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EXECUTIVE SUMMARY

From Access Economics’ perspective, the PC’s draft report clearly establishes that many
councils in Australia have some scope, at least in theory, to increase their revenue
raising.

And we agree too with the PC that councils have access to efficient forms of revenue
raising, namely property rates and (when properly applied) user charges and developer
charges.

Where we think the PC has tried and failed is in assessing both:
a the extent of councils’ potential to raise additional revenue

a and the extent to which such additional revenue seems sufficient by itself to ensure
the financial sustainability of local government.

The PC has not addressed the extent to which existing levels of spending (and so presently-
observed best-in-class revenue raising effort) reflect what the community is willing to pay for in
the way of local government services and infrastructure.

And the PC takes no account of future spending pressures on councils, particularly on the
maintenance and renewal of ageing infrastructure. (It's also a pity that the PC’s terms of
reference preclude an examination of the capacity of councils to borrow or otherwise fund
capital spending, with the PC’s analysis focused on operating spending.) ‘

Even within these constraints, the PC has overstated the potential to raise additional revenue
were all councils to match the effort of best-in-class councils. Inclusion of variability across
councils and over time in capital contributions and in interest and other investment
income are the main culprits. Were these distortive influences removed, we think that the
potential additional revenue available to councils based on the PC’s benchmarking exercise
may be up to one-half of that suggested by the PC.

On top of this, the PC misstates the likely impact of any potential additional revenue upon the
financial performance of councils.

First, the PC’s treatment of capital contributions as indistinguishable from revenue from
property rates and user charges may be fine where such capital revenue is relatively
insignificant (as may be the case in the finances of the Commonwealth and State
governments). But failure to distinguish between operating and capital revenue is not so easily
justified in the case of local government with its asset-intensive activities especiaily in the
roads and stormwater drainage areas. The exclusion of these revenue items from the PC’s
analysis may well change the picture.

Secondly, without justification the PC’s framework presumes general purpose grants
have no particular role and that self-sufficiency should be targeted. To the contrary, such
grants are a reflection of vertical fiscal imbalance and serve to achieve some important equity
goals.

ACCESS
€CONOMICS




Assessing Local Government Revenue Raising Capacity: A Review

In fact, the PC seems to have ‘pulled its punches’ with regard to the roles and
responsibilities of the other spheres of government.

The PC’s analysis — even in its overstated form — clearly shows that many rural and remote
councils would not be financially sustainable even if they lifted their rates, fees and charges to
levels equivalent to the highest effort councils. This makes a persuasive case for the
Commonwealth to improve both the level and the distribution of general purpose grants. And
the PC should say so.

The PC’s survey of State government legislation and regulation also shows that — rate capping
in NSW aside — most of the States’ restrictions on council revenue raising have little practical
effect. While this may be the case currently, it is by no means certain that it will necessarily
remain the case. Also, the PC makes little of the costs imposed on councils and the economy
generally by such inefficient and ineffective regulation.

The PC has articulated principles of revenue raising to be adopted by individual councils. What
is missing is an equivalent set of principles to be followed by State governments when it
comes to the regulation of local government’s revenue raising conduct and performance.

If its analysis isn’t widened, we think there is a danger that the PC’s policy prescriptions for
councils (and the lack of them for the other spheres of government) are unlikely to create the
incentives necessary in future if councils are to be encouraged to pursue efficient and
equitable revenue raising policies.

Access Economics
February 2008
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1. INTRODUCTION

The Australian Local Government Association together with the Local Government Association
of South Australia have asked Access Economics to comment on the Productivity
Commission’s recent draft research report entitled Assessing Local Government Revenue
Raising Capacity, hereafter referred to as the “PC’s draft report”.’

The views expressed in this report are those of Access Economics and are not
necessarily endorsed by the ALGA or its constituent associations or by the LGASA or
its constituent councils.

Access Economics’ views are based on its economic credentials supplemented by the
experience it has derived over recent years in analysing local government finances.

We have restricted our review to chapters 4-6 and 8 of the PC’s draft report. In particular, we
have not looked at the issues raised in chapter 7 dealing with the distributional impact of local
government rates and charges.?

11 AREAS OF AGREEMENT

Overall, we agree with many of the PC’s findings. The fact that we challenge the interpretation
that could be placed on some of the PC’s findings should not detract from our support for the
general tenor of much in the PC’s draft report.

Fiscal capacity and revenue-raising effort

As to the issue at the heart of the PC’s draft report, the PC has got it right that the aggregate
income of a community is the main indicator of the community’s ability to pay for government
services. The higher the aggregate income of a community (ability to pay), the higher is the
fiscal capacity of its local government.

As income is a more appropriate indicator of a council’s fiscal capacity than the rateable value
of land, we agree that the approach taken by the PC is superior in principle to the approach to
defining and measuring fiscal capacity used by State Grants Commissions (SGCs).

Given the data sources available, we see no reason to quibble with the indicator used by the
PC of each council’s fiscal capacity, namely the sum of the disposable (after-tax) personal
income and the imputed after-tax income of businesses within a council's boundaries.

We therefore consider the PC’s resultant findings on fiscal capacity and revenue-raising effort
to be most instructive:

1 Productivity Commission 2007, Assessing Local Govemnment Revenue Raising Capacity, Draft Research Report, Canberra.

2 This also means we have not addressed aspect of the “affordability” question. The Shand Report defined affordability as *...the ability to
pay without serious economic difficulty. Ability to pay rates requires consideration of:

o the cost of rates relative to income and also relative fo wealth, to the extent that wealth can be converted into income

o having sufficient income to pay for rates without crowding out other critical expenditure

o ratepayers eaming greater income as a result of council investment in infrastructure and services.” (Shand Report (2007), p.185)
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a Fiscal capacity, as measured by after-tax income per person, differs across classes
of councils. Capital city and urban developed councils have fiscal capacities above the
national average. Urban fringe, urban regional and rural councils have fiscal capacities
at about or just below the national average. Remote councils have the lowest fiscal
capacity. (Finding 5.1)

a  Revenue-aising effort, as measured by how much own-source revenue a council
raises relative to its income base, varies significantly within and between classes of
councils. This suggests that factors other than income and the class of councils are
affecting observed revenue-raising efforts. Urban developed, urban fringe and urban
regional councils have the lowest average revenue-raising effort. Capital cities have
above average revenue-raising effort. Rural and remote councils exhibit the highest

revenue-aising effort. (Finding 5.2)

a Council own-source revenue raised per person increases with income per person of
the local community, the grants received per person, the number of people working in
the area, the length of roads and the number of properties rated and served and
decreases with population size. There are also differences between States.
(Finding 5.3)

Principles for revenue raising

In chapter 8, the PC’s draft report also encapsulates important principles to guide the revenue-
raising decisions of councils, reinforcing recommendations of earlier studies.?

