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BACKGROUND

During the 2002 Budget process, it was agreed by Council that a long term
financial plan that would put the City onto a sustainable basis should be prepared.

Hemson Consulting Ltd., a municipal finance consulting firm was retained to
undertake the assignment.

The planning process is being undertaken in four phases, with Council being
briefed and consulted during each phase. A stakeholders advisory group has been
set up and at least two public meetings are provided for in the process.

The key elements of each of the phases are as follows:

e Phasel

- preparation of a demographic/economic outlook;
- data gathering and consultation with staff; and
- development of a financial planning model.

e Phasell

- preparation of 10 year operating and capital budget projections; and
- identification of strategic options for addressing.projected funding gap.

e DPhase Ill
- identification of financial planning principles to be used to guide future
budgets.
¢ Phase IV

- development of supporting policies required to support the financial
planning principles; and
- preparation of long term financial plan.
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This interim report summarises the results of the Phase II work. It provides:
e Demographic projections;

e Preliminary 10 year capital and operating projections; and

e  Strategic options for addressing the funding gap.

The report should be read in conjunction with the Appendix tables. Table
references in the report refer to the Appendix.

HEMSON




3

DEMOGRAPHIC FORECASTS

Two forecast scenarios of population and household changes to 2011 have been
prepared. ‘

KEY ASSUMPTIONS AND FACTORS

The forecasts are based on 2001 Census results. A cohort survival model was used

to prepare the forecasts.
Two key assumptions have been adopted:
e Age specific fertility rates are maintained at current levels; and

e Age specific mortality rates are assumed to decline slowly in accordance with
long term trends.

The two key factors affecting the forecast for Sudbury are changes in the existing
population base and changes resulting from migration. Because of past patterns, the
age structure of Sudbury’s population is aging rapidly. While this trend is occurring
in Canada’s population as a whole, it is more pronounced in Sudbury because of
the significant out-migration of young adults that occurred over the past decade.
The result is that the number of births is declining and the number of deaths is
increasing. The result over the coming decade will be a reduction in the natural

increase in the population to very low levels.
The greatest uncertainty in population forecasting, in Sudbury as elsewhere, is the

effect of in and out migration. Accordingly, two forecast scenarios have been
developed based on two migration assumptions.
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THE FORECASTS
Continued Out-Migration Forecast (See Table 1)

e The continued out-migration forecast is based on a continuation of the long
term migration trend from Northern Ontario to other parts of the Province
and Canada. The experience of Northern Ontario is similar to that of much
of Canada. A few large cities continue to grow rapidly, while the populations
of most rural and resource-based regions are contracting.

¢  Over the past three decades Sudbury has experienced a fairly steady pattern
of out-migration. The notable exception was the late 1980s when a period of
growth occurred as a result of an intense effort by the community, and all
levels of government, to attract new employment opportunities. In contrast,
the 1996 to 2001 period was a period of exceptionally high out-migration. It
occurred as a result of declining employment in the mining and public sectors
combined with a widespread economic boom in Southern Ontario which
attracted people away from the North.

e In our view, over the next decade moderate levels of out-migration can be
expected. We would not expect a return of any significant in-migration.

e  There is a significant shift in the age structure of the City under this forecast.
The proportion of the City’s population, less than 20 years old would decrease
from 25.3 per cent to 21.2 per cent whereas the proportion 60 years and over
would increase from 18.5 per cent to 25.5 per cent.

Zero Net Migration Forecast (See Table 2)

¢ The second demographic forecast is based on the assumption that over the
next 10 years, Sudbury will neither gain nor lose population on a net basis
from migration. While this is a somewhat artificial assumption, the forecast
does provide what we consider to be the upper limit population parameter for

the City.

e As with the out-migration trend forecast, there is a shift in the age structure

away from younger age groups towards older groups.
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FORECAST IMPLICATIONS

The demographic changes that are forecast over the next ten years will have
significant implications.

