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1. Context and terms of reference
1.1 Introduction

The NSW Government has set out five strategies for NSW. These are to:
e rebuild the economy
e return quality services
e renovate infrastructure
e strengthen our local environment and communities

e restore accountability to Government.

The issue is, given what has been inherited, can the Government deliver on these
five strategies? Or to be positive, what needs to change to ensure that these
strategies can be delivered?

In this Interim Report, the Commission of Audit examines public sector management.
It is not good news. The Commission has seen pockets of good practice in the NSW
public sector, but generally managerial performance is far from excellent. This will
hinder the achievement of the Government’s five strategies. Capabilities need
improving and the Commission is surprised at the low importance that has been
attached to financial, people and asset management. Information systems are
complex and cumbersome and often non-existent.

Prior to the last Budget in June 2011 the Financial Audit described the deteriorating
Budget position over the last decade and noted the significant challenge for
Government (See Appendix 1). This Budget deterioration, now being addressed, is
not independent of shortcomings in financial management, people management, and
asset management. These areas all require urgent attention.

The Commission of Audit has tried to do three things:
e explain the current situation
e describe what excellence might look like

e recommend how to move forward from the current position to where the NSW
Government and its public service should be.

Addressing the issues will take time and resources. There are matters that can be
done reasonably quickly say within six months. Other matters that are cultural or
more complicated will take up to four years or so. The important thing is to start. The
Commission has commented on the order in which issues might be tackled.

There are three basic premises that have been followed by the Commission.

First there is an indispensable role for Government. This for example covers helping
those who genuinely need assistance, ensuring access to education, health care and
housing and regulating monopoly prices and controlling pollution.
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Second the Government must operate efficiently. Government basically depends on
the taxes paid by the community it serves. It has a duty to ensure that these funds
are not wasted and that the provision of services or assistance to the vulnerable is
done efficiently. If services are available more efficiently and effectively from sources
other than Government then this is how they should be sourced.

Finally the Commission recognises that a well-managed and efficient public sector
contributes to the NSW economy. There are a number of public services that directly
affect both business and the community. More efficient transport of both passengers
and freight, for example, would improve NSW productivity as would better
performance in government owned enterprises.

All three of the premises require accountability. This report has found poor systems,
poor clarity about roles, insufficient coordination and limited strategic foundations. All
this hinders achievement of policy and inability to keep pace with societal change.

The work of the Commission of Audit has been greatly assisted by an Advisory
Board. Individual members of the Advisory Board have advised on specific areas of
work. The Board has also met together to consider the report as a whole.

Implementing reform will be assisted by the goodwill and talent within the public
sector management and staff. The Commission’s work has had support from the
Directors General of clusters and comment and assistance from many staff.
Dedicated people have been delivering services by navigating through and around
cumbersome structures and unnecessary barriers that have developed in past years.
Improvements will not only be welcomed by the majority of staff but will enable the
government to implement its strategies.

The Commission has followed the following Terms of reference. The future work of
the Commission is discussed at section 1.3.
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1.2 Terms of reference

Preface
The Commission of Audit delivers a long standing commitment by the Government to
review the current state fiscal situation and to establish a framework for future
reform. The Audit will be delivered in two stages:
1. Financial Audit (the Lambert Review), comprising:

a. Review of State Finances

b. State Financial Strategy
2. Expenditure and Management Audit.

Background

The Commission of Audit will report to the Treasurer. The first stage Financial Audit
will inform the second stage Expenditure and Management Audit. It is expected that
an interim report of the Expenditure and Management Audit will be issued in
November 2011 with a final report in January 2012. The Financial Audit (Lambert
Review) was completed before the 2011-12 Budget.

Governance of Commission of Audit

An Advisory Board of Commissioners, directed by a Chairman, will provide advice to
the CEO of the Commission of Audit. This advisory role is to provide guidance
around the CEO'’s work on the Stage 2 Expenditure and Management Audit.

The Commissioners on the Advisory Board were chosen on the basis of their
management and professional background with expertise in areas including public
service delivery, community services, regional issues, performance management
and auditing. The CEO is responsible for the stage 2 Expenditure and Management
Audit with an interim report in November 2011 and the final report due in January
2012.
The Advisory Board is:

David Gonski AC Chairman

Chris Eccles (ex officio)

Phil Gaetjens (ex officio)

Belinda Hutchinson AM

Sue Page AM

Kerry Schott (ex officio)

Peter Shergold AC

Richard Spencer
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Gerard Sutton AO.

