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1.
EXECUTIVE SUMMARY

The greatest medium to long term challenge facing the local government sector in Victoria is financial sustainability.  Within the current Australian structures of government, local government is subject to a range of structural and policy impediments that threaten longer term viability.

The most critical structural limitation is local government’s limited capacity to raise funds.  There are substantial differences in the revenue profiles of councils and their ability to generate own-source revenue.  

A large recurrent funding gap has been identified in Victoria’s local government sector.  This gap comprises a significant under-spend on asset renewal.  It is questionable whether this gap could, or should, be met from council rates.  The gap comprises annual shortfalls recorded over a number of years.  Although the annual deficiency has been reduced by substantial increases in rates, it still amounted to $316.3m in 2001-02.  

Exacerbating local government’s recurrent funding gap is the high degree of vertical fiscal imbalance (VFI) between the Commonwealth and State and local government.  State and local governments are heavily reliant on tax transfers from the Commonwealth in the form of general purpose and specific purposes payments.  The issue of VFI is most pronounced for local governments with outlays at 2.4 times the level of own source revenues.  

The Commonwealth has an obligation to provide a share of tax revenues to State and local governments that reflects their expenditure responsibilities.  Local government must have access to a tax transfer from the Commonwealth in order to provide adequate services and develop local and regional resources.  The current process for enabling this tax transfer, the FAGS system, provides an appropriate method of facilitating a tax transfer from the Commonwealth to local government that is sensitive to the state variations in local government roles, responsibilities and asset profiles.

The single biggest factor limiting the effectiveness of the FAGS process is the inadequate quantum of funds available.  The Commonwealth must address both the quantum of funds available and provide for a realistic growth factor of the FAGS process.  

There is a clear necessity to develop a new intergovernmental agreement between Commonwealth, State and local governments that addresses the issues of tax transfer from the Commonwealth to other levels of government and provides for a growing sustainable revenue stream for local government.  This is not just an issue for local government but one that underpins the long term effectiveness of our federal system.
2.
INTRODUCTION

2.1
The Municipal Association of Victoria

The Municipal Association of Victoria (MAV) is the peak body for local government in Victoria with a legislative responsibility to represent all 79 councils.  The purpose of the Association is to promote and support the interests of local government throughout Victoria as defined in the Municipal Association of Victoria Act 1907.  

The MAV assists local government in achieving the highest levels of respect and recognition through its work with State and Commonwealth Governments and a wide range of interest groups.  The Association is involved in developing and supporting a number of local initiatives that relate to social, cultural and economic issues.  

2.2
Local government in Victoria

Victorian local governments have undergone significant reform since 1993. Following an intensive period of amalgamation, the number of councils was reduced from 210 to 79.  The Victorian Local Government Act 1989 provides the legislative basis from which councils operate in the State and vests power in each council to exercise any powers or functions specified in the Act or by other legislation.  

The purposes and objectives of local government contained in the Act are wide ranging.  The purpose of a council includes, but is not limited to:

· providing peace, order and good government in its municipal district;

· providing equitable and appropriate services and facilities for its community; and

· ensuring that those services and facilities are managed efficiently and effectively.

In addition, the Act goes further in providing an exhaustive list of functions of councils under Schedule 1.  The functions are categorised into the following:

· general services, such as fire prevention, local emergency management and litter control; 

· health, education, welfare and other community services; 

· planning and land use; 

· property services, including land development schemes and waste management;

· recreational and cultural services;

· roads, including footpaths, bridges, drainage, traffic control and signs; and

· any other functions relating to the peace, order and good government of the municipal district, including transport, tourism and environment control.

In addition, to the Act, other State legislation requires councils to undertake activities in areas such as public health.  

2.3 Inquiry terms of reference

In responding to the inquiry’s terms of reference, the MAV submission deals specifically with terms of reference a) on the distribution of the tax burden, d) on the long term effects of the tax burden and e) on intergovernmental relations.  

3.
DISTRIBUTION OF TAX BURDEN

Key Points:

· A key characteristic of federal financial relations is vertical fiscal imbalance.

· Local government has a limited capacity to meet its service and infrastructure obligations.  The Commonwealth does have the revenue capacity to better support local government.

