Government of Western Australia
Department of Local Government

Rate Setting, Asset Management
and Financial Sustainability

A guide for loeal’ governments - June 2013



Rate Setting, Asset Management and Financial Sustainability
A guide for local governments

June 2013

Prepared by:

Department of Lacal Government
Gordon Stephensan House

140 William Street

PERTH WA 6000

GPO Box R1250

PERTH WA 6844

Tel: 6552 1500
Fax: (08] 6552 1555
Freecall: 1800 620 511 (Country Only)

Email: info@dlg.wa.gov.au
Web: www.dlg.wa.gov.au

Translating and Interpreting Service (TIS) - Tel: 13 14 50

All or part of this document may be copied. Due recagnition of the source would be appreciated.




1

Introduction

The purpose of this paper is to allow cansideration of all the options currently
available to local governments when planning their budgets and setting rates in
preparation for a new financial year.

Lacal governments typically are assef rich but income poor, with far more
assefs to manage relative fo income than other spheres of government. Mast of
these assets are lang-lived and require increasing mainftenance as they age and
eventually need replacement. Strong financial and asset management planning
is therefore essential if local governments are to sustain the services that their
communities want and need, and remain financially viable.

Improving the financial sustainability of local governments has been a major
focus for both the Commonwealth and State Gavernments over recent years. It
is recognised that, in most cases, local governments rely primarily for their
Own-50Urce revenue on:

(1) property faxes [i.e. rafes); and
(2) thesale of goods and services (i.e. fees and charges).

It is also acknowledged that, for a variety of reasons, there are constraints on
local governments from broadening their revenue sources. The palicy settings
around local government revenue raising capacity confinue fo be reviewed at
baoth a state and national level. Similarly, the restrictions on certain fees and
charges that lacal governments can set for service delivery are also under
review an a case-by-case basis.

This paper does nat explore these broader questions but focuses on the
mechanisms available at present to local governments to address the fwin
requirements of asset management and financial sustainability in their budget
planning. Increasing annual rates is an understandable respanse to predicted
shartfalls in revenue and may form part of a strategy fo address asset and
financial sustainability issues. However, it is an opfion that needs to be
weighed against alternative actions that can potentially achieve similar budget
oufcomes with less immediate and direct negative impacts on the community.

Ultimately, assets and services are delivered to meet the needs af the
cammunity. Itis essential that local governments actively engage their
communities to foster a greafer understanding of the costs associated with
maintaining assets and delivering services. It is also essential that local
governments set service delivery levels in cansultation with their communities
and obfain agreement on strafegies that seek to address asset funding gaps
through significant rates increases.

Raising rates is an
option that needs
to be weighed
against alternative
actions that can
potentially achieve
similar budget
outcomes.




¢ Integrated Planning and Reporting

The Department of Local Government has implemented the Integrated Planning and
Good asset Reporting Framework (IPR] across the Stafe to address identified long-term sustainability
issues within the local government sectar. The Framewark , fogether with the assaciated
management guidelines and Advisory Standard, was developed fo assist local governments in
develaping Strategic Community Plans, Carporate Business Plans and associated
ensures that local supporting plans (Asset Management, Warkfarce and Long Term Financial Plans).
govemmen’ts Lacal governments are required to have developed and adopted a Strategic
have fhEﬁﬂUﬂC/U/ Community Plan and Corporate Business Plan by 30 June 2013. This planning
CU,UUCI'ty tg process will provide direction to councils in determining their budgets far the

' ' caming year and subsequent years.
deliver CUIT?/T?L.Iﬂllty The Strategic Community Plan results from a process of extensive community
IDFIOF/lL/ES. engagement that sefs out the community's aspirations and service requirements.
The community can contribute further to this Plan when it is reviewed every fwo
years. Alocal government’s approach fo asset management and financial planning is
therefare informed by, and in furn informs, the service requirements and service levels
needed fo meef community expectations and strategic priorities, as expressed in the
Strategic Community Plan.

Good asset management ensures that robust Long Term Financial Plans and Annual
Budgets are developed and that local governments have the financial capacity to
deliver these priarities info the future.

