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Functions of Standing Committee on Public Works

TERMS OF REFERENCE ESTABLISHING COMMITTEE

Resolution passed 21 June 2007, 54th Parliament, Votes and Proceedings No.14, ltem 13,
Pages 169-170

That:

A Standing Committee on Public Works be appointed to inquire and report from time to time with the following
terms of reference:

(1) As an on-going task, the committee is to examine and report on such existing and proposed capital works
projects, or matters relating to capital works projects, in the public sector, including the environmental impacts
of such works, and whether alternative management practices offer lower incremental costs, as are referred to
it by a Minister, or by resolution of the Legislative Assembly.

(2) Such committee consist of seven members of the Legislative Assembly.

The Standing Committee on Public Works is a current standing committee of the Legislative
Assembly.

The Standing Committee on Public Works examines and reports on existing and proposed
capital works projects in the public sector, including the management and environmental
impact of such works.

On 20 November 1997, the Parliament gave leave for the Standing Committee on Public
Works and the Public Bodies Review Committee to conduct a joint inquiry into issues
relating to and arising from the regulation of the procurement of goods and services,
competitive tendering and contracting in the New South Wales public sector.
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Terms of Reference for the Inquiry

Terms of Reference for the Inquiry

The NSW Standing Committee on Public Works is to inquire into and report on issues
concerning local government partnerships with the private sector in relation to the
redevelopment of some council infrastructure assets.

The aim of the inquiry is to examine whether local councils may be able to improve returns
on some of their infrastructure assets by redevelopment through partnerships with the
private sector, the impediments to councils of this approach and the most appropriate
partnership models for councils to follow.

The inquiry will examine:

1.

The overall benefit to councils of entering into partnerships with the private sector to
redevelop infrastructure assets;

Which type of council infrastructure assets are most suitable for such partnerships;
The impediments to councils of entering into such partnerships;
Models of managing risk to both councils and the community;

The effectiveness of the current Public Private Partnerships legislation and guidelines
for councils; and

Any other related matters.
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Chair’s foreword

The NSW Standing Committee on Public Works undertook this inquiry to investigate why
councils were not making greater use of Public Private Partnerships (PPPs). While PPPs
are by no means the complete answer to all of local government’s infrastructure funding
problems, they do present one way that councils can either upgrade existing infrastructure
or provide new services and facilities for their communities.

Since the introduction of the PPP Guidelines and legislation in September 2005 councils
have not embraced partnerships with the private sector as expected. As this legislation was
expected to clarify and provide surety to local government, the Committee was interested to
discover the reasons behind the low take-up rate of PPPs and what could be further done to
assist councils with the process.

Clearly the negative media attention PPPs such as the Cross City and Lane Cove Tunnels
have attracted have made it harder for local councils to sell PPPs as an attractive
infrastructure financing option to their local communities. However, this does not mean that
PPPs do not present many benefits for local communities.

Following a preliminary call for submissions and two public hearings, the Committee decided
to issue a Discussion Paper in January 2008 to provide background material to
stakeholders and focus in on the key issues which had emerged. Fifteen questions were
posed in the Discussion Paper concerning local government PPPs and the answers that the
Committee received in response to these have been used to inform the findings of this Final
Report.

What came through clearly in the responses was that most councils in New South Wales are
interested in pursuing PPPs in certain circumstances but lack the in-house resources and
expertise to do so. Obtaining external specialist advice is usually cost prohibitive, particularly
in the preliminary or speculative stages before it can be determined if the proposal is viable.

The Committee considered a number of options to assist local government in relation to the
problem and discussed the issue with key stakeholders. It is hoped that the proposals put
forward in this report will go someway to assisting local government with future PPPs.

On behalf of the Committee | would like to thank all those agencies who participated in this
inquiry and provided valuable information on the key issues.

ey

Ninos Khoshaba MP
Chairperson
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List of recommendations

RECOMMENDATION 1:

That the NSW guidelines and legislation on PPPs and the process of the Local
Government Project Review Committee be reviewed in light of any outcomes
of the COAG and Infrastructure Australia findings on the National
Infrastructure Audit, their development of best practice guidelines for PPPs,
and any COAG or Infrastructure Australia proposals to hamonise policies and
laws relating to the development and investment in infrastructure.

RECOMMENDATION 2:

The Department of Local Government, in association with NSW Treasury,
should develop model templates for PPPs which could be flexible for local
adaptation or requirements in the context of the national approach to develop
best practice guidelines on PPPs.

RECOMMENDATION 3:

State government policy should acknowledge that if local government needs
to adopt a total asset management system then all options and opportunities
must be explored and made available to local councils including PPPs

RECOMMENDATION 4:

Any government reforms to integrated strategic planning and reporting as well
as asset management and financial planning for local councils should include
provisions for PPPs.

RECOMMENDATION 5:

The roll out of the capacity and skills building program being proposed by the
NSW government with regard to local government’s adoption of a total asset
management system and integrated strategic planning and reporting should
be adequately funded to assist local councils perform this task effectively.

RECOMMENDATION 6:

The proposed provision of support and training to councils on good
governance and strategic planning assistance (integrated planning and
reporting reforms) should incorporate planning or training assistance on
models of PPPs, relevant tools, guidelines and templates on PPPs, in order to
take advantage of the economies of scale associated with the implementation
of a proposed roll out of capacity and skills building programs

RECOMMENDATION 7:

The concept of bundling of PPP projects across neighbouring council
boundaries should be considered and addressed in current resource sharing
initiatives such as the Strategic Alliance Network and the group purchasing
activities of Local Government Procurement (LGP), as well as within any
government reforms to regional or council business clusters and resource
sharing guidelines.

Report No. 3/54 — November 2008 iX
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List of recommendations

RECOMMENDATION 8:

Government reforms on developing a policy directory of best practice on the
NSW Department of Local Government website should include models and
best practice in relation to PPPs.

RECOMMENDATION 9:

The Local Government and Shires Association should examine the feasibility
of establishing a reference panel of experts to assist local councils with PPP
proposals.

RECOMMENDATION 10:
NSW Treasury should examine ways in which it can provide greater expert
advice to NSW councils in relation to PPP proposals.
RECOMMENDATION 11:
The Local Government and Shires Association should examine the feasibility

of establishing training and information sessions for local councils regarding
PPPs.
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Chapter One - Issues Raised in the Discussion
Paper

1.1  Two recent major inquiries, Rates and Taxes: A Fair Share for Responsible Local
Government (2003)* and Are Councils Sustainable? (2006)? have highlighted issues
surrounding local government revenue streams and questioned councils’ ability to
fund new major infrastructure as well as upgrade their existing infrastructure.

1.2 Are Councils Sustainable? a report commissioned by the NSW Local Government
and Shires Association which was published in May 2006, highlighted issues
surrounding the management and renewal of local government infrastructure in
NSW. A backlog of over $6 billion in infrastructure renewals was identified.

1.3  The report found that the traditional revenue sources available to local government
such as rates, user charges, fees, fines, contributions and grants are not sufficient to
properly maintain their current infrastructure portfolio.

1.4  With local council fiscal resources in NSW limited by rate capping, councils also
heavily rely on Section 94 developer contributions for infrastructure upgrades.

1.5 Public Private Partnerships (PPPs) present a viable and flexible mechanism to
deliver infrastructure at the local government level. Such partnerships can be
specifically tailored to different infrastructure types and geographical contexts.

1.6  Councils tend to own infrastructure in strategically important locations which can
become the key drivers of a PPP project and lead to regeneration of centres. It
maybe important for councils to retain these assets due to their strategic location but
councils can lease the assets to private partners as an incentive to drive
development.

1.7  Types of PPP applications in local government could include:
e Property development including local government offices;

e Car parks, land swaps and mixed development such as residential, commercial
and community;

e Waste collection and management;
e Waste water treatment;

e Child care and play group facilities, libraries and community education and
community services;

e Marina, sports facilities and other special purpose facilities;
e Public buildings;

e Roads and road maintenance;

¢ Information technology;

! Rates and Taxes: A Fair Share for Responsible Local Government, October 2003, Cth House of Reps
Standing Committee on Economics, Finance and Public Administration

2 Are Councils Sustainable? Final Report: Findings and Recommendations, Independent Inquiry into the
Financial Sustainability of NSW Local Governments, prepared for the Local Government and Shires
Association of NSW (LGSA), May 2006, Chair: Percy Allan AM
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Issues Raised in the Discussion Paper

e Public domain upgrades such as footpath widening and improved street furniture;
and

e Social housing and aged care.
1.8  There are a number of forms of private investment in public infrastructure;

e Conventional procurement (including traditional design and construct, design
construct and maintain, supply contracts);

e Privately financed projects (BOOT, BOT, BOO, DBFM, Concession(s) leasing);
e Outsourcing;

e Privatisation; and

¢ Divestiture by licence.

1.9  Arange of studies undertaken in both the UK and Australia have demonstrated there
are substantial on-time, on-budget savings to be made through the use of PPPs.

1.10 PPPs can provide government agencies with access to a broader range of funding
options; project delivery is often earlier; risks are transferred to the private sector
which may be better able to manage the risks; whole of life costing factors in
maintenance of assets; the partnership approach encourages competition and
provides incentives for bidders to develop innovative designs and solutions; and
infrastructure developed by the private sector can incorporate commercial activities,
helping to defray the overall cost of services.