· Local government raises revenue from its own sources, primarily property tax, but is increasingly reliant on Commonwealth and State funding for specific service provision.

· One of the features of a property tax system is that it is not sensitive to the level, extent and distribution of the tax burden on individuals and individual businesses.  Property taxes do not recognise the situation where ratepayers are asset rich and cash poor.

3.1
Current Commonwealth-State-Local Government Financial Relations

Within current financial relations, Victorian local government has access to three core sources of revenue.  They are:

· rates, fees, fines and charges;

· general purpose payments; and

· specific purpose payments.  

Local government is heavily reliant on Commonwealth and State government for funding and the economic and financial relationship between the three levels of government is complex.  The autonomy of councils is severely restricted as the contributions from the Commonwealth and State are subject to discretionary decisions beyond local government’s control and influence.

The Commonwealth Government provides direct financial assistance grants (FAGS) to local government through the Local Government (Financial Assistance) Act 1995.  

FAGS are provided in the form of untied general purpose assistance and untied identified local road funding.  The general purpose grants are distributed to States on a per capita basis and the roads grants on a fixed share basis.  Each State’s Local Government Grants Commission determine the intra-state grant allocations to individual councils and, with reference to a set of National Principles, apply varying methodologies in their intra-state distributions.  In 2002-03, the Victorian local government sector received a total FAGS allocation from the Commonwealth of $340.4 million.

In addition to FAGS, a range of specific purpose grants are provided to councils from the Commonwealth and State which target specific program areas such as home and community care (HACC), road maintenance, public libraries, maternal and child health (M&CHS), pre-schools and environment programs.  In 2000-01, recurrent specific purpose funding from the Commonwealth and State was worth an estimated $315 million.  In 2000-01 over 75% of current specific purpose funding was either directly funded by, or had its distribution determined by the State Government.

3.2
Vertical Fiscal Imbalance

From Victorian local government’s point of view, the major characteristic of these intergovernmental financial relations is vertical fiscal imbalance.  VFI can be best summed up as an inverse relationship between revenue raised and expenditure responsibilities.

Analysis of the pre budget papers released by the Ministerial Council for Commonwealth-State financial relations showed that for 2001:

· the Commonwealth raises 70% of taxes (after distribution of GST revenues to the States) but Commonwealth outlays amount of only 35% of the national total  

· the States raise 27% of taxes but are responsible for 54% of outlays; and

· local governments raise 3% of taxes and are responsible for 11% of outlays.  

As a result, State and local governments are heavily reliant on tax transfers from the Commonwealth in the form of general purpose and specific purposes payments.  Commonwealth transfers to the States are based on the goal of horizontal fiscal equalisation through the CGC applying HFE principles.  Commonwealth transfers to local government, as outlined above, are made via State Grants Commissions and these bodies apply HFE principles in allocating funds to local governments within a State.

The issue of VFI is most pronounced for local governments with outlays at 2.4 times the level of tax revenues.  

3.3
Structural Limitations on Local Government Revenue

Local government’s ability to increase taxes, at least in Victoria, is heavily restricted.  Commonwealth and State taxes are more closely aligned to capacity to pay than property taxes.  The Commonwealth levies taxes on the income of individuals, businesses and non-residents, goods and services (GST), fringe benefits and superannuation.  The States receive the net GST revenues collected by the Commonwealth and also have access to payroll taxes, stamp duties, land taxes and taxes on gambling and vehicle use.
One of the features of a property tax system is that it is not sensitive to the level, extent and distribution of the tax burden on individuals and individual businesses.  Property taxes do not recognise the situation where ratepayers are asset rich and cash poor.  In these cases ratepayers may have considerable property assets, often the family home, but have a low level of disposable income - a good example being aged pensioners. The phenomenon of the aging population and its associated service demands will pose further problems for the financing of services from individuals that are asset rich and cash poor.  

Taxes on income and consumption are much more reflective of capacity to pay as tax rates are based on the level of income.  

An added constraint is that council rates are highly visible as they are raised on a single annual rate notice.  Any significant movement in the amount of rates is open to criticism, making them vulnerable to political pressure. On the other hand, income and consumption taxes are paid continuously by individuals.  