The wider and more rigorous application of the principles outlined by the PC offers councils a
way to determine more effectively which services local communities really want or value and
how much they are prepared to pay for them. In this way, councils can more effectively
promote the well-being of their communities. Without doubt, implementation of these principles -
would improve council decision making, particularly in the context of effective revenue raising
and financial sustainability.

In our experience, many councils apply some of these principles, but to varying degrees. The
diversity observed goes beyond that justified by the diversity of goods and services provided
by councils across Australia.

Rates

Work we have undertaken elsewhere confirms that property rates are a relatively efficient way
to raise revenue to finance the provision of public goods and the subsidisation of government
services which exhibit externalities, supporting similar views expressed in the PC’s draft
report.

Our efficiency rankings of alternative tax sources are based on the ratio of the percentage
change in real consumption to the percentage change in tax revenue that is induced by
changing each tax in turn. The ranking primarily reflects a combination of:

o the differences in the elasticity of supply and demand in the relevant markets; and

o whether the taxes fall on businesses or households. Those that directly affect business
tend to be less efficient since:
- they have a proportionally larger impact on export industries which face very
elastic demand; and

3 PwC (2006), SA Inquiry (2005), NSW Inquiry (2006), WA Inquiry (2006) and Access Economics (2007).
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- they have second-round impacts through their effect on the cost of capital and,
thus, investment decisions and the accumulation of capital.

The more efficient taxes are those that apply to markets with relatively less elastic supply and
demand. This is especially true for land-based taxes (including property rates) which, in effect,
fall on the rental price of immovable land. Empirical studies of markets for land find very low
elasticities of demand and, especially, supply. Consequently, these are attractive markets from
the perspective of efficient taxation arrangements since quantities are not very responsive to
changes in price (or taxes) and thus the taxes involve relatively small distortions.

Therefore, property rates are an attractive method of financing any local public goods that
cannot feasibly be financed using fees and charges because the cost of excluding non-paying
users is generally prohibitive (for example, local roads). As a result, rates represent an
appropriate means of financing local public goods (excluding the annual charges elements
which relate to specific services where beneficiaries are identifiable, such as rubbish
collection). For goods and services where positive externalities arise, rates can be used to
partly subsidise the service. The extent of the subsidy should be guided by the monetary value
of the positive externality.

Rates setting can include both a minimum charge and an ad valorem component. In this case,
the minimum charge can reflect the fact that all users benefit from a particular service and the
ad valorem component can vary according to ratepayers’ ability to pay (based on property
values).

Fees and charges

There is also no disputing the PC’s view that fees and charges should be used as far as
practical to raise revenue for the provision of those goods and services that are not pure public
goods.

When properly applied, user charges ensure that goods and services provided by councils are
supplied to those that are willing to pay the opportunity cost of supply. In this way, the value
that consumers attach to goods and services and the relative costs of production of suppliers
are revealed.

When properly applied, developer charges are consistent with both efficiency and equity
objectives. Efficiency is promoted by forcing developers to internalise the cost of additional
infrastructure that is caused by the development. If this were not done, excessive levels of
development would be expected. A corollary is that if developer charges exceed the cost
imposed on existing communities by new developments, development would be discouraged.
Developer charges are also equitable, because they avoid some sections of the community
(those already living in a location) subsidising others (new residents). There are however clear
limits on the extent to which councils can and should use developer charges. Councils should
ensure that they reach those limits, because doing so is efficient and equitable. But there is no
economic rationale for exceeding them.*

4 see Shand Report (2007), pp.152-153.
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1.2 STRUCTURE OF REMAINDER OF OUR REVIEW

Our disagreements with the PC’s findings relate to other issues.

Chapter 2 takes a closer look at the implications of the PC’s empirical work for the future
revenue raising effort of individual councils. These implications are not all they seem to be.

Chapter 3 takes a closer look at the implication of the PC's empirical work for the
Commonwealth government. We find the PC’s analysis provides further support for increased
general purpose grants to local government, especially in relation to rural and remote councils.

Chapter 4 provides some thoughts on legislative and regulatory constraints currently imposed
on council revenue raising by State governments. We find that the main omission in the PC'’s
analysis in this area is the absence of detail regarding the appropriate framework for State
governments in their regulation of local government.
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2. IMPLICATIONS FOR INDIVIDUAL
COUNCILS

The focus of this chapter is on the implications of the PC’s key findings for councils
themselves. The following two chapters look at the implications also for the Commonwealth
and State governments.

The PC has first examined fiscal capacity and revenue-raising effort. As already explained,
broadly we have no problems with these parts of the PC’s analysis per se.

Rather, our concerns relate to the PC’s subsequent findings regarding the scope for and
impact of increased revenue raising by individual councils.

These concerns all relate to the interpretations likely to be placed on the PC’s main finding,
namely that most councils have the capacity to increase their own-source revenue in the order
of about 10%. A number of unjustified interpretations are likely, notwithstanding the PC’s
qualifications that:

...this analysis cannot provide insights into whether it might be possible for councils to raise more
revenue, if they so choose. That is, it does not reveal information about their potential to raise
additional revenue.

...Jand] the purpose of such an analysis is not to suggest that councils should raise additional
revenue. As pointed out later, in chapter 8, it is the responsibility of the council, and its local
community, to choose the appropriate level of revenue to be raised. (p.75)

Notwithstanding these qualifications, if left stated as bluntly as in the draft report, invariably the
PC'’s findings will be interpreted as implying that both:

a  councils should consider increasing their own-source revenue effort by at least 10%

o and, if a council chooses not to do so, then its resultant financial performance is its
own responsibility.

21 THE RELATIVE POTENTIAL TO RAISE REVENUE

Having quantified each council’s fiscal capacity and revenue-raising effort, the PC turns to
investigating the potential for individual councils to raise additional revenue.

