Governing Norfolk Island’s finances: Budgets are numbers in the air

Accountancy shares with economics a feature that is not immediately obvious when gazing at
tables of accounts. Accounting reports — with their columns of income and expenditure, profit
and loss, assets and liabilities — convey the impression of mathematical precision. But
ultimately, the accountancy and economics that lie behind public budgeting are political
disciplines, not mathematical ones.

We can be confident (in the absence of fraud) that if income is $5 million and expenditure is
$5.5 million, there is a shortfall of $0.5 million, but the assumptions and approximations that
led to those calculations, the level of government that should cover the shortfall, how the
shortfall should be covered (e.g. by borrowing, increasing taxes, allocating subsidies or
reducing services), and whether the shortfall even matters, are political questions.

Budget deliberations in Australia are overshadowed by a phenomenon which economists call
‘vertical fiscal imbalance’, meaning that the Commonwealth collects most of the taxation
revenue, — think income tax, petrol excise, corporate tax — but the states and local government
incur most of the expenditure — think education, parks, hospitals, police, rubbish collection,
sewerage.

The national public authority advising on how to reconcile this imbalance is called the Grants
Commission, which reports to the Australian Government on how federal revenue should be
distributed to the states and territories to ensure equitable access to services. My own personal
experience with the Grants Commission has indicated that it is a non-partisan, non-political
body that attempts to produce objective data and formulae to enable the politicians to make
better decisions.

The staff of the Grants Commission produced a report in 2019 on the financial circumstances
of Norfolk Island and a copy of this is now available on the website of the Norfolk Island
Institute, along with several other reports on the economy of the Island.

The Australian Constitution allows the Australian Government to make grants to the states for
any legitimate purpose (and untied grants), but restricts it from making grants directly to local
governments for local projects. This restriction does not apply to Norfolk Island as there is no
state government and no comparable constitutional restriction on the ability of the Australian
Government to fund any lawful public purpose.

Local governments are creatures of the states (except Norfolk Island) and the capacity of local
governments to fund themselves without requesting handouts from the states is highly variable.
Naturally, remote local governments with low populations incur greater costs in building
infrastructure and delivering services than large metropolitan municipalities. The economic
principle of “economies of scale” applies here. To operate services such as a radio station,
telephone network and sewerage system incurs ‘fixed’ costs to establish and run the system;
and ‘variable’ costs to service additional users. Once up and running, additional users can be
added for low marginal cost each, at least until an upgrade is required. A large number of users
means lower cost per user and more revenue to cover the fixed costs.

The principle of economies of scale leads to the conclusion that it is unrealistic to expect a

small, remote community to recover the cost of establishing and maintaining infrastructure
through user charges. If remote communities are to be supplied with modern facilities, they
will always need transfers from a higher level of government.



Local government audit (Queensland)

A recent report by the Queensland Auditor-General concluded that «...45 councils
(approximately 60 per cent of the sector) are still at either a moderate or a high risk of not
being financially sustainable.” The tables reveal, unsurprisingly, that most of the councils with
operating deficits worse than the Auditor-General’s threshold are in the remote and rural
categories, and none were in the coastal strip between New South Wales and Cairns.

Let’s think about this. More than half of local governments in Queensland have been deemed
at risk of becoming financially unsustainable, but their councils have not been dismissed for
budgetary shortfalls. Only on those few occasions when corruption is suspected has the state
stepped in and replaced them with an Administrator — Ipswich, Logan and Moreton Bay are
examples, all in the south-east corner.

Given that the Auditor-General was applying ‘one size fits all’ generic Australian accounting
standards, it would be wrong to conclude that Queensland’s local governments are
incompetent, wasteful or deserving of being sacked by a higher level of government. The
accounts are numbers on a page only. (Nowadays they are scarcely even that: they are simply
pulses of electricity somewhere in the atmosphere). A more plausible conclusion is that
municipal administrations in remote areas can’t be expected to be self-sustaining financially
and will always require subsidisation by a level of government that enjoys greater economies
of scale.

‘Precision’, which suggests mathematical exactitude, is not the same as ‘accuracy’, which
examines whether the data faithfully demonstrate the issue being studied. It’s relatively easy to
be precise when compiling accounts, but it’s also easy to be misled into thinking that for a
public authority, an operating deficit accurately reflects the competence of the authority to
manage its affairs.
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