1.11 There are also arguments against the use of PPPs. These include: possible
weakening of accountability for public expenditure; long term contracts can reduce
budgetary flexibility; the higher borrowing costs paid by the private sector can effect
value for money; it can be difficult for government agencies to adequately structure
contracts for future unforeseen events and risks; PPP infrastructure contract costs
can be more expensive than the traditional provision of infrastructure; and some
aspects of risk are not transferable.

1.12 While the September 2005 amendments to the Local Government Act 1993 and the
introduction of the associated guidelines have clarified requirements and provided
greater certainty for councils in relation to PPPs, this has not translated into more
local government PPPs in NSW.

1.13 In January 2008 the Standing Committee on Public Works issued a Discussion Paper
which posed a number of questions regarding local government’s use of Public
Private Partnerships (PPPs). This Discussion Paper can be found on the
Committee’s webpage at www.parliament.nsw.gov.au

1.14 The following questions were posed in the Discussion Paper.
Question One - What are the existing impediments to councils engaging in PPPs?

1.15 The Discussion Paper asked for comment on the reasons that councils saw entering
into PPPs as problematic. The following reasons had been identified in discussions
with stakeholders:

e The negative image of PPPs as a result of projects such as the Cross City Tunnel
and the Oasis Development;

2 Legislative Assembly
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Issues Raised in the Discussion Paper

The fact that most local government projects are not of a large enough size to
interest developers;

e Insufficient in-house expertise and experience within councils to deal with PPPs,
especially strategic asset management;

e The associated risks, complexity and costs;
e Legal and regulatory obstacles;
¢ A need for many councils to first improve asset management practices.

1.16 Most PPPs that state government has entered into incorporate an ongoing service
component and revenue stream such as roads, prisons and hospitals. Often if a
project does not involve these components and councils are merely selling off or
swapping land, a traditional tender model would be most appropriate.

Question Two - Is there a negative image or perception of PPPs among local councils
and within the community?

1.17 Arguments had been made to the Committee that the negative publicity surrounding
state government PPP projects such as the Cross City and Lane Cove Tunnels made
PPPs hard these projects hard for councils to sell to their communities.

Question Three - Is the bundling of projects across council boundaries a viable
option and would it assist councils to enter into PPPs and provide a greater incentive
to developers?

1.18 As mentioned above, the scale of local government projects are often too small to be
of interest to the big private developers who have expertise in the larger PPPs. The
issue of scale is one of the reasons that local government PPPs are more prevalent
in the UK than in Australia as local government in the UK is responsible for functions
that are usually the responsibility of state government in Australia. These include:
health, education, public housing and some public transport services.

1.19 To make smaller projects attractive to the private sector, it was suggested that
projects should be bundled together to help address private sector concerns about
costs of tendering and the certainty of the project proceeding. Bundling also offers
greater economy of scale. A developer that might not be interested in doing one or
two projects might be interested in doing 10 or 20, including projects bundled
together across council boundaries.

Question Four - Is it appropriate that councils remain the consent authority for any of
their own PPPs? If not, which is the most appropriate body to undertake the task?

1.20 The Committee had heard arguments that the private sector feels both frustration
and concern regarding the fact that the local council is generally both the applicant
and the consent authority.

1.21 Suggested options to address this problem included transferring consent decisions to
a neighbouring council or constituting a separate board.

Report No. 3/54 — November 2008 3
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Issues Raised in the Discussion Paper

Question Five — Should the state government provide technical assistance and
financial incentives to assist councils to adopt a total asset management system
within the next three years?

Question Six — Should councils’ Strategic Asset Management Plans make provision
for PPPs?

1.22

1.23

1.24

1.25

1.26

Section 8 of the Local Government Act 1993 (NSW) specifies that councils are to
have regard to the long term and cumulative effects of their decisions, and are to
bear in mind that the councils are the custodians and trustees of public assets and
must effectively account for and manage the assets for which they are responsible.

The only specific obligation which requires councils to undertake specific asset
management planning is included in the Department of Energy, Utilities and
Sustainability Best Practice Management of Water Supply and Sewerage Guidelines,
2004. These guidelines direct councils to undertake this planning only in relation to
water supply and sewerage assets.

It has been suggested that many councils do not plan well for the long-term
management of their assets. This limitation, when combined with the emergence of
unsatisfactory asset accounting and reporting practices, may inhibit decision makers
and other users of reported information from making informed judgments about the
condition of local government infrastructure.

The NSW Department of Local Government published a Position Paper in mid-2007
which recommended the following:

e Strategic long term asset management and financial plans be included as
essential components of an integrated planning and reporting framework across
NSW local government.

e Legislative amendments requiring long-term strategic asset management
planning be introduced into the Local Government Act 1993.

e Councils adopt asset management planning systems and practices that are
consistent with the Local Government Financial Sustainability Frameworks, and
where applicable and practical, the International Infrastructure Management
Manual.

e A basic (core) approach to asset management planning be the agreed minimum
level for all NSW councils.

¢ An asset management improvement program be implemented to progressively
raise asset management planning to a level appropriate for each council.

e Legislative amendments requiring ten year financial planning be introduced into
the Local Government Act 1993.

e An industry wide capacity building program including a range of training, tools,
templates and guidelines be introduced.

In its submission, the Property Council of Australia argued that local government
should adopt alternative financing options as part of a wider reform program which
should include:

e Structural reform to create larger councils in urban areas (amalgamations in some
cases and reconstituting new councils in others);

4
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Issues Raised in the Discussion Paper

e Drop rate capping for larger councils subject to a fiscal responsibility framework;

e Establish independent Planning Assessment Panels as the consent authority for
all development applications not determined by staff;

e Compel councils to expend unspent section 94 moneys;

e Require all councils to produce a 10 year infrastructure strategy every 2 years in
similar format to that of the State Infrastructure Strategy.

1.27 The Independent Inquiry into the Financial Sustainability of Local Government in
NSW (Percy Allan report, 2006) identified deficiencies in the asset management
practices across NSW local councils. The inquiry found that only one in five councils
had asset management plans. This lack of asset management systems was
attributed to the resource limitations of councils which are already burdened by
mandatory management and prescribed reporting.

1.28 The report also recommended that the state government provide technical assistance
and financial incentives to enable councils to adopt a total asset management system
within 3 years. A lack of long term strategic and financial planning among councils
was also identified and it was recommended that councils develop long term, 10 year
strategic and financial plans.

1.29 Ideally Strategic Assets Plans for local government should link in PPPs. This would
also assist councils to retain a “line of sight” between community needs and PPPs.

Question Seven — Should there be a central NSW government agency assigned the
responsibility of co-ordinating and managing all other state government agencies
involved in local council PPPs?

Question Eight — Should there be an agency to educate train and provide access to
external expert advice to local government in relation to PPPs?

Question Nine — If so, what should the key functions of this agency be and how
should it be constituted and funded?

1.30 Lack of resources, knowledge and expertise within the local government sector was
identified as a crucial factor which inhibits the growth of PPPs at this level. There is
clearly a strong need for guidance and support which is currently absent.

1.31 Further, concern was expressed about the “silos” within the local and state
government sector that inhibit the sharing of information.

1.32 Therefore, while councils may be strongly focussed on the desired outcomes from a
partnership with the private sector, they often lack the in-house development and
legal expertise to assess at what level benchmarks for the project should be set.

1.33 This often leaves councils too dependent upon the developer in areas of key
negotiation. Apart from the obvious conflicts of interest, developers are often not the
long-term strategic partners in a project, as they may be looking to on-sell.

1.34 Alternatively, councils must spend significant amounts of money seeking external
advice to get to the stage of even determining the viability of a project.

1.35 This was acknowledged by Leighton Constructions, which is currently undertaking
the North-South By-pass Tunnel in partnership with Brisbane City Council: At the

Report No. 3/54 — November 2008 5
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Issues Raised in the Discussion Paper

1.36

1.37

1.38

1.39

1.40

1.41

1.42

1.43

outset council had done all the background work...... Brisbane City Council did a lot
of work before it put this out to tender. It would have had to do that whether it was a
build, own, operate, transfer [BOOT], a design and construct, or an alliance. People
make much about the delivery methodology but when you have big projects like this
you have to define your needs and you have to work out what you want to build.
People differentiate in the delivery method. You have to do your homework, no
matter how you deliver a project. Brisbane City Council did a lot of work. It
understood that it probably was not going to get this project at nil cost to it, so it had a
facility. At tender it said that it had up to $500 million available. It had worked that out
before we had even started talking to it.

Similarly, the Committee recently met with Banyule City Council in Victoria which is
undertaking a $400m PPP redeveloping the Greensborough Town Centre. Banyule
Council has managed the entire project internally with the assistance of a Principal
Consultant and spent two years of administrative work, as well as $2m on the

proposal before they were provided with assistance from the Victorian government.

Clearly, this type of expenditure and dedication of resources is beyond the scope of
many NSW councils. Further, councils in NSW are not being given the assistance
from NSW Treasury that Victorian councils are receiving from the Victorian
Department of Treasury and Finance.

The NSW Department of Local Government has also taken a “hands off” approach to
local government PPP projects prior to their submission to the Department for
evaluation. The Department sees its role as to merely check that a potential PPP
project is in accordance with the guidelines and only has a small allocation of funds
to engage expert consultants to assist with matters such as risk assessment, when
required.

A key strategy to address all these issues would be the establishment of an expert
external agency which allows councils access to outside expertise and training.

