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Executive Summary 

1. Section 1 of the Report outlines the Victorian experience with rate capping. After an initial 

brief experience with rate capping from 1996 to 1999 under the Kennett Government, rate 

capping was reintroduced by the Andrews Government from the 2016-17 financial year onwards. 

An annual rate cap based on the forecasted CPI is announced each year by the Minister for Local 

Government. The implementation of the rate cap by local authorities is overseen by the Essential 

Services Commission that also adjudicates applications from councils to exceed the annual rate 

cap. 

2. Section 2 of this Report outlines the genesis of the Victorian rate capping regime, its operation 

and the debate over its merits. Advocates of rate capping contend that it protects ratepayers 

against excessive rate rises, it obliges local authorities to adhere to their basic service provision 

responsibilities, it prevents the abuse of monopoly power, it imposes ‘financial discipline’ on 

councils, it promotes accountability and transparency, and it acts as a ‘watch dog’ against 

municipal excess. Opponents argue that rate capping limits the ability of local authorities to 

provide essential local services, it generates infrastructure backlogs, it results in higher user pays 

fees and charges, and it weakens local autonomy thereby undermining local democracy. 

3. Section 3 examines the theoretical foundations of expenditure and tax limitations on local 

government, including property tax limitations such as rate capping.  Section 3 discusses this 

theoretical literature - notably agency theory and personal finance theory – and how it has 

informed public policy making. 

4. Section 4 provides a synoptic account of the international empirical literature on the impact of 

property tax limitations on local government. The weight of this international empirical evidence 

contains two broad lessons for rate capping in Victorian local government. Firstly, limitations on 

property tax increases can stimulate municipal revenue raising from revenue sources other than 

rates. Secondly, the impact of rate capping depends on the characteristics of local authorities, 

with poor rural councils much more heavily affected than their more affluent urban counterparts. 

5. Section 5 reviews the Australian empirical literature on the impact of rate capping on 

Australian local government in four peer-reviewed journal articles. Australian studies have been 

undertaken by Dollery and Wijeweera (2010), Drew and Dollery (2015), Dollery and McQuestin 
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(2017) and Yarram, Tran and Dollery (2021). With the partial exception of Dollery and 

Wijeweera (2010), all studies find that rate capping has serious negative effects on local 

government, including higher levels of council debt per household, greater local infrastructure 

backlogs, lower municipal efficiency, larger inter-municipal revenue effort inequities, 

differential impacts on urban and rural councils, increased fees and charges, and lower outlays on 

aged and disabled services. 

6. Section 6 of the Report summarises recent official reports on the operation of rate capping. 

Given that it has experienced a rate cap since 1977, most of these reports focus on NSW local 

government, although some recent material has considered the Victorian rate cap. Starting with 

the 2006 Allan Report, all NSW inquiries into rate capping have identified various problems, 

especially in terms of local infrastructure maintenance and renewal and ongoing financial 

sustainability. All these NSW reports recommended various changes be made, ranging from 

scrapping rate capping altogether to making the system more flexible. In response, the NSW 

government has modified the process to enable local councils to easily secure exemptions from 

the annual rate cap. By contrast, much less material exists on the more recent Victorian rate 

capping process. However, existing official documents produced by the Environment and 

Planning Committee (EPC), the Essential Services Commission (ESC), the Victorian Auditor 

General’s Office (VAGO) and the Municipal Association of Victoria (MAV) all indicate that 

various problems have begun to emerge, including the expense involved in applying for a rate 

variation application, reductions in service provision, as well as financial distress among 

regional, rural and interface councils. 

7. The Report concludes in section 7 by offering two alternative recommendations that flow from 

the empirical evidence that it has considered: 

Recommendation 1: Under a ‘first-best’ approach, the Victorian Government should simply 

abolish rate capping thereby offering local authorities the power to strike their own rates and be 

held accountable by their own local residents. This would not only foster financial sustainability 

in Victorian local government, but also restore local autonomy and local democracy. 

Recommendation 2: An alternative ‘second-best’ approach would recognise the reality of the 

political hurdles in contemporary Victoria to the abolition of rate capping and instead 
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concentrate on removing the worst features of the current rate capping regime. This approach 

would comprise three main pillars:  

(a) A rate cap would be set for a minimum of three years in advance to facilitate financial 

planning by local councils. 

(b) The process of determining the rate cap would be modified to include input from a panel of 

local government experts, as well as a more accurate method of determining cost escalations in 

Victorian local government, such as the formula advanced by the ESC. 