The issue is not restricted to the technical limitations of local government rates but also the control that is exercised by State Governments.  This is brought about because local governments are created by State legislation.  Council rates are increasingly seen as a vehicle for collecting State revenues (for example Fire Services Levy).  Historically, local government rates have been subject to rate capping/restrictions by State Government.  While this presently is not the case in Victoria, there is annual pressure applied by the State to keep annual rate rises in line with the general movement in CPI.  This ignores the reality of the infrastructure and service responsibilities that Victorian local governments are expected to provide.

Another clear limitation on local government revenue is that the state legislation controls what is rateable.  Legislation at the State level provides for “non-rateable status” for a range of rate exemptions for privatised infrastructure and services such as water, electricity and transport.  This is a clear distortion of the rating system.

The challenge is to address the growing incompatibility between a property-based tax system and population driven demand for service provision.

4.
LONG TERM SOCIAL AND ECONOMIC IMPACTS

Key Points:

· There are substantial long term economic challenges facing local government.  The largest is an overall lack of funds with which to simultaneously fund services and to provide for the necessary renewal of assets.  

· In 2001-02 Victorian councils faced a funding shortfall of $316.3m.  Of this, approximately $60m of the problem can be apportioned to cost shifting.  The remainder of the deficit is an underspending on asset renewal and replacement

· Analysis shows that the proportion of rate revenues represented by councils’ aggregate loan liability, unfunded superannuation liability and cumulative capital spending deficit over the past five years (together termed LUC) poses an insurmountable burden for a number of Victorian councils.  In more than one third of Victoria’s 79 councils LUC exceeds annual rate revenue.

4.1
Local Government’s Funding Gap

There are substantial long term economic challenges facing local government.  The largest is an overall lack of funds with which to simultaneously fund services and to provide for the necessary renewal of assets.  Financial data shows that the issue of cost shifting in responsibilities for, and funding of, major specific programs, while a significant issue, is secondary to this problem.

The MAV has documented cost shifting of at least $40m per annum (in 2001-02) in the recurrent funding of three major specific purpose funding programs affecting Victorian councils  - major HACC services, Libraries and Maternal and Child Health.  Up to an additional $20m of cost shift has probably occurred in a range of other specific programs covering local government functions.  In comparison, a real annual shortfall of $616.7m to $316.3m per annum between 1995-96 and 2001-02 in councils’ core funding gap is identified.  Table 1 shows a comparison of councils’ core recurrent funding sources and expenses over recent years.

The data shows that councils have increased rates, fees and charges at a relatively high rate, within the structural limitations outlined above, in an attempt to reduce the funding shortfall.  An important factor impacting councils spending on assets was the Kennett government’s requirement for rate reductions.   The imposed savings resulted in councils reducing their capital spend by one third in 1995-96.  The introduction of new standards relating to accounting for assets also meant that some councils discovered that some assets had been substantially undervalued and therefore historic levels of renewal spending were deficient.  

A cumulative gap of approximately $3.1b over seven years between expenses and councils’ core revenue streams is indicated, which is equivalent to a real average annual increase in rates of about 23%.  This finding aligns with the 2002 report of the Victorian Auditor General, titled “Management of Roads by Local Government,” who estimated a deficiency of between $1.4b and $2.75b in council spending on renewal and maintenance of local roads over the past five years.  The Auditor-General commented on the compounding future asset renewal costs that councils were facing and confirmed that in general, rate revenues were not being set at a level that would enable assets to be renewed when needed.  

Table 1:  Victorian Local Government Income and Expenditure (real $m)

	Real $m 
	1995-96
	1996-97
	1997-98
	1998-99
	1999-00
	2000-01
	2001-02
	Average Annual Change

	Rates, Fees, Fines & Charges


	1,911.4

74%
	1,963.7

76%
	2,080.8

78%
	2,173.6

78%
	2,271.4

79%
	2,278.7

78%
	2,413.6

78%
	4.0%

	Untied Revenue Grants


	308.2

12%
	313.2

12%
	313.8

12%
	316.5

11%
	317.9

11%
	320.1

11%
	326.0

10%
	0.9%

	Specific Purpose Revenue


	350.4

14%
	313.3

12%
	280.1

10%
	283.3

10%
	282.8

10%
	323.7

11%
	371.6

12%
	1.0%

	Total


	2,570.0
	2,590.3
	2,674.7
	2,773.4
	2,872.1
	2,922.5
	3,111.2
	3.2%

	
	