Employment

e Sudbury currently has an unusually low labour force participation rate
compared to the rest of Canada. Of the total population in the working age
groups (15 years or over), only 61.6 per cent participate in the labour force
compared to the national average of 66 per cent. More particularly, the
participation rate is especially low in the 55-64 age group at 34 per cent
compared to the national rate of 51 per cent.

¢ In the coming decade, as people in this latter age group retire, job opportuni-
ties will open up. The ripple effect will be beneficial for the community since
fewer young Sudbury residents will need to leave the City in order to find
employment.

e Additional stability to the population will be added because of this aging
trend. Retirees are much more likely to remain in Sudbury as their incomes
will come more from pensions and much less from employment which has
often required people to relocate.

Key Municipal Services

e  Given the likely trend towards a smaller population base, it will be increas-
ingly important for the City to emphasize job creation and economic
development activities.

e With a smaller overall population, City services which are heavily people
oriented will probably be affected because of reduced volumes. Waste is an

example of such a service.

e The s significant shift in the City’s age structure resulting in fewer children and

teenagers and more seniors will affect the demand for age dependent services.
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Services such as child care, recreation programs, and ambulance service will
be among those most likely to be affected by the shift.

3. Municipal Revenues & Expenditures

e Services which are wholly or partly paid for through user fees and charges
could well experience financial pressures. Revenues will likely decline given
that there will be fewer users. However, expenditures may be difficult to
reduce because of the scale of fixed costs.

¢  For example, arena revenues which vary according to the demand for ice time
will diminish given that there will be fewer children in hockey programs.
However, only a limited proportion of the operating costs of the City’s arenas
will be able to be reduced in response to the change since the buildings require
a given level of expenditure irrespective of the amount of use.

4, Assessment Base

e Opver the 10 year period, the assessment base, in aggregate, may well not keep
pace with either inflation or changes in tax requirements. This is because with
a stable or declining population, a persistent ‘buyers market’ is likely to
prevail. Under such conditions, even though new and well maintained houses
will tend to retain or perhaps increase somewhat in value, old, poorly
maintained houses are likely to become difficult to sell. As a result, these
properties together with other marginal real estate will probably decline in
value. This decline will offset assessment increases from the newer, higher-
value properties.

¢ During the next phase of the process, further consideration will be given to

the outlook for the residential assessment base and to other implications that
may be associated with the non-residential tax base.
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Il TEN YEAR OPERATING & CAPITAL BUDGET PROJECTION

e Initial 10 Year Projections of Operating and Capital budgets have been prepared

based on consultations with City departments. The projections are provided in
Appendix Tables 3 to 9.

e  The projections for City departments are still subject to further refinement.

o Initial projections for Police and Public Health services are still being reviewed.
The results will be incorporated into the projections to be presented later in the
process.

¢ The implications of the demographic forecasts have not yet been evaluated in

relation to the financial projections. Work in this regard is ongoing with the

departments.
A. PROJECTED OPERATING BUDGET
e The projected Operating budget is provided in Table 3 (2 pages).

e It provides a projection of operating costs before any general allowance for

inflation.

¢ The projection takes account of major known cost and revenue adjustments. These

adjustments are summarised on Table 4.
o Ittakesaccount of the most recently approved 10 year capital plan. It does not take

account of additional capital needs required to renew and maintain the City’s
infrastructure which have been identified by City departments.
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The major adjustments to the existing budget (over $1.0 million) are:

e  Phase-in of OMER'’S contributions ($4.8 million by 2003);

e  Projected increases in medical/dental benefits ($11.4 million by 2012);

e 2002 salary settlement ($5.6 million by 2005). No allowance has been made
for Police, nursing and emergency services salary changes; and

e Increased roads maintenance budget ($1.5 million commencing in 2003).

