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TERMS OF REFERENCE

MINISTER FOR FINANCE AND ADMINISTRATION

1 June 2000

Mr Alan Morris

Chairman

Commonwealth Grants Commission
Cypress Court

5 Torrens Street

CANBERRA ACT 2612

Dear Mr Morris

| refer to letter from Senator the Hon lan Macdonald dated 30 May 2000 which | have
received in relation to the proposed review of the Local Government (Financial Assistance)
Act 1995.

Senator Macdonald has asked that | formally convey these terms of reference to you so asto
facilitate the commencement of the review of the Local Government (Financial Assistance)

Act 1995.

Y ours sincerely

JOHN FAHEY



Terms of Reference

TERMS OF REFERENCE FOR THE REVIEW OF THE
LOCAL GOVERNMENT (FINANCIAL ASSISTANCE) ACT 1995

The review under Section 17 of the Local Government (Financial Assistance) Act 1995 will
examine and report on:

a) the effectiveness of the current arrangements under the Act to achieve the
purposes of the Act and the goals in providing the grants that are referred to in
Section 3 of the Act;

b) the appropriateness of the current National Principles and, in particular, the
retention of or variations of the minimum grant for the general purpose
component in Section 6 of the Act;

c) the consistency with the National Principles of the methodology and policies used
by each of the State and Territory Grants Commissions in distributing funds to
councils;

d) Asrequired by Section 17 of the Act, the review shall also examine and report on:

(i) the effectiveness of the arrangements under this Act in relation to
ensuring that the allocation of funds for local government purposes is
made on a full horizontal equalisation basis as mentioned in paragraph
6(2)(a); and

(i) the impact of the Act on the raising of revenue by local governing
bodies and on the assistance provided by the States to local governing
bodies; and

(iii) the implications of any changes in the functions or responsibilities of
local governing bodies; and

(iv) the €ligibility for assistance under this Act of bodies declared by the
Minister under Section 4 to be local governing bodies.

The Review will not address the interstate distribution of the general purpose and local road
grants or the quantum of funds available under the Act.
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ACQUITTAL AGAINST THE TERMS OF REFERENCE

This acquittal provides a consolidation of the Commission’s response to the terms of
reference. References are provided to the section in the report where the Commission has
addressed specific matters raised by the terms of reference.

The effectiveness of the current arrangements under the Act to achieve the pur poses of
the Act and the goalsin providing the grants (referred to in Section 3 of the Act).

The current arrangements have achieved the Commonwealth's
purposes and goals only to alimited extent.

Some of the existing purposes and goals are not clear. The language
of these purposes and goals needs to be improved if they are to be
understood and more effectively achieved.

Under the most natura interpretation of the financial capacity and
certainty of funding purposes, they have been achieved (Chapter 3,
paragraphs 8 to 13 and paragraphs 34 to 46).

The Act defines equitable level of services purpose to mean horizontal
equalisation. It has not been, and cannot be, achieved (Chapter 3,
paragraphs 14 to 26).

The efficiency and effectiveness purpose is not a relevant purpose for
the Act and has not been achieved (Chapter 3, paragraphs 47 to 54).

The Aboriginal and Torres Strait Islander Communities purpose is not
a relevant purpose for the Act. The current arrangements have
achieved this purpose only to a limited extent (Chapter 3, paragraphs
55to 63).

Improvements in the transparency of and accountability in the grant
distribution process have been made, but further improvements are
required (Chapter 3, paragraphs 64 to 67).

Improvements in the consistency of the methods of L GGCs have been
made, but further improvements are required (Chapter 3,
paragraphs 68 to 74).

The appropriateness of the current National Principles and, in particular, the
retention or variations of the minimum grant for the general purpose component in
Section 6 of the Act.

The Horizontal Equalisation principle as defined by the Act cannot be

achieved (Chapter 3, paragraphs 14 to 26). It should be replaced with
the related concept of relative needs (Chapter 4, paragraphs 24 to 30).

viii



Acquittal Against the Terms of Reference

The Minimum Grant principle should be replaced by a Per Capita
principle which would provide al Local Governing Bodies (LGBS)
with a grant (Chapter 4, paragraphs6to9). The level of the grant
should be the level of the present minimum grant (Chapter 3,
paragraphs 27 to 33).

The Effort Neutrality, Other Grant Support and Identified Road
Component are appropriate principles and should be retained but their
language should be simplified to make them easier to understand for
LGBs (Chapter 3, paragraphs 14 to 26).

