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Departmental Briefing Paper to Hon Rodney Hide
“Analysis of Main Trends from Draft 2009 Long-Term Council Community Plans”


Purpose of the Memo 

The Department of Internal Affairs (DIA) has recently released the results of its analyses of the 2009-19 LTCCP statements of proposal (‘the draft LTCCPs’) and a briefing it prepared for the Minister of Local Government, the Hon Rodney Hide.   

This memo is part of a package of information that DIA has asked us to release including commentary on each council’s long-term plan and a ‘crunch’ of the financial projections therein.  You can access these and other documents referred to in this document here >>>>.
This memo highlights some of the key findings and other issues raised in the report and the data. The report is based on analysis of statements of proposal from 83 of the 85 local authorities – the two omitted are both small rural authorities and their exclusion is unlikely to affect the overall conclusions drawn in the paper.  
For completeness’ sake we have also attached the Minister’s press release  – there is an interesting contrast in the two documents.  And in a similar vein we have attached the press release from the Local Government Forum.  
An Appreciation 

SOLGM has reviewed DIA’s report and considers that it is a generally fair and balanced account of the trends and issues in the current set of LTCCPs.  Of course, the Department is not responsible for the inferences (both correct and incorrect) that others choose to draw from this report. We particularly note the headline finding (page 1) that

“Councils are managing expenditure to keep cost increases down.  However inflation, growth, and community expectations are driving cost increases.  To cover these costs rates and debt in particularly (sic) are forecast to increase over the next 10 years.”
Financial Trends
Expenditure

Local government’s operating expenditure is forecast to increase by 41 percent over the life of this LTCCP (from $6.88 billion to $9.68 billion.  DIA estimate that:
· input costs will move 31 percent over the same period

· total population will increase by nine percent
,
.
These figures put paid to common myths around the claimed inefficiency of local government and goldplating of council services
.  Both of the above factors account for virtually all of the movement in council expenditure, and little of either is directly within a council’s control.  
The big driving factors in expenditure are increases in interest costs (94 percent – reflecting increased levels of debt) and increases in depreciation (56 percent – reflecting the increase in input costs, and increases in holdings of infrastructural assets).  Other costs (so-called ‘direct’ costs) are forecast to increase by 32 percent across the period – which again compares very favourably with the BERL estimate of increases in input prices. 
Forecasts in the LTCCPs show a total capital works programme of $30.9 billion over the 10 years.  This is approximately $1.4 billion higher than the programme for 2006-16 and substantially less when 10 years of price change are taken into account.  
The Department’s Figure Two (page five of the paper) shows a time profile for this capital work that is a little different from the 2006-16 plans. The 2006-16 plans showed a peak in year two, a smaller peak in year four and a gradual tailing off from that point onward.  Figure Two shows some degree of frontloading of the capital programme, but also shows smaller spikes in capital expenditure in year five (2013/14) and surprisingly year 10 (2018/19).  This suggests deferrals both medium-term (perhaps smaller projects) and long-term (we understand there are some individually quite significant projects scheduled for year ten). 
The paper notes (paragraph 24) that “most of the capital spending appears to be associated with roading, pipe networks and solid waste”. This echoes the findings from 2006-16 LTCCPs when almost three quarters of the capital programme lay in network infrastructure.  There are references which imply that these services are seen as part of the ‘core’ set of activities for local government.  We therefore wholly agree with the comment in paragraph 13 that “the focus will be on maintaining core infrastructure”.  
This finding serves to emphasise the present disconnect in statements made by the Prime Minister and Minister of Finance regarding the need for local government to keep investment in infrastructure (such as at February’s Jobs Forum) with the views expressed by Hon Rodney Hide in the press release that accompanies the report. 
Income 
The paper notes that local authorities cash (as opposed to comprehensive) income is expected to increase by 48 percent, and by 2018/19 will stand at approximately $11 billion.
The forecast increase in the total rate take for the period covered by these LTCCPs is 59 percent.  When cost change and growth are taken into account,  the increase due to changes in levels of service (whether community choice or central government driven) is around 16 percent.  The paper notes that around $230 million in capital expenditure has been set aside for to meet the national drinking water standards – while this seems a little ‘light’
 to us that one item  of itself accounts for 1 percent of the 16. 

It is also interesting to see that the Department’s own data and commentary serves to illustrate the point that we made in our commentary on the TAFM Cabinet paper regarding about comparisons of the rates index produced by Statistics New Zealand with various cost indices and the CPI. The Department has been able to reasonably neatly show the impact of cost change, growth and service level change in this most recent paper - the indices it used in the TAFM paper all but rates are controlled to measure only the same quantity and quality of input. 

Slow growth rates in some other income sources mean that by 2018/19 there will have been some shift in the composition of local government funding.  In the coming financial year around 55 percent of cash income will come from rates, but by 2018/19 that will be sixty percent.  This is a state of affairs quite different from that which the Shand inquiry considered fair and equitable (i.e. rates should account for around 50 percent of total income).