Dr Schott is also the CEO of the Commission of Audit, Stage 2 and is an ex officio
member of the Advisory Board. Chris Eccles and Phil Gaetjens are also ex officio
members of the Advisory Board and are Director General of the Department of
Premier and Cabinet and the Secretary of the Treasury respectively.

Financial Audit (The Lambert Review)

The first stage Financial Audit was convened by Acting Treasury Secretary Michael
Lambert and included:

e a comprehensive review of the State’s finances
e development of a State Financial Strategy.
The Stage 1 Financial Audit was to identify and report on issues including:

a. the state of the NSW balance sheet, including on budget and off budget
assets and liabilities

b. the long-term sustainability of the NSW Budget position, including its
underlying cost and revenue drivers

c. weaknesses in financial controls and financial risk management
frameworks

d. wasted expenditure that has built up over 14 years of Labor including
program and infrastructure costs overruns and areas of less effective
programs and infrastructure provision

e. opportunities to strengthen the NSW financial position.

The Financial Audit is supported by a secretariat within Treasury. It was completed
prior to the commencement of the Stage 2 work on the Expenditure and
Management Audit and informs the second stage work.

Expenditure and Management Audit

The Expenditure and Management Audit will examine public sector management
and service delivery issues through case studies which illuminate specific and
systemic weaknesses in management and expenditure. It will identify reform
opportunities and appropriate performance objectives for public sector management
and service delivery.

Terms of reference for the Expenditure and Management Audit were:

a. areview of all costs and performance of State Government services to
global benchmarks

b. measures to drive better performance through increased accountability
and transparency in financial reporting.
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The Expenditure and Management Audit will deliver against these Terms of
Reference and support the implementation of the NSW State Plan by:

1. Examining public sector management and service delivery issues,
including procurement, corporate services and asset management and
identify potential improvements to productivity, service quality, and public
value across the public sector.

2. Evaluating the effectiveness of existing performance metrics and options
for greater transparency and accountability through improved public
reporting.

3. Using benchmarking data (against public, private, not for profit, interstate;
international comparisons) to identify objectives for performance
improvement and analyse the reasons for any significant divergence from
these objectives in NSW.

4. Producing recommendations to generate long term systemic reform.

The Expenditure and Management Audit may take up matters arising from the
Financial Audit.
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1.3 Work Program

The work done by Michael Lambert and Treasury on the Financial Audit was
completed before the last Budget in June 2011. It informed that Budget and some
changes within the Budget were based upon it. The Lambert Review has also
informed the Commission work, especially on Financial Management (Chapter 3). A
summary of the Lambert review is included at Appendix 1.

This Interim Report on management will be followed by a Final Report in
February/March. This Final Report will address expenditure across the sector and
specific areas of interest to the Government. These will include:

e implementing service delivery at more local and community levels

e performance improvement in support activities including procurement,
corporate and shared services and workers compensation.
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2. Structure and accountability

e The NSW Government is a very large and diverse organisation conducting a
wide mix of services.

e |t has over 4,400 entities, 22 Ministers, nine Directors General and hundreds
of Chief Executives and other senior executives.

e To operate effectively, there is a need for clear roles and responsibilities at
Ministerial and administrative levels.

¢ Relationships need to be clear between Coordinating and Portfolio Ministers
and between Directors General and Chief Executives.

e Clusters are pivotal in improving service delivery. At present within clusters
there are too many different entities and governance arrangements are
blurred.

e Accountabilities and management reporting needs to be simplified, and the
roles of central agencies clarified, both in relation to each other, and to
clusters.

2.1 Overview

Every day people in NSW interact with the state government. They use public
transport, they are treated in hospitals and children attend school and go on
excursions to subsidised museums and zoos. People face court, report theft and
apply for boat moorings. They drive on government owned roads and in the cities
rely on functioning traffic lights. Abused and neglected children are protected.

Other interactions are less obvious:
e restaurant cleanliness is regulated and checked
e building standards are set and inspected

e prices of water and sewerage services in large cities are independently
regulated

e compensation for work injuries is provided

e the environment is protected by law and regulation.

These government services are provided by about 322,400 full time equivalent
employees (FTEs) working in around 4,400 government entities. The structure of
such a large diverse service organisation must have clearly defined roles,
responsibilities and regular performance checks. The structure must also allow
flexibility to cope with societal change. New entities will need to be created easily
and redundant ones merged or retired from time to time.

Previously in NSW, agencies have operated as independent organisations — usually
coordinating with other agencies as needed. This type of arrangement no longer
works well. People now have different expectations of government and seek more
integrated services. Service users find it hard to make sense of government
structures, particularly where they duplicate services or do not know what other
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areas of government are doing. This lack of clarity and simplicity erodes public
confidence and trust.