	
	
	
	
	
	
	

	a.  Recurrent Expenses  ex. depreciation


	2,585.3
	2,546.8
	2,454.9
	2,580.3
	2,665.1
	2,629.3
	2,764.4
	1.1%

	b.  Recurrent Expenses incl. depreciation (2)


	2,852.4
	2,839.6


	3,082.6
	3,206.3
	3,308.8
	3,289.9
	3,426.9
	3.1%

	c.  Recurrent expenses incl. depreciation (3)


	3,186.7


	3,137.4
	3,082.6
	3,206.3
	3,308.8
	3,289.9
	3,426.9
	1.2%

	a.  Difference


	- 15.2
	43.5
	219.8
	193.1
	207.0
	293.3
	346.2
	

	b.  Difference


	- 282.4
	- 249.3
	- 407.9
	- 433.0
	- 436.7
	- 367.4


	- 316.3
	

	c.  Difference


	- 616.7
	- 547.1
	- 407.9
	- 433.0
	- 436.7
	- 367.4
	- 316.3
	


Source:  Council returns to VGC

Notes:
Excludes expenses on main roads which are reimbursed


United revenue grants are Cwlth General Purpose Grants and Local Roads Grant


b -  As reported

c - adjusted based on expenses including depreciation at around 124% of Expenses ex depreciation for 1995-96 and 1996-97

4.2
Long Term Financial Performance of Local Government

Data from councils’ annual reports show that the proportion of rate revenues represented by councils’ aggregate loan liability, unfunded superannuation liability and cumulative capital spending deficit over the past four years (together termed LUC)
 poses an insurmountable burden for a number of Victorian councils.  In more than one third of Victoria’s 79 councils LUC exceeds annual rate revenue.

It is not surprising that many of these at-serious-risk councils are rural councils with small and declining population and extensive roads infrastructure. A significant number are characterised by declining populations, relatively low levels of local income and limited or no opportunities to generate dependable revenues from development and discretionary sources such as parking or municipal enterprise.  The geographic proximity and structural characteristics of these councils also means that the funding issue cannot be addressed through further municipal restructure.

The situation is a worsening one for a number of councils.  In 1997-98 there was only one council where LUC was twice the value of rate revenue.  By the end of 2000-01 seven councils were in this position.  Table 2 provides a full breakdown by council.

Table 2: LUC by council in Victoria, 2001-02

	Council
	Type
	LUC 2001-02 ($m)
	LUC as % Rate Revenue
	Population 2001
	5 Year Average Annual Population Growth
	Ratio of Mean Taxable Income to Victorian Average