In doing so, the PC has not addressed first order issues such as what the community wants a
council to provide in the way of services and infrastructure, which may be higher or lower than
the current level of provision. This gives rise to questions about whether institutional
arrangements and political considerations lead to outcomes that fully reflect community
preferences, and a range of other ‘willingness to pay’ questions.’

5 “Ratepayer concems may often reflect unwillingness, rather than inability, to pay based on dissatisfaction with perceived value for money
from rates. ... Dissatisfaction with council decision making and fack of willingness to pay also appears to be linked to public dissatisfaction
with consultation undertaken by local authorities.” (Shand Report (2007), p.187)
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Rather, for purposes of its analysis, the PC has limited itself to asking a more restricted
question involving the extent to which councils have the capacity to finance their existing
levels of spending.

Moreover, in part because of the prohibition in its terms of reference against looking at local
government’s capacity to borrow, the PC has also restricted itself to analysing the capacity of
councils to finance their existing levels of operating spending. This excludes the question of
(future) capital spending on infrastructure, and the associated issue as to whether any
forthcoming surge in renewal/replacement requirements is within a council’s existing revenue
raising capacity.

PC’s methodology and key findings

Based on existing levels of service, the PC has first undertaken what is in effect a
benchmarking analysis of the relative potential to raise revenue. The PC has applied a
technique known as statistical frontier analysis, which enables the determination of the
relative potential for each council to raise additional revenue after controlling for explicitly
identified factors influencing revenue raised per person and random variations across councils.
In this way, the revenue raised by councils with similar attributes can be compared.

The PC’s Table 5.4 (reproduced in part below) presents the results of its stochastic frontier
regression analysis.

Model 1:
Dependent variable is log of own-
Independent variables source revenue per person
Log of income per person 0.37%
Log of grants per person 0.182
Log of residential population -0.401°
Log of people employed in area 0.243%
Log of share of population Indigenous 0.003
Log of roads 0.031b
Log of properties 0.08%
Water (categorical variable) 0.286»
New South Wales 0.064°
Queensland .
South Australia -0.222>
Western Australia 0.104
Tasmania .
Northern Territory -0.445¢0
Constant 3.100°
Number of observations 2,886

a The reference State captured in the constant term is Victoria.
b Significant at less than the 0.1% level.
.. Not significant at 10% level or below.

This statistical analysis of the factors influencing the revenue actually raised by different
councils is used to predict the revenue that a council would raise, given its values for the
variables specified in the regression equation and the estimated parameters. In this way, the
PC derives indices of the potential to raise additional revenue. Typically, the relative potential
index for an individual council is less than unity. For example, if a council has an index of 0.8,
it is raising 80% of the revenue that it could potentially raise as assessed against its
hypothetical benchmark. If, after allowing for these factors, a council raises less revenue than
the hypothetical benchmark, this indicates that there is potential for a council to raise
additional revenue.
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The estimated indices of the relative potential to raise additional own-source revenue are
shown in the PC’s Figure 5.2 (reproduced below). Most councils have indices above 0.85.
There are a few with relatively lower values, between 0.7 and 0.8. Significantly, as fiscal
capacity (measured by per person income) increases, the PC has found that the average
index appears to remain fairly constant.

Figure 5.2  Estimates of the relative potential to increase own-source
reventue, by income
2000-01 to 2004-05
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Based upon these indices, the PC finds that:*®

On average, councils are raising almost 90 per cent of their potential, as defined in this analysis. That
is, the average potential fo raise additional own-source revenue appears to be in the order of about

10 per cent.. (p.77)

The PC has therefore concluded that most councils have some capacity to increase their own-
source revenue, with its indicative estimate being that, across Australia, own-source revenue
could be raised by about 10% or by an average of about $167 per person.

Assessment of PC’s analysis
It seems to us that the potential to raise additional revenue is in fact overstated by the PC.

Generally, we have no problem with the use of statistical frontier analysis to benchmark a
council’s revenue-raising effort. In fact, we acknowledge this approach is superior to the
approach we applied in some of the sustainability studies which made only crude attempts to
standardise for differences in characteristics and which generally applied below best-inclass
revenue effort standards. By contrast, the PC’s procedure is much more rigorous in taking into
account the factors that may explain council revenue raising as well as other random
influences, so ensuring that the revenue effort of councils with similar characteristics are being

8 The PC also presented these results in terms of the average potential to raise additional fotal revenue per person (i.e., including grants).
Although the effect of an increase in own-source revenue on total revenue is on average about 9% across Australia, it varies across classes

of councils because the share of own-source revenue in total revenue differs across classes of councils.
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compared. Moreover, the benchmarking is against best-in-class revenue effort, rather than
average effort or minimum top quartile effort.

Nor do our criticisms relate to limitations in the data. We recognise that:

...the results should be interpreted as preliminary and merely indicative. The Commission will
continue to work on issues relating to data and statistical analyses for the preparation of the final

report. (p.61)

Rather, we question some aspects of the PC’'s application of the frontier analysis. Our
concerns are evidenced by the resultant finding that no council is on the revenue raising effort
frontier. We think this is evidence that the PC’s finding that councils possess a capacity to
increase their own-source revenue by 10% may be overstated.

That none of the benchmarked entities end up on the frontier being measured — and all fall
inside that frontier — can be regarded as an unexpected result of any frontier analysis. But this
is the result thrown up by the PC’s analysis.

All benchmarking exercises, however sophisticated, are based on targeting behaviour or
performance exhibited by observed best-in-class behaviour or performance. They do not
involve establishing standards that are in excess of any entity in the frontier-establishing
sample of entities.

Technically, the PC’s result where no council is observed to be at the effort frontier, that is with
an index (in the PC’s Figure 5.2) at or near 1.0, is most likely explained by individual councils
being at the effort frontier in particular years only, but with none staying at the frontier for all
four years involved (2000-01 to 2004-05) in the data set used in the PC’s analysis.

The PC’s result therefore indicates that some important explanatory variables may be missing.

The most likely explanation seems to be that the PC’s result reflects inclusion in the effort
calculation of revenue elements that are volatile for reasons not included in the PC’s
regression equation. This is the case in particular with regard to contributions revenue (both
operating and capital). Year-on-year variations in contributions revenue do not necessarily
reflect variations in council revenue raising effort, but the activity levels of other governments
and developers in the years in question.