The Aboriginal peoples and Torres Strait Islander principle has not
been consistently addressed by Loca Government Grants
Commissions (LGGCs) and is not required in a framework of
principles directed towards distributing untied grants on a needs basis
(Chapter 3, paragraphs 55 to 63).

The consistency with the National Principles of the methods and policies used by each
of the State Grants Commissionsin distributing funds to councils.

Given that Horizontal Equalisation as defined by the Act cannot be
implemented in the local government context, LGGCs methods cannot
be consistent with Horizontal Equalisation. All LGGCs attempt to
implement a form of needs-based distribution (Chapter 3, paragraphs
14 to 26).

LGGC methods are consistent with the Minimum Grant and Effort
Neutrality principles (Chapter 3, paragraphs 68 to 74).

Some methods of some of the LGGCs are not consistent with the
Other Grant Support principle (Chapter 3, paragraphs 68 to 74).

The Aboriginal and Torres Strait Islander Communities principle has
been addressed in different ways by L GGCs and some methods are not
consistent with the principle (Chapter 3, paragraphs 55 to 63).

Some methods of some of the LGGCs are not consistent with the
| dentified Road Component principle (Chapter 3, paragraphs 75 to 84).

The effectiveness of the arrangements under this Act in relation to ensuring that the
allocation of funds for local government purposes is made on a full horizontal
equalisation basis as mentioned in paragraph 6(2)(a).

Horizontal Equalisation has not been and cannot be achieved in the
local government context (Chapter 3, paragraphs 14 to 26).



Acquittal Against the Terms of Reference

The impact of the Act on the raising of revenue by local governing bodies and on the
assistance provided by the Statesto local governing bodies.

The Act appears to have had little impact on overall local government
revenue raising effort. User charges have become an increasingly
important source revenue and property taxes have fallen in relative
importance (Chapter 5, paragraphs 18 to 22).

State assistance, while continuing to increase in real terms, has
declined in importance and been replaced by Commonwealth
assistance (Chapter 5, paragraphs 23 to 25).

The implications of any changes in the functions or responsibilities of local governing
bodies.

The types of services being provided by loca government have
changed markedly (Chapter 5, paragraphs 26 to 31).

Local government is increasingly providing human services (social
welfare type services) at the expense of its traditional property-based
services (particularly roads) (Chapter 5, paragraphs 26 to 31).

Some changes are the result of the changing priorities of local
government, others are imposed on them by other spheres of
government. The former should be funded from local government’s
own sources. Inthe latter case, the other sphere of government should
give some consideration to providing local government with additional
revenue capacity (either in the form of grants or additional tax powers)
(Chapter 5, paragraphs 32 to 38).

The dligibility for assistance under this Act of bodies declared by the Minister under
Section 4 to belocal governing bodies.

The existing criteria are sufficiently flexible to allow any organisation
that provides local government type services to be declared (Chapter 5,
paragraphs 7 to 13).

The existing arrangements should be altered to allow either the
Commonweadlth or State Minister to initiate a request for declaration,
but both should have to agree to the declaration (Chapter 5, paragraphs
710 13).

The Commonwealth and State Ministers should have the power to
revoke an existing declaration provide both agree (Chapter 5,
paragraphs 7 to 13).



CHAPTER 1

REVIEW OF THE LOCAL GOVERNMENT
(FINANCIAL ASSISTANCE) ACT 1995

1. On 1 June 2000, the Chairman of the Commonwealth Grants Commission
received terms of reference from the Minister for Finance and Administration asking the
Commission to review the operation of the Local Government (Financial Assistance) Act
1995 (the Act). This was in response to a request from the Commonwealth Minister for
Regional Services, Territories and Local Government. A copy of the terms of reference is
at the front of this report.

2. Under the Act, the Commonwealth provides financial assistance grants
through the States' to local governing bodies (LGBs)>. The Act sets out the
Commonwealth’s purposes and goals in providing this assistance. 1t makes clear that this
assistance is to be provided in two parts — a General Purpose grant and a Local Roads
grant — both of which can be spent as the LGBs choose. The General Purpose grants are to
be distributed between States on an equal per capita basis and the Local Roads grants on an
historical basis>. The Act states that the intrastate distribution of these grants is to be
determined by the Local Government Grants Commission (LGGC) in each State.

3. In making recommendations on the distribution of the General Purpose and
Loca Roads grants to LGBs within their State, the LGGCs are guided by a set of National
Principles, a copy of which are at Attachment A.