	Alpine
	Small Shire
	(1.9)
	-30%
	12,788
	1.00%
	83%

	Ararat
	Small Shire
	6.3
	126%
	11,301
	-0.60%
	86%

	Ballarat
	Regional City
	37.9
	133%
	82,698
	0.90%
	89%

	Banyule
	Inner Metro
	(0.3)
	-1%
	119,380
	0.30%
	105%

	Bass Coast
	Small Shire
	11.9
	90%
	23,880
	2.10%
	78%

	Baw Baw
	Large Shire
	(3.6)
	-25%
	35,593
	0.60%
	86%

	Bayside
	Inner Metro
	26.3
	83%
	92,287
	1.30%
	140%

	Boroondara
	Inner Metro
	14.9
	25%
	161,810
	1.00%
	145%

	Brimbank
	Outer Metro
	31.2
	66%
	166,802
	1.40%
	91%

	Buloke
	Small Shire
	12.7
	277%
	7,146
	-2.10%
	72%

	Campapse
	Large Shire
	11.2
	75%
	35,656
	0.50%
	80%

	Cardinia
	Outer Metro
	3.3
	22%
	47,006
	1.90%
	93%

	Casey
	Outer Metro
	(9.1)
	-19%
	182,863
	4.20%
	94%

	Central Goldfields
	Small Shire
	(1.0)
	-21%
	12,526
	-0.60%
	76%

	Colac-Otway
	Large Shire
	13.8
	138%
	20,207
	-0.50%
	81%

	Corangamite
	Large Shire
	30.0
	355%
	16,764
	-1.20%
	79%

	Darebin
	Inner Metro
	(45.7)
	-105%
	130,649
	0.50%
	91%

	Delatite
	Large Shire
	4.5
	47%
	20,162
	0.10%
	82%

	East Gippsland
	Large Shire
	16.6
	85%
	39,025
	0.00%
	79%

	Frankston
	Outer Metro
	2.2
	7%
	115,203
	1.10%
	92%

	Gannawarra
	Small Shire
	8.2
	187%
	11,707
	-1.40%
	77%

	Glen Eira
	Inner Metro
	(6.6)
	-18%
	125,988
	0.90%
	107%

	Glenelg
	Large Shire
	(0.0)
	0%
	19,535
	-1.30%
	92%

	Golden Plains
	Small Shire
	(2.1)
	-59%
	14,817
	1.50%
	86%

	Greater Bendigo
	Regional City
	(15.4)
	-47%
	88,973
	1.00%
	84%

	Greater Dandenong
	Outer Metro
	34.9
	89%
	132,096
	0.00%
	86%

	Greater Geelong
	Regional City
	(3.6)
	-5%
	193,582
	1.10%
	95%

	Greater Shepparton
	Regional City
	8.7
	42%
	57,202
	1.10%
	84%

	Hepburn
	Small Shire
	6.3
	119%
	14,210
	0.30%
	82%

	Hindmarsh
	Small Shire
	(1.8)
	-60%
	6,319
	-1.60%
	77%

	Hobsons Bay
	Inner Metro
	10.2
	30%
	84,372
	1.60%
	100%

	Horsham
	Regional City
	14.2
	214%
	18,185
	0.30%
	83%

	Hume
	Outer Metro
	47.3
	115%
	137,391
	2.60%
	94%

	Indigo
	Small Shire
	(0.7)
	-14%
	14,388
	0.30%
	89%

	Kingston
	Inner Metro
	74.6
	179%
	135,773
	0.90%
	97%

	Knox
	Outer Metro
	18.6
	51%
	147,801
	1.60%
	98%

	Latrobe
	Regional City
	20.2
	68%
	68,721
	-0.70%
	98%

	Loddon
	Small Shire
	(1.4)
	-32%
	8,517
	-1.30%
	74%

	Macedon Ranges
	Large Shire
	12.1
	84%
	36,780
	1.50%
	102%

	Manningham
	Inner Metro
	(42.8)
	-118%
	116,055
	1.00%
	112%

	Maribyrnong
	Inner Metro
	25.9
	80%
	61,329
	0.00%
	92%

	Maroondah
	Inner Metro
	26.2
	89%
	100,172
	0.90%
	98%

	Melbourne
	Inner Metro
	(63.4)
	-61%
	57,248
	7.60%
	132%

	Melton
	Outer Metro
	17.8
	92%
	54,953
	6.20%
	94%

	Mildura
	Regional City
	4.7
	22%
	49,206
	1.40%
	81%

	Mitchell
	Large Shire
	5.6
	60%
	27,542
	1.40%
	91%

	Moira
	Large Shire
	30.9
	279%
	26,436
	0.40%
	80%

	Monash
	Inner Metro
	2.7
	6%
	164,647
	0.50%
	104%

	Moonee Valley
	Inner Metro
	16.9
	45%
	112,973
	0.50%
	102%

	Moorabool
	Large Shire
	7.3
	89%
	24,463
	1.30%
	95%

	Moreland
	Inner Metro
	10.2
	24%
	137,677
	0.10%
	92%

	Mornington
	Outer Metro
	36.1
	72%
	130,404
	2.10%
	98%

	Mount Alexander
	Small Shire
	7.2
	137%
	16,540
	-0.20%
	82%

	Moyne
	Large Shire
	(3.9)
	-56%
	15,886
	-0.80%
	81%

	Murrindindi
	Large Shire
	4.3
	63%
	13,058
	0.20%
	85%

	Nillumbik
	Outer Metro
	9.7
	47%
	60,718
	1.20%
	110%

	Northern Grampians
	Small Shire
	11.4
	196%
	12,953
	-0.60%
	81%

	Port Phillip
	Inner Metro
	(1.6)
	-3%
	84,615
	2.10%
	126%

	Pyrenees
	Small Shire
	2.5
	86%
	6,562
	-1.20%
	77%

	Queenscliff
	Small Shire
	(0.7)
	-30%
	3,390
	-0.40%
	99%

	South Gippsland
	Large Shire
	11.5
	91%
	25,566
	0.10%
	82%

	Southern Grampians
	Large Shire
	0.7
	9%
	16,427
	-1.40%
	79%

	Stonnington
	Inner Metro
	(22.7)
	-58%
	93,703
	1.10%
	160%

	Strathbogie
	Small Shire
	10.7
	236%
	9,338
	0.10%
	78%

	Surfcoast
	Large Shire