In addition, variability in interest revenue and perhaps other investment income generated by a
council’s holdings of financial assets and equity investments occurs mainly for reasons outside
the control of councils (e.g., interest rate movements and changes in returns on other
investments).”

Variations in these revenue items are unlikely to be explained by the factors included in the
PC’s regression equation.

To overcome these problems, we think the estimation of the revenue raising effort frontier
needs to be undertaken in terms only of those elements of each council’s own-purpose
revenue that are predictable from year to year, and not volatile (which would exclude operating
contributions and reimbursements, capital contributions and interest and other investment
income). Specifically, what is perhaps required is a Model 3, sitting between the PC’s existing

7 Also at issue is the likelihood that high or increasing interest revenue reflects inefficient or surplus holdings of cash and investments rather
than superior or best-practice revenue raising effort.
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Models 1 and 2, with this new model including revenue from sales of goods and services as
well as rates but excluding other revenue.

Also important could be the addition of other explanatory variables that have been shown by
our studies to also be important in accounting for differences in council financial performance,
notably growth differentials as measured by growth in population or property numbers.

Until these considerations are taken into account, it is possible that councils with effort indices
at around 0.95 are practically on the effort frontier. This means that such councils do not have
the capacity to increase their revenue raising. Furthermore, those councils that display effort
indices of less than 0.95 may have the capacity to increase their own-source revenue on
average by somewhat less than 10%.

2.2 FINANCIAL IMPACTS OF INCREASED REVENUE RAISING

PC’s methodology and key findings

The PC has also chosen to simulate the impact of raising additional revenue on council
financial performance. Specifically, the PC considered the impact of the increase in own-
source revenue (required to emulate the own-source revenue raised by similar councils) on
each council’'s aggregate cost recovery.

Using ABS government finance statistics (GFS), the PC has chosen to measure aggregate
cost recovery by own-source revenue (total revenue /ess grants) divided by total expenditure.

The PC finds that most councils have aggregate cost recovery ratios of less than unity, and
some much less. On average for councils across Australia between 2000-01 and 2004-05, the
PC has found that own-source revenue recovered 84% of total expenditure. Typically, capital
city, urban developed, urban fringe and urban regional councils have a higher than average
cost recovery. Aggregate cost recovery is lowest among rural and remote councils.

Of most significance, the PC finds that aggregate cost recovery across all councils could
potentially increase from 84% to 94% of total expenditure, assuming no matching increase in
expenditure.®

For urban councils, a modest increase in own-source revenues substantially improves their cost
recovery, making many councils financially independent (based on current levels of expenditure). For
rural and remote councils the situation is different. The increase in own-source revenue would
increase their already relatively high levels of revenue-raising effort. But since many rural and remote
councils experience relatively high expenditures in per person terms, any increase in own-source
revenues would still leave them substantially dependent on grants, at current levels of expenditure.
(pp.82-83)

Assessment of PC’s analysis

We have two related concerns about this aspect of the PC’s analysis. In summary, they
involve us challenging both:
a the validity or usefulness of the ‘aggregate’ cost recovery indicator used by the PC

a the assumption that financial ‘self-sufficiency’ is necessarily desirable for all councils.

8 This is the mean result for councils expressed on a population unweighted basis. When adjusted for population differences, the mean
aggregate cost recovery ratio is shown to increase from 98% to 109%.
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Measuring degree of “cost recovery”

Overall, we think that the PC’s analysis could be made much more pertinent if it adopted a
measure of cost recovery in which:

o the numerator included relevant grants revenue as well as appropriate own-source
revenue

a the denominator included only those expenditures intended to be funded by the
revenues included in the numerator.

Measured on this basis, the target cost recovery ratio would indeed be a ratio of around 100%
and the significance of the potential to raise additional revenue could be meaningfully
assessed.

However, the PC’s measure of “aggregate cost recovery” — own-source revenue (total revenue
less grants) divided by total expenditure — is not particularly helpful.

Assuming that “total expenditure” for this purpose refers to total expenses (see Box 1), we are
not concerned about the focus on operating expenditure. We think this inevitable when it
comes 1o assessing current fiscal capacities. Distinguishing between current and capital
spending, and between the financing of current spending through rates (the ‘tax price’ paid by
current ratepayers) and the financing of capital spending through debt (to be serviced by tax
prices paid by future ratepayers) is most important.®

Box 1: “Expenditure” or “Expenses”?

While most of the PC’s explanations are in terms of “expenditure”, we assume it means
“expenses”.

Expenses are explicitly referred to only in footnote (a) of Table 5.9. In all other similar
tables and throughout the draft report’s text, the reference is to “expenditure”.

Expenditure can include capital expenditure as well as operating expenditure. Given the
scope of the PC’s analysis, inclusion of capital expenditure would not be appropriate.

While the final report could more carefully clarify this point, there are indirect indications in
the draft report that capital expenditure is not included.
For example:

“The revenue raised by councils is driven by the need fo fund expenditures (including depreciation), after
netting out grants from other tiers of government.” (p.42)

“Rural and remote councils have higher expenditure per person compared with urban councils. This is largely
explained by ... rural and remote councils ... mainfaining more kilometres of roads per person ...". (p.44)

Depreciation and maintenance are important asset-related expenses.

Nor do we question the exclusion from revenue of changes to balance sheet items that do not
result from a transaction (e.g., revaluations which arise from price movements, including
exchange rate and interest rate movements) or of the net proceeds of asset sales.

9 As a general principle, operating expenses inclusive of a fair measure of annual depreciation represent the spending on outputs the
consumption of which give rise to benefits derived wholly in the current period. Capital spending results in benefits beyond the current period.
When the operating surplus appropriately measured is positive, own-source operating revenue (and associated grants) is more than
sufficient to finance current operations. When the operating surplus is negative (indicating an operating deficit), own-source operating
revenue (and associated grants) is insufficient to finance current operations.

10
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But we do not consider that the PC — following the ABS — is using the appropriate treatment of
capital grants and contributions.

In effect, the PC’s aggregate cost recovery ratio can be shown to be equivalent to:
1 + a council’s “net operating surplus/(deficit)” expressed as a % of its total expenses.