4, The Nationa Principles are guidelines to assist the LGGCs implement the
Commonwealth’s purposes. They were developed after extensive consultation with State
Ministers and officials and representatives of Local Government Associations. They were
agreed to at the April 1995 Local Government Ministers Conference, came into effect in
October 1995 and were designed to establish a more nationally consistent approach to
distributing Commonwealth assistance amongst L GBs.

! References to ‘States include the Northern Territory unless otherwise stated. Although the ACT receives a
share of assistance under the Act, it has no separate Local Government sector.
2 ‘Local governing bodies' is the term used in the Act to define those bodies eligible for financial assistance

grants. It includes mainstream councils as well as other bodies established under or by State legidation, and
bodies declared to be local governing bodies by the Commonwealth Minister on the advice of the State Minister.

3 The States' fixed shares of the road grant were inherited from the previous (tied) program and the basis for the
distribution is now not known. The grants under the Roads to Recovery Act 2000, announced in November
2000, are not to be distributed under this Act and this Review has not included any analysis of that process.



Chapter 1

5. This chapter presents:
(i) therequirements of the terms of reference;
(i) abrief explanation of how the review has been conducted; and

(iii) an outline of the structure of the report.

WHAT THE COMMISSION WASASKED TO DO

6. The terms of reference specified the issues the Commission was to examine,
and those that it was not to examine. In genera terms, they asked the Commission to
consider:

(i) whether the current arrangements achieve the Commonwealth's
purposes and goals as set out in the Act;

(i1) the appropriateness of the National Principles,

(iii) whether the methods and policies of the LGGCs are consistent with
the National Principles; and

(iv) arange of other issues specified in Section 17 of the Act, dealing with:
eligibility for assistance;

changes in the functions or responsbilities of local
government; and

the impact of the Act on local government revenue raising and
State assistance to local government.

7. The terms of reference expressly precluded us from examining:

(i) the quantum of funds the Commonwesalth makes available for local
government; and

(i) theinterstate distribution of those funds.

8. Many participants said that the two excluded issues were the most important
aspects of local government funding and expressed disappointment that they would not be
addressed in the Review.

0. In this respect, some said the financial assistance grants had not kept pace
with the growth in Commonweslth taxation revenue, and that this had made it difficult for
local government to fund its services and maintain its infrastructure. Others pointed out that
the funding fell well short of what would be required to fully equalise all LGBs.



Review of the Act

10. Many claimed that distributing the General Purpose grants between States on
an equal per capita basis was inconsistent with a requirement that LGGCs distribute the
grants between LGBs on a horizontal equalisation basis. They pointed out that LGBs in
different States were being equalised to different standards. Some particularly questioned
the appropriateness of the interstate distribution of the Local Roads grants when the basis
for the existing distribution is not known®.

HOW THE COMMISSION CONDUCTED THE REVIEW

11.  We are conducting the Review in two parts. In the first phase, we sought the
views of all parties with an interest in the Review. We did this by:

(i) issuing a Discussion Paper encouraging interested parties to provide
written submissions; and then

(i) bholding meetings with Commonwealth and State agencies, Local
Government Associations, LGBs and others with an interest in the
Review, to discuss their views.

12.  We have received more than 150 written submissions® and held conferences
in each State capital and 9 regional centres across Australia.  We have met with relevant
Commonwealth and State agencies, including the National Office of Local Government and
each of the LGGCs. About 45 per cent of al LGBs have contributed to the Review, by
making a submission or by meeting with us, or both.

13. Commission staff visited each LGGC to collect information and discuss the
methods used to distribute funds.

14.  This draft report brings the first phase of the Review to an end and sets out
our preliminary thoughts on the issues. A second more technical volume of the draft report
is being prepared and will present some of the analysis we have undertaken as part of the
Review. It will be available on the Commission’s web site (www.cgc.gov.au) at the end of
January 2001.

15.  The second phase of the Review has now commenced. During this phase,
we are seeking reactions to our draft report. We encourage parties that wish to comment to:

(i) participate in atwo day conference in Canberra on 29-30 March 2001,
and/or

On 30 November 2000, the Deputy Prime Minister and Minister for Trangport and Regional Services,
commented on the interstate distribution of the local roads grants in the Second Reading Speech for the Roads to
Recovery Bill in the House of Representatives. He said: ‘In the Roads to Recovery Program the government has
recognised that the historical methodology for alocating funding between states and territories contains inherent
anomdlies. Therefore we have rectified this by establishing a fairer alocation based on historical precedents,
length of local roads and population.’