Comprehensive asset management planning will highlight the age and condition of
a local government's stock of physical assets. This should result in a determination
of the financial costs associated with the maintenance and renewal of the local
government's assef partfolio. The Department is aware that, as some local
governments complete their Asset Management Plans and Lang Term Financial Plans,
they may identify significant unfunded asset gaps.

This may, in furn, reveal that some local governments are in a financially
unsustainable position. Such local governments may find themselves under increased
pressure to cansider large rate increases in their coming budgets, specifically fo meef
these asset replacement and renewal gaps. These gaps have developed aver time and
may need fo be addressed over the medium to long ferm.

Rate revenue is generally the largest discretionary revenue source available fo

a number of local governments. Within the parameters of the Local Government

Act 1995, it is open fo local gavernments to set rafes fo address unfunded assef

gaps. However, this solution may not be sustainable and should be considered in
consultation with the community.

Following large rate increases, community expectations will affen be that service
delivery levels will increase . The community may nat be sympathetic fo increased
rates to pay for previously committed asset maintenance and replacement.

1" Integrated Planning and Reporting — Framework and Guidelines,
Department of Local Gavernment, Western Australia, 2010

¢ In Our Hands: Strengthening Lacal Gavernment Revenues for the 21st Century - Working Paper, Australian Centre of
Excellence for Local Government, February 2013



3 Strategies for reducing unfunded asset gaps

3.1

Substantial rate increases or spending cuts may be avoided if a council's long-term
finances are sustainable. The fallowing strafegies could be cansidered by local
governments looking for ways fo effectively manage their assets while still praviding the
level of services expected by the community.

Review services provided and levels of servicing

Lacal governments provide services that benefit the whole community or a
particular section of the community. The scope and nature of these services vary
significantly between local governments.

Service delivery and service levels should be considered as part of long term
financial planning and asset management. The process should identify the existing
services and level of service delivery.

Further analysis of the services provided may idenfify:

services provided that are rarely used or no langer required;

aver-servicing, for example services provided mare often than required;
services that may be provided in another way using up-fo-date technolagy;
services that could be more effectively provided by others;

services thaf could appropriately be delivered via user pays;

alternative service delivery madels, for example leasing or shared service arrangements;
services that do not need to be resourced at the current level; and

services that are of low priority where cansideration could be given to focus on higher
priarity services.

Local governments can revisit and review defined service levels to pravide the community
with the level of service defined in the strafegic plan in the mast cost effective way.

Areview of level of services will place a local government within the asset
management matrix. *

MAINTAINING ASSET SERVICE DELIVERY LEVELS

Over Serviced
Review

OPTIMAL SERVICE LEVEL

E Reduce Service Levels
(W]

—

L Poor Service Levels
= Assets Under Serviced Eliminate

. Increase Service Level Replace

Repair Asset
$ COST

3 The Journey: Sustainability into the Future, WALGA Systemic Sustainability Study, 2008
4 Asset Management - Managing Service Delivery Department of Local Government, 2011

A council’s finances
are sustainable

in the long term
only if its financial
capacity is sufficient
— for the foreseeable
[uture - to allow the
council to meet its
expected financial
requirements

aver time without
having to introduce
substantial or
disruptive revenue
[and expenditure]
adjustments’.



All councils,
including those
that have capacity
to raise more
revenue, need to
equally consider
whether expense
reductions
through efficiency
Improvements
and service level
reviews may be at
least part of the
answer to both
their own financial
challenges and to
deliver optimal
value to their
citizens and
ratepayers’,

3.1

3.2

3.2.1

3.2.2

3.2.3

Review services provided and levels of servicing [continued)

In some cases, local gavernments will canclude that services which rely on assets that
cannot be maintained and replaced affordably must be discontinued or provided by
other enfities.

Adjusting service delivery levels or methads can be a difficult decision faor local
governments. Agreeing service delivery levels with the community is essential fo
achieve a fit between what lacal governments can afford fo deliver and what the
community would like them fo deliver.