The net operating surplus/(deficit) concept being used here is an operating surplus/(deficit)
measured after capital grants and contributions (“capital transfers” for short). A net operating
deficit indicates that a shortfall has been incurred on current operations and that it is
necessary to liquidate assets, incur liabilities or increase equity in order to finance those
operations.

In the GFS system, capital transfers are classified as revenue because:
a  they increase net worth

o and they are indistinguishable from current transfers in their effect on government
operations and similar capital grants and subsidies from other governments."

However, we regard the operating surplus/(deficit) measure before capital transfers to be
the key analytical balance in relation to a council’s annual operating financial performance. In
contrast to the net operating surplus (and as explained below), the operating surplus/(deficit)
measure before capital transfers:

o measures a council’s annual net saving

o and recognises the distinctive role played by capital/developer contributions.

‘The ABS'’s net operating surplus concept is equal in concept to the national accounting
balance of net saving plus capital transfers. Therefore, when measured before taking account
of capital transfers, an operating surplus/(deficit) is equivalent to the ‘net saving’ aggregate in
the National Accounts. Net dis-saving (i.e., when net saving is negative) indicates the portion
of a council’s costs incurred in the year in question that is being transferred to tomorrow’s
ratepayers rather than being met by today’s ratepayers. Hence, the surplus/(deficit) measured
before capital transfers sheds direct light on inter-generational equity considerations crucial for
determining appropriate taxation levels."

In the asset-intensive context of local government, and to ensure that developer contributions
are efficiently and equitably applied, it is essential that capital/developer contributions are not
regarded as substitutes for rates (tax) revenue. Local government is much more asset-
intensive than the other spheres of government, so this issue is more important. Councils in
Australia are responsible for the management of non-financial assets and infrastructure with
an estimated current replacement value in excess of $300 billion, which is around 20% of all
assets held by the non-financial public sector in Australia. This compares with the local
government’s share of operating spending (GFS expenses) in the non-financial public sector in
Australia of around 5%.

10 ABS, Australian System of Government Finance Statistics: Concepts, Sources and Methods, Chapter 2: Australian GFS framework,
October 2003

1 Intergenerational equity is achieved when ratepayers today do not bear a disproportionate share of expenditure that benefits future
generations and vice versa.
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On this basis, it would be more informative if the PC used a cost recovery ratio measured
using revenue excluding not only (relevant'®) capital grants but also any capital contributions.

That is, it would be better if the PC used the following measure of cost recovery:

1 + a council’s “operating surplus/(deficit) before capital transfers” expressed as a % of
its total expenses.

In fact, the PC gives inadequate consideration to the appropriate temporal allocation of
revenues and costs. The closest the PC comes to this issue is in its revenue principles, where
it correctly states that:

A key responsibility for councils is to conduct the business of local government in a financially
sustainable manner. That is, the aggregate revenue raised by councils, plus that received from
grants, needs fo be sufficient to cover the aggregate long-run costs of delivering the services
provided on an accrual accounting basis. (p.147)

The PC recognises that for this purpose the aggregate cost to councils generally includes:

o operating expenses — such as labour, energy, materials, purchased services
(including contracted-out services)

o depreciation on all long-ived assets — such as roads, buildings, pavements, bridges,
water supply and drainage assets

a and, where councils undertake commercial operations, taxes paid to other spheres of
government and the return required on the opportunity cost of holding assets — based
on an appropriate rate of return on the investment in assets and appropriate valuation
of assets that the council intends to operate over the long term.

Is self-sufficiency an appropriate target?

The PC’s conceptual framework also seems to presuppose that grants do not have any
necessary role in local government.

Is the absence of inter-governmental grants an efficient or equitable outcome?

The desirability of ensuring that sub-national spheres of government face a hard budget
constraint does not preclude the national government providing financial support for activities
carried out by those other governments.

In Australia, the reasons for the system of inter-governmental grants are two-fold:

o to offset the imbalance which exists between the revenue raising and expenditure
responsibilities of the different spheres of government, with the level of general
purpose grants aimed at offsetting what is known as vertical fiscal imbalance (VFI)

o to enable the pursuit of certain equity goals, with the distribution of general purpose
grants serving explicit redistribution goals.

Among the three spheres of governments in Australia (Commonwealth, State and local
government), each has its own revenue raising powers and expenditure responsibilities.

12 We also advocate the treating of “capital” grants for renewals/replacement/rehabilitation purposes on an above-the-line basis, to the extent
that such grants are intended to relieve ratepayers from fully funding depreciation. In the Australian context, such a split in capital grants data
is only reported by SA councils.
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The following Table compares the proportion of taxes collected at the different spheres of
government in 2005-06 (the latest year for which full year actual data is available) and each
sphere’s proportion of tax-funded® own-purpose' expenses.

Taxes Raised and Spent, by Sphere of Government, 2005-06

% of total taxation raised % of total tax-funded Degree of VFI
own-purpose expenses (=Alg)
Sphere of government: (A) (B)
Commonwealth 82.2% 59.8% 1.37
State 14.8% 36.2% 0.41
Local 3.0% 3.9% 0.76
TOTAL 100.0% 100.0%

Source: Australian Bureau of Statistics, Cat No 5512.0; Commonwealth Budget Paper No. 3: Federal Financial Relations 2007-08

This Table confirms that:

o the Commonwealth’s tax revenue exceeds (by about one-third) its tax-funded own-
purpose expenses; and

a  the State and local governments’ tax-funded own-purpose expenses exceed (roughly
doubles) their tax revenues.

The States and local government require additional revenue if they are to fuffil their functions.
Fundamentally, mismatches between taxation collected centrally at the Commonwealth level
and the Commonwealth’s own spending responsibilities require the Commonwealth to provide
(and preferably make room for) the States and local government with either:

a new revenue-raising powers; and/or failing that
a financial assistance in the form of general purpose grants.

Ideally, each sphere of government should finance its assigned functions with funds that it
raises itself (the principle of ‘fiscal equivalence’).

