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Local Government and Shires Associations of NSW

Introduction

The Local Government Association of NSW and Shikesociation of NSW (the “Associations”)
thank the IndependeRricing and Regulatory Tribunal of NSW (IPART) fihie opportunity to make
a submission on its Draft Report of its Reviewlsd Revenue Framework for Local Government.

The Associations are the peak bodies for NSW LdgaVvernment. Together, the Associations
represent all the 152 NSW general-purpose counttiks,special-purpose county councils and the
regions of the NSW Aboriginal Land Council. The sis of the Associations is to be credible,
professional organisations representing Local Guwent and facilitating the development of an
effective community-based system of Local GovernmienNSW. In pursuit of this mission, the
Associations represent the views of councils to th8W Government and the Australian
Government; provide industrial relations and spistisservices to councils and promote Local
Government to the community and the media.

Executive Summary

The Associations remain firmly opposed to rate peggbelieving it to be an unnecessary,
distortionary and inefficient imposition on courscil

The Associations have welcomed the IPART Reviewtttd Revenue Framework for Local
Government and particularly its focus on the anoomlrate pegging regime that persists in NSW.
This is the most significant review of rate peggsigce it was introduced in 1977 and provides & rea
opportunity to improve the operation of the systédmpt remove rate pegging, in the short term.

The Associations support the introduction of a lloG@vernment Cost Index as the basis for
determining the default rate pegging limit. Thisulb be a significant step forward in terms of

transparency and accountability. To operate effelstj it will be essential that there is a requiesin

for the Minister to issue a statement explaining deviation from the index. The Associations

developed a Local Government Cost Index in 2003 ahabcated its adoption as the basis for rate
determination.

The Associations are generally supportive of theaagnt objectives of the proposed options for rate
setting (options A and B). However, they fail to fgo enough and both contain a number of flaws
that need to be addressed before the Associatirid endorse them.

Option A needs to be amended to provide greatribflgy for applying for rate variations. As it mo
stands it is potentially more restrictive than tierent system for applying for variations. Opt®mas

it stands, fails to deliver the purported revenutaomy that it promises. It is highly onerous and
appears to offer little meaningful advantage oliersimpler Option A variation process.

It is recommended that IPART form a working groapevise and develop the options for rate setting
before the report is finalised. The working grolnowd include representatives of the Associations
the Rating Professionals Group, the LGMA Financefdasionals Group and other parties with
relevant expertise.

The Associations challenge IPART’s conclusions ba financial sustainability of NSW Local
Government and find the time series revenue arsatgsbe flawed. Independent analysis by other
parties indicates that NSW Local Government is mearly as financially sound as the IPART
analysis suggests.

Finally, the Associations are concerned that IPARTécommendations were released after the
integrated planning and reporting bill went bef&®arliament. It will be difficult now to integrate
IPART’s recommendations into the IPR legislation.
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Rate Setting Options A & B

The Associations generally support IPART’s objeetiin reviewing the current rate determination
framework and the proposed options to improve tiveenit system. However, both options ultimately
fail to deliver on the objective of making coundildly and directly accountable to their commurstie
and so improve the ability of councils to reflectranunity preferences.

Option A represents an improvement of the exissipgtem, primarily through the adoption of Local
Government Cost Index. Option B, while seekingriovjgle improved autonomy to councils, does not
seem to provide a meaningful option and seems elglito be taken up by councils (see below).
Furthermore, both options would retain or even exaate the complex and costly regulatory
framework of setting rate pegging limits, assessipgcial variations and exemptions from rate

pegging.

As pointed out in our previous submission, the Aggmns support the abolition of rate pegging in
conjunction with the introduction of a frameworlatlenables and requires councils to undertake long
term, community based strategic service and resopfanning. This framework should require
engagement of communities on their priorities dredresources required to deliver them and be based
on adequate information from comprehensive findngianning, asset management and financial
sustainability considerations. Councils who havplemented such framework should not be subject
to rate pegging as they will have in place adeguatancial accountability and governance
mechanisms as well as performance measurementegdting frameworks ensuring financially
sustainable policies and accountability to the comity.

Any outcomes regulation such as setting limitsré&tes or approving the appropriateness of variation
to the limit has the potential to weaken the desidirect accountability to the community and
frustrate what really should take place in commaeaasit an open and frank discussion between elected
members and their constituents on what the commshibbjectives are and how they could be
pursued with (potentially) available resources. Bwsociations strongly believe that no revenue
restriction, cost index or Minister’s view shouldatérfere with the ability of communities to make
their own choices.