(c) The process of applying for rate variations above the rate cap would be eased to automatically 

grant these applications unless there are compelling grounds to the contrary, as determined by 

the ESC. 
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1. Introduction 

The present rate capping system tied to the Consumer Price Index (CPI) was introduced into the 

Victorian local government system from the 2016-17 financial year onwards. Under the rate cap 

regime, the Minister for Local Government sets an annual rate cap on forecasted CPI for each 

financial year. The Essential Services Commission (ESC) oversees the implementation of the 

rate cap and adjudicates on rate variation applications submitted by local councils that wish to 

exceed the rate cap. 

Considerable controversy surrounds the impact of the Victorian rate capping regime. 

Fortunately, a substantial conceptual and empirical literature has considered the effects of 

limitations on property taxation on local councils and local communities. This scholarly 

literature can shed considerable light on the implications of imposing a rate cap and thus inform 

public policymaking. 

This Report presents existing international and Australian conceptual and empirical scholarly 

work on property tax limitations, together with insights derived from official documents on rate 

capping in Victoria. The Report then considers the public policy implications of this body of 

work for the reform of the Victorian rate cap system. 

The Report consists of seven main parts. Section 2 considers the genesis of the present rate 

capping regime in Victorian local government, its modus operandi and the controversy 

surrounding its merits. Section 3 discusses the theoretical literature on property tax limitations, 

including rate capping. Section 4 summarises the international empirical literature on property 

tax limitations and section 5 reviews existing empirical evidence on rate capping in Australian 

local government. Section 6 considers the findings of a number of recent official reports on the 

operation of rate capping, especially in New South Wales (NSW) local government where rate 

capping has been in place since 1977, but also in Victorian local government. The Report 

concludes in section 7 by proposing two alternative recommendations for dealing with the 

numerous problems besetting the current rate capping regime in Victorian local government. 
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2. Rate Capping in Victorian Local Government 

Rate capping in Victorian local government was first introduced following the radical municipal 

merger program implemented by the Kennett Government in the 1990s that reduced the number 

of Victorian councils from 210 to 78. In 1995, section 185 of the Local Government Act was 

amended to permit the Minister for Local Government to cap rates or even demand rate 

reductions. The first rate cap was instituted over the 1996‑97 financial year by the Minister for 

Local Government, who simply froze rates at the level set for the 1995-96 financial year. For the 

1997‑98 financial year, rates were initially capped at the rate of inflation minus one percent. 

However, in June 1997 the cap was increased to a maximum of three percent to assist local 

councils fund a superannuation shortfall (Environment and Planning Committee (2015)) 

In September 1997, the Kennett Government announced that the rate cap would be removed 

from the 1998‑99 financial year onwards and it would be replaced by a new system whereby 

local authorities could apply directly to the Minister for an annual rate increase. However, in 

1999, the Victorian Government removed these restrictions on council rates and the first 

Victorian rate-capping regime came to an end. 

Following the electoral victory of the Australian Labor Party (ALP) in Victoria in late 2014, the 

new Minister for Local Government Natalie Hutchins announced that under the incoming 

Victorian Government’s ‘Fair Go Rates System’ a rate cap linked to the CPI would be 

introduced into Victorian local government from the 2016-17 financial year onwards. The new 

Victorian Government had won the 2014 election on a platform that included a pledge to 

introduce a cap on council rates in all Victorian councils. Incoming Victorian Premier Daniel 

Andrews (2014) justified the introduction of a rate cap on grounds that ‘councils will be forced 

to limit rate rises and detail where every dollar will be spent, because ratepayers deserve a fair 

go’, adding that ‘this policy also sends a clear message that we expect councils to keep their rates 

in line with CPI’ (Masanauskas and Gillett, 2014). 

The rate cap regime came into force on 1 July 2016. The annual rate cap applies only to the 

general rates and municipal charges of local authorities. All other aspects of municipal revenue 

raising, such as waste charges, other user fees and levies, are uncapped. The rate capping process 

in Victoria falls under the Minister for Local Government who is assisted by the ESC. The 
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Minister also receives periodic advice in the form of reports on rate capping from the 

Environment and Planning Committee of the Victorian Parliament.  