LTCCP forecasts suggest the sector expects little in the way of increased government investment in the sector over the next ten years.  The forecasts, which are based on current and known future policy settings, see central government expenditure increase from $1.1 billion to $1.2 billion (or nine percent). Government funding for the sector currently accounts for around one dollar in seven (about 15 percent) by 2018/9 it is forecast to account for around one dollar in nine (11 percent).  Even if one uses CPI as a measure of price change – on existing policy settings local government can expect to see a substantial decrease in funding received from central government
.  We remind readers that the Minister has told the Department that no further work is necessary on a Government response to the Independent Inquiry into Rates. 
There is some (anaemic) growth forecast in investment income – it appears many local authorities are not anticipating significant dividend or profit related income from their investments.  The rate of increase over the 10 years – 28 percent suggests interest based returns predominate.  (NB some may suggest this is yet another reason for local authorities to exit council controlled businesses). 
While development contributions revenue is forecast to double over the ten years, the Department’s report notes local authorities are (rightfully) being very cautious about their expectations in the current climate. 

Debt
Debt is forecast to double over the ten year planning horizon – from $5.3 billion to $10.7 billion. Some local authorities, such as Rangitikei, Hurunui and Selwyn, are apparently using term debt for the first time.  Others have revised debt limits and targets upwards to reflect some rebalancing of judgements around intergenerational equity. 
This is hardly a surprising result for two reasons:

· the economic situation acts as a spur to give more/increased consideration to the importance of matching benefit streams with funding streams

· the last three main reviews of local government funding have all concluded that the sector could make more use of debt than it has. 

Despite the significant increase in the absolute level of debt, the sector still has a relatively low level of overall debt.  Based on cash income and expenditure figures – interests costs as a percentage of cash income in the current year are around 5.5 percent, and this increases to 7.3 percent in 2018/9. A typical benchmark used by rating agencies would be 20 percent – and even leaving room for the unforeseen this is still a healthy position. 

This is not to say that individual local authorities are not heavily indebted – two local authorities had statements of proposal qualified for unsustainably high levels of debt.  Several other local authorities in growth areas are running close to their perceived prudential limits.  
Conclusions

Based on this report and the supporting data we conclude the following:

· the sector has made very real efforts to limit the impost it makes on its citizens through rates and charges in the short-medium term (as paragraph 63 notes “some councils have made strenuous efforts to reduce costs”).  This does not entirely cohere with the attached press release from the Minister suggesting councils have a “serious spending problem” 

· local government is very focussed on maintaining network infrastructure - suggesting there has not been a significant expansion of councils into new activities/areas since 2003
What Happens Next?

The information in  this report will be considered as part of the TAFM review – however we have yet to determine whether some aspects of TAFM are evidence driven or ideologically driven, so we are unsure how much impact is likely. SOLGM’s approach to the review is to focus on the technical and managerial aspects of the proposals. 
We understand the Minister intends to discuss the results shown in this release at the upcoming (19 June) SOLGM Chief Executives Forum.  The Department will also be discussing this work at the 18 June Benchmarking Forum. 
We suggest those attending either event might find the press release and full briefing interesting preparatory reading. 
In the meantime if you have any further queries or concerns about this document or the Department’s report please contact Raymond Horan (rhoran@solgm.org.nz  or 04-978-1283).  If you have concerns about the accuracy of the data and commentary on your council please contact James Stratford at DIA (james.stratford@dia.govt.nz).  

� We understand the Department commissioned BERL to produce an aggregate cost index based on the SOLGM BERL cost adjustors and estimates of the relative weight of each of the adjustors in council spending.  This appears to be a similar process to that which some councils are using to estimate their council’s rate of inflation. 


� We understand this is based on Statistics New Zealand ‘medium fertility, medium mortality’ series.


� Of course reliance on  population growth alone is an incomplete measure of growth drivers – economic growth creates  additional road and water use (and in the future broadband).  Historically, local government expenditure has remained relatively constant as a portion of GDP suggesting that in fact there is at least as strong a correlation between local government expenditure and economic growth as exists between expenditure and population growth.   


� The 2006 Funding Review, 2007 Rating Inquiry, and 2008 Local Government Commission review have each concluded that there is no evidence that local government’s functions have expanded since 2003.  Even the examples cited by the Minister in his statements this week (Beckham, Bluff Lotto and Hawera Theatre) are all things councils could have done under the old legislation. 


� We suspect that some expenditure to meet drinking water standards is hidden or non-separable from the remainder of water expenditure. 


� As these estimated are based on the LTCCP statements of proposal, and some were adopted before the announced changes in land transport funding policy directed funding towards roads of national significance, it is possible that both the absolute level of funding, and rate of increase in future government funding may be lower. 