However, there is a tension here with broader economic efficiency considerations which
require:
a the national government to levy taxes:

- on highly-mobile tax bases (to help avoid businesses and families moving
between localities due to tax considerations)

- on tax bases which are very uneven across localities so as to ensure fairness
- on tax bases with cross-border externalities (such as pollution or greenhouse
taxes or user charges for water rights)

a in contrast, sub-national governments to levy taxes on immobile tax bases.
Moreover, there are potentially significant economies of scale available in centralising tax

collection. These arise not only from economies in tax administration, but also because, for
example, the potential evasion and avoidance associated with mobility of tax bases when

13 Tax-funded expenses are total expenses of the general government sector excluding expenses funded from non-tax sources (e.g. user
charges, interest income). As such, taxSfunded expenses are expenses funded by either own-source taxes or grants from other spheres of
government.

14 Own purpose expenses of a particular sphere of government are the total expenses of that sphere excluding the grants it pays to the other
spheres of government.
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taxes are imposed and administered at lower spheres of government is reduced. This
suggests that sub-national governments should delegate tax collection on their behalf to the
national government.

In addition, when tax collection is centralised, there is also a tendency for sub-national
governments to harmonise the requirements they place on businesses and families — that is,
they agree to common definitions, common collection dates, and common reporting
requirements. These all have the benefit of reducing the cost of compliance.

In brief then, the State and local spheres of government should have access to all tax bases
that are not mobile or unevenly distributed or for which there are not significant economies of
scale available in centralising tax collection, to the extent warranted by their own spending
responsibilities.

The above discussion is a reminder that the longstanding consensus among economists in
Australia is that it makes sense for most taxes to be raised at the Commonwealth sphere of
government, with general purpose grants making up the gap arising because State and local
spheres of government have responsibilities which invariably see them spend more than they
tax.

Once a system of general purpose grants is in place to offset VFI, it also provides the basis for
pursuing distributional (or equity) objectives. The distribution of general purpose grants seeks
to affect the horizontal distribution of income, i.e., contribute to all Australians in similar
economic circumstances being treated in a similar way. While in principle the concern is with
the equitable treatment of individuals across localities, for practical reasons what is equalised
are the capacities of sub-national governments.

For these various reasons, general purpose grants from other spheres of government,
particularly the Commonwealth, have an important role to play in funding council expenditures
in addition to own source revenue.

The PC should therefore consider changing the measurement of its cost recovery index to
somehow include grants. Either they could be included in the measurement of the numerator
of the cost recovery index or they could be netted off total expenses in the denominator. Either
way, taking general purpose grants into account when assessing any impacts upon council
financial performance would avoid the misconception that self-sufficiency is necessarily a valid
fiscal target in its own right for councils. Rather, councils should be encouraged to target an
operating surplus after taking into account relevant (operating) grants but before any capital
transfers.

14
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3. ROLE OF THE COMMONWEALTH
GOVERNMENT

This chapter briefly considers the role to be played by increased general purpose funding
particularly to rural and remote councils.

The PC’s Table 2.3 (reproduced in part below) provided estimates of the level of all grants
received by local government.

Grants?® to local government from Commonwealth and State governments,

2004-05
Type of grant NSW Vic Qld SA WA Tas NT Total
General purpose grants 358 263 205 82 105 26 1 1,050
($M)
Identified local road 137 98 89 26 72 25 1 458
grants® ($M)
SPP direct grants (M) 90 78 54 22 43 10 7 305
State government 471 547 3N 75 203 40 125 1,831
grants ($M)
Total ($M) 1,056 986 79 205 423 101 154 3,644
Commonwealth grants 87 88 89. 84 110 127 146 91
per person ($/head)
State grants per person 70 110 94 49 102 82 621 92
($/head)

2includes current and capital grants P includes supplementary local govemment road funding for SA of $4 million

We recognise that these figures, notably as they relate to grants from State governments, may
be subject to some error. In our own work in local government, we have confronted different
reporting practices across the States. Different sources of such information have also proved
difficult to reconcile. This is something which the States (and the Commonwealth) need to
address.

Significant findings by the PC regarding the level and distribution of general purpose grants
include:

Even if councils were to increase their own-source revenue by an average of about 10 per cent, a
significant number of local governments, particularly rural (73 per cent) and remote (91 per cent),
would remain dependent on grants from other levels of govemment to meet their current expenditure.
(p.xxxv)

...an increase in Australian and State government grants is correlated with an increase in own-
source revenue. This might be due to an incentive for local governments to spend more than the
grant amount of local government services. Alternatively, grants might be allocated to local
governments that have higher expenditures and revenue requirements. (p.212)

...The application of horizontal equalisation leads to larger general purpose grants per person for
councils with relatively smaller rates bases and disadvantages in terms of the relative cost of
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delivering services. However, the total general purpose grants pool in each State is not sufficient to
achieve full fiscal equalisation. (p.22)

These findings point to important limitations in the existing level and distribution of general
purpose grants. It seems to us that the PC has ‘pulled its punches’ in this regard, by failing to
draw out such implications for the Commonwealth government.

3.1 VERTICAL FISCAL IMBALANCE ISSUES

When introduced in 1974-75, Commonwealth funding of local government was an
applications-based program. In 1976, income tax sharing arrangements were introduced. In
1985-86, tax sharing was replaced with the level of funding being capped and only allowed to
increase by 2% more than inflation for that year. Funding was then maintained in real terms
through to 1989-90.

In 1991-92, previously tied Commonwealth local road grants became untied and were paid to
councils as an identified local road grants component of general purpose grants. Until
1993-94, general purpose grants continued to be maintained in real terms.

Apart from a reduction in 1996-97 associated with a budgetary savings exercise, general
purpose grants to local government have been maintained in real per capita terms since then,
rising annually in line with an escalation factor taking into account changes in population as
well as inflation, as determined annually by the Commonwealth Treasurer. This reflects an
escalation arrangement similar to that adopted for the States until State financial assistance
grants were replaced by GST payments in 2000-01."™

In the long-term, our modelling has shown that a CPl-based real per capita escalator
(combining CPI and population increases) will fail to keep pace with the national tax take let
alone annual growth in nominal GDP."

In principle, and other things being equal, general purpose grants paid to each sphere of
government in Australia whose own-source revenues fall short of its own-purpose expenses
should escalate in line with the national tax take if VFI is to remain fully offset. In practice, such
a formuiation would involve some circularity. For this reason, basing escalation arrangements
on Commonwealth tax collections may be the best practical alternative.