This model has been used in other major jurisdictions such as Queensland, the
United Kingdom, the United States and Canada. These agencies operate at a variety
of levels of government: national, state or provincial and local.

The NSW Public Accounts Committee report on the Inquiry into Public Private
Partnerships (2006°) explored the issue of a NSW state central PPP unit, separate
from but related to, NSW Treasury. This unit would be tasked with assembling the
skills required to negotiate and provide management advice for PPPs which could
assist in the sharing of knowledge across agencies and disciplines.

In its submission to the inquiry, NSW Treasury argued that such a model was
unnecessary as “the required capacity existed either in NSW Treasury or within
individual agencies”. Treasury also indicated to the Committee that it “serves as the
central repository of information about PPPs in NSW, in terms of technical aspects,
the Public Sector Comparator and structures and uses this information to develop a
common approach between agencies around procurement”.

The Treasury response does not address the problems facing local government
which does not receive direct assistance from Treasury regarding the formulation and
implementation of PPP projects.

3 Inquiry into Public Private Partnerships, June 2006, NSW Public Accounts Committee.
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1.44

1.45

Issues Raised in the Discussion Paper

The Public Accounts Committee recognised this and also recommended that the
NSW government consider adopting a support structure for PPPs managed by local
government similar to the Public Private Partnerships Programme (4Ps) in the UK,
which included peer support, systems support and sharing of expertise. However, the
Committee did not look at the issue of local government PPPs in any depth and did
not receive submissions or take oral evidence from either the LGSA or any local
councils.

The Government response to the recommendation was to draw the Committee’s
attention to the legislation and related guidelines. However, these do not address the
intent of the recommendation which was to develop a platform of support for local
government.

Question Ten — Would the availability of standardised forms and contracts be of
benefit to councils?

1.46

1.47

1.48

1.49

1.50

1.51

1.52

Councils generally prepare Development Agreements for large and complex PPPs.
These are legal agreements between councils and developers which sets out agreed
upon issues such as who does what, conditions precedent and any compulsory
acquisition of policy.

Councils reported to the Committee that substantial legal and administrative costs
were incurred through the drawing up of contracts, even for relatively small PPP
projects.

It was also argued that standardised contracts would assist in keeping councils’
expectations of a PPP project realistic.

In its report on Public Private Partnerships in June 2006, the Public Accounts
Committee considered the issue of whether standardised forms and contracts would
assist in reducing bid and project costs.

The UK Treasury has standardised all its PFI (PPP) contracts, arguing that it helps to
ensure best practice, improve procurements across the public sector, and reduces
the length and cost of PFI procurements.

The Public Accounts Committee also heard counter arguments that standardised
contracts reduced flexibility.

However the Committee did ultimately recommend “That NSW Treasury expedite the
use of standard forms and contracts for PPPs”.

Question Eleven — Is there a best practice model (or models) councils should adopt in
relation to PPPs or should councils decide the most appropriate model in accordance
with their own particular needs and the individual nature of each project? Should an
agency of government provide information about available models to assist
councils?

1.53

There is currently no “one size fits all” method for dealing with a local government
PPP. When Parramatta City Council undertook its $1.4 billion Civic Place
Development, several sub-committees of Council were established to deal with
separate issues such as probity and project management. External advisors were
attached to these to offer impartial advice. A project manager was also engaged.

Report No. 3/54 — November 2008 7



Standing Committee on Public Works

Issues Raised in the Discussion Paper

1.54

1.55

This model is clearly expensive and borne out of necessity due to the size and
complexity of the project.

Smaller private partnership projects are often undertaken with only one or two
external advisors reporting to Council as a whole.

Question Twelve — Do legislative restrictions on community land use, the Plans of
Management of such land use, and the dealings a council can have in community

land

, present impediments to councils entering PPPs?

Question Thirteen — Should one central NSW government agency assume
responsibility for coordinating all government agencies and utilities involved in local
government PPPs?

1.56

1.57

1.58

1.59

1.60

The Local Government Amendment (Public-Private Partnership) Act 2004 amended
the Local Government Act 1993 to give a regulatory framework for PPPs entered into
with NSW local governments.

Apart from the legislation regarding PPPs, other legal and regulatory issues surround
the PPP issue such as the considerable restrictions on the use of community land,
found in Chapter 6 of the Local Government Act 1993. Part 4 of the Local
Government (General) Regulations 2005 also set out the categorisation, preparation
and adoption of draft Plans of Management (PoM) for community land and other
matters relating to their leases, licenses and other estates. The PoM may place
impediments on the use of community land as it includes the condition of the land,
any buildings or structures on the land and the purposes for which the land, any
buildings or improvements on the land will be permitted to be used.

Section 45 of the Local Government Act provides for any dealings a council can have
in community land. A council has no power to sell, exchange or dispose of
community land. A council may grant a lease or licence over community land where it
is for the provision of public utilities and works associated with or ancillary to public
utilities. Section 47D prohibits the exclusive occupation or exclusive use by any
person of community land.

At a public hearing on 9 November 2007, the issue of the complexity of converting
community land to operational land was discussed. Mr Allan Smith, a Councillor from
Dubbo City Council and Executive Member of the Local Government and Shires
Association spoke of an example that arose in Dubbo: | had an example that was
fairly large, it was not to build a PPP. It was a fairly large shopping centre that was
surrounded by a green belt that was public land. It was non-operational community
land. To get an extra driveway out of their car park across the community land was a
major difficulty. After public exhibition, the public said no way were we to put a
driveway across...... when we went through the public exhibition period to change
the plan of management to go from a narrow strip across that land to have a
driveway, the community made it very clear that they were not going to wear it. As
such it all fell over. You would have those same issues trying to convert a lot of
community land to operational, under the present legislation.

The Parramatta Civic Place Redevelopment has recently highlighted another
potential legal impediment with regard to the Land Acquisition (Just Terms
Compensation Act) 1991. The Land and Environment Court determined that
Parramatta City Council did not have the power to compulsorily acquire two parcels
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Issues Raised in the Discussion Paper

of land. This was based on the interpretation that the land would ultimately be
transferred to a private party and was not acquired for the purpose of exercising
council functions. The decision is subject to appeal.

1.61 Inlarge PPP developments, there are often issues requiring state government or
federal government approval decisions. It is therefore important that the local
government not only has assistance but also cooperation at these levels of
government.

Question Fourteen — Do the guidelines and legislation, in their current form, present
barriers for councils to enter into PPPs?

Question Fifteen — Is it necessary to reform the legislation and guidelines with a
greater focus on the facilitation of PPPs rather than of risk control?

1.62 The Local Government Shires Association of NSW suggested that there should be a
review of the recommendations of the Oasis report, the Guidelines and associated
legislation.

1.63 The Association argued that some councils have found the current guidelines and
regulations too restrictive. The need to develop a project brief before calling for
expressions of interest (EOI), for example, may stifle creative alternative proposals
for the use of a particular site. It was suggested that a review of the operations of the
Guidelines and the Local Government Project Review Committee would be timely in
order to assess whether or not they are realistic for councils in all instances.

1.64 In its submission, Infrastructure Partnerships Australia (IPA) also considered that
there was scope for further legislative or Project Review Committee reform in order to
shift the sole focus from risk control to greater facilitation of PPPs for Councils.

1.65 Professor Maurice Daly similarly commented that when a project comes before the
Project Review Committee, “there is a bit of a feeling we have to make sure this is
absolutely watertight and it cannot go wrong, and so on, whereas the secret is to
work with a council to make it happen rather than to stop it happening. | have a
feeling there is more of the stop it happening than to make it happen. I think it is a
learning experience for the Department of Local Government as well as the councils
themselves”.

1.66 Professor Daly believed that the Guidelines served “to keep you out of trouble rather
than lead you to getting effective outcomes”. He believed that in comparison to the
Victorian and Queensland systems, the NSW system at the state level is weak.

1.67 Professor Daly further argued that the best method to influence local government
regarding PPPs is by the example of a few successful outcomes rather than merely
by a regulatory framework.

1.68 Gregory Incoll of Incoll Management considered that streamlining of the Guidelines
may assist councils and provide greater certainty to the private sector. He considered
that, as they were implemented following the Liverpool inquiry and report, they may
have been “a little heavy-handed as the Government wanted to ensure that it did not
happen again”. He thought the private sector has become “a little jaundiced” with
councils and PPPs due to the number of steps councils are now required to follow
which have the potential to add to time delays and uncertainty that the project will

Report No. 3/54 — November 2008 9



Standing Committee on Public Works

Issues Raised in the Discussion Paper

1.69

1.70

1.71

1.72

1.73

proceed. As a result he believes that the private sector is choosing to invest their
capital elsewhere.

Mr Incoll further submitted that, “The intent of the guidelines is good. The intent of the
guidelines is essentially that when a council has a requirement it not only has a
concept and a way of going forward but it actually has a business plan or a feasibility
surrounding the concept. That was probably a step that was missing in previous
years. Holistically, the second step is that before a council enters into an engagement
with the private sector, all the documentation related to the process up to that point in
time, or the commercial arrangements around that negotiation and how the project
will go forward after a contract is engaged, is really the second component of those
guidelines. That, again, is a sensible structure. It just becomes unwieldy with the
amount of information that has to flow at that point in time, and the timeframe taken.
So a private sector organisation will look at the timeframe and probably baulk at it”.

A representative from South East Region Training and Enterprise Centre also
supported the view that there is the area of PPPs is now over-legislated.