Instead of the complex and costly regulatory precassociated with options A and B, the
Associations suggest a more suitable and simplecess. Councils, who have the appropriate
framework in place to ensure activities and servieee planned for strategically and based on
available resources and community priorities shdaddexempt from rate-pegging indefinitely. The
Minister's and regulator’s role should be limited &nsuring such framework is in place. The
regulator could rely on regular independent auflihe implementation of and compliance with the
framework (“fit for purpose” audit) and intervenéhere the framework fails. An implemented and
fully audited integrated planning and reportingnieavork would make rate pegging effectively
redundant.

Option A

Option A represents a significant improvement & ¢urrent rate pegging system insofar as it would
introduce a cost index for the determination of thée pegging limit. The index should more
accurately reflect the real costs faced by courails provide a more transparent assessment process
for special rate variations. To operate effectivélyill be essential that there is a requirementhe
Minister to issue a statement explaining any deviatrom the index. It is recommended that IPART
consult with Local Government in development arsdiig of the index.

While supporting the index, the Associations araceoned that the mechanics of option A in its
current form are too cumbersome and inflexible.

Firstly, applications for variations would be limit to a 4-year period and, because of the linkdo t
delivery program of the new integrated planning egmbrting framework (page 170), it appears that
variations can only be applied for when the deliverogram is finalised by the incoming council.
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After that there is no option to apply or re-applyen an application has been refused (page 186, 2
paragraph) other than in undefined exceptionaluoirstances. Effectively, councils would only be
able to apply for 4-year variations at the begigrofi the council term leaving them unable to respon
if circumstances change subsequently.

Secondly, revenue requirements which variationsaught for often have a longer time horizon than
just 4 years, particularly if they are to fund asgtructure over the whole of its life or an assecia
borrowing program. A 4 year horizon does not captsuch revenue requirements. The current
framework provides for variations for up to 7 yeaesnoving this option it would be a backward step.
Also, long term revenue requirements are basedaeqgtions which are subject to change. Any rate
variation process should be flexible to ensure cidsincan change their variations once actual
requirements divert from the projection that forntieel basis for the initial application.

Thirdly, it needs to be clarified whether rate a#ions under option A would provide for an escalate
revenue base for determining future rate incrediseswill the income from the special rates be
included in the general income that forms the bé&sisfuture calculations of what increases are
allowed under the rate pegging limitf:he current rate pegging framework allows for bethne-year
variations that are included in general revenuewgntb 7-year variations that do not become part of
the general income and do not escalated the asiefermining future increases.

Option B
The Associations do not regard option B as a meg#mioption as it now stands.

Option B does not provide for improved autonomydouncils as the exemption from rate pegging is
only granted for a specific 4-year expenditure agnkbnue plan that already determines the rating
levels. Councils would not be able to divert frdmstplanned rate levels. They would not be able to
change the expenditure and revenue plan in respemseommunity wishes or changing
circumstances.

Furthermore, there does not seem to be a big pahdifference between the special variation under
option A and option B. Both options cover a 4-ypariod. In both cases, councils have to prepare a
4-year expenditure and revenue plan (including latels), demonstrate community support for the
plan, and then have their ideas approved by thaskin(in option A through approval of the rate
increases under the plan and in option B througbxamption from rate pegging for the period of the
plan and its proposed rating levels). However, amgtion under option B requires more onerous
demonstration of eligibility criteria which not gninclude process measures (i.e. the said framgwork
but also and somewhat inappropriately outcomes umess(e.g. having sufficient financial
sustainability ratios) as well as community engagetthat goes beyond what would be required
under the special rate variation process undeowpii and is likely to duplicate engagement under
the new integrated planning and reporting framewdihe Association find it difficult to see the
incentive for councils to go for option B if thegwudd just go for a special variation under optioA A

The Associations generally accept the need forctibg eligibility criteria. However, a particular
flaw in the eligibility criteria is that it “requés a track record of sound financial performangéis

! This is currently the case in the one-year variatioder section 508(2) of thecal Government Act (NSW)

1993 but not under the multi-year variation under section 508#al Government Act (NSW) 1993 (which is

also why many councils choose to go with short term, onewgations).

2 The Associations understand that, in theory, the standardessasent of a special variation under option A
and a rate exemption under option B is different. Under aalpsiation under option A, it appears as if the
Minister/regulator would be able to assess the objectivessity of certain expenditures and the
appropriateness of the revenue path proposed to fund them ectctinejapplication on this basis. Under option
B, if councils are eligible by having in place adequatmé&waorks and being able to demonstrate adequate
sustainability ratios, the Minister/regulator’s standdrdssessment would be limited to whether the community
supported certain expenditures and revenue paths and woultluoe an assessment of the objective
necessity of expenditures or appropriateness of revenue pathiever, LGSA assumes that, practically, under
option A, DLG would mainly look at the community supportderitify a demonstrated need.
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may unfairly preclude a large number of councilsowdre seeking to improve their financial

performance by implementing sound financial pocand practices that may dictate higher rate
increases. These are the councils in most nedtkafetvenue flexibility that Option B is designed to
provide.