In essence, the rate-capping process has three main dimensions. Firstly, on the advice of the 

Essential Services Commission, the Minister for Local Government announces an annual rate 

cap linked to the CPI for the forthcoming financial year. Secondly, local councils wishing to set 

their rates above the stipulated rate cap must lodge formal applications with the ESC, which 

adjudicates these variation applications and announces its decisions publically. In their variation 

applications, local councils must demonstrate to the ESC that (a) an increase in their rates above 

the rate cap is justified and (b) that they have engaged with their local ratepayers and local 

communities concerning the proposed rate increase. In practice, only a comparatively small 

number of local councils have been granted approval to strike rates above the prescribed rate cap. 

For instance, out of the 79 Victorian local authorities, six councils secured approval in 2016-17, 

four in 2017-18 and one in 2018-19. Finally, the implementation of the annual rate cap is 

monitored by the ESC in order to verify council compliance with the cap and provide accurate 

information to local ratepayers and local communities.  

It terms of setting the annual rate cap, the ESC (2015, p.13) originally recommended that the 

following formula be used: 

Rate Cap = (0.6 x Cost Price Index) + (0.4 x Wage Price Index) – 0.05 efficiency factor 

The rationale for this formula was advanced by the in its 2015 report A Blueprint for Change – 

Local Government Rates Capping and Variation Framework Review. In essence, the CPI was 

included to reflect the Victorian Government’s election pledge to maintain rate increases in line 

with cost price inflation, the wage price index (WPI) was incorporated to reflect rises in council 

wage costs, and an efficiency factor was embraced in order to stimulate greater efficiency in 

municipal service provision. However, in practice, the Minister for Local Government ignored 

the Essential Service Commission formula and based the annual rate cap exclusively on the 

forecast annual CPI. The Victorian Government has insisted that it has used the CPI in 

accordance with its election commitment to keep council rate rises ‘the same as CPI as forecast 

by the Department of Treasury and Finance’ (Hutchins 2016). Table 1 lists the stipulated rate cap 

since 2016-17: 
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Table 1: Rate Caps in Victorian Local Government, 2016-17 to 2020-21 

Financial Year Rate cap 

2020-21 2.0% 

2019-20 2.5% 

2018-19 2.25% 

2017-18 2.20% 

2016-17 2.5% 

 

It is important to stress that the rate cap applies to a council’s total rate revenue and not to 

individual properties in a given local government area. As a result, after a rate cap has been 

imposed, individual rates bills may increase or decrease by more or less than the stipulated rate 

cap limit. For instance, if the value of a given property has risen or declined relative to the value 

of other properties in the same local government area, then its rates can change. Similarly, the 

rates levied on a given property can change under a rate cap if the council varies the amount of 

rates levied on different categories of property (residential, commercial or rural) through a 

differential rating system. 

In common with all other local government systems worldwide that have introduced limitations 

on property taxation, the introduction of an ongoing rate cap in Victorian local government has 

generated considerable controversy (Drew and Dollery, 2015; Environment and Planning 

Committee, 2015). In the Victorian context, advocates of rate capping have presented six main 

arguments in favour of a rate cap (Environment and Planning Committee, 2015, pp.6/7). Firstly, 

it is has been widely held that an annual rate cap serves to protect ratepayers against excessive 

rate rises. Secondly, proponents contend that a rate cap will oblige local authorities to adhere to 

their basic service provision responsibilities and thereby restrict the provision of extraneous 

‘non-core’ services. Thirdly, it has been argued that a rate cap will prevent local councils from 

misusing their monopoly power as the sole supplier of basic community services. A fourth 

argument has centred on the need for a rate cap to impose ‘financial discipline’ on councils. 
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Fifthly, some advocates of the Victorian rate capping process have argued that the rate variation 

application system operated by the ESC improves municipal accountability since applications for 

exemptions are publically scrutinised. Finally, the process acts as a ‘watch dog’ against local 

government excess. 

Opponents of rate capping in Victoria have advanced four major arguments against the annual 

rate cap (Environment and Planning Committee, 2015, pp.6/7). Firstly, and most commonly, it 

has been argued that a rate cap limits the ability of local authorities to provide essential local 

services. A related argument centres on the likelihood that financially constrained councils face 

political imperatives to continue providing local services and fund these services in part by 

reducing local infrastructure maintenance and renewal thereby generating infrastructure 

backlogs. Thirdly, some adversaries of a rate cap have argued that it inevitably results in higher 

user pays fees and charges. Finally, the imposition of a rate cap weakens local autonomy by 

restricting a local council’s budgetary authority and thus undermines local democracy. 

As we shall see in our review of the international and Australian empirical evidence in section 4 

and section 5 respectively, several of these arguments against rate capping enjoy strong empirical 

support. 

