torrens 10% 20%
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