A list of the LGBs that made a submission or met with us is reproduced in Volume 2 of this report.



Chapter 1

(i) provide comments in written submissions by 20 April 2001.

16.  We will then finalise our report and provide it to the Minister for Finance
and Administration by 22 June 2001.

STRUCTURE OF THE REPORT

17.  Theremaining chapters of the Report are as follows.

Chapter 2 provides background information on the Local Government
sector in Australia.

Chapter 3 considers the current grant arrangements and provides the
Commission’s preliminary views on whether they have achieved the
Commonwealth’s objectives.

Chapter 4 sets out the Commission’s preliminary thoughts on what
changes might be considered to better achieve the Commonwealth’s
objectives.

Chapter 5 considers other issues such as the roles and responsibilities
of the Commonwealth, the States and LGGCs; €ligibility of LGBs; and
funding arrangements.
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CHAPTER 2

LOCAL GOVERNMENT IN AUSTRALIA

1. During the consultation phase of this Review, participants emphasised the
extent of differences in local government both between and within States. This chapter
provides some background on local government in Australia and looks at some of these
differences.

2. Constitutionally, local government is the responsibility of the States. States
provide the legidlative framework within which LGBs operate, and oversee their operations.
Historically, local government expenditure requirements have exceeded the revenue
available from their own sources. Prior to 1974, the States were the main source of
additional financial assistance for local government.

3. In 1974, the Commonwealth introduced a program of untied financial
assistance through the States to local government. The reasons cited by the Commonwealth
for providing this financial assistance were to ‘make the third tier of government a genuine
partner in the (Federal) system and to give local government access to the nation’s
finances . Subsequent Commonwealth governments have maintained and extended the
program of financial assistance for local government.

4, The Local Government (Financial Assistance) Act 1995 is the most recent in
the series of Acts passed by the Commonwealth Parliament to provide untied financial
assistance to local government. In 200001, financial assistance grants under this Act will
provide local government with over $1.3 billion. On average, this is amost $70 per capita
but, reflecting the diversity of local government, the amount individual LGBs receive varies
from about $20 per capitato over $7 100 per capita.

5. The LGBs covered by the Act include the mainstream councils established
under State local government legidation, as well as a range of other bodies. The latter
group, which includes Indigenous community councils, comprise bodies which are either
established under other State legidlation, or ‘declared’ to be local governing bodies by the
Commonwealth Minister under section 4 of the Act.

! Gough Whitlam MP, Second Reading Speech, Grants Commission Bill 1973, House of Representatives, 17 May
1973.



Chapter 2

6. Although there are many similarities in local government between States,
there are also major differences in form, governance and responsibilities”. For instance:

amajor source of revenue for local government in all Statesis taxes on
properties (municipal rates) but the basis upon which the rate is
calculated varies between States;

water supply and sewerage is a local government function in
Queendand, Tasmania and rural New South Wales, but a State
responsibility elsewhere; and

LGBs in Victoria, Queensland, Western Australia and Tasmania cover
virtually the whole of the State, whereas there are large unincorporated
areasin New South Wales, South Australia and the Northern Territory.

7. The operating base of local government in Australia is diverse. For instance,
even for mainstream LGBs:

population varies from around 150 for Murchison Shire (Western
Australia) to over 833 000 for Brisbane City Council (Queensland);

area varies from 1.5 square kilometres for the Shire of Peppermint
Grove (Western Australia) to 378 533 sguare kilometres for East
Pilbara Shire (Western Australia);

population density varies from 2.8 people per 1000 sgquare kilometres
for Menzies Shire (Western Australia) to 7 280 people per square
kilometre for Waverley Council (New South Wales); and

the length of local roads varies from 9 kilometres for the Shire of
Peppermint Groveto 5 427 kilometres for Buloke Shire (Victoria).

8. This diversity reflects differing circumstances, differing opportunities and
responses, and differing choices. State Local Government legislation imposes few, if any,
limitations on what services LGBs can provide. To a significant extent, what individual
LGBs do is afunction of their judgement.

9. LGBs in Australia have moved from providing a limited range of mainly
property-related services to a much broader range of services. In introducing the Local
Government (Financial Assistance) Act 1986, the Commonwealth Minister for Local
Government and Administrative Services observed that ‘from the early 1970s, local
government has evolved from authorities dealing with roads, gutters, drains and garbage to

A more detailed analysis of differences in services by State is in Attachment C of Performance Measures for
Councils— Improving Local Government Performance Indicator, Industry Commission, 1997.