3. Conceptual Foundations of Rate Capping 

A considerable theoretical and empirical literature exists on national and state government 

limitations imposed on municipal expenditure and revenue-raising activities, including property 

taxation or rating (see, for instance, Florestano, 1981; Temple, 1996; Mullins and Wallin, 2004; 

Anderson, 2006; McCubbins and Moule, 2010). While most of this literature has focused on 

American local government, where state-imposed constraints on local fees, charges and taxes are 

common (Figlio and O’Sullivan, 2001), researchers have also studied other local government 

systems, including in Europe (Boadway and Shah, 2009; Blom-Hansen et al., 2014) and 

Australia (Dollery and Wijeweera, 2010; Drew and Dollery, 2015; Dollery and McQuestin, 

2017; Yarram, Tran and Dollery, 2021). 

The economic rationale for rate capping rests on the normative prescriptions of standard 

economic theory: local government has a monopoly in essential local service provision. As a 

result, in common with all other monopoly suppliers, municipal government will provide these 
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services at excessive prices and/or inefficiently. This justifies regulation by higher tiers of 

government to ensure efficient and equitable outcomes (Bailey 1999). However, following 

economic theory, regulation must be cautiously applied since poorly designed and implemented 

regulation can generate worse outcomes than no regulation at all (Hillman 2005).  

In order to maximise economic efficiency, optimal regulation should attempt to secure allocative 

efficiency, whereby the composition of local services delivered must correspond with local 

community preferences, and productive efficiency, where local services must be produced at the 

lowest possible cost. Furthermore, regulation should seek to ensure that equity objectives are 

achieved. For instance, essential local services should be provided to low income households by 

municipalities at affordable prices. 

However, the effective application of regulation is difficult in all spheres of economic activity, 

including in the local government sector (Bos 1994). In addition, regulation is further 

complicated in the municipal sphere because local councils possess the legal authority to tax; a 

monopoly power absent in both the private sector and in most public utilities. Furthermore, in the 

case of local council revenue regulation through rate capping, regulatory agencies face additional 

problems since they are not regulating the prices of particular local services but rather the ‘tax-

price’ of a whole genre of municipal goods and services that are mostly unpriced. 

In conceptual terms, two broad approaches have sought to explain property tax limitations, like 

rate capping (Drew and Dollery, 2015). Firstly, agency theory (Jensen and Meckling, 1976) 

proposes that local citizens (as principals) worry that ‘agency failure’ by local councils (as 

agents) can generate excessive municipal expenditure. Local residents thus welcome state 

government intervention through rate capping to limit excessive expenditure by local councils. 

In principle, since councillors are typically elected every four years in Victorian local 

government, local residents can remove elected representatives who do not represent their best 

interests. However, the efficacy of local elections for minimising ‘agency failure’ is limited in at 

least three ways: (a) high information costs mean that local residents are often ignorant of 

excessive and/or unwarranted expenditure; (b) the long period between elections allows 

extensive ‘agency failure’ to develop; and (c) Cutler et al. (1999, p. 320) have argued that 

‘candidates come as bundles, so that incumbents might be able to spend more and maintain their 

position if they satisfy people’s views along other dimensions’. Dollery et al. (2006) have 
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marshalled these arguments to develop a public choice approach to rate capping based on voter 

scepticism over their ability to exercise control of municipal outlays, which gives rise to the need 

for state government intervention. 

Secondly, personal finance theory (Cutler et al., 1999) holds that local residents assess the value 

of local services received from their local councils relative to their municipal tax burden. 

Accordingly, the higher the perceived rate of property tax, the more likely it is that a resident 

will support rate capping. Moreover, substantial increases in property taxes incline residents to 

support a rate cap. This argument is especially relevant in the Victorian local government context 

given that municipal rates are highly visible through regular rate bills sent to local residents by 

local councils (Drew and Dollery, 2015). 

4. International Empirical Evidence on Property Tax Limitations 

Despite a voluminous empirical literature on the impact of revenue and expenditure limitations 

in local government, some doubt still surrounds its consequences (Dollery and McQuestin, 

2017). However, existing empirical evidence demonstrates that significant unanticipated and 

unintended effects frequently occur (Skidmore, 1999; Mullins and Wallin, 2004). For example, 

Temple (1996) showed that rate capping reduced outlays on local services more than on local 

administration. 