A proliferation of agencies also results in inefficiencies. There is fragmentation of
both services and back office systems. There is also a misalignment between
financial and legal accountabilities. Differing employment and staffing arrangements
abound. Where different agencies should be working closely together this is often
difficult.

In the NSW Government the various entities and organisations are now grouped into
nine clusters. These new clusters are not legal entities. They are administrative
arrangements of a group of different legal entities. They allow similar government
services to be coordinated more effectively within the broad policy area of a
particular cluster.

The establishment of similar clustering has occurred in other jurisdictions since the
1990s. NSW is a late adopter of the cluster arrangements. Clusters are groupings
around service delivery areas like education, health, human services, transport,
economic development and justice. Clusters enable better linkage between silos and
provide more integrated services to the community. It also allows Ministers and
senior administrators to better coordinate budgets, staff and other resources to drive
more coherent policy and program delivery. Greater size also enables greater
efficiencies in administrative arrangements and corporate systems.

While the establishment of cluster structures should drive better policy coordination
and service delivery, there is still a long way to go to establish fully functional
organisations that have the ability to provide the quality services that the community
expects. Many clusters are not able to gain a single view of their organisation,
cannot produce a set of monthly accounts or performance reports, or even email all
staff on a common system.
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2.2 The new cluster arrangements

The nine new clusters are:

Premier and Cabinet

Treasury

Finance and Services

Education and Communities

Health

Transport

Family and Community Services

Trade and Investment, Regional Infrastructure and Services

Attorney General and Justice.

The nine clusters vary considerably in the number of Ministers they support, the
entities they contain, the number of staff they employ and the budget they
administer:

Ministers supported in each cluster ranges from 1 to 9
staff numbers range from 400 to 96,000
budgets range from $2.1 billion to $15.3 billion

clusters include between 15 and 384 entities.

The data presented in Figure 2.1 is indicative as there is no ‘single source of truth’
that provides up to date information on staff numbers, entities and budgets by
cluster. More detail on clusters is outlined in Appendix 2.
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Figure 2.1: The Nine Clusters

Premier and Cabinet
Ministers: 9
Entities: 211
FTEs: 6,900
$ 2.1 billion

Education and Communities
Ministers: 4
Entities: 124
FTEs: 95,000
$ 12.5 hillion

Treasury
Ministers: 1
Entities: 15

FTEs: 400
$ 6.6 billion

Health
Ministers: 2
Entities: 185
FTEs: 95,800
$ 15.3 hillion

Interim Report: Public Sector Management

Finance and Services

Ministers: 2
Entities: 82
FTEs: 6,900
$ 2.3 billion

Transport
Ministers: 2
Entities: 58
FTEs: 28,000
$ 8.2 billion

Trade and Investment, Regional

Infrastructure and Services s el e s e

Family and Community Services

Ministers: 2
Entities: 273
FTEs: 38,000
$ 5.5 billion

Ministers: 2
Entities: 28
FTEs: 17,300
$ 4.9 billion

Ministers: 4
Entities: 384
FTEs: 7,800
$ 2.2 billion

Note: Does not include State Owned Corporations staff or budgets.

Each cluster has a Coordinating Minister with responsibility for coordinating policy
across that cluster. The Coordinating Minister is also responsible for service
planning, budget appropriations and asset planning and resource allocation. This is
done in consultation with the relevant Portfolio Minister(s) in their cluster. The
Director General of the cluster has a primary role to support the Coordinating
Minister in driving coordination and the delivery of services in the cluster.

Each cluster has a Principal Department. They have the same name as their cluster
and each principal department has been established under the Public Sector
Employment and Management Act. The principal departments are legal entities
which have a key coordination role. They are headed by the Director General who
has a role in coordinating the other subsidiary entities within the cluster. The
subsidiary entities undertake specific regulatory or service delivery functions. These
are headed by a Chief Executive who report to their Portfolio Minister on their core
functions and to the Director General on various policy and administrative matters.

In each cluster the relationship to the Director General may also be more or less
hierarchical and more or less coordinated depending on the tasks undertaken. For
example, in the Premier and Cabinet Cluster there are a number of Accountability
Institutions which are oversighted by the Parliament and operate independently from
the principal department. The Attorney General and Justice Cluster includes support
for the Judiciary, which is an independent branch of government. This Attorney
General and Justice cluster also includes the uniformed services of Police, Fire and
Rescue and the State Emergency Services. For operational reasons these have
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strong command structures. The Principal Department does not have any direct role
in the operations of these entities.