However, the Department of Local Government argued that neither the legislation nor
guidelines impose onerous burdens on councils entering into PPPs. “The processes
and procedures set out in the guidelines are for any responsible, transparent and well
managed council to undertake to ensure they meet their obligations to the
communities. The guidelines do not add another layer of bureaucracy and the
process does not cost the council anything. Timeframes are also built into their
guarantee of service so there is quick turnaround time”.

The Guidelines also were designed to emphasise the dual role of councils to ensure
transparency with respect to being the consent authority but also the proponent of
the PPP and be responsible for the long term maintenance of an asset.

The Department also said that it found that with smaller projects, councils have
welcomed the guidelines as they have clarified what exactly is required and has not
received any criticism regarding their operation.

10
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Chapter Two - Suitability of PPPs for Local
Government

2.1

2.2

2.3

2.4

2.5

As outlined in the Committee’s Discussion Paper, partnerships with the private sector
present one way that local councils can either upgrade existing infrastructure or
provide new facilities for their communities.

Various reports such Rates and Taxes: A Fair Share for Responsible Local
Government (2003)* and Are Councils Sustainable? (2006)° have highlighted the
financial strain that councils are under in relation to their infrastructure.

The following chart shows the annual renewal/replacement ratio for all NSW councils
over the period 2000/01 to 2004/05. The figure indicates that on average, the annual

capital expenditure of NSW councils on the renewal or replacement of existing assets
fell short of the annual depreciation of those assets by $400 million, or 40 per cent of

that capital expenditure in 2004/05.

Figure 6.2 Annual renewal/replacement ratio, all NSW Councils, 2000/01 to 2004/05
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Crata source: Access Econamics, Local Government in N5W, for the Independent Review Panel.

The recent IPART Issues Paper suggested that councils’ current levels of debt may
be too low in relation to new infrastructure provision and upgrading of existing
infrastructure. Councils in New South Wales seem to have a tendency not to borrow
even when it may be prudent to do so. The annual renewal/replacement ratio tends
to suggest that councils may be generating an infrastructure backlog, and this may
pose a risk to the long term viability of local government finances.®

Public Private Partnerships will never be an everyday occurrence for councils and
most councils may only undertake one or two in a council lifetime. However, they do

4 ibid
S ibid

® IPART Revenue Framework for Local Government — Issues Paper July 2008 pp 42,43
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present a viable alternative financing option for councils which can deliver strong
returns for the community.

Types of PPPs

2.6

There are a number of different types of Public Private Partnerships available to local
government:

Operations and Maintenance

Council contracts with a private partner to operate and maintain a publicly owned
facility. This type of project is suitable for a a broad range of council services
including water and wastewater treatment plants, solid waste removal, road
maintenance, parks maintenance/landscape maintenance, arenas and other
receational facilities, carparks etc.

Design Build

Council contracts with a private partner to design and build a facility that conforms to
their standards and performance requirements. Once the facility has been built,
Council takes ownership and is responsible for the operation of the facility. This
method is suitable for most infrastructure and building projects including roads, water
treatment plants and swimming pools.

Turnkey Operation

Council provides the financing for the project but engages a private partner to design,
construct and operate the facility for a specified period of time. The public partner
maintains ownership of the facility. This type of partnership is most applicable where
the council maintains a strong interest in ownership but seeks to benefit from private
construction and operation of the facility.

Wrap Around Addition

The private partner finances and constructs an addition to an existing public facility.
The private partner may then operate the addition to the facility for a specified period
of time or until the partner recovers the investment plus a reasonable return.

Lease Purchase

Council contracts with the private partnerto design, finance and build a facility to
provide a public service. The private partner then leases the facility to the council for
a specified period after which ownership vests with the council. This approach can be
taken where council requires a new facility or service but may not be in a position to
provide financing. This method can be used for capital assets such as buildings,
vehicle fleets and computer equipment.

Temporary Privatisation

Ownership of an existing facility is transferred to a private partner who improves
and/or expands the facility. The facility is then owned and operated by the private
partner for a period specified in the contract or until the partner has recovered the
investment plus a reasonable return.

Lease-Develop-Operate or Buy-Develop-Operate

The private partner leases or buys a facility from the council, expands or modernizes
it, then operates the facility under a contract with the council. The private partner is
expected to invest in facility expansion or improvement and is given a specified
period of time in which to recover the investment and realise a return. This method is
suitable for most infrastructure and other public facilities.

12
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2.7

2.8

2.9

2.10

2.11

Suitability of PPPs for Local Government

Build-Transfer-Operate

Council contracts with a private partner to finance and build a facility. Once
completed, the private partner transfers ownership of the facility to the council. The
council then leases the facility back to the private partner under a long-term lease
during which the private partner has the opportunity to recover its investment and a
reasonable rate of return. This method is suitable for most infrastructure and other
public facilities.

Build-Own-Operate-Transfer

The private developer obtains exclusive franchise to finance, build, operate, maintain,
manage and collect user fees for a fixed period to amortize investment. At the end of
the franchise, title reverts to the public authority. This method is suitable for most
infrastructure and other public facilities.

Build-Own-Operate

Council either transfers ownership and responsibility for an existing facility or
contracts with a private partner to build, own and operate a new facility in perpetuity.
The private partner. The private partner generally provides the financing. This
method is suitable for most public infrastructure and facilities, including water and
wastewater systems, parking facilities, recreation facilities, airports, local government
administration and operations buildings.’

While there are numerous examples of local government PPPs of varying scale
around Australia, they are far from a common form of infrastructure provision
amongst councils.

Although this area has not been well researched in Australia there are a number of
key reasons that can be identified.

The smaller size and financial base of councils usually means that the value and type
of projects they undertake will be on a smaller scale than the major projects the state
and federal governments engage in. However, they are particularly vulnerable when
forming partnerships with the private sector as they do not have the in-house
specialist expertise and the cost of contracting expert advisors can be prohibitive.

The submissions that the Committee received listed a number of other key
impediments which included the following:

e A lack of projects of sufficient size to provide a desirable return on investment for
private partners;

¢ Resident concern about cost, loss of control of public assets, negative publicity
about unsuccessful PPPs;

e Confusion about approval processes;
e Unclear advice from state government;
e Political risks to councillors.

A case study of a number of local government PPPs within Victoria and South
Australia uncovered the following risks encountered by councils in moving forward
with PPPs:

’ Public Private Partnership — A Guide for Local Government pp 7-10
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Conceptualisation stage — risks in moving a project from first concept to design:
e State political funding issues;
¢ Intra-Council divisions;
e Organisational changes;
e Market changes;
e Community consultations.
Developmental stage — risks associated with capital costs:
e Design;
e Construction;
e Commissioning.
Operational stage — risks associated with with revenue and recurrent costs:
e Wages;
o Utilities;
e Asset maintenance;
e Insurance.
Quantifiable specific risks include:
e Specification/design;
e Construction cost;
e Operating cost;
e Changes in other underlying costs;
e Obsolescence;
¢ Residual value;
e Performance risk — penalties etc;
e Demand,;
e Commercial — exposure to 3" party revenues.
Unguantifiable or non-commercial risks include:
e Force majeure;
e Regulatory and legal;
e Socio-political.®

2.12 Despite these issues, the vast majority of councils who submitted to the inquiry
indicated that they had considered, or would consider, entering into a PPP.

8 Aspin, Ronald “Public-private partnerships and effective risk management for local government” pp4-5
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Chapter Three - PPP Legislation and Guidelines

3.1 As canvassed in the Discussion Paper , while the September 2005 amendments to
the Local Government Act 1993 and the introduction of the associated guidelines
have clarified requirements and provided greater certainty for councils in relation to
PPPs, this has not translated into more local government PPPs in NSW.

3.2 Itwas suggested to the Committee by various stakeholders that there should be a
review of the recommendations of the Oasis Report, the PPP Guidelines and
associated legislation. The Local Government and Shires Association of NSW argued
that some councils have found the current guidelines and regulations too restrictive.
The need to develop a project brief before calling for expressions of interest (EOI),
for example, may stifle creative alternative proposals for the use of a particular site. It
was suggested that a review of the operations of the Guidelines and the Local
Government Project Review Committee would be timely in order to assess whether
or not they are realistic for councils in all instances.

3.3 Inits submission to the Inquiry, Infrastructure Partnerships Australia (IPA) also
considered that there was scope for further legislative or Project Review Committee
reform in order to shift the sole focus from risk control to greater facilitation of PPPs
for Councils.

3.4  Professor Maurice Daly at the Standing Committee on Public Work’s public inquiry
hearing on 19 September 2007, similarly commented that when a project comes
before the Project Review Committee:

“there is a bit of a feeling we have to make sure this is absolutely watertight and it
cannot go wrong, and so on, whereas the secret is to work with a council to make it
happen rather than to stop it happening. | have a feeling there is more of the stop it
happening than to make it happen. | think it is a learning experience for the Department
of Local Government as well as the councils themselves”.

3.5  Professor Daly believed that the Guidelines served:
“to keep you out of trouble rather than lead you to getting effective outcomes”. He
believed that in comparison to the Victorian and Queensland systems, the NSW system
at the state level is weak.....the best method to influence local government regarding
PPPs is by the example of a few successful outcomes rather than merely by a
regulatory framework.”

3.6  However, Ross Woodward, Deputy Director General of the NSW Department of
Local Government considered that neither the legislation nor guidelines impose
onerous burdens on councils entering into PPPs.