From an Australian local government perspective, the international empirical literature has 

illuminated two important dimensions of rate capping (Dollery and McQuestin, 2010; Yarram, 

Tran and Dollery, 2021). In the first place, restrictions on property tax increases can encourage 

local authorities to raise income from revenue sources other than rates. For example, in his study 

of 29 American states, Shadbegian (1999) established that many local authorities replaced lost 

property tax income with funds raised under ‘miscellaneous revenue’. Similarly, in his work on 

the same problem, Skidmore (1999) found analogous results for 49 American states. In a more 

recent study, Kousser et al. (2008) established that most US state local government systems had 

raised fees and charges following the implementation of property tax limitations. In a related 

study, Mullins and Joyce (1996) analysed 48 American states over the period 1970 to 1990 and 

found that whereas property tax limitations depressed local taxes, this was compensated by 

increases in fees and charges. In their analysis of 1,400 American local authorities, Preston and 
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Ichniowski (1991) demonstrated that property tax limitations reduced tax revenue but increased 

‘other revenue’. 

Secondly, international empirical evidence shows that property tax limitations do not have a 

uniform impact across all local authorities in a given municipal system. Instead, the effects of 

rate capping depend largely on the characteristics of local authorities. For example, Brown 

(2000) demonstrated that in the Colorado local government system the impact of property tax 

limitations were contingent on council population size was much greater in small councils. 

Similarly, Mullins (2004) established that property tax limitations were more potent in poor local 

councils. 

5. Australian Empirical Evidence on Rate Capping 

Four scholarly papers have investigated the impact of rate capping in the Australian local 

government context. In the first study, Dollery and Wijeweera (2010) examined rate capping in 

NSW local government, the conceptual basis for rate capping and the disputation over its 

desirability, as well as its economic impact on NSW local government financial sustainability 

compared to other Australian local government systems. Dollery and Wijeweera (2010, p.74) 

offered two major conclusions from their empirical analysis. Firstly, ‘rate-pegging has achieved 

its basic objective of slowing increases in NSW council rates over time relative to other 

Australian jurisdictions’.  Secondly, ‘rate-pegging has enjoyed ongoing and strong public 

support’ that suggests ‘the operation of an efficient “political market” in NSW’ (Dollery, Crase 

and Byrnes 2006, p. 397). 

Secondly, Drew and Dollery (2015) investigated rate capped NSW local government compared 

to the then uncapped Victorian local government to determine the probable impact of rate 

capping on Victorian local government. Three aspects of municipal performance were examined. 

First, Drew and Dollery (2015) evaluated inter-municipal revenue effort equity by assessing 

residential tax effort. Residential tax effort measures the proportion of residential rates paid as a 

percentage of the total annual incomes accruing to residents in a given local government area. 

Drew and Dollery (2015) found that rate capping in NSW had decreased inter-municipal equity, 

perhaps because of the compounding effects of a rate cap where initial residential tax effort 

differed between councils. 
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Second, Drew and Dollery (2015) examined the effects of rate capping on financial sustainability 

by considering local government liabilities per household for NSW and Victorian councils over 

the period 2009–2013. They found that NSW had much higher levels of council debt per 

household. They also considered the average infrastructure renewal ratio in NSW and Victoria as 

a measure of the infrastructure backlog and found that NSW had a much bigger local 

infrastructure backlog. 

Finally, Drew and Dollery (2015) tested the claim that rate capping forced local councils to 

become more efficient. Using data envelopment analysis to study the relationship between inputs 

and outputs, Drew and Dollery (2015, p. 145) found empirical evidence indicating a ‘slightly 

higher average municipal efficiency for Victorian councils’. 

In a third study, following the approach used by Drew and Dollery (2015), Dollery and 

McQuestin (2017) empirically examined the probable impact of the imposition of a rate cap in 

South Australian (SA) local government by comparing the performance of SA local government 

with its NSW counterpart using three separate performance indicators (revenue effort, financial 

sustainability and efficiency) for the period 2013 to 2016. Dollery and McQuestin (2017, p.84) 

found that for revenue effort ‘the results from our stratified sample show that rate-capping in 

NSW has not served to reduce inter-municipal revenue effort inequities’. Moreover, rate capping 

is thus ‘most unlikely to minimise these inequities in SA local government’. Secondly, they 

established that the ‘claims made by advocates of rate-pegging that it improves financial 

sustainability are rebutted by our findings’. Employing council debt per capita as a proxy for 

financial sustainability, Dollery and McQuestin (2017) found that ‘NSW local authorities have 

much higher debt than their SA counterparts given the four decade long rate-pegging regime in 

NSW’. Dollery and McQuestin (2017, p.84) also established that the operational efficiency of 

local councils did not increase under rate capping. Using council expenditure per capita as a 

measure of the operational efficiency of local authorities, Dollery and McQuestin (2017, p.84) 

showed that ‘rate-pegging does not increase the efficiency of local councils: for each year in our 

sample, the efficiency of NSW councils falls well below SA councils’. 