Clusters are somewhat similar to a large parent company in its relationship to
subsidiary companies in private sector conglomerates. Subsidiary companies
operate their own businesses, with strategic matters and key performance reported
to the group chief executive and the parent company board. A partially comparable
tiered relationship applies in clusters: subsidiary entity Chief Executives should be
accountable to the Director General on strategic matters.

An overview of the range of entities in each cluster is outlined in Figure 2.2. Given
this complexity, a NSW Government Entity Classification Framework has been
developed by the Department of Premier and Cabinet. This serves as a guide to the
ongoing development of governance and accountability structures across
Government. The Framework groups 14 entity types into three tiers depending on
their organisation type and reporting relationships. This is outlined in Appendix 2.

Tier 1 entities have a primary governance role. Examples include the Ministry of
Health, Transport for NSW, Sydney Water Corporation, Sydney Ports Corporation,
the Independent Commission Against Corruption, the Ombudsman and the Supreme
Court. The inclusion of commercial State Owned Corporation in the Tier is important
to preserve their corporate like operations with a Board and Shareholder Ministers.

Tier 2 entities operate like subsidiaries within their cluster or branch of government.
Examples include the Road and Maritime Service, Railcorp, Department of Primary
Industries, the Ministry for Police and Emergency Services, Catchment Management
Authorities, National Parks and Wildlife Service, Forests NSW, the lllawarra Venues
Authority, the Sydney Opera House and the Guardianship Tribunal.

The Tier 3 entities are advisory and do not have any decision-making or governance
role such as the Youth Advisory Council, Radiation Advisory Council, Child
Protection Advisory Group and the Sydney CBD Bus Strategy Working Group.

The Commission notes that at present there are so many entities within some
clusters that coordination is impossible at the Director General level without some
changes. The number of entities should be reduced. Over time a number of small
entities have been set up, often for a specific purpose that may no longer be of
importance. These entities are now due for a review. Are they still serving a purpose,
and if so can that purpose be met more efficiently?

Recommendation: The Commission recommends that each Coordinating Minister
and Director General review entities within the cluster and report to the Premier
within six months. In particular each cluster should review the number of entities it
contains and their type. Immediate steps should be taken to group or merge entities
where appropriate and abolish them if they no longer serve a purpose.
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Figure 2.2: NSW Public Sector

NSW Public Sector: Principal Departments and Other Bodies asat17August2011

Premier & Cabinet
Principal Department:

Finance & Services Trade & Investment, Regional
Principal Department: Infrastruct & Services
Principal Department:

Attorney General & Justice
Principal Department:

Other Department(s) Other Department(s)

Other Bodies:

Other Bodies:
Other Bodies:

Education & Communities

Other Bodies:
Education

Treasury

Communities

Transport
S :

QiherBodigs. Family & Community Services

Principal Department: Health
Princinal o .
Other Bodies:

Key: * Entity thatreports independently to Parliament
# State Owned Corporations
A Entities receiving an appropriation via a
Minister

Cabinet-in-Confidence Page 16 of 175



NSW Commission of Audit Interim Report: Public Sector Management

2.3 Governance experience elsewhere

Experience in other government jurisdictions and in the private sector provides
insights for the governance and accountability challenges. Some other state
governments have had clusters arrangements for some time, and they have
formalised governance arrangements. For example, Victoria has classified and
standardised the legal form of entities (State Services Authority, 2010). South
Australia’s Sustainable Budget Commission in 2010 recommended developing a
policy framework for establishing statutory authorities (including legislative
templates) and for the governance and accountability arrangements for different
types of entities.

Queensland is considering legislation to set minimum governance standards across
all non-departmental entities. A policy framework will address the policy and
procedural requirements for entity creation and review. New Zealand has codified
entity types in a legislative framework. The Canadian Province of Alberta has set out
a legislative basis for governance of agencies, boards and commissions. It includes
requirements for a Mandate and Roles document, codes of conduct, member
recruitment, and terms of office, remuneration and agency review processes.

Governance is also important in the private sector. A parent company has a defined
relationship with its subsidiary companies: they have clear governance and reporting
arrangements. The Commission found that typically large corporate organisations
such as BHP Billiton, Rio Tinto and Wesfarmers share similar features. The
leadership group headed by the Group Managing Director generally involves both
key corporate and functional heads. These include the Chief Financial Officer, the
Chief Human Resource Officer and the General Counsel along with the Chief
Executives of the functional or operational groups such as retail, mining or
insurance.