“The processes and procedures set out in the guidelines are for any responsible,
transparent and well managed council to undertake to ensure they meet their
obligations to the communities. The guidelines do not add another layer of bureaucracy
and the process does not cost the council anything. Timeframes are also built into their
guarantee of service so there is quick turnaround time”.

3.7  The Department further stated that the intention of the Guidelines was to emphasise
the dual role of councils to ensure transparency with respect to being the consent
authority but also the proponent of the PPP and be responsible for the long-term
maintenance of an asset.
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3.8  The Department also said that it found with smaller projects, councils have welcomed
the guidelines as they have clarified what exactly is required and has not received
any criticism regarding their operation.

Do The Guidelines And Legislation Present Barriers?

3.9 The Committee posed the question to stakeholders in its Discussion Paper as to
whether the guidelines and legislation present barriers for councils entering into
PPPs. Around a third of submissions received from councils stated that the
guidelines and legislation did not present any significant barriers. It was suggested
that factors such as skills shortages and a lack of suitable projects were the major
hindrances.

3.10 Another third of submissions believed the guidelines and legislation did present
significant barriers. However, while the majority of submissions believed that the
guidelines and legislation did make entering into PPPs more difficult, they also
acknowledged that they provided protection.

3.11 The following comments were made as to how the guidelines and legislation
operated to make PPPs more difficult for councils:

“A key barrier that is embedded in the guidelines is the basic process council must
follow for most procurement contracts. The State Government PPP procurement
guidelines define the Expression of Interest ('EOI’) phase as a test of private sector
capability and capacity and the Request For Detailed Proposals (‘RFP’) phase as a test
of risk adjusted value for money. There is no requirement to award a contract unless a
proposal produces a lower risk adjusted cost than the traditional option. The State has
the flexibility to reject all bids and continue to develop a project on traditional
means...Our understanding is that if a council proceeds to the RFP phase it is
effectively warranting that a contract will be awarded. This forces councils to make their
EOI documents demand extensive information from bidders, but without being in a
position to request firm pricing or underwritten finance and then if the EOI responses
appear favourable going to the RFP phase without a binding value for money condition.
Clearly this further discourages councils from initiating transactions that have a greater
perceived political risk”. (Ernst and Young submission).

3.12 The Local Government Managers Australia NSW wrote in their submission:

“There are barriers within the current legislation and guidelines, which impose
numerous hurdles for councils when contemplating PPPs. These barriers may be part
of the reasons why councils do not pursue PPPs. The various requirements are also an
impediment to the private sector, who do not want to have to bear the time and financial
costs of the lengthy and onerous decision making process required in PPPs. However,
if the legislation was enabling and if the guidelines were changed to focus on advice
and models then those barriers would be removed”.

3.13 Fairfield City Council submitted:

“The lead-in arrangements require a substantial upfront cost to be met prior to entering
into an agreement. This may negate or substantially reduce the benefit arising from any
PPP and may be difficult for a council to fund”.

3.14 Similarly, Penrith City Council argued that:

“The EOI process does not protect the intellectual property rights of developers. It is
possible that the EOI process focuses on the ‘the capability of an organisation to deliver
a project and not about the specifics of the proposal thus ensuring that key concepts
and innovative solutions are provided in the formal tender process preserving the
privacy of this information”.
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3.15

3.16

3.17

3.18

3.19

3.20

3.21

PPP Legislation and Guidelines

Some stakeholders partially supported the guidelines while still asking for review and
reform:

Infrastructure Partnerships Australia argued that:

“The amendment of the Local Government Act 1993 with the new Local Government
Amendment (PPP) Act 2004 was a significant development enabling local governments
to enter into PPPs. IPA believe that Council guidelines and procedures need to be
simplified to enable faster processing of project proposals”.

Gosford City Council commented:

“Yes, these can be seen as onerous and requiring an increase in work as opposed to
developing projects funded using other methods...Although as the DLG argues in 1.94
(page 15 of the Discussion Paper) that the processes and procedures in the guidelines
are for any responsible, transparent and well managed council to undertake to ensure
they meet their obligations to communities, there are no specific procedures for projects
financed by more usual methods that are legislated to be undertaken as a requirement
by councils”.

Cowra Shire Council submitted that when it came to PPP requirements there should
not be a “one size fits all” approach taken:

“Council again expresses its view that the Oasis development and the response to it,
established procedures that might be necessary in a large scale metropolitan area but
are excessive for a rural Council. In an example where a rural Council may wish to
develop 20 residential housing blocks in a PPP it would be required to develop a probity
plan, appoint a probity auditor and establish seven committees. If the NSW Government
wishes to promote the idea of PPP it needs to substantially simplify the procedures. If a
rural Council was to undertake a large scale development then more detailed
procedures may well be applicable”.

Some councils said that they believed that there should be a greater focus on
information and standardisation. For example, Mid-Western Regional Council
submitted that:

“There are some barriers within the current legislation but this Council is of the opinion
that if those guidelines were changed to be focused on giving advice and setting up
standardised forms then those barriers would be removed”.

KPMG argued for streamlining of approval processes. Similarly, Parramatta City
Council argued that the guidelines contributed to delays:

“The principle around the legislation and guidelines for PPP’s should be that they exist
to ensure that the process is effective, efficient, transparent and has a good governance
structure. The current guidelines appear to cover projects that are not PPP’s. It is
recommended that these guidelines be reviewed. Bureaucratic delays will frustrate the
process (particularly when dealing with the private sector) and add cost...Until best
practice models emerge proposed new legislation and guidelines will need to be flexible
S0 as not to stifle innovation in the PPP process”.

Blacktown City Council considered that there was too much focus on risk:

“The legislation and guidelines seem to focus more on managing and controlling risks,
rather than encouraging councils to consider utilising PPPs to deliver assets and
facilities. Legislation’s complexity may present unwanted barriers and disincentive for
the private sector to be involved...It is acknowledged that the legislative framework is
there to protect councils. However, it is considered that it could be built on to facilitate
and encourage more PPPs within the local government sector”.
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Reform of the Legislation And Guidelines

3.22

3.23

3.24

3.25

3.26

2.27

3.28

3.29

The Discussion Paper posed the question as to whether reform of the PPP legislative
requirements and guidelines was considered necessary.

Over half the submissions received by the Committee supported reforms to the
legislation and guidelines with a greater focus on the facilitation of PPPs. One
submission argued that both areas (facilitation of PPPs as well as risk control) are
needed in any legislative framework.

Cowra Shire Council argued that there should be a template developed for councils
to follow:

“There will always be risk with any activity whether it is in public sector environment or
in the private sector. Local government, however, seems to be in the political crosshairs
whereas NSW Government PPPs such as under city tunnels and tollways appear to be
of lesser significance. Nevertheless, large scale developments in local government can
place a great impost on ratepayers if they fail or result in a long term cost burden cost
(sic) to the Council. Cowra Shire’s suggestion is that a template be developed which
can be used by local government authorities for PPP projects. This template would
clearly set out the steps to be taken such as describing the proposal with the proposed
heads of agreement. This could be completed by management, approved by Council
and submitted to the Minister for conditional approval. The template would then detail
the next series of steps”.

Both North Sydney Council and Local Government Managers Australia NSW

commented that there need to be greater emphasis on facilitating PPPs:
“There does need to be risk control measures specified for PPPs. Councils and their
private sector partners do take on considerable risks in embarking on partnership
projects, and these risks need to be identified and managed. However these controls
should not constitute an insuperable barrier to PPPs commencing. The legislation and
guidelines therefore do need to also focus on the means by which PPPs can actually
occur, i.e. be facilitative”.

This view was supported by other councils such as Willoughby which commented:
“Risk control is important but greater emphasis on facilitation of PPPs is supported”.

Similarly, Gosford City Council argued for
“A balance of focus on facilitation should be included in the legislation and guidelines”.

Private sector stakeholders also supported this approach. Infrastructure Partnerships
Australia wrote:

“There is scope for further reform by shifting the sole focus from risk control towards
greater facilitation of PPPs for Councils that choose to pursue this form of
procurement”.

Ernst and Young suggested in their submission:

“A more effective approach would be to restructure local government tendering rule to
be consistent with State Government procedure. This would allow a shortened EOI
phase, and a thorough RFP phase at which the value for money test becomes a
primary focus. The procedures involved in producing a risk adjusted traditional
comparison model provide an appropriate focus on risk management”.

Commonwealth Government Reforms

3.30 Future Commonwealth Government reforms may also affect the local government,
including harmonisation of rules for PPPs and development of ‘best practice’
guidelines. The establishment of national ‘best practice’ guidelines for PPPs to
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3.31

3.32

3.33

3.34

3.35

3.36

3.37

PPP Legislation and Guidelines

reduce costs for the private sector and shorten the timeframes for delivering key
projects is a high priority for the Commonwealth Government. It has established
Infrastructure Australia to streamline major projects. At the time of writing, draft
guidelines by the Council of Australian Governments (COAG) infrastructure working
group have been given to Infrastructure Australia.

The final guidelines will include an outline of the preferred way of sharing risk
between the private sector and government. It is expected that the national
guidelines will include principles on dealing with project defaults on social
infrastructure which could allow governments to abandon projects or step in and take
over control. The guidelines would operate as a template that governments could
adapt to their own requirements such as state-based planning laws.