The Associations question the need for councilexlicitly demonstrate a high level of support for
their rating proposals. No other sphere of govemtrigerequired to explicitly poll the community on
their taxation and expenditure proposals. Theyaassverable at the next election and this should als
be the case for Local Government.

The Associations also question the appropriateredsshe survey options for demonstrating
community support under option B. Simple surveyterofiend to misrepresent community views as
not all groups in a community respond at the saawell For example, anecdotal evidence shows that
people who do not like what council does are mikelyl to respond than people who are satisfied
with council.

The Associations suggest that councils are beseglto find and apply the most suitable community
engagement strategy for their communities. Any sssent of the appropriateness of community
support under option B or any other community eegagnt for that matter (e.g. “fit for purpose”
audit of councils’ frameworks) should be outcomasdd; i.e. it should look at whether council can
demonstrate why its engagement strategy is app@tepior its communities.

In terms of survey mechanisms, the Associationgesigconsidering more comprehensive survey
options such as deliberative polling (i.e. pollio§ a pre-determined representative sample that
received background information on the subject teefine actual poll). Deliberative polling can
provide more accurate and reliable feedback frosmaller sample size than broad based survey
proposed in the report. It is also less time consgnand costly. The response and approval rates
suggested for the broad based survey also appbarunrealistically high.

The voting option canvassed in the draft reportosconsidered to be a realistic option. The ebecti
environment does not always provide an environrentucive to rational consideration of complex
medium term revenue and expenditure proposals. gediticians in any sphere of government have
successfully run on platforms advocating “increatedtion” , even it was good policy. (Even the
GST was sold on the back of tax cuts).

IPART’s Reasoning for Rate Pegging
The Associations do not accept IPART'’s reasoninthervalidity of rate pegging.

Firstly, IPART’s assumption that the primary behefirate pegging was the protection of ratepayers
from excessive rate increases is not supportedngyeasidence. To the contrary, practice in other

Australian jurisdictions, where rate pegging does exist, shows that ratepayers have not been
subject to excessive rate increases. It appeatstitbademocratic process and councils’ strategic
service and revenue planning suffice to ensure raty increases are appropriate and based on
community priorities.

Secondly, the validity of IPART’s view that rategay and the general community would support rate
pegging is doubtful. The Associations believe that a large proportidnratepayers and the
community are actually not aware of rate peggingl/@n do not understands how it works.
Furthermore, as pointed out in the Associationgvjmus submission to this review, in a survey
undertaken by the Independent Inquiry into the iame Sustainability of Local Government in

% This view was evident from the Chairman, Michael Keatirgmarks at IPART’s workshop on 2 September
2009 in Sydney.
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NSW, about 70% of surveyed residents provided aiunetb high support rating for the statement ‘I
would rather see council rates rise than see nuétxal services®.

IPART’s Conclusions on the Financial Sustainabilityof NSW Local Government

The Associations question a number of assumptindgiadings leading to IPART’s conclusion that
most councils in NSW were financially sustainablBART’s conclusion relies heavily on its
relatively positive findings with respect to coustbperating balance and their infrastructure vesle
backlogs.

Operating balance ratio

IPART's finding that NSW Local Government's averaggerating balance ratio amounts to -0.3% of
own source revenue appears significantly overstageduse it does not take account of the fact that
NSW councils’ depreciation expense might be sigaiftly understated as a result of outdated (lower)
asset valuations. NSW is the only jurisdiction véeheocal Government has not fully implemented,
fair value asset valuations and has been relying large degree on old valuations often based on
historical cost. This is certainly the case in gezaptured in the time series data. These valusa#od
therefore the associated depreciation expense as#iynsignificantly lower than what they would
have been under fair value. For example, an Acdssmnomics study commissioned by the
Independent Inquiry into the Financial Sustaingbitif Local Government in NSW adjusted annual
depreciation data onto replacement cost value Hosde NSW councils that recorded on “old”
historical cost valuations. Access Economics fotirat this adjustment increased the overall annual
depreciation expense of NSW Local Government byrio20%: This represents a significant
increase in total operational expenditure considethat depreciation makes up about 20% of total
operating expenditure. FiscalStar, in its annuadritial sustainability review of NSW councils, also
includes an (undisclosed) allowance for understdegateciatiors.