The entire group often operates on the same systems, subsidiaries largely running
their own businesses and having their own (secondary) boards. Strategic matters
and key performance is reported to the Group Managing Director and the parent
company board. Government clusters can learn valuable lessons from such an
approach.

Wesfarmers provides an example of a private sector conglomerate which has a
diverse range of entities under functional groups as outlined below. Wesfarmers is
one of Australia’s largest and most diversified industrial companies. It is one of the
nation’s largest employers, has annual revenue of $55 billion and 450,000
shareholders. Its group structure is set out below.
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Figure 2.3: Wesfarmers Group Structure

Interim Report: Public Sector Management
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Case study: Wesfarmers — Clustering in the private sector

The Leadership Group at Wesfarmers comprises the Group Managing Director, a
Corporate Group (including the Chief Financial Officer, the Chief Human Resource
Manager, the Group General Counsel, the Head of Business Development and the
Head of Corporate Affairs) and an Operations Group (including the Managing
Directors of the various industry groups that encompass Coles, Home Improvement
and Office Supplies, Target, Kmart, Insurance, Resources, Industrial and Safety, and
Chemicals, Energy & Fertilisers). This is shown in Figure 2.4.

Cabinet-in-Confidence
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Figure 2.4: Wesfarmers Leadership Group

Managing

Director

Corporate Group OpeationsGroup

L T P T 1
Busienss
CFO ChiefHR General Counsel Development Corporate Affairs [ Coles
Home Improvement
== & Office Supplies

Key corporate positions report to the
Managing Director, with the CFO and L TITER

CHR included in the Leadership Group.

Kmart

The Wesfarmers
Leadership Group Insurance

The heads of each of the
commercial companies is Resources
also on the Leadership :> B

Group. They also have their

own Boards and corporate
governance structures.

Industrial & Safety

Chemicals, Energy &
Fertilisers

The diversity of the businesses run by Wesfarmers is similar to that of a
departmental cluster. The structure of the leadership group provides an indication of
which parts of the business are represented at the top table. The Group Managing
Director meets regularly with the Leadership Group consisting of the Corporate and
the Operations Groups, as well as meeting separately in their individual groups.

While private sector models have some application in the public sector, the
Commission does recognise there are differences. However what has surprised the
Commission is the absence of the Chief Financial Officer and the Chief Human
Resources Manager among the direct report group in the public sector. These are
essential strategy positions in large organisations. This would be especially the case
in budget constrained labour intensive service organisations — like clusters and
public sector agencies.

Recommendation: The Commission recommends that the Director General of each
cluster should set up a leadership group including Chief Financial Officer, Chief
Human Resource Manager, the Group General Counsel and operational cluster
CEOs as appropriate.

Cabinet-in-Confidence Page 19 of 175



NSW Commission of Audit Interim Report: Public Sector Management

2.4 Accountability and reporting within clusters

There has not yet been a clear articulation of accountability arrangements in
clusters. This has resulted in some confusion about the respective roles of
Coordinating Ministers and Portfolio Ministers, and between the Directors General of
Principal Departments and Chief Executives of subsidiary entities within each
cluster.

Within clusters the Coordinating Ministers are more senior than others and have a
role in coordination across the cluster. How they will work with other Ministers in their
cluster must be clear. This is particularly important where cluster seniority is different
from Cabinet seniority order. A tiered relationship is needed between the Directors
General and Chief Executives of other entities in each cluster. The accountability
framework would make clear who is responsible for what functions at a ministerial
and administrative level and who is accountable for achieving agreed outcomes.

Current governance arrangements in NSW do not provide a complete, well-
understood and consistent governance framework. Broad deficiencies in the current
arrangements include:

e inconsistencies between the main legislative instruments used for entity
classification, the Public Sector Employment and Management Act 2002
and the Public Finance and Audit Act 1983

e lack of appreciation by some entities, particularly advisory entities, about
the limitations of their powers

e confusion concerning the relative responsibilities of an entity and the
Principal Department of its cluster

e evidence that some entities have an incomplete understanding of their
obligations under the Public Finance and Audit Act 1983, Annual Reports
(Departments) Act 1985, Annual Reports (Statutory Bodies) Act 1984, and
Treasury’s financial management reporting requirements

e lack of clear approval processes for creation and dissolution of entities
e lack of comprehensive and authoritative guidance for decision-making
around the most appropriate type of structure for new entities.
In this context the Commission notes the Government’s recent initiatives to improve
accountability. These include:

e establishing nine clusters of agencies, each with a Coordinating Minister
accountable to the Premier

e establishing Portfolio Ministers within each cluster, accountable to the
Premier

e instituting NSW 2021: A Plan to Make NSW Number One with 32
measurable goals with progress monitored on a quarterly basis and
reported publicly

e making Directors General of clusters directly accountable to the Premier
for achieving specified outcomes within that cluster
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e establishing the Public Service Commission to support the highest levels

of integrity, impartiality, ability, innovation and leadership within the public
sector

e establishing the Customer Service Commission to put the citizen at the

centre of public services, including innovations to make it easier for people
to interact with government

e strengthening the powers of independent ‘watchdogs’, making more
government information easily available, and enabling citizens to critique
services.