In total, by 2012 the net change (or pre-inflation funding gap) resulting from the
adjustments is an increase of $23.7 million on a 2002 base of $126.9 million
($119.7 million tax levy & $7.2 million PIL’s).

Table 3, page 1 shows the projection by expenditure category.

Table 3, page 2 shows the projections by program.

PROJECTED CAPITAL BUDGET

The projected Capital budget is shown on Tables 5 to 8.

The tables only address tax supported capital programs. The water and waste water
program is not included in the projections. A separate funding strategy for these
services has been developed and approved by Council.

Table 5 shows the Capital requirements that have been identified by City
departments. There are amounts as defined by identified needs unrestricted by the
approved Capital envelopes. The amounts are net of minor subsidy payments

($6.1 million in total).

Over the 10 year projection period, Capital requirement amounts to $541.6 million
before inflation. The amounts are relatively evenly distributed by year.

HEMSON
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The major components of the Capital budget are:

e Road reconstruction and restructuring $230.1 million
e  Municipal road 35, bridges & structure, etc. $54.5 million
e  Buildings $80.4 million
e  Fleet & equipment $46.5 million
e  Transit (fleet & garage) $18.4 million
e  Hospital Funding $13.7 million
o (Citizen & Leisure $24.0 million

Table 5, page 2 provides explanatory notes concerning individual budget items.

Table 6 provides details of the components of the overall Capital budget that are
funded through the Council approved Capital envelopes. These total
$205.7 million over the 10 years.

Table 7 summarizes the projected funding that would be provided from reserve
funds. Funding amounts to $40 million over the 10 years.

Table 8 displays the projected funding gap (before inflation) over the 10 year
period. It represents the difference by program between the identified need and the
sum of approved envelope funding and reserve fund contributions. In total, the
Capital funding gap is $295.9 million over 10 years.

The major components of the funding gap are:

e Roads $131.8 million
e  Bridges & structures etc. $42.4 million
e  Buildings $60.0 million
o Transit $18.3 million
e Citizen & Leisure 17.3 million
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PROJECTED OVERALL FUNDING GAP, INCLUDING EFFECTS OF
INFLATION

Table 9 shows the projected funding gap taking into account the 10 year Operating
and Capital projections. It also accounts for the effects of an annual 2 per cent
inflation rate.

Line 1 shows the current net operating expenditure excluding Capital envelope
amounts.

Lines 2 and 3 show the salary and other major operating cost adjustments (from

Table 4).

Line 5 shows the net adjustment for inflation applied against both revenues and
expenditures using an annual rate of 2 per cent. This inflation adjustment was not

applied to:

e  Debt charges;

¢ CRF (Community Re-investment Fund);

e Reserve fund transfers;

¢ [nvestment income;

e Wages subject to settlement (to 2005). Beyond 2005, 2 per cent inflation is
applied.; and

e  Water and sewer rates (excluding fire protection levy). These amounts are
calculated on a break-even basis.

Line 6 provides the projected operating expenditures including inflation.

Line 7 provides the projected annual operating expenditure gap amounts. They are
the differences between Line 1 amounts and Line 6 amounts.

By 2012, the operating gap is projected to be $36 million, an increase of
32.7 per cent.

The Capital component of the projected funding gap is shown on Lines 8 to 13.
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The Capital amounts are divided between the approved envelope amounts and the
identified excess needs above the envelopes. Inflation is identified separately.

Line 13 shows the overall project cap from the Capital budget including 2 per cent
annual inflation. By year 2012, the gap rises to $37.8 million.

Line 16 provides the projected annual net levy requirement including the
2 per cent inflation allowance.

Line 17 shows the total annual funding gap. It combines the Operating and Capital
gaps and inflation allowances. The funding gap increases from a projected
$40.3 million in 2003 to $73.7 million by 2012. Of this increase, $22.8 million
(31%) represents inflation. |

The funding gap is clearly very substantial. It is attributable to three elements:

e Significant increases in the Operating budget;

e An identified need for Capital spending in excess of current funding
envelopes; and

e DProjected inflation.