Dollery and McQuestin (2017, p.84) determined that ‘on all three dimensions of local 

government examined in our empirical analysis, we find SA councils performance better than 

NSW local government notwithstanding the latter’s longstanding rate-pegging policy’. 
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Moreover, relative to NSW, ‘SA municipalities exhibit superior performance’. Given these 

findings, Dollery and McQuestin (2017, p.84) argued that ‘the empirical evidence presented in 

the paper demonstrates that rate-pegging should not be imposed on SA local government and 

instead other more promising policies [should be] considered’. 

Finally, Yarram, Tran and Dollery (2021) employed expenditure data covering the period 2014-

15 to 2017-18 to empirically examine the short-term effects of rate capping on municipal 

expenditure in the Victorian local government system to determine whether it had differential 

effects on expenditure by different categories of local council. Yarram, Tran and Dollery (2021, 

p.11) determined that ‘it is clear that the impact of rate capping varies between urban and rural 

councils’. Furthermore, ‘rural councils that generally rely more on assessment rates are 

unsurprisingly unable to incur higher expenditure following a rate capping’. This contrasts 

sharply with urban councils ‘that are able to increase total expenditure, perhaps through other 

sources of funding’. Moreover, with respect to the impact of rate capping on different kinds of 

municipal expenditure, Yarram, Tran and Dollery (2021, p.11) found that ‘rate capping reduces 

outlays, especially on aged and disabled services, in both rural and urban councils’. In addition, 

they found that ‘there is a reduction in expenditure on family and community services in urban 

councils’. 

Yarram, Tran and Dollery (2021, p.17) concluded their study by placing it in the context of the 

earlier empirical work on the impact of rate capping on Australian local government. They 

observed that ‘the findings of this study are broadly consistent with previous results of Drew and 

Dollery (2015) who found that rate capping in NSW made its local councils more constrained 

compared to councils in Victoria before the rate capping’. Moreover, they noted that ‘our 

findings are also consistent with Dollery and McQuestin (2017) who established that NSW 

councils under a rate capping regime suffered in terms of unsustainable financing and lower 

operational efficiency compared to councils in SA, which did not have any rate limitations’. 

Given the international empirical evidence on the effects of property tax limitations, Yarram, 

Tran and Dollery (2021, p.17) argued that ‘the findings of this study are also consistent with the 

findings of Skidmore (1999) and Kousser et al. (2008), who established that limitations on tax 

and expenditure at the state level are often frustrated by increased user charges’. 
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6. Official Findings on Rate Capping 

6.1 New South Wales Official Reports on Rate Capping 

A number of official inquiries and reports have considered the impact of rate capping on local 

government in Australia. Given that NSW local government has had a rate cap continuously 

since 1977, the great bulk of these documents have focused on rate capping in NSW local 

government. Nonetheless, they shed considerable light on how rate capping affects local 

government in other Australian local government systems, including Victoria. In section 6, we 

briefly consider recent important official reports and their findings on rate capping in NSW and 

then look at Victorian official documents. 

In May 2006, the Independent Inquiry into the Financial Sustainability of NSW Local 

Government published its Are Councils Sustainable? Final Report: Findings and 

Recommendations - the Allan Report - that was prepared for the (then) Local Government and 

Shires Associations of NSW (LGSA). The Allan Report (2006, p.29) proposed Recommendation 

21: Rate Pegging which stated that ‘the State Government free councils to determine their own 

income by removing statutory limitations on their rates (i.e. rate-pegging) and certain fees (e.g. 

development application processing fees) in return for councils adopting longer term strategic 

and financial planning with outcome targets’. The Allan Report (2006, p.29) argued that rate 

deregulation of this kind would ‘bring NSW into line with all other states and territories’ and 

make each local authority ‘answerable to its local constituency rather than the state for its 

taxation policy’. 

In support of Recommendation 21, the Allan Report (2006, p.202) argued that ‘a sound local 

government rating system should ideally exhibit four traits; it should be financially adequate, 

administratively simple, vertically and horizontally equitable and economically efficient’. 