Many features of the accountability framework are in place, but some key elements
are missing or require further development. Ministers are required to fulfil
commitments outlined in Charter Letters issued by the Premier. Directors General
have performance contracts with the Premier which address key priorities and
deliverables. This makes the Premier a key convergence point for accountability both
at a Ministerial and an administrative level. This is represented the Figure 2.5.

Figure 2.5: Ministerial and Departmental cluster accountability arrangements
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The Premier's Charter Letters with Ministers outline responsibilities for the delivery of
the Government’s key policy and service delivery priorities, including those outlined
in NSW 2021. What has not yet been articulated is the role of Coordinating Ministers
in relation to Portfolio Ministers in setting overall strategic directions for the cluster.
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Directors General are also accountable to their coordinating Minister and to their
portfolio Minister(s). Likewise, Chief Executives are accountable to their Portfolio
Minister and to their cluster Director General.

The recent budget has appropriated all funds (with the exception of some
accountability and statutory bodies) to the Coordinating Minister of the cluster as the
‘Budget holding’ Minister. This is a welcome development as it provides Coordinating
Ministers with greater flexibility in the allocation of budget funds within a cluster.
These funds are then allocated to Departments and entities within the cluster. In this
context, there is a need to clarify the role of Coordinating Ministers in approving the
reallocation of funds within a cluster. Financial management systems need to
change to enable tracking and allocation of funds within clusters.

The Commission believes this mirroring of accountabilities at a Ministerial and an
administrative level is appropriate and should be extended. While the Directors
General of the nine Principal Departments also have their Performance Agreement
with the Premier, the arrangements for Performance Agreements of Chief Executives
are less clear. Directors General together with the appropriate Minister, should have
Performance Agreements with Chief Executives in the cluster. Government priorities
should be reflected in the Performance Agreements of both departmental heads and
CEOs and should cascade through the performance arrangements to senior
executives and staff within each entity.

The Premier’s focus, and that of the Cabinet, is on whether strategic policy and
services outcomes are achieved. However, to achieve these outcomes the cluster
heads need to have accountability for budgets, people management and assets with
cascading responsibilities for Portfolio Ministers and agency chief executives. This is
not currently the case. They do not formally have all the levers to manage their
clusters effectively. The Commission believes there is benefit in clarifying the roles of
Coordinating and Portfolio Ministers as well as those of Directors General as heads
of Clusters and Chief Executives of entities within clusters.

It is noted that in some instances it is not appropriate for a CEO to report to a
Director General. This is the case where a Statutory Officer reports directly to
Parliament. ICAC and the Auditor General are in this category. Also where statutory
officers exercise their statutory powers they are not (and should not be) subject to
Ministerial or administrative direction and control.

While a single approach will not fit each cluster, some generic roles should be
agreed and consideration given to amending the Public Sector Employment and
Management Act and the Public Finance and Audit Act accordingly. A proposed
delineation of roles is outlined in Figure 2.6.
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Figure 2.6: A proposed delineation of roles

o Achieving delivery of cluster commitment
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e Set policy direction across cluster

o Allocate budgets across cluster

* Develop service strategies across the cluster

o Deliver specified commitments including
NSW 2021 targets

e Set and coordinate strategic policy
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o Allocate budgets, staff and assets within
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Manage agency budget and staffing
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Develop a strategic customer service
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Develop service planning and integration
strategies within the entity (including assets)
Manage entity’s operations and related
statutory functions

In large and diverse systems there are often tensions between the parties. This is
particularly the case where roles are not clear, either at a Ministerial or administrative
level. Good governance practice suggests conflict can be reduced by assigning clear

responsibilities.