	14.5
	115%
	20,515
	2.80%
	97%

	Swan Hill
	Regional City
	7.2
	77%
	20,873
	0.00%
	77%

	Towong
	Small Shire
	1.3
	42%
	6,074
	-1.30%
	79%

	Wangaratta
	Regional City
	7.3
	76%
	25,782
	-0.20%
	84%

	Warrnambool
	Regional City
	5.0
	46%
	29,323
	1.40%
	86%

	Wellington
	Large Shire
	39.8
	195%
	40,275
	-0.60%
	91%

	West Wimmera
	Small Shire
	(2.0)
	-70%
	4,740
	-1.80%
	72%

	Whitehorse
	Inner Metro
	(21.6)
	-58%
	147,600
	0.60%
	104%

	Whittlesea
	Outer Metro
	36.0
	96%
	118,764
	2.30%
	89%

	Wodonga
	Regional City
	4.8
	36%
	32,379
	1.40%
	89%

	Wyndham
	Outer Metro
	(17.4)
	-47%
	88,133
	2.90%
	98%

	Yarra
	Inner Metro
	6.1
	15%
	70,128
	0.90%
	112%

	Yarra Ranges
	Outer Metro
	19.1
	39%
	144,125
	1.00%
	93%

	Yarriambiack
	Small Shire
	10.1
	228%
	8,229
	-1.40%
	76%


Note: 
Mean Taxable Income based on ATO Data for 1998-99

5.
ROLES OF COMMONWEALTH, STATES AND LOCAL GOVERNMENT

Key Points:

· Within the current system of federal financial relations, the Commonwealth has an obligation to provide a share of tax to State and local governments that realistically reflects their expenditure responsibilities.  

· Local government must have access to a tax transfer from the Commonwealth in order to provide adequate services and develop local and regional resources.  

· There is a clear necessity to develop a new intergovernmental agreement between Commonwealth, State and local government that addresses the issues of tax transfer from the Commonwealth to local government.
Within the current system of federal financial relations, the Commonwealth has an obligation to provide a share of tax to State and local governments that realistically reflects their expenditure responsibilities.  This is a responsibility that underpins governance structures.  It requires the Commonwealth to better recognise local governments’ role as both service provider and a form of local governance in its own right.  Clearly, the current level of VFI is unsustainable over the longer term as the gap between local government’s expenditure demands and revenue widens.

Local government must have access to a tax transfer from the Commonwealth in order to provide adequate services and develop local and regional resources.  This tax transfer must take the form of a general purpose payment in recognition of local government’s general competence.  The current process for enabling this tax transfer, the FAGS system, provides an appropriate method of facilitating a tax transfer from the Commonwealth to local government that is sensitive to the state variations in local government roles, responsibilities and asset profiles.

The single biggest factor limiting the effectiveness of the FAGS process is the small quantum of funds available.  This is exacerbated by the lack of an appropriate growth mechanism to ensure the funding pool grows in line with local government’s increasing costs for service provision and asset renewal.  The Commonwealth must address both the quantum of funds available and provide for a realistic growth factor of the FAGS process.  

There is a clear necessity to develop a new intergovernmental agreement between Commonwealth, State and local government that addresses the issues of tax transfer from the Commonwealth to other levels of government and provides for growth of a sustainable revenue stream for local government.  This is not just an issue for local government but one that underpins our federal system.







� These figures probably understate the actual financial pressures as they do not take account of the backlog in capital renewal spending prior to 1997-98 and are affected by the lumpiness of new capital spending.
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