However, the Allan Report (2006, p.2007) contended that in NSW local government ‘rate-

pegging had been a major constraint on councils’ revenue raising capacity causing it to fall 

behind other states, notwithstanding NSW’s relatively strong property market’. As a result, in 

NSW the rating system did not deliver a financially adequate stream of income and hence 

numerous NSW local authorities could not sustainably finance service provision as well as local 

infrastructure maintenance and renewal. 
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In 2015, the NSW Government charged the Independent Pricing and Regulation Tribunal 

(IPART) with critically examining the municipal rating system in NSW and offering 

recommendations on how to improve the equity and efficiency of the rating system in order to 

enhance the financial sustainability of NSW local government in the long-run. IPART examined 

the valuation method used to calculate rates in NSW, exemptions and rating categories, the 

impact of population growth on council revenue, the distribution of rates across different 

ratepayers, as well as rate exemptions and concessions. IPART made various recommendations 

that sought to maintain average rates paid by current ratepayers, but make rate revenue collection 

more efficient and equitable. 

In its 2016 IPART Review of the Local Government Rating System: Final Report, IPART made 

various recommendations for improving the NSW local government rating system. These 

recommendations targeted six main aspects of the rating system. Firstly, IPART called for the 

adoption of the Capital Improved Value (CIV) valuation method to levy local council rates. 

Secondly, IPART recommended that the rate cap calculation methodology be modified to 

include population as part of its formula. Thirdly, IPART proposed that local authorities should 

be accorded greater flexibility in rate setting in their residential areas. Fourthly, IPART argued 

that rate exemption eligibility should be revised and based on land use rather than land 

ownership. Fifthly, IPART called for greater rate relief assistance for pensioners. Finally, IPART 

recommended that local councils enjoy a greater range of options with regard to setting rates 

within rating categories. These recommendations were designed to mesh with the existing Local 

Government Act 1993 (NSW). Indeed, IPART specified in detail how changes to the Act should 

be framed to embody its recommendations. 

In November 2020, the NSW Productivity Commission published its Review of Infrastructure 

Contributions in New South Wales: Final Report. The NSW Productivity Commission (2020, 

p.39) argued that in NSW ‘local government is constrained in its ability to service growing 

communities due to the long-standing practice of rate-pegging’, especially since the rate capping 

formula ‘does not allow councils to increase their rates revenue with population’. A consequence 

of this constraint has been ‘declining per capita revenue for high growth councils’ that has acted 

as a ‘disincentive for councils to accept development’. The NSW Productivity Commission 

(2020, p.39) argued that reform of the rate cap methodology was required to allow for the 
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inclusion of population growth. It argued that rate cap reform along these lines would increase 

aggregate council revenue by $18.5 billion over 20 years. This additional revenue could be 

employed to ‘fund local operating and maintenance costs of providing services to a growing 

population’, as well as ‘service debt to forward fund infrastructure’, thereby enabling local 

authorities ‘to better coordinate infrastructure with development’. It thus recommended that 

subject to review by IPART, the NSW Government should ‘reform the local government rate 

peg to allow councils’ general income to increase with population’. 

In December 2020, the NSW Productivity Commission released its Final Report: Evaluation of 

Infrastructure Contributions Reform in New South Wales prepared by the Centre for 

International Economics. The Final Report: Evaluation of Infrastructure Contributions Reform 

in New South Wales (2020, p.2) argued there should be ‘reform of the local government rate peg 

to enable rates revenue to grow in line with population, removing the existing financial 

disincentive councils face with respect to growth’. The resultant growth in rates revenue would 

‘enable councils to recoup the operating and maintenance costs associated with providing 

services to a larger population’. Moreover, ‘extra revenue can help service debt to forward fund 

infrastructure, improving the coordination of service delivery with development’.  

The Final Report: Evaluation of Infrastructure Contributions Reform in New South Wales (2020, 

p.3) further argued that if this was done, then ‘we estimate that rates revenue would be around 

$925 million per year higher’. This additional income could fund ‘the operating and maintenance 

costs of a growing population, to increase borrowing capacity and help finance debt’. 

The Final Report: Evaluation of Infrastructure Contributions Reform in New South Wales (2020, 

p.51) argued that the impact of rate capping on NSW local government had been deleterious, 

particularly on local authorities with high population growth rates. This sub-category of council 

had experienced ‘slower growth in revenue per capita’, ‘slower growth in expenses per capita’ 

and ‘less improvement in their net operating balance’. 