Accordingly, Access Economics found an average aipwy balance ratio of -4.5%. Also, Access

Economics found that about 50% of NSW councils iellow the -10% benchmark for the operating

result ratio whereas IPART finds that only 17.1% dbt meet this benchmark (see table 11.2). To
illustrate this discrepancy, the Associations idelibelow chart 2-3 from Access Economics’ report
which should be compared to IPART's figure 12.4

* LGSA, Submission on IPART's Issues Paper of the ReviaveoRevenue Framework for Local
Government, (2008), pages 9-10.

® Access Economics, Local Government Finances in NSW: Ans&ssnt, (2006), page 16.

® FiscalStar, 2009 NSW Local Government Financial SustaihaBiéview, (2009), page 5.
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Access Economics, operating balance ratio by indidual NSW councils, general
government sector (i.e. excluding water supply ansewerage activities) 2004/05
(adjusted onto a basis involving depreciation of amcils assets valued at closer to
current replacement cost).
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Source: Access Economics, Local Government Finances\i: & Assessment, (2006), chart 2-3

For the same reason, IPART's finding that NSW Ldgal’ernment had larger operating surpluses (or
lower deficits) than Local Government in other gdlictions (finding 27) is questionable.

Infrastructure renewal backlog
IPART's assessment of the infrastructure reneweklog is also questionable.

IPART appears to assume that previous researclstates the backlog because it was based on data
from special schedule 7. IPART asserts that data fspecial schedule 7, which is to estimate the
amount required to bring assets to a satisfactianydsird, would often represent what is required to
achieve an ideal asset condition from an engingéeiohnical perspective (page 129) and therefore be
overstated. However, IPART has not tested this ragee Also, anecdotal evidence from
sustainability assessment of individual councittidates that special schedule 7 data is not based o
achieving an ideal condition but on achieving reasde levels of servicés.

Also, IPART asserts that renewal backlog estimatiggt be overstated as a result of some actual (or
planned) capital expenditure not being accounted (froportionally) as renewal where old
infrastructure is replaced with new, service lameleasing infrastructure (i.e. all capital expeunc

is wrongly accounted for as upgrade/constructioneat infrastructure). However, again, IPART has
not tested the validity of this assertion.

IPART’s Calculation of Total Revenue
The validity of IPART’s calculation of the time $es for total revenue is questionable. For a number
of reasons, the Associations believe that datarbefwound 1995/96 cannot be relied on and

excluding that data has a significant impact onathalysis.

Firstly, advice from the Australian Bureau of Stttis provided to the Independent Inquiry into the
Financial Sustainability of Local Government in NSWdicated that the data available for the period

" Percy Allan AM at IPART's workshop in Sydney on 2 Septter 2009 with respect to ReviewToday's
sustainability assessments of individual councils.
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before 1995/96 was not very reliable and shouldised very carefully. However, IPART has not
provided such qualification for its calculationtofal revenue going back to 1976/77.

Secondly, the reliability of the time series golmark to 1976/77 is discredited by unexplained spike
in revenue growth in NSW around 1980/81 (figure) add growth in sales of goods and services at
around the same time (figure 7.3).

Finally, IPART did not explore the reasons for thgnificant slowing down in growth of total
revenue of NSW Local Government over the most egleperiod 10 years to 2006/07 (finding 18,
figure 7.1, page 78, 79).

This detracts from the conclusion that NSW Local’/&@ament has compensated for rate pegging by
increasing reliance on user fees and charges.

Cost Shifting

The Associations do not accept IPART’s narrow dgdin of cost shifting. and note that they do not
include these areas in their cost shifting survey;

» Cost resulting from stricter regulatory requirensefpage 145); and

* Increases in user charges to councils (e.g. dighéing, electricity, water).

Distinct from IPART (which only captures mandatampositions), the Associations, in their annual

cost shifting survey, also include and measurddh@wing categories:

» (The cost related to) the situation where Local &@onment agrees to provide a service/function on
behalf of another sphere of government but fundirgubsequently reduced or stopped, and Local
Government is unable to withdraw because of comtpudemand for the service/function (e.qg.
reduction in funding for flood mitigation programgad safety program, community and human
services); and

» (The cost related to) the situation where, for what reason, another sphere of government
ceases to provide or provides insufficient levelsacservice/function it is responsible for and
Local Government steps in because of community eshahd for the service/function (e.qg.
provision of educational services; community safébyly policing and crime prevention);
medical services; certain community and human sesyi

Furthermore, the Associations not only include #éfting of functions themselves but also the

shifting of the funding of functions which othewvéds of government are responsible for (e.g. Local
Government contributions to emergency servicesifn@L1.7% of total budget), the requirement for

Local Government to fund 45% of the mandatory peresi rebate, shortfall state government subsidy
for the operation of local public libraries). Itfgars as if IPART agrees with these inclusions even
though it is not covered by its definition on pabé4: on page 146, second paragraph, IPART
considers as “true cost shifting” unfunded pensi@oacessions.