Review, refine and verify asset management strategies and plans

Asset management is an area where many local gavernments may now be facing
challenges in infrastructure renewal/replacement backlog.

Improving asset knowledge can provide useful data on how assets are performing,
their condition and whether they are providing the required service levels.

The following strategies may provide additional information that can further refine
assef management plans. Underfaking these strategies may idenfify opporfunities for
reducing costs whilst still maintaining assets to the required standard and providing
the services expected by the community.

Verify Asset Registers

The cost of asset maintenance and renewal is directly related to the number and
type of assets that a local government contrals. Care should be taken to ensure that
the local government's asset register (which records all assets and their location,
acquisition, disposal, fransfer and other relevant fransactions) is up to date.

Conduct independent asset condition assessments (in situ inspections)

Condition of some assef classes, for example infrastructure, will vary depending on
circumstances and usage. Sound assumptions can be developed and more accurate
information on assef lifecycle and mainfenance costs can be obtfained by a physical
inspection of assets and an exploration of alternative maintenance and renewal
methodologies.

Apply differential renewal cycles for different asset classes

Different asset classes will have varying renewal cycles and this should be reflected in
Asset Management Plans. In addition, an asset management system can be ufilised fo
further break down assefs infa respective components fo befter reflect renewal cycles.
For example, air canditioning in a building will have a much shorter renewal cycle than
the actual building.

5 In Our Hands: Strengthening Local Government Revenues for the 21st Century - Working Paper,
Australian Centre of Excellence for Local Government, February 2013



3.2.4 Effective Use of Data and Systems

The Department’s Asset Management Framework and Guidelines notes that /mprovmg asset
effective collection and analysis of asset data can assist in the development of kﬂUW/EdgE can
efficient maintenance and capital works programs.

provide useful
The calculation and interpretation of local government asset perfarmance
against the asset ratias, as set ouf in the Department’s Infegrated Planning data on asset
and Reparting Advisory Standard , can provide good indications of the aged perfarmance and
condition of the local government's asset stock and whether investment in condition

mainfenance or renewal is required. It can also illustrate whether the local
government is under or aver investing in its assets, and whether it has the
financial capacity to fund asset renewal as required and can confinue fo provide
existing levels of services in the future, without additional operating incame,
reductions in operafing expenses ar an increase in net financial liabilities.

3.2.5 Review depreciation methodologies to better reflect actual usage

Straight line passage of fime depreciation methodologies are often used to
depreciate assets. However, for some assets, a different methodology such
as acfual usage may be a befter measure. For example, a vehicle may be
depreciated at a cost per kilometre to reflect cansumption of that asset.

3.2.6 Identify surplus or low-use assets for disposal where appropriate

Areview of assets held may identify assets that are no longer used as a
result of changes in community demands. Accardingly, these assets should be
disposed af.

3.2.7 ldentify other service delivery options

Lertain local government assets may be better suited to alternative
ownership structures, including corporatisation or privatisation.
Not anly can this provide revenue for local government, but
transferring the management of assets to corporate entities can
provide access to new skills, asset and risk management processes,
and independent strategic planning.”

Areview of assets may idenfify circumstances where services could be befter
provided to the community by others. Assetfs associated with delivering such
services may na longer be required by the local government in the long term.

3.2.8 Identify assets that could be shared with other local governments or
organisations

Areview of assets may idenfify high cast/low usage assets such as some
machinery that could be shared between arganisations or with neighbouring
local governments.

b Integrated Planning and Reporting Advisory Standard, Department of Local Government, 2011
7 Strong foundations for sustainable local infrostructure, Ernst and Young, 2012



4 Strategies to Increase Revenue

4.1
The public good/
private good
characteristics
of services
should be
considered when
reviewing fees
and charges.

4.2

4.3

Review fees and charges

Fees and charges represent an opporfunity fo recaup the costs associated with
praviding goods and services. Although the fee or charge imposed for some services
is limited under the Act, and other relevant legislation, the setting of fees and charges
is generally af the discretion of the lacal government. Many local government services
are provided for a community benefit (e.g. recreation facilities) and full cost recavery
is not applied.