6.2 Victorian Official Reports on Rate Capping 

On 27 May 2015, the Victorian Legislative Council passed Sessional Order 6 requiring its 

Environment and Planning Committee (EPC) to ‘inquire into and report every six months on the 

outcome of the State Government policy of local government rate capping on councils’ viability, 
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service impacts on local communities and impacts on the provision of local infrastructure’. The 

first of four reports from the EPC’s Inquiry into Rate Capping Policy was published in December 

2015, with the further three reports published at six monthly intervals.  

The EPC (2015) First Report into Rate Capping Policy considered submissions from interested 

parties and held public hearings. It found that great disquiet existed across the local government 

sector on the forthcoming rate cap process. The EPC (2015) recommended inter alia that the 

ESC monitor the impact of the rate cap on council debt and the Victorian Government re-

establish the roads and bridges program that provided $1 million annually to forty eligible 

country councils. 

In its Fourth Report into Rate Capping Policy, the EPC (2017) found evidence of mounting 

financial pressures on Victorian local authorities because of the rate cap. For instance, the EPC 

(2017) established that the process of applying for a rate variation application above the rate cap 

imposed a considerable impost on applicant councils in terms of the large amount of data 

required by the ESC in its rate variation application. The ESC had taken some steps to relieve 

this burden. 

In its evidence presented to the EPC, the Municipal Association of Victoria (MAV) listed 

various serious problems that had flowed from the rate cap. These included large numbers of 

councils considering reducing service levels in road maintenance and construction, the school 

crossings program, the State Emergency Service (SES), home and community care, maternal and 

child health, as well as roadside weeds and pests. In addition, the MAV reported that small 

regional and regional councils, as well as ‘interface councils’ experiencing substantial population 

growth, had reported growing difficulties in maintaining their ongoing financial sustainability. 

These concerns were echoed by the Victorian Auditor General’s Office (VAGO) in its Local 

Government: 2015‑16 Audit Snapshot. 

In its Results of the 2019-2020 Audits: Local Government in March 2021, VAGO (2021) found 

that municipal financial sustainability indicators were a cause for concern in several respects.  

For example, in Figure 3C, VAGO (2021, p.23) showed that the local government sector’s 

percentage of own-source revenue in its overall revenue composition from 2015–16 to 2019–20 

had not increased proportionately over recent years. Moreover, the net result (i.e. aggregate 

revenue less aggregate expenditure) has declined since 2018-2019 due in large part due to the 
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impact of the COVID-19 pandemic, but also because under the rate cap councils could not 

increase rates to compensate for the fall in other own-source revenue. 

An especially concerning problem lay in the VAGO (2021) analysis of ‘new medium-risk issues’ 

that had arisen over the 2018-2019 and 2019-2020 financial years. In common with NSW local 

government, infrastructure had become a growing problem because of rate capping in Victorian 

local government (VAGO, 2021, p.19, Figure 2H). 

7. Conclusion 

This Report has considered the genesis of the Victorian local government rate capping process, 

argumentation over the merits of rate capping in Victorian local government, economic theory 

underpinning property tax limitations like rate capping, the international empirical literature on 

the impact of rate capping, the empirical literature on the impact of rate capping in Australian 

local government, as well as the findings of recent inquiries and official reports on rate-pegging 

in NSW local government and Victorian local government.  As we have demonstrated, mounting 

problems have emerged because of the imposition of rate capping on Victorian local 

government, especially revenue inadequacy, related ongoing problems with financial 

sustainability and insufficient infrastructure maintenance and renewal. 

This Report recommends two alternative approaches to rate capping in Victorian local 

government: 

Recommendation 1: A ‘first-best’ approach would be for the Victorian Government to abolish 

rate capping and thereby empower local councils to strike their own rates and be held 

accountable by their own local residents. This approach accords with both economic theory on 

optimal property taxation and the weight of international and Australian empirical evidence on 

rate capping. 

Recommendation 2: An alternative ‘second-best’ approach recognises the political barriers to 

the removal of rate capping in Victorian local government. Recommendation 2 thus focuses on 

removing the worst aspects of Victorian rate capping. Recommendation 2 has three main 

ingredients:  
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(a) A rate cap would be set for a minimum of three years in advance to facilitate financial 

planning by local councils. 

(b) The process of determining the rate cap would be modified to include input from a panel of 

local government experts, as well as a more accurate method of determining cost escalations in 

Victorian local government, such as the formula advanced by the ESC. 

(c) The process of applying for rate variations above the rate cap would be eased to automatically 

grant these applications unless there are compelling grounds to the contrary, as determined by 

the ESC. 
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