Commonwealth Government has established a $20 billion budget over 4 years for the
Building Australia Fund to develop critical economic infrastructure. The Fund will be
guided by Infrastructure Australia’s national audit and infrastructure priority list.

Infrastructure Australia will develop a strategic blueprint for the nation’s future
infrastructure needs in partnership with the states, territories, local government and
the private sector. It aims to give advice to Australian governments about
infrastructure gaps and bottlenecks that may be hindering economic growth.

It will also identify investment priorities and policy and regulatory reforms. It will report
to the COAG through the Federal Minister for Infrastructure, Transport, Regional
Development and Local Government.

COAG agreed that the priorities for Infrastructure Australia over the next 12 months
are:

e Completion of the National Infrastructure Audit by the end of 2008;

e Development of an Infrastructure Priority List for COAG’s consideration in March
2009; and

¢ Development of best practice guidelines of PPPs for COAG’s consideration by
October 2008.

e Some of the legislative functions set out in the Infrastructure Australia Act 2008
include:

e Options and reforms, including regulatory reforms, to make the utilisation of
national infrastructure networks more efficient;

e To review and provide advice on proposals to facilitate the harmonisation of
policies, and laws, relating to development of, and investment in, infrastructure.

Infrastructure Australia will review the extent to which the governments could
facilitate infrastructure investment, including improving guidelines for PPPs, project
appraisal techniques, and planning and approval processes. It will advise on the
removal of disincentives to greater private investment in public infrastructure,
including the complexity and cost of PPPs.

The Prime Minister Kevin Rudd has recently announced $300m of infrastructure
funding available to Australian local councils through a grant system. New South
Wales councils will receive 33.9 per cent of this funding.®

% “Councils Split Federal Funding” Australian Financial Review 19 November 2008
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Recommendations

RECOMMENDATION 1:

That the NSW guidelines and legislation on PPPs and the process of the Local Government
Project Review Committee be reviewed in light of any outcomes of the COAG and
Infrastructure Australia findings on the National Infrastructure Audit, their development of
best practice guidelines for PPPs, and any COAG or Infrastructure Australia proposals to
hamonise policies and laws relating to the development and investment in infrastructure.

RECOMMENDATION 2:

The Department of Local Government, in association with NSW Treasury, should develop
model templates for PPPs which could be flexible for local adaptation or requirements in the
context of the national approach to develop best practice guidelines on PPPs.
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Chapter Four - Stategic Asset Management

4.1

4.2

4.3

4.4

4.5

Strategic asset management is a process for ‘whole of life’ asset management from
planning, purchase, maintenance and disposal of assets. It also integrates asset and
service outcomes. According to the NSW Department of Local Government’s Position
Paper entitledn Asset Management Planning for NSW Local Government™® issued in
May 2007, the term ‘asset management’ is used to describe the process by which
councils manage physical assets to meet current and future levels of service.

Under the Asset Management Standard PAS 55, which is published by the British
Standards Institute, asset management is defined as the systematic and coordinated
activities and practices through which an organisation optimally manages its physical
assets, and their associated performance, risks and expenditures over their lifecycle
for the purpose of achieving its organisational strategic plan.

Common tools in asset management systems include asset registers, asset
maintenance and management systems, strategic planning capabilities, predictive
modelling, deterioration modelling, risk analysis and lifecycle costing.

The National Financial Sustainability Study of Local Government, commissioned by
the Australian Local Government Association and prepared by
PriceWaterhouseCoopers (PwC, November 2006), recommended that local councils
should consider the use of other sources of infrastructure funding such as PPPs in
addition to special levies and user charges. It suggested that for those councils with
the appropriate skills and capacity, the use of PPPs could provide a flexible
alternative for infrastructure upgrades and could avoid the pressures of increasing
local government debt. It recognised that initiating a PPP could be expensive and a
lengthy process which would require the use of expert advisors. However, it
suggested that PPPs generally may enable councils to reduce risk by allocating a
number of risks that might be better managed by the private sector.

The incorporation of PPPs within a total asset management system may be a
worthwhile consideration. The Discussion Paper raised a number of questions for
comment in relation to this issue.

Should Councils’ Strategic Asset Plans make provision for PPPs?

4.6

4.7

4.8

The need for provisions for PPPs in strategic asset management was supported
strongly in the submissions received in response to the Discussion Paper. Over half
the submissions agreed that councils’ strategic asset plans should make provision for
PPPs although it should not be compulsory for all councils to include PPPs. Only one
rural council argued that PPPs were not a priority for rural councils.

The Local Government Managers Australia NSW submission commented that: “If
local government is to look to the future with confidence about the management of assets,
then all options and opportunities must be explored and made available to communities
including PPPs”.

However, there is currently concern about asset management systems amongst local
councils. This appears to be largely due to the resource limitations of councils in New
South Wales. According to the Independent Inquiry into the Financial Sustainability of

10

Department of Local Government, Position Paper on Asset Management Planning for NSW Local

Government, NSW, May 2007
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4.12

4.13

4.14

NSW Local Governments, 2006, prepared for the Local Government and Shires
Association of NSW (LGSA), only 18% of councils in NSW at the time of their Inquiry,
have asset management policies in operation.

The findings from the Promoting Better Practice Program™*, which is part of the Local
Government reform program, were similar to those identified in a research project
prepared for the Independent Inquiry into the Financial Sustainability of NSW Local
Government. The Infrastructure Sustainability and Practice Report *? found that only
20 per cent of councils have adopted asset management plans, 30 per cent of
councils intend to have asset management plans completed within the next one to
two years, and the remaining 50 per cent have no intention to prepare such plans.

It was further estimated that $6.3 billion or about 13 per cent of the total asset value
of councils were required to bring existing assets up to a ‘satisfactory standard’.

Another $14.6 billion was required over the next 15 years to replace existing assets
already identified for renewal. This backlog measure of infrastructure did not take into
account of new infrastructure needs resulting from a growing and shifting population,
changing profile, changes to building or construction standards or community
expectations and demands.

Infrastructure renewal gap is another measure of infrastructure condition used to
examine current and future maintenance and renewal needs. This renewal gap is the
measure of the annual capital expenditure of NSW councils spent on renewal or
replacement of existing assets against the depreciation expenditure of those assets.
This gap is calculated on replacing existing assets (a ‘like with like’ replacement).

This renewal gap was estimated by reports to the Independent Inquiry into the
Financial Sustainability of NSW Local Government as councils’ depreciation
expenditure falling short of requirements by between $450 to $600 million each year.
Roorda (2006)*® reported that this meant a constant under funding of asset renewal
by up to 50 to 60%, which was the equivalent of seven to nine per cent of councils’
total revenues or 11 to 12 per cent of their total rates and charges revenue.

The National Financial Sustainability Study of Local Government™* identified some of
the common characteristics of councils facing financial sustainability issues. These
included:

Minimal or negative revenue growth. Cost growth which exceeded revenue growth -
the gap between cost and revenue growth may lead to operating deficits which are
then partly funded by deferring some infrastructure renewals expenditure;

Increasing involvement in non-core service provision from rising community
demands, along with a tendency to provide non-traditional service;

Some councils tend to run operating deficits creating a need to defer or underspend
on renewal of infrastructure such as community infrastructure (community centres,
aged care facilities, libraries, health clinics, sport and recreation facilities), which often
repeatedly create an annual backlog;

12 Roorda and Associates, The Present Condition and Management of Infrastructure in NSW Local
Government, Sydney, January 2006

13 ibid

14 The National Financial Sustainability Study of Local Government, commissioned by the Australian Local
Government Association (ALGA) and prepared by PriceWaterhouseCoopers (PwC), November 2006,

22

Legislative Assembly



Report into Local Government Private Partnerships for Asset Redevelopment

4.15

4.16

4.17

Chapter Four - Stategic Asset Management

Limited access for some councils to strong financial and asset management skills
that are crucial for identifying sustainability problems, optimising renewals
expenditure and improving revenue streams;

A small proportion of councils having limited access to rate revenue due to small
annual rate increases and a low initial rating base.

The 2006 PwC Report™ made recommendations for improving financial sustainability
of local government through internal reforms to improve councils’ efficiency and
effectiveness, as well as changes to intergovernment funding. Recommendations for
internal reforms by some councils included stronger financial management and asset
management.

The Municipal Association of Victoria (MAV) developed a staged asset management
improvement program to increase asset management capability. This Step program
has been developing infrastructure asset management capacity over the 4 years or
more by promoting awareness of asset management obligations to all councils and
by providing tools and templates to help develop asset management policies, asset
management strategies, management and operational plans. This voluntary program
has been funded by the councils and delivered through 6 monthly visits to the
councils by the MAV appointed consultants to help identify priority deficiencies as
well as provide targeted training and improvement recommendations to be done by
their next visit.

The Interim Report of the Independent Inquiry into the Financial Sustainability of
NSW Local Governments, prepared for the LGSA, March 2006, suggested that NSW
could utilise existing asset management tools such as GHD’s Gap-Ex, which is a
web-based gap analysis tool that facilitates identification of an organisation’s asset
management capability and benchmarks this against comparable organisations to
generate a basic asset management improvement program.

Current Asset Management Planning And Reporting Requirements

4.18

4.19

4.20

Currently, section 8 of the Local Government Act 1993 (NSW) requires that councils
are to have regard to the long term and cumulative effects of their decisions, and to
bear in mind that the councils are the custodians and trustees of public assets and
must effectively account for and manage the assets for which they are responsible.
The only obligation that requires councils to undertake asset management planning is
in the Department of Energy, Utilities and Sustainability’s Best Practice Management
of Water Supply and Sewerage Guidelines, 2004. These Guidelines only direct
councils to undertake planning in relation to water supply and sewerage assets.