Cansideration should be given to the public good/private good characteristics of the
services provided and used in reviewing the extent to which fees and charges recover
service costs. For example, fitness facilities where an enfrance fee is charged have more
private good characteristics than a park where it would be difficult to limit access.

An accurate analysis of services provided and assaciated costs far delivery of services
would provide useful information for determining appropriate fees and charges.

Rating levels

Local governments sef rates within a framework influenced by palitical circumstances
and legislative requirements. Although a local government can set rates at whatever
level it deems appropriafe, market forces in the form of ratepayer backlash and
capacity to pay issues pravide a limif an rate increases.

A compromise between service levels expected by the community and rafe increases
that would be tolerated is often necessary.

Even a large increase in rates for a local government with a low rate base will not
generate substantial revenue.

The development or review of a lacal government's rate sefting policy may identify
rating improvement opportunities. For example, differential rating may provide an
oppartunity fo increase rate revenue in a manner that is fair and equitable.

Optimise use of borrowings and cash reserves to fund major
capital works

Many local governments are reluctant to consider relying on debt fo fund major capital
warks. However, developing a formal financial management policy that makes optimum
use of borrowings and cash reserves to fund majar capital works is a mechanism for
spreading the cost of significant infrastructure across current and future generations.

An arganisation could have affordable service levels but nat enough
projected cash to accommadate forthcoming asset renewal. In this case

it should simply borrow if necessary to accommadate this need. If it has
reliably estimated long-run service level casts and generates sufficient
revenue to meet such costs, then there will be periods where cashflow is in
excess of asset renewal needs, enabling any borrowings previously raised to
be repaid®.

8 Practice Note No.6: Long-term Financial Planning [2012), Institute of Public Works Engineering Australia 2012



4.3 Optimise use of borrowings and cash reserves to fund major

capital works (continued] Debt management

Use of barrowing fo finance upgrading or expansion of infrastructure can free Is viewed as bath
up infernal funding for Ainancing the maintenance of assets. Local governments S,

with high levels of growth may need to fund the development of infrastructure ol lﬂdlCU'tUI'

and barrow in the knowledge of future increases in rates revenue as a result UfﬁnanCIU/

of that growth. However, local governments should be careful to ensure that
repayment periods do not exceed the life of the assets being financed. performan;e and
as a financing

Implementation of the Infegrated Planning and Reparting Framewark will

provide local governments with a clearer understanding of their lang term U/JPUHLU/?/U/- Out
financial position and may provide some local governments with the confidence ofhand dismissal
to make greater use of debf.

of debt as an
Lacal governments are able to borrow from the Western Australian Treasury Up,DFUpI'/'UlLE source

Corporation (WATC) at rates that are generally more competitive than o
commercial alternatives. In order fo assist local governments in accessing loan Uffund/ng 1S
funds in the most appropriate and prudent manner, the WATC has established a

Local Government Borrowing Kit to facilitate the loan approval process. not a measure

Further information on the application process can be obtained from Ufprudenge, but

www.watc.wa.gov.au. .
rather a failure

to entertain

5 Conclusion an important
opportunity for

Lacal government financial sustainability is constrained by increased service me'et/n,g dE?ﬁﬂEd
delivery demands coupled with aging infrastructure. If this situation is left UbjECf/VES.g
unchecked, many local governments will need to make hard choices.

Substantially increasing rates revenue quickly without agreement from the
community is not a sustainable option for many local governments. Residents
are sensitive fo the levies imposed by all levels of government and local
gavernment is nat immune to concerns about perceptions of value for maney.
Even with increased revenue, insufficient planning for assefs and inadequate
appreciation of the full whale of life costs of assets will result in long ferm
financial challenges.

Integrated Planning and Reporting provides a means for local governments fo
plan and manitor assets and a means fo inform local governments about the
true cost of their asset maintenance and replacement commitments.

Lacal governments have a further responsibility fo manage their assets in a

respansible manner on behalf of the community when difficult decisions fo
ensure financial sustainahbility are implemented.

9 The Journey: Sustainability into the Future, WALGA Systemic Sustainahility Study, 2008
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