In the next section, strategic options for addressing the funding gap are discussed.
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IV STRATEGIC OPTIONS FOR ADDRESSING PROJECTED
FUNDING REQUIREMENTS

e Seven strategic level options for addressing the funding gap discussed in the

previous section have been identified.

Reducing projected expenditures;

Increasing user fees and charges;

Raising funds from City assets;

Increasing the tax levy;

Issuing debt;

Obtaining additional senior government funding; and

N e e

Making use of innovative service delivery approaches.

e Realistically, several if not all of the options will be required in order to solve the
funding gap.

e Key aspects and issues relating to each of the options are reviewed below.

OPTION 1: EXPENDITURE REDUCTIONS

e  Expenditure savings can be achieved if City services can be delivered using fewer

resources — productivity changes.

e Alternatively, the City could save by reducing or eliminating services - service

rationalisation.

e Across-the-board expenditure reduction plans tend not to be practical, especially
over the long run since they do not take account of the degree to which the costs
of individual programs are, or are not controllable. Not all components of the
City’s budget have the potential for savings since some elements relate to the
delivery of Provincially funded programs.
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A reduction target that is tied to discretionary spending is a more realistic
approach, particularly if coupled with service level benchmarks and/or performance
standards. During the course of a 10 year plan cycle, external value for money
audits could be implemented on a rotating basis for each department. Life-cycle
costing and asset management plans can also be effective ways of minimising costs
without reducing service levels.

Principles and policies relating to issues of this type will be addressed later in the
review process.

Deferring expenditures, particularly in the capital budget, is a very effective cost
reduction technique. However, deferring required works for an extended period can
have extremely negative effects. It almost inevitably results in an increase in the
eventual cost of undertaking the work. As well, higher interim maintenance costs
are normally incurred and sudden breakdowns may occur. Most insidiously,
extended deferrals induce a false sense of budget requirements making it all the
more difficult to bring budgets back up to the required level when work can no
longer be postponed.

OPTION 2: INCREASING USER FEES AND CHARGES

User fees and charges are often applied to pay for all or a portion of services which
are not used by the community at large and for which differential demand levels

exist. They are also often applied when services are used by non-residents.

A second key reason for applying fees or charges rather than paying for a service
through the tax levy is to encourage conservation. Water and sanitary sewer
services are services which fit in this category.

There are services which may only be used by a portion of the community but
which nevertheless are considered important to the community as a whole. In
these instances, costs are often paid for at least in part through the tax levy.
Recreation services are a good example of this type of service.

Key policy issues regarding fees and charges arise regarding:

o  how the costs of services should be calculated;

HEMSON
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e what cost recovery level should be achieved; and
e should fees and charge rates be differentiated between user groups.

¢ The mostsignificant City service which could be considered as a candidate for user
charges is solid waste. Analysis of the impacts of such an approach will be
undertaken later in the assignment.

OPTION 3: RAISING FUNDS FROM CITY ASSETS

¢ Selling or capitalising City assets can be an effective way of raising capital.

Alternatively, leasing assets can provide an ongoing income stream.

e Decisions to dispose of assets or enter into a long term commitment are very
important. Hence asset disposal policies must be considered carefully. Not only
must they consider when to take action on an asset, but they must also consider the
use(s) to which the funds obtained should be put. A general rule is that capital
proceeds should only be used to fund capital projects. On the other hand, ongoing

revenues (for example, from leases) can be applied to fund operating costs.

e Disposing of assets is particularly worthwhile if they are no longer being cost-
effectively utilised and if they are costing the City in maintenance costs.

¢ Among the City’s assets, the newly reconstituted Sudbury Hydro represents the
most substantial asset which warrants special consideration. The actions taken by
other municipalities regarding their Hydro companies will be reviewed.