At present, councils must prepare their annual financial reports in accordance with
the requirements of the Local Government Act 1993 (NSW) and Local Government
(General) Regulations 2005, as well as the Local Government Code of Accounting
Practice and Financial Reporting and the Asset Accounting Manual.

Section 428 (2)(d) of the Local Government Act 1993 requires councils to report on
the condition of the public works under their control as at the end of the year, along
with an estimate (at current values) of the amount of money required to bring the
works up to a satisfactory standard; an estimate (at current values) of the annual

15

PriceWaterhouseCoopers (PwC), National Financial Sustainability Study of Local Government,

commissioned by the Australian Local Government Association, November 2006
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expense of maintaining the works at that standard; and the council’s program of
maintenance for that year with regard to the works.

Council’s reporting obligations from section 428 (2)(d) are addressed through a
Special Schedule 7 to the annual financial statements. This reporting requirement is
specific to NSW local government and the format of Special Schedule 7 is prescribed
by the Local Government Code of Accounting Practice and Financial Reporting (the
Code). This schedule reports on the condition of public works and the extent to which
councils are able to maintain those public assets.

The Local Government Promoting Better Practice Program is part of the Local
Government reform program. Recent findings from this Program indicate that the
challenge for the majority of councils is to establish the link between asset
management practices and other council planning and reporting processes and to
ensure adequate information systems are in place for planning and implementation.
Some councils have experienced a negative impact on their financial sustainability
and an increased risk of failure of major infrastructure.

Local councils are not required to regularly estimate the fair value of their physical
assets. They do not use consistent depreciation rates for estimating the annual
consumption of their assets. Their accounts could understate the magnitude of their
infrastructure problem.

Rate Pegging

4.24

4.25

4.26

4.27

The NSW Government sets the maximum amount at which councils may increase
their annual general income — largely revenue from property rates, along with annual
charges other than for water and sewerage charges and waste management
charges. Section 505 of the Local Government Act 1993 defines general income as
income from ordinary rates, special rates and annual charges other than for water,
sewerage and waste services.

Under the Local Government Act Part 2 - Limit of annual income from rates and
charges, the government may set a limit on the total amount of income that a council
can raise from general income. The Minister for Local Government may specify the
percentage by which councils’ general income for a year may be varied. This is
known as the rate peg percentage (section 506). General income for these purposes
also excludes user charges, interest, grants, contributions and donation such as
section 94 charges under the EP&A Act or other revenues such as fines and
business activities.

Therefore, rate pegging applies to a council’s overall general income and not to rates
on individual properties. It is possible within rate pegging for some rates to increase
by more than the rate peg limit and other rates to increase by less than the rate peg
limit.

The National Financial Sustainability Study of Local Government, commissioned by
the ALGA (PwC 2006)°, found the policy of rate pegging in NSW may limit the ability
of some councils to broaden their own-source revenue and set rate revenue at a level
that meets their local operating needs. The aims of rate pegging are to contain the
rate of cost growth and to give incentives for productivity. However, it argued that by
increasing improvements in the asset management and financial skills of councils,
there might be grounds to remove rate pegging. Since councils are responsible for

18 inid
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their long term sustainability and as their financial management skills could be
evaluated in elections, councils could be given the autonomy to set their required rate
rise. It suggested that the removal of rate pegging could be done through a
progressive transition under which the cap would be gradually increased. Councils
with strong asset management plans and financial management would then be able
to determine their own rate increase.

4.28 The 2006 PwC Report suggested that the removal of rate pegging would give more
local autonomy and responsibility to local governments to accurately estimate the
rate rise needed for their operations, based on strong asset management plans. This
would bring NSW into line with other jurisdictions.

4.29 The report discussed that rate pegging could be a disincentive for council Chief
Financial Officers to complete asset management plans and financial analysis to
calculate the minimum necessary rate rise. It may mean that many councils set their
annual financial budget based on a rise equal to the peg and then scale back
infrastructure renewal spending to balance the budget.

4.30 There are concerns that removing pegging could end up with higher cost growth.
Others argued that pegging has little impact on the less viable councils since these
councils have low rate levels and large rate rises would only give a small increase in
total revenue so this would not make significant improvements to the viability of these
councils. However, PwC argued that for these smaller councils with limited rating
bases, it highlights the need for additional funding through an increase in grants.

4.31 The key arguments surrounding regulation of council revenue raising through rate
pegging is summarised in the Independent Pricing And Regulatory Tribunal (IPART)
Issues Paper - Revenue Framework for Local Government (July 2008),:

For rate pegging:

e Prevents any misuse of monopoly power in the supply of basic community
services;

e Controls cross subsidisation and restricts council provision of non core services
and infrastructure that could be unsustainable to rate payers;

e Manages the risk of poor governance;

e Limits the ability of councils to divert funds from essential infrastructure to other
projects and spend on marginal services that are better provided by the private
sector.

Against rate pegging:
e Limits councils’ ability to provide local services;
¢ Prevents the addressing of the issue of infrastructure backlogs;
¢ Makes councils consider higher user pays charges which could result in pricing
inequities;
e Runs contrary to principles of democracy and accountability of local government.

4.32 At the time of writing this report, IPART had commenced a review of the regulation of
council rates and charges in NSW. In May 2008, the Premier of NSW asked IPART
to assist the Department of Local Government to conduct the review. IPART will
provide a draft report to the Minister for Local Government by 13 May 2009 and a
final report by 13 September 2009. Recommendations will be made on the following
matters:
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e An appropriate intergovernmental and regulatory framework for setting rates and
charges that facilitates the effective and efficient provision of local government
services;

e Avrole for IPART in setting rates and charges in future years;

e A framework for setting the charges levied by certain public authorities such as
Sydney Harbour Foreshore Authority, Redfern Waterloo Authority, Sydney
Olympic Park Authority and the Growth Centres Commission, to enable these
authorities to recover costs for the provision of services that are normally provided
by local government.

IPART notes that during this period, the Minister for Planning has introduced changes
to the Environmental Planning and Assessment Act 1979 (EP&A Act) that affect the
treatment of section 94 contributions (developer contributions). The Environmental
Planning and Assessment Amendment Bill 2008 was passed by the Legislative
Council on 17 June 2008 and given assent on 25 June 2008. Subject to the
proclamation of Schedule 3 of the Environmental Planning and Assessment
Amendment Act 2008 (EP&A Amendment Act), section 94 and section 94A
contributions will become as ‘direct contributions’ and ‘indirect contributions’, which
will become important sources of revenue for councils in growth areas. IPART will not
review or make recommendations that relate to the changes to the E&A Act.

As part of the review, IPART is seeking submissions in response to its Issues Paper
(July 2008), Revenue Framework for Local Government'’. In the Issues Paper
(IPART 2008), IPART looked at the changes in the composition of NSW local
government revenues over the period 1997/98 to 2006/07. It found that the rates
component as a proportion of councils’ total ordinary revenue was stable at about 48
per cent with little variation from year to year. This suggested a reflection of the
constraint of rate pegging.

IPART (2008) has identified five options for alternative regulatory frameworks in its
Issues Paper and is inviting submissions in response to them. In assessing Options 1
and 2 below, IPART will consider whether councils should also be required to
develop a 10 Year Management Plan as proposed in Option 3. These options are:

Option 1 - Retain existing rate pegging arrangements but:

Publish the economic indicators or indices to be used in determining the uniform rates
cap to be used across local government each year

Modify the special variations process to make sure that the mandatory criteria needed

to justify a section 508 (2) or a section 508A variation are published, and the process

of application and approval is transparent and forms part of local government
regulatory system

Leave all charges unregulated (except section 95 charges which are dealt with under
amendments to the EP&A Act).

Option 2 - Implement a more disaggregated form of rate pegging that incorporates
cost indices relevant to each council (or groups of councils). This option would be
as for option 1 but either:

7 \PART (Independent Pricing and Regulatory Tribunal), Revenue Framework for Local Government, Other
Industries — Issues Paper, July 2008, NSW
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e Group councils based on specific criteria and calculate a rate peg specific to each
group, or

e Calculate a specific cap for each council based on specific criteria such as cost
structures, service dimensions.

Option 3 - Reduce the scope of rate pegging to only cover local government revenue
needed to fund operating expenditure and so exclude capital expenditure from rate
pegging, but with operating expenditure to include some expenditure approximating
asset depreciation:

e Leave other fees and charges (except section 94 charges) unregulated as it is.

e Provide separate guidelines on operating and capital expenditure planning and
pricing. These guidelines could need approaches to operational revenue raising,
related expenditure, capital expenditure plans and costings, pricing policies and
charges, depreciation policy and proposed funding options such as debt financing and
PPPs. Relationship of section 94 plans to these guidelines could be included.

¢ Modify the special variation arrangements as described in Option 1.

Option 4 - Maintain rate pegging but promote greater freedom by exempting
individual councils from rate pegging but subject to a mandatory demonstration of:

¢ Financial accountability and governance
¢ Financial sustainability

e Comparative efficiency and effectiveness indicators such as affordability and
availability of local services and facilities

e Ability to achieve the above criteria over a 10 year timeframe through an approved
and independently audited management team, with the audited plan to be tabled in
Parliament and made publicly available.

e This option may need regulatory changes to current Management Plans under the
Local Government Act 1993 — Chapter 13, Part 2 Management Plans.