Other things are not likely to be equal over time, however. In fact, any escalation factor
applying to general purpose grants to local government based on the growth path of
Commonwealth tax collections would need to be adjusted (up or down as the case may be)
from time to time for both:

o any differences over time in the relative rates of growth of Commonwealth tax
collections on the one hand and State and local tax collections (and so national tax
collections) on the other; and

o any differences over time in the relative rates of growth of local sector expenses on the
one hand and Commonwealth and State expenses on the other.

The first adjustment most likely would justify an escalation factor greater than the growth path
of Commonwealth tax collections, because of the lower income elasticity of property rates
compared with income and consumption taxes.

16 CGC (2001), pp.48-52.
"6 Access Economics (2004).
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By contrast, the second adjustment could call for an escalation factor lower than the growth
path of Commonwealth tax collections to the extent that the ageing of the population in
prospect (for one) is likely to impact more on the types of services funded by the
Commonwealth and the States (e.g., health) than local government. Offsetting this could be
the increasing infrastructure maintenance and replacement challenge facing local government
over the medium to long term.

3.2 HORIZONTAL FISCAL EQUALISATION ISSUES

The allocation of general purpose grants from the Commonwealth is influenced by horizontal
fiscal equalisation (HFE) principles. HFE is about providing each government within the
same sphere of government with the same financial capacity to provide services as every
other government within that sphere of government.

The interstate distribution of general purpose grants has been a contentious issue for some
time, with doubts existing that the equal per capita interstate allocation achieves HFE between
each of the States’ local government sectors. It presupposes, for example, that the distribution
of rural and remote councils is broadly similar across States.

Also, as the PC has noted, the intrastate allocation of the general purpose grants prevents
achievement of HFE between councils within each of the States’ local government sectors.

Overall, the difficulty that many councils — especially rural and remote councils — would still
face in recovering their costs even after lifting their revenue raising effort to best-inclass levels
(as evidenced even after the PC’s inclusion of capital revenue and its use of the aggregate
cost recovery ratio) is direct evidence of inadequacies in the existing level and distribution of
general purpose grants.

The relevant Commonwealth legislation itself recognises that full HFE is not being sought
within each State, and that the Commonwealth’s intentions in providing assistance under this
purpose are to reduce but not eliminate the disadvantage faced by some councils."”

Because general purpose grants currently are not designed to provide sufficient assistance to
meet all of the assessed needs of the disadvantaged councils, SGCs distribute the limited
assistance available among the disadvantaged councils in their State by scaling back their
equalisation assessments."

Compounding this problem is the existing minimum grants requirement that each council must
receive at least the amount it would have received if 30% of the funds made available to the
State were distributed on a per capita basis. Minimum grants prevent full HFE being achieved
because they:

a give some councils more assistance than HFE would warrant, thereby placing them in
an above average financial position; and

a reduce the assistance available for HFE purposes, so that disadvantaged councils
receive less assistance than HFE would warrant.”

7CGC (2001), pp.15,18.
18 Termed ‘factoring down’ by SGCs.

19 The Hawker Committee (2003) concluded that “... the minimum grants should be abolished in line with equalisation principles but phased
out over a period of three years. (Recommendation 16).” (para 6.94)
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Having no minimum grant would not, however, be the same as a ‘full’ HFE outcome as this
would require taking revenue from councils with a negative equalisation assessment and
sharing it among the remaining councils. Such inter-council transfers are not feasible.

Hence eliminating the minimum grants component of the existing general purpose
arrangement would not be sufficient.

If rural and remote councils in particular are to become financially sustainable, also required is
a measured increase in the size of the general purpose grants pool so that revenue shortfalls
experienced by these councils — even after they lift their revenue raising effort to best-of-group
levels — can be addressed.

Without much needed improvement in arrangements regarding the level and distribution of
general purpose grants to local government, rural and remote ratepayers are looking at tax
burdens well in excess of their urban counterparts. Not only is this is contrary to notions of the
equal treatment of equals (horizontal equity), it could be adding to the inequality in the
distribution of income among individuals and households (vertical equity).
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4. ROLE OF STATE GOVERNMENTS

This chapter looks in brief at the PC'’s analysis (in its chapter 6) of State government legislative
and regulatory constraints on the level and structure of rates, fees, charges and contributions.
The various State government restrictions on rating levels, structures, exemptions and
concessions can have both economic efficiency and distributional effects.

4.1 OVERVIEW OF PC’s FINDINGS

Constraints on rates

Property rates are the only tax instrument, and discretionary source of general revenue,
available to councils.

Council rates often include a fixed minimum charge, which may be levied in addition to an ad
valorem component. Rates may consist of general rates, separate or special rates.

In general terms, the PC’s findings are as follows:

a State legislation has little effect on councils’ ability to raise sufficient rates revenue to
finance appropriately local government provision of public goods and services, with the
flexibility of differential rates and rating structures providing councils with
considerable ability to influence the distribution of the rates burden among ratepayers.

Rates exemptions do not necessarily constrain aggregate revenue.

Where rates concessions are not fully reimbursed, revenue forgone may be able to
be offset by implementing rates increases for other ratepayers albeit with distributional
impacts on the remaining rateable properties.

a Rate pegging, which refers to State government restrictions on the annual percentage
increase in rates revenue, has dampened the revenue raised from rates in New South
Wales relative to other States and there seems to have been little offset from non-rates
revenue sources.

a  “..the overall impact on revenue raising of State government legislative and regulatory requirements is
minimal in most jurisdictions because of the considerable flexibility in rating regimes and, to some extent,
other offsets. Most constraints can be mitigated, at least to some extent, because they are either avoided
or other types of revenue are raised.” (p. 106)

Constraints on fees and charges

In general terms, the PC’s findings are as follows:

a  While fee and charge setting restrictions operating in most jurisdictions can result in
partial cost recovery, these do not appear to be a major constraint on revenue raising,
both on fees and charges revenue and total revenue.

o The capping of permit and licence fees set by State governments can be
ameliorated by generally liberal arrangements for setting other fees and charges, and
rates, in most jurisdictions.
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Constraints on developer contributions

Developer contributions involve either property developers being levied up-front for the cost of
providing a service or infrastructure or developers otherwise being required either to construct
infrastructure and transfer it to local government upon completion and/or to donate land to
local government for facilities such as public open space and roads.

In general terms, the PC’s findings are as follows:

o Councils in some States do not have the authority under State legislation to require
developer contributions for some facilities.