OPTION 4: INCREASING THE TAX LEVY

e The tax levy is the most dependable source of ongoing revenue for municipalities.
[t represents the net expenditure requirement after other revenue sources have
been taken into account.

e While the positive and negative attributes of the property tax have been debated
numerous times in Ontario and elsewhere, it remains by far the most broadly based

municipal revenue source.

o Tax increases are necessary and appropriate in order to pay for the increased net
costs of providing services. Net costs increase for a wide variety of reasons. Inflation
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is the most pervasive cause of uncontrollable cost increases. While in the short
term it may be possible to absorb some of the effects of inflation through
productivity improvements and service adjustments, over the long term even
modest inflationary increases have a significant impact. Table 9 illustrates this
effect. It shows the before and after results on the projected budget of a basic 2 per
cent inflation rate.

Although the tax levy is a highly dependable funding source for a municipality, the
level of the burden on taxpayers clearly needs to be taken into account when
setting the levy. This factor will be given careful consideration as part of future
analysis undertaken during the planning process.

OPTION 5: ISSUING DEBT

Currently the City is essentially debt free, a situation that is very advantageous.

The City is permitted to issue debt subject to Municipal Act constraints. However,
as the City, being a new entity that has not yet borrowed, it would have to be rated
by a rating agency before debt could be issued.

Use of debt by municipalities is most appropriate when funding non-recurring
infrastructure projects which provide ongoing benefits to the community.

Generally it is not a good practice to issue debt to fund recurring capital
requirements. However, an exception to this general rule applies in cases where it
is impractical to immediately levy for the full capital cost. Instead, debt may be
used to bridge project costs until the levy can be brought up to the level necessary

to meet ongoing requirements.

The current situation in Sudbury is such that a managed debt program may be an
appropriate element of an overall plan to address the City’s pressing infrastructure

renewal requirement.

OPTION 6: OBTAINING ADDITIONAL GOVERNMENT FUNDING

Municipalities depend on the Province and to a limited degree the Federal
government to help fund services.
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The City administers a number of services for which the Province provides the bulk
of the funding. The Ontario Works Program and Pioneer Manor are prime
examples.

The Province provides the City with a substantial non-program specific annual
grant (CRF) which has its origins in the 1998 Local Services Realignment
(downloading). For 2002 this grant amounts to $53 million.

Both the Province and Federal government also make payments in lieu of property
taxes in respect of their real estate holdings. However, these payments can not be
considered as a support payment since like taxes from other property owners, they
are used to pay for City services.

During the last decade funding from other levels of government has been reduced
significantly. Prior to the Local Services Realignment, general funding for roads
and transit had been eliminated. The CRF funding formula that stemmed from the
LSR also imposed an annual savings requirement on municipalities.

There is no certainty that additional funding from the Province or Federal
governments can be obtained. As well, recent practice has shown that even when
funding is provided, it tends to be in the nature of a ‘one time’ payment for specific
projects or programs.

More encouragingly, both levels of government have recently given some
indications that urban centres are in need of additional funding.

A key element of the long term financial plan for the City should be to place an
emphasis on obtaining additional senior government financing, especially in the
form of secure, ongoing program support.

OPTION 7: MAKING USE OF INNOVATIVE PUBLIC PRIVATE PARTNERSHIPS

Increasingly municipalities are entering into agreements with private sector
Y
partners in order to gain the benefits of innovative procurement and service
delivery arrangements. These arrangements are known as ‘P3's’.

ry g
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‘P3' arrangements have been used to undertake high profile projects such as
Highway 407 and to build and finance new school and library facilities. York
Region has recently entered into a long term arrangement for the provision of
public transit.

The types of projects and policies that could be considered for such arrangements
will be reviewed in the latter stages of the assignment. Given the substantial
nature of the roads renewal work and the extended time frame over which it would
be undertaken, consideration could be given to the use of ‘P3' arrangements in this

area.
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