For the cluster system to work effectively, the Coordinating Minister and Director
General need to play leadership and coordinating roles in their respective domains.
At a ministerial level the roles of Coordinating and Portfolio Ministers and their
relationship in the cluster must be clear. And at an administrative level similar clarity
is needed between Directors General and Chief Executives. While all systems are
dependent on the cooperation of individuals to make them work — whether they are
Coordinating or Portfolio Ministers, Directors General or Chief Executives — setting
up the right structures, governance arrangements and clarifying roles and
accountabilities assists in delivering clear and transparent processes and better

outcomes.
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Recommendation: The Commission recommends that leadership responsibility
should be transparently set out for each cluster to clarify the roles of Coordinating
and Portfolio Ministers as well as those of Directors General and Chief Executives.
These roles should be incorporated in Charter Letters and Performance Agreements,
to ensure clear accountabilities.

The Commission recommends that consideration is given to amending the Public
Sector Employment and Management Act and the Public Finance and Audit Act to
ensure that the legal recognition of clusters, Principal Departments and other entities
within clusters is appropriate for that cluster. This would be consistent with the Entity
Classification Framework and reduce the number of employment divisions and
controlled entities.

The Commission recommends that a moratorium on transfers between clusters
should be put in place for the current reforms to be bedded down, with a further
review to occur within 12-18 months.
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2.5 Case studies: accountability issues

Case studies of the Transport cluster and the Trade and Investment cluster illustrate
issues relating to accountabilities, back office systems that support clusters, and the
impact of continual amalgamations.

Transport cluster

The Transport cluster has recently been structured with clear accountabilities which
have been enshrined in legislation. To achieve better transport outcomes, the
Director General has been given strong coordination and direction powers.

The cluster includes the Principal Department, Transport for NSW, and subsidiary
entities: the Roads and Maritime Service, RailCorp NSW, the State Transit Authority,
three ports corporations, the Office of Transport Safety Investigations, the Public
Transport Ticketing Corporation, the Country Rail Infrastructure Authority and the
Independent Transport Safety Regulator.

The cluster is a focal point because of the importance of current government policy
in this area. The Principal Department funds:

e transport service providers
e specific infrastructure programs
e regulates the bus, taxi and hire car industries

e contracts with accredited bus operators in metropolitan, outer
metropolitan, rural and regional NSW.

The cluster supports the Minister for Transport and the Minister for Roads and Ports.

The accountabilities of the Director General and Chief Executives were considered in
the development of governance arrangements for the Transport cluster. The
Transport Administration Act specifies the functions of the Director General of
Transport in coordinating the sector. These include integrated planning and policy,
the administration of the allocation of public funding within the cluster, the planning,
oversight and delivery of infrastructure, contracting for the delivery of services,
services delivery co-ordination, public information, provision of corporate and shared
services, and deployment of staff.

The Director General also has the power to employ and remove Chief Executives of
the operating entities with the concurrence of the Minister and has a specific power
of direction over the operating entities.

Unfortunately, codifying responsibilities in legislation does not solve the practical
problems. The Transport cluster, like others, is comprised of formerly independent
entities each with their own culture and ways of operating. Each entity has had its
own corporate, IT, finance and payroll systems. As a result there are multiple
corporate systems in the cluster which prevent it from operating in an effective and
integrated way.
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Corporate and Shared Services in the Transport cluster are currently delivered by
teams working in each of the transport agencies, with a small team located in the
Department of Transport. At 30 June 2010, there were 2,503 full time equivalent
employees (FTESs) undertaking these activities. This is 9.2% of the total FTEs
employed in the Transport cluster.

To support business processes and reporting there are currently 130 separate
systems. The complexity in just four of the core functions is represented in the
following diagram with each bubble representing one of these systems.

It is anticipated that the number of systems can be consolidated to between 12 and
24 which will result in both clarity and an estimated recurrent cost saving of over
$100 million per year.

Figure 2.7: Corporate systems in the Transport cluster
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Trade and Investment, Regional Infrastructure and Services cluster

A succession of amalgamations over the past seven years has had considerable
impacts on clusters. There is a need to have a moratorium on further significant
change between clusters for say 12 to 24 months so that change can be bedded
down. The impact of ongoing change is evident in the experience of the Trade and
Investment, Regional Infrastructure and Services cluster.
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Department of Primary Industries — 2004

First the Department of Primary Industries was formed in 2004 with 4,000 staff
amalgamating the Department of Agriculture, NSW Fisheries, Department of Mineral
Resources and State Forests. Within 18 months all payroll, finance, IT and records
management were consolidated onto one platform based in Orange for Agriculture,
Minerals and Fisheries. This amalgamation was managed and funded internally.

Department of Industry and Investment — 2009

Next in 2009 the Department of Industry and Investment NSW was created
comprising the Department of State and Regional Development, the Department of
Primary Industries, the NSW Food Authority, the Energy Division of the Department
of Water and Energy, Screen NSW, the NSW Rural Assistance Authority, the NSW
Game Council, the Mine Subsidence Board and NSW Tourism. The new department
serviced seven different Ministers.