Unless prevented by legislation, voluntary arrangements could be made.

Where this is the case, it suggests that regulation of developer charges and
contributions is not a constraint on revenue-raising capacity to meet specific
expenditure needs.

o The developer contributions component of local government revenue has grown
considerably in recent times in most States.

4.2 ASSESSMENT OF PC’s FINDINGS

While the PC’s findings in this area individually are relatively uncontroversial, they risk missing
the forest for the trees. They lack an overarching perspective.

Understatement of inefficiencies arising from current State regulation

The PC has documented a significant amount of State government legislation and regulation
imposing or implying limits on the revenue raising of councils. The amount and extent of such
limits varies significantly across the States.

The PC seems relatively relaxed about the legislative and regulatory limits in place.
Nevertheless, as with all regulation, it comes at a cost to the community. At the very least, the
PC should be advocating that such regulation be subject to the same periodic review as
government regulation of the private sector.

Moreover, increased regulation is a constant threat to local government. For example, a cap
on rates based on the Consumer Price Index (CPIl) is always a possibility. Rate pegging has
only recently been introduced in the Northern Territory. The PC should be guided by the
Shand Report in NZ which, in the context of much higher recent annual increases in council
rates & charges, concluded that introduction of rate capping (even self imposed rather than via
regulation) was not supportable because it was:

...1oo blunt and intrusive an instrument fo achieve restraint given the wide variety of financial
situations and expenditure needs of different councils. It is difficult to define with precision, and is
therefore capable of manipulation. ...Rather, the Panel considers all councils should be required to
adopt clear and honestly measured financial targets, which would be reflected in [long-term business
plans] and a three-year indicative budget. These targets would cover proposed increases in

operating expenditures as well as rates. (Shand Report (2007), p.3)
More generally, the PC would be remiss if it fails to recommend that any new types of

regulation of local government revenue raising which are proposed in future by State
governments be subject to the usual cost-benefit assessments.
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Failure to identify regulatory principles

The PC’s survey has found in effect that much current State regulation of local government is
neither efficient nor effective.

Given these circumstances, and just as it has done for councils in the area of revenue raising,
the PC has the opportunity to set out some principles to be observed by State government
regulation of local government.

These principles could be based on the relatively fertile recent experience in New Zealand,
where central government oversight of councils basically aims at empowering councils and in
return puts in place associated consultation and accountability instruments.

In Australia, a coordinated national approach could be pursued through the Local Government
Ministerial Council operating under the Council of Australian Governments.

In place of the raft of piecemeal — and generally inefficient and/or ineffective — regulatory
arrangements currently in place, best practice would see State governments instead focussing
first on making legislative provision for community involvement in council decision
making, with the aim of enabling democratic local decision-making and action by, and on
behalf of, communities. Communities can be better involved in decision making via the
mandatory public notification of the release of defined proposals, such as a draft policy or a
proposed annual plan or long-term business plan. Such proposals should be made publicly
available, a set minimum period should be allowed for interested parties to make written
submissions, and councillors should be required to deliberate publicly on such written
submissions.

In this way, State legislation should focus in the main on.improving the quality of decision
making by councils. As shown in NZ, however, care is needed to avoid such statutory
provisions being excessively detailed, complex and potentially confusing for the various parties
involved (citizens, other stakeholders, and councils).

in addition, State legislation should concentrate on putting in place mechanisms which
ensure that councillors demonstrate accountability to ratepayers and the community.
Mechanisms recently canvassed in NZ could be considered. In the Australian context, this
would involve a State government’s regulation of local government (and its enable legislation)
also making clear provisions for the following:

a The use of standardised policy templates and guidance for implementation, aimed at
addressing poor understanding about the role of local government, its financial
decision making, its funding mechanisms, the opportunities for public participation, and
the accountability arrangements.

o Clear requirements for the long-term financial and asset management planning
processes.

o Consistent and comparable reporting on proposed levels of rates and rate increases,
to be achieved by way of a template, developed by local government in consultation
with other stakeholders and to be operated as a guide to best practice. This template
could set out:

- total rates and individual components (general rates, special rates, user charges,
and council-controlled fees and annual charges)

- the real change in rates (that is, adjusted for inflation as measured by the State
capital CPI)
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- the adjustment for increases in the number of rateable properties and other
growth factors

- the relative amounts and average rate borne by residential, business and rural
ratepayers and how this has changed from the previous year.

This would enable ratepayers and the community to better understand the rating

system and the expenditures behind their rate payments, to assess the changes that

are occurring in their council’s rates, and to make comparisons with other councils.

Consistency and clarity in rates assessment notices, with annual notices required to
set out, for each ratepayer, how much will be allocated for particular activities or
services. It should be clearly broken down into contributions to capital expenditures
and operating expenditure. It could also incorporate the information on overall rating
levels and rate increases set out above.

The requirement that explicit and clear medium-term financial targets be developed
and published by each council, with councils being required to adopt clear and
honestly measured financial targets, covering at least the medium-term budgetary
period. These targets should encompass changes in operating expenditures, as well
as the level of rates and some measure of the level of debt in relation to assets. These
should be developed as a best practice statement or template by local government in
consultation with other stakeholders. Their achievement or otherwise should also be
reported on in the audit report on the financial statements.

Consistent and comparable annual reporting on performance, including benchmarking,
based on a reporting template that meets the dual purpose of reporting on the funding
of both operating and capital expenditures and which clarifies the relationship between
accounting and funding issues.

Monitoring and review of the overall performance of each council by the State
department or office responsible for local government policy. Currently, however, these

departments or offices generally lack adequate resources or capacity for developing:
- good-quality information about the sector

- guidance for citizens and communities about implementation of legislation

- best practice guidance on implementation of local government legislation

- monitoring and review of implementation of local government legislation.
Certainly, outputs currently available publicly from these sources are very limited.

A significant opportunity would be lost were the PC to fail to advocate some of these guiding
principles for State governments in its final report. The observance of such principles by the
relevant State authorities — and the incentives thereby created for individual councils — will be
a key determinant of whether councils in future pursue efficient and equitable revenue raising
policies.
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APPENDIX

SUMMARY OF PC RESULTS

The following table pulls together the main empirical findings by the PC across the adjusted
ALGC classes of councils.
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