With respect to the comparison with research orn sh#ting in other jurisdictions (see IPART's
comments on the lower estimates in Victoria and épgland on page 150, third paragraph), the
Associations would like to note that their annuagtcshifting survey currently appears to be the onl
comprehensive assessment of cost shifting in AlistrBurthermore, NSW Local Government is
subject to a number of “big ticket items” that a relevant in other states such as contributions
emergency services funding (e.g. Queensland, WA @odth Australia operate a broad based
property levy systems and does not have Local Gowent contributions), and the requirement to
fund 45% of mandatory pensioner rebates whereaslLGovernment in other states is fully
compensated.

If the Associations calculated cost shifting acaogdo IPART's definition and based on their survey
data, cost shifting would amount to 4.23% of tatedlome before capital or $300m per annum
(including public library funding shortfall) or $2én per annum (excluding public libraries funding
shortfall).
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The Associations would be happy to share their dathapproach with IPART in order to establish a
commonly accepted methodology for measuring caftirgh

Trend to Fund Activities through Charges rather than Rates

As noted previously, the finding that NSW Local @avment compensated for rate pegging by
increasing user fees and charges at higher redesother states is questionable, particularly over
last decade. Even if it were the case a likelyseguence is that less funding would be availahle fo
infrastructure dependent on general tax revenaejnfrastructure services you can not specifically
charge for (e.g. roads). This notion is supportetPART'’s findings of operating expenditure growth
in NSW exceeding that of other jurisdictions (fingi26) but slower growth in capital expenditure
(page 135).

A shift in revenue raising from rates (general gaweent taxes) to user charges for specific services
(where income is often bound to activity as a restilcost recovery principles) drives councils to
provide more service activities they can chargeafat neglect the tax supported infrastructure {mix
service activities changes in favour of operati@diivities).

Conclusion & Recommendations

The Associations remain firmly opposed to rate peggbelieving it to be an unnecessary,
distortionary and inefficient imposition on courscil

The Associations have welcomed the IPART Reviewtted Revenue Framework for Local
Government and particularly its focus on the anonmlrate pegging regime that persists in NSW.
This is the most significant review of rate peggsigce it was introduced in 1977 and provides & rea
opportunity to improve the operation of the systienthe short term and to ultimately remove rate
pegging in the long run.

The Associations support the introduction of a lloG@vernment Cost Index as the basis for
determining the default rate pegging limit. Thisulb be a significant step forward in terms of

transparency and accountability. To operate effelstj it will be essential that there is a requiesin

for the Minister to issue a statement explaining deviation from the index. The Associations

developed a Local Government Cost Index in 2003 amhabcated its adoption as the basis for rate
determination.

The Associations are generally supportive of thgaagnt objectives of the proposed options for rate
setting (options A and B). However, they fail to fgo enough and both contain a number of flaws
that need to be addressed before the Associatmrid endorse them.

Option A needs to be amended to provide greateibilgy for applying for rate variations. As it mo
stands it is potentially more restrictive than tierent system for applying for variations. OptBmas

it stands, fails to deliver the purported revenutoaomy that it promises. It is highly onerous and
appears to offer little meaningful advantage ofiersimpler Option A variation process.

It is recommended that IPART form a working groapevise and develop the options for rate setting
before the report is finalised. The working grolnowd include representatives of the Associations
the Rating Professionals Group, the LGMA Financefdasionals Group and other parties with
relevant expertise.

The Associations challenge IPART’s conclusions bae financial sustainability of NSW Local
Government and find the time series revenue arsatgsbe flawed. Independent analysis by other
parties indicates that NSW Local Government is mearly as financially sound as the IPART
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analysis suggests. However, this difference in si@m findings should not detract from the key
recommendations in relation to a new rating frammw@ptions A and B)

Recommendations

1. It is recommended that IPART form a working grdo revise and develop the options for rate
setting before the report is finalised. The workiggoup should include representatives of the
Associations the Rating Professionals Group, théMBGFinance Professionals Group and other
parties with relevant expertise.

2. It is also recommended that IPART use the warkjroup or a similarly constituted group
to develop and test the proposed Local Governmest [@dex.
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