It had seven different finance, payroll and IT systems which took about two years to
integrate onto one platform based in Orange. During this period the Department
reduced staffing numbers by over 300 FTE to meet budget requirements, with one
third of these from corporate support functions.

Trade and Investment, Regional and Infrastructure and Services — 2011

Finally the Department of Trade and Investment, Regional Infrastructure and
Services was set up on 1 April 2011. This amalgamated Industry and Investment
NSW, Office of Water, Marine Parks, Catchment Management Authority and thirteen
Authorities, Crown Lands, Soil Conservation Service, Arts NSW, Events NSW, Office
of Liquor, Gaming and Racing, and Cultural Institutions. DTIRIS now services four
Ministers and staffing numbers have doubled to about 8,700 FTE. The budget has
also doubled in size to be in excess of $2.4 billion.

After completing a corporate services integration resulting from the last
amalgamation, Trade and Investment now has six different payroll, ICT and finance
systems being operated by:

e Trade & Investment at Orange

e former Communities NSW

e former Land and Property Management Authority
e former Department of Climate Change and Water
e ServiceFirst for Office of Water

e ServiceFirst for Catchment Management Authorities.

The Department has not been able to prepare a consolidated monthly report since
May 2011. This is due to a lack of coordination, competing demands on the other
service providers, and end of financial year and Treasury budget preparation
happening at the same time.
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There are no common IT networks. Communications and sharing of information and
records is problematic within the new agency. There are no common:

e intranet, policies or web sites
e emalil platform
e document tracking and filing and management systems

e Ministerial liaison processes.

Trade and Investment is currently planning the next corporate services integration.
This amalgamation is significant and will require external support and additional
resources to complete. This will be the third change in Government process for this
Department within seven years. There is little wonder that staff are reported to be
experienced at amalgamation but ‘battle weary’.

Management support systems

Clusters vary in size and with the number of Tier 1, Tier 2 and Tier 3 entities they
contain. The Commission found many clusters and Principal Departments do not
have the corporate systems, governance arrangements nor legal authority to operate
in a coordinated way. They are unable to provide consolidated reporting on basic
areas of management such as staffing, budget expenditure, utilisation of assets or
whether services are provided in an efficient, effective and timely way. This leads to
waste and duplication of effort. Arrangements should be streamlined in a way
appropriate to each cluster.

Recommendation: The Commission recommends that Directors General should
review the management support systems for finance, human resources and asset
management in their cluster to better integrate the cluster and improve service
delivery and prepare business cases to support any required additional expenditure.
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2.6 The role of central agencies

In NSW there are three central agencies: the Department of Premier and Cabinet,
NSW Treasury and the Department of Finance and Services. The Public Service
Commission and Infrastructure NSW also have important central roles. The role of
the Customer Service Commission is also developing. Typically central agencies
undertake a number of key roles (Beschel et al, 2001:1):

e advising — providing frank and fearless advice on matters such as
strategy, policy, legal service delivery and fiscal matters

e allocating — determining the fiscal framework, including revenue,
expenditure and advising Cabinet on resource trade-offs

e appointing — key personnel and managing the human resources of the
public sector as a corporate entity

e coordinating — the business of government including policy issues,
matters that cross departmental boundaries and related media responses

e monitoring — measuring and reporting on system wide performance
e regulating — the operation of the public sector as ultimately enabling
functions are regulated across the sector.

The Commission notes that the three central agencies have recently initiated a
Strategic Centre Project to clarify the respective roles and functions of each central
agency and their relationship with the clusters. A set of principles has been agreed to
guide the way in which central agencies operate.

The Commission believes that central agencies should play a more strategic and
enabling role. To the extent that central agencies are internal regulators of the public
sector, the better regulator principles are relevant. These are:

Principle 1. The need for action should be established.
Principle 2. The objective of action should be clear.

Principle 3: The impact of action should be properly understood by
considering the costs and benefits of a range of options,
including non-regulatory options.

Principle 4: Action should be effective and proportional.

Principle 5: Consultation with line agencies should inform regulatory
development.

Principle 6: The simplification, repeal, reform or consolidation of existing
regulation should be considered.

Principle 7. Regulation should be periodically reviewed, and if necessary
reformed to ensure its continued efficiency and effectiveness.

Source: Better Regulation Office, 2009
Central agencies should avoid micro-managing the activities of Principal

Departments or the subsidiary entities within clusters. There needs to be devolution
of some responsibilities from central agencies to the Principal Departments including
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financial responