Overview

This Interim Report sets out our (i.e., the Financial Sustainability Review Board’s) initial findings regarding the state of the local sector’s finances in South Australia.

In this Overview we highlight our main findings and impressions to date. The reasoning underlying them is set out in chapters 2 to 8 of the Interim Report.

At first glance, council balance sheets in South Australia appear strong. But their annual operating statements tell a different story. Significant operating deficits are the norm, as are capital surpluses. These are contrary to generally-accepted principles – and experience elsewhere.

We consider continuation of current annual financial performance to be unsustainable over the medium- to longer-term.

We do not believe, however, that councils generally share our opinion. This may be, at least in part, because the type of analysis we have been asked to do is not normally seen as part of local government business. The councils that share our impression appear to be in the minority. We think that the local sector as a whole needs to develop a more shared understanding before it can meet the challenges involved. 

To us, there appear to be a number of factors contributing to the prevalence of operating deficits and their frequent coexistence with capital surpluses:

· councils’ rating effort during the 1990s appeared to lag that of the other spheres of government – which the rate increases over the last five years have not fully reversed;

· rating policy improvements have also lagged, or been adopted sometimes too late;

· deficiencies are evident in asset management practices and associated depreciation and asset valuation policies;

· in concert with this, spending on infrastructure is too low, with considerable aversion to borrowing (and debt) appearing to be widespread; 

· funding from other spheres of government has fallen below past levels and is insufficient to ensure that the SA local sector can set rates at levels similar to the level of rates on average in other States; and
· council spending on services, as well as administration costs, have grown strongly.
If the underlying sources of these contributing factors are not well understood, any quick fixes are unlikely to be effective.

For example, increasing council rates may, if more revenue is applied for example to initiatives other than infrastructure renewal or replacement, not address the problem. The same could be true for solutions such as local government being granted exclusive use of the property tax base – were that ever to be on offer.

Relying solely on a strategy of obtaining improved funding in the short term from Commonwealth and State governments is not without risk. There can be no certainty that such additional funding is in prospect. Further, strings attached to such additional funding may be unacceptable to local government.

Likewise, while there is almost certainly a case for some re-allocation of roles and responsibilities between spheres of government, these will take some time to negotiate whereas improvements are needed now in council finances. 

Nor do we see further amalgamations at this stage as a panacea, as the annual financial performance of most larger councils in South Australia does not appear to be fundamentally different from that of smaller councils.

While such structural and functional shifts may all be desirable outcomes, they are likely to take time to achieve and unlikely to be effective by themselves in addressing the current financial sustainability challenge facing SA councils. 

We see the unsustainable nature of the current (and prospective) annual financial performance of SA councils as being largely symptomatic of shortcomings in financial governance. Our observations are that:

· the setting of appropriate financial goals and targets seems to be in its infancy;

· the transparency of financial reporting by councils is not at a standard achieved at other spheres of government;

· budgetary frameworks, and associated internal reporting and monitoring, do not have the requisite comprehensive or medium to longer-term focus; and

· associated with all this, accrual accounting concepts (and reports) are often not used as a basis for formulating financial policies and targets, with much reliance remaining on traditional cash accounting concepts.

In our view, such shortcomings in financial governance policies and practices need to be addressed as a matter of priority if the unsustainable nature of local government finances in South Australia is to be overcome – and this is within the control of local government itself and does not require legislative change.

In time, we believe that other spheres of government will need to assist local government with its challenge. We are considering how best that might be done, but are convinced of one thing, namely that the local sector needs to take the initial steps along the path of improved financial governance so that there is a firm foundation for the intergovernmental collaboration and support that will ultimately be necessary. A few councils are showing the way when it comes to moving towards best-practice financial governance policies and practices.

We believe that local government has everything to gain by embracing a raft of financial governance reforms, and nothing to lose.

Finally, without any policy adjustment on the part of councils, we believe that the sector’s annual financial performance – and eventually its financial position – will only deteriorate further in future. Population shifts and ageing along with increasing environmental imposts will all take a toll on the sector as a whole, even if impacts on individual councils will differ.

We urge councils and other stakeholders to consider our interim findings, and to challenge them – or elaborate on them – both during the forthcoming hearings and by way of further written submissions. 

In this way, we will – as appropriate – modify, qualify or clarify our findings and impressions over coming months, as a basis for developing recommendations to be included in our final report due for publication in August 2005. 

Financial Sustainability Review Board

30 May 2005
INTERIM FINDINGS

The Nature of Local Government

· Financially sustainable local government is important to the State and the community.

· Local government plays a significant role in the public sector, which is substantially more than ‘roads & rubbish’.

· Local government has a relatively complex relationship with the State and Commonwealth governments, which has caused confusion about the relative roles and responsibilities of the different spheres of government.

· Nevertheless, the other governments impose few limitations on what services local government can provide. To a significant extent, what individual councils do is a function of their own policy choices.

· Councils in South Australia are also quite diverse in nature, differing in area, size, physical and social environments and economic prospects.

The Current State of Council Finances
· SA councils have very healthy looking balance sheets. For the sector as a whole (i.e., all 68 councils combined), net financial liabilities at 30 June 2004 (of $316 million) represented just under 3½% of the depreciated value of councils’ non-financial assets. This generally represents a very low level of financial gearing by councils.

· The state of councils’ annual operating statements is another thing, however. 

· Currently, on average, councils’ annual operating deficits are significant. Councils’ annual operating deficits in the 2003-04 year amounted to $49.2 million, equal to 18% of the sector’s annual depreciation expense. This compares with the State government’s general government sector operating surplus of 55%, and the operating surpluses in the local sectors in other States averaging 42%.

· Only 18 (or 25%) of SA councils recorded operating surpluses in 2003‑04. 

· Running operating deficits is not a sustainable strategy over time, as it generally involves using borrowings – to be paid for by future ratepayers – to pay for services consumed by current ratepayers rather than for renewal or replacement of assets. This does not conform with accepted inter-generational equity principles.

· Continuation of the local sector’s current approach may not bequeath future generations high debt. However, future generations are in danger of being left with an excessive burden when it comes to replacing or renewing essential infrastructure. The usual net borrowing (and accumulated debt) consequences of operating deficits have been avoided so far in South Australia’s case by many councils both:

· until recently, allowing assets to depreciate by more than they have been spending on asset renewal and replacement; and

· diverting capital revenues towards financing operating expense items such as service improvements and administrative costs. 

· That is, councils’ operating deficits have been typically offset, at least in part, by capital surpluses. For the sector as a whole, the annual capital surplus in the 2003‑04 year amounted to $52.0 million. 

· Only 23 (or about one-third) of SA councils recorded capital deficits in 2003‑04, with such deficits being the norm for the local sector in other States (averaging 54%).

· In the case of 20 (or about 30%) of SA councils, their capital surpluses more than offset their operating deficits, so avoiding any net borrowing (and increases in a council’s net financial liabilities) and creating the appearance of sound financial management. 

· Running capital surpluses to offset operating deficits is not a sustainable strategy over time, because it invariably involves running down infrastructure assets. 

· The current low level of borrowings (as indicated by the generally low level of financial gearing in the local sector) seems to have been driven by a widespread aversion to debt. However, a sensible level of borrowings, provided those borrowings are used to the benefit of current and future generations – usually by way of spending on asset renewal and replacement – needs to be part of the sector’s approach in future.

Council Rates and Other Revenue

· Were council rates to bear the entire adjustment necessary to tackle the SA local sector’s current financial sustainability problems, then ratepayers on average would be looking at one-off minimum 7% increases in their annual rates bills.

· Increasing council rates – at least to this extent – is not an easy option for councils.

· councils would experience difficulties in implementing such increases in an equitable fashion among ratepayers, given limits that exist in aligning taxes on property with ratepayers’ capacity to pay.

· the capacity of different councils to increase their rate income to the required extent varies enormously.

· Further, in our view it is likely that spending on activities other than those related to infrastructure renewal or replacement might increase in response to the availability of additional rating income.

· Councils have taken a couple of years to grapple with the impact of uneven movements in property valuations on the distribution of rates evident over the last few years. Initiatives recently taken within the sector as well as aspects of the Rating Amendment Bill should ensure that councils are better placed to manage such challenges.

· State government limits on council non-rate income need to be addressed, as do the impact of State-legislated concession arrangements on councils’ rate income.

Funding from Other Spheres of Government

· Other spheres of government have contributed to the current state of local government finances in South Australia.

· The pool of financial assistance grants (FAGs) provided by the Commonwealth government is below levels necessary to achieve fiscal equalisation:

· between the levels of government; and

· among councils within a State.

· South Australia receives a less-than-fair share of the national tax sharing pool, with the budgetary assistance component of FAGs distributed among States on an equal per capita basis and not on the basis of relative financial need – resulting in council rates in South Australia having to be higher on average than in States with lower needs.

· As to the identified local grants funding component of FAGs, the basis for South Australia’s share of such funding is quite anomalous. While this is currently being partly addressed by a three year program of additional Commonwealth funding, uncertainty exists over what is to happen at the end of this three year program. 

· In per capita terms, the current level of grants from the State government in South Australia is the lowest among the mainland States. Per capita grants from the State have not kept pace with inflation over the last couple of decades.

· The shortfall in funding on account of the above factors could be in excess of $50 million per annum.

· Compounding this revenue impact are adverse consequences on the expenditure side as the result of unfunded mandates resulting from past State government policies, notably:

· cost shifting – as we define it – has been the effect of many State policies in the past; and

· then there is ongoing overlap and duplication between State and local governments in certain areas where local government has a comparative advantage.

· However, we believe that local government in South Australia would be ill-advised to rely on a short-term change in attitude on the part of other spheres of government regarding the funding of local government.

· Some additional funding is as likely as not to come with ‘strings’ attached, including being provided for specific purposes.

· Indeed, unless local government takes the initiative in – or is seen to be – addressing some of its own problems, it runs the risk of having ‘solutions’ imposed by the other spheres of government.

Council Spending

· Currently, on average, council spending on infrastructure – particularly on the renewal or replacement of existing assets – is too low.

· It is mainly a backlog issue now, as the net acquisition of non-financial assets in the last year or two is about the rate of growth of the State’s population. Before that, the net acquisition of non-financial assets was well below the rate of growth of the State’s population.

· Over the 10 years to 2003-04, and inflation aside, the depreciated value of councils’ non-financial assets barely changed while the State’s population rose by around ½% per annum. 

· This is the equivalent of a cumulative $400 million shortfall in capital expenditure over this period, without taking into account any backlog on account of underspending in earlier years.

· Councils’ aversion to borrowing (and debt) seems to be the main cause, with internally-available capital revenue being diverted to financing operating deficits.

· There are hidden costs too in under-utilised and non-performing assets, associated with out-dated asset management practices. Depreciation and asset valuation policies are already recognised as being deficient.

· Council operating expenses have shown a propensity to grow faster than population and the CPI, and to parallel growth in State income.

· Cost shifting from the other spheres of government has played a part in pushing councils’ operating expenses up over time.

Financial Governance

· At the top of local government’s agenda should be improvements in the area of ‘financial governance’. 

· By financial governance we do not mean financial management; we mean:

· the roles and responsibilities assumed by elected councils for ensuring the viability, strength and ultimate sustainability of council finances; and

· the effectiveness by which a council’s financial managers are held accountable by the elected council for their performance of roles and responsibilities delegated to them by the elected council.

· Poor financial governance invariably leads to:

· inadequate control on growth in operating expenses;

· a neglect of essential capital spending; and 

· revenue-raising that is inflexible and inequitable.

· We see evidence of a need to improve financial governance in SA councils as a result of:

· an over-emphasis on managing for the present;

· the running of significant operating deficits;

· the past lag in tax effort relative to other spheres of government, and more recently delays in improving the efficiency and equity of rating policy;

· an excessive willingness to spend more on services, as well as to increase administration costs;

· infrastructure spending being too low, with aversion to borrowing (and debt) seemingly the main cause;

· lagging asset management practices, and uncertainty surrounding the measurement (and use) of depreciation expenses associated with the absence of uniform depreciation and asset valuation policies; and

· the persistence of cash accounting as a basis for internal financial reporting and decision-making.

· We acknowledge that such a harsh judgment does not apply equally to all councils. In fact, there are some councils that are already leading the way on the financial governance front, thereby providing an indication of the direction required for all SA councils.

· In our view, only once the SA local sector itself addresses the full gamut of financial governance requirements might other reforms be effective.

· Recent initiatives by the SA Local Government Financial Management Group and some proposed amendments to the Local Government Act currently under consideration should go some of the way to providing the platform for change. 

· Improved financial governance is within the responsibility of local government itself, and does not necessarily require any legislative changes on the part of the State government.

The Outlook for Council Finances

· On the basis of unchanged spending and revenue policies, we would expect the recent trend reduction in councils’ annual operating deficits, on average, to first slow down in coming years and then reverse in time given ageing and shifting population and environmental pressures. 

· At the same time, we expect councils’ annual net borrowing, on average, to become significant as the net acquisition of non-financial assets catches up with population growth (and past backlogs are addressed) and capital deficits therefore emerge in time.

· The implementation of financial governance reforms is therefore also necessary to reduce the impact of likely future external developments on council finances.






























































































































































































































































































� This Overview and the following Interim Findings are extracted from The State of Local Government Finances in South Australia: An Interim Report (“the Interim Report”) published by the Financial Sustainability Review Board on 30 May 2005. The full Interim Report provides details of the Review Board’s assessments and conclusions, and can be downloaded from � HYPERLINK "http://www.localgovinquiry.net.au/Interim%20Report%2030%20May%202005.pdf" ��http://www.localgovinquiry.net.au/Interim Report 30 May 2005.pdf�
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