Option 5 - Remove mandatory rate pegging and develop measures to enhance
accountability to the local community. This includes compulsory reporting on a
comparable basis to compare councils. Where councils fail to meet the criteria, a
default rate cap could apply. IPART notes that the Minister for Local Government
favours the continuation of rate pegging.

e |PART's option 3 looks at guidelines on operating and capital expenditure planning
and pricing, and specifically refers to proposed funding options such as PPPs.

e There is a growing focus currently on strengthening the planning and reporting on
financial and asset management, which is being considered by Department of Local
Government and presented in its Positions Papers, along with the above IPART
review into revenue framework for local government.

Improving Local Government’s Asset Management

4.36 The Independent Inquiry into the Financial Sustainability of NSW Local Governments,
prepared for the LGSA in 2006, identified that improvement to asset management
and to unify infrastructure accounting is critical to addressing infrastructure problems.
A common asset management system is needed to be complied with by NSW
councils by requiring:
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e A standard format for asset registers;
e Regular three-year valuation of infrastructure at ‘fair value’;

e Common definitions of ‘satisfactory’ standards for assets, depreciation, routine
maintenance, backlog maintenance or rehabilitation, renewals and enhancements;

e A standard depreciation schedule for assets whose total life has not been
estimated by an expert assessor.

The Interim Report published in March 2006, also mentioned that existing voluntary
asset management planning and risk management that have been available to
councils for more than 5 years is inadequate. However, it acknowledged that the
revision of the asset register, revaluation and establishment of asset management
systems will need resources and access to expertise for councils. External funding
and programs will be needed to support councils. The financial burden on small rural
councils will be heavy and may require specific attention. It suggested that NSW
Department of Local Government would also be required to assist in capacity building
of expertise in councils.

One of the options presented in the Independent Inquiry into the Financial
Sustainability of NSW Local Government is to require all councils to adopt a total
asset management system and consistent accounting practices within two years with
the technical and financial assistance of the State Government.

At the Committee’s public hearing held on 9 November 2007, Shaun McBride,

Strategy Manager, Finance, Infrastructure and Planning, a representative of the

Local Government and Shires Association, commented that:
“We believe there will be legislative amendments by 2009 to institute that [integrated
planning and reporting system with a compulsory component on asset management].
That is building on a lot of work that has been developed by the sector — not the
department — and patrticularly by the Institute of Public Works Engineers Australia. Its
members are probably the leading asset management people in the country. They have
developed programs that have already been rolled out in Victoria, South Australia and
Queensland. In fact, New South Wales has lagged substantially behind the other States
in that asset management area, but it is happening now. The institute tells me that
being the last cab off the rank means that we will probably end up with the best system.
We will be able to learn from the experience of the other States. So it is not necessarily
a bad thing”.

Although consistent asset management across councils may improve the
understanding of infrastructure needs to generate efficiencies but it will not solve the
problem of the shortfall between infrastructure costs and revenue to make councils
financially sustainable. Revenue enhancement is needed to close the infrastructure
backlog and renewals gap.

Different infrastructure obligations are placed on rural and metropolitan councils. The
capacity of councils to meet the obligations is also affected by whether they are
experiencing growth or decline in their populations. These circumstances should then
be considered in any allocation of future infrastructure responsibilities and systems
for revenue and funding.

The National Financial Sustainability Study of Local Government Report*®
recommended expanding councils’ own source revenue by working with state

18 ibid
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government to remove or relax any legislative impediments, and to improve the
capacity of local government to raise revenue from its own sources.

The Independent Inquiry into the Financial Sustainability of NSW Local
Governments®® suggested that a ‘best-fit' analysis could be formal agreements
between various tiers of government to define shared responsibilities and
relationships for different types of infrastructure. Another outcome could be the
reduction or transfer of responsibilities from Local Government to other tiers of
government or to the private sector. These agreements could form part of the
Intergovernmental Agreements or Partnership Agreements or they could operate
between infrastructure agencies and councils.

The National Financial Sustainability Study of Local Government also suggested
reforms to intergovernmental transfers, which need to be targeted to assist the types
of councils with sustainability issues. Some of the suggested reforms to
intergovernmental transfers included:

e Establish a new Local Community Infrastructure Renewals Fund (LCIRF): to
support councils in the timely funding of renewals work across a range of
community infrastructure assets. The fund could be distributed based on relative
need use the R2R (Roads To Recovery Funding Program) or FAGs (Financial
Assistance Grants) distribution methods, or through a new or hybrid approach.

e Revise the escalation method for FAGs from a mix of population growth and CPI,
to a new escalation formula tailored more to local government cost movements (a
combination of the ABS Wage Cost Index and Construction Cost Index together
with population growth).

e State governments to provide funding support to encourage the local council
efficiency and asset management reforms.

The National Financial Sustainability Study of Local Government also recommended
strengthening asset management and financial capacity of local councils. It
suggested that this be done by working with other spheres of government to facilitate
improved asset management and financial skills through government funding
programs in order to improve the skills in all councils. It also similarly recommended
using total asset management plans and systems to better manage asset renewals
and replacement as well as integrating into longer term council objectives.
Conducting more regular asset condition reporting for key infrastructure was another
of its recommendations, as well as developing nationally consistent local government
financial and asset management data.

The NSW Department of Local Government’s Position Paper on Asset Management
Planning for NSW Local Government® presented the following seven
recommendations, which have been developed with the NSW Infrastructure Task
Force?. These recommendations are:

19 ibid
20 ipig

2l The NSW Infrastructure Task Force included the Local Government and Shires Associations of NSW,
Institute of Public Works Engineering Australia, Local Government Managers Australia (NSW Division), Local
Government Audit Association, Roads and Traffic Authority and the Department of Energy, Utilities and
Sustainability.
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e Strategic long term asset management and financial plans be included as
essential components of an integrated planning and reporting framework across
NSW local government;

e Legislative amendments requiring long term strategic asset management planning
be introduced into the Local Government Act 1993;

e Councils adopt asset management planning systems and practices that are
consistent with the Local Government Financial Sustainability Frameworks, and
where applicable and practical, the International Infrastructure Management
Manual;

e A basic (core) approach to asset management planning be the agreed minimum
level for all NSW councils;

¢ An asset management improvement program be implemented to progressively
raise asset management planning to a level appropriate for each council;

e Legislative amendments requiring ten year financial planning be introduced into
the Local Government Act 1993;

e An industry wide capacity building program including a range of training, tools,
templates and guidelines be introduced.

Capacity Building

4.47

4.48

4.49

The Department of Local Government recognised in its Position Paper that success
in implementing the recommendations would depend on a capacity building program.

At the Committee’s public inquiry hearing on 19 September 2007, the Deputy Director
General of NSW Department of Local Government had also referred to the issue of
capacity building in relation to legislative amendments requiring long term strategic
asset management planning along with ten year financial planning:

“Some councils have done fairly detailed asset management plans but the majority
have not. It is a project that in fact the department and the sector itself have recognised
they need to come to grips with. So, we have put out a discussion paper earlier this
year about asset management and with the proposal that all councils be required to
prepare long-term asset management plans linked to long-term financial plans, the way
some other States already mandate. So the proposal is that that be legislated — and
that is something the sector itself has suggested — and the response to that so far has
been an overwhelming yes, let us proceed down that path, provided we get some
support in how to go about it because a lot of councils do not know how to go about
preparing their asset management plans whereas some others actually do it extremely
well. We are suggesting that those that are doing well share their knowledge with those
that do not have the capacity so we can get a picture of exactly what you are saying,
because we do not know what their assets are and they do not know either”.

The need for capacity building is reflected in the submissions received in response to
the Discussion Paper. The vast majority of the submissions agreed that the state
government should provide technical assistance and financial incentives to assist
councils to adopt a total asset management system within the next three years. They
believed that councils did not have the resources or skills to undertake the adoption
of a total asset management system on their own. Only three submissions received
argued that it was council’s own financial and technical responsibility.

450 However, the NSW Department of Local Government’s submission argued that:

“...technical knowledge exists within councils. One of the key strategies implemented
by the Department will be to utilise and spread that skill and knowledge to the local
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government sector. This could be done, for example, through the regional organisations
of councils and through resource sharing. The Department is working towards an
integrated planning model for councils. This will not mandate a particular asset
management system. The Department is not in a position to provide technical or
financial assistance to councils to implement the new systems”.

However, private sector organisations such as IPA (Infrastructure Partnerships

Australia) said that they believed that many local councils could not effectively

undertake strategic asset management:
“IPA supports the view of the Percy Allan Report, 2006 [The Independent Inquiry into
the Financial Sustainability of Local Government in NSW, May 2006] that most local
governments lack asset management plans due to resource limitations and
unwillingness of councils to engage in such plans. Local governments should benefit
from the knowledge and technical expertise of higher levels of government to adopt a
total asset management system in the coming years”.

According to the Local Government and Shires Association submission on the
Department of Local Government’s Position Paper on Asset Management Planning,
capacity and skills building programs are being rolled out in other states with initial
consultancy based programs in Queensland (LG Asset) or Victoria (STEP Program)
requiring funding of at least $2 to $3 million.

The Department of Local Government also released a Position Paper on A New
Direction For Local Governmen?®t in October 2006, which asked for submissions by
9 March 2007. One of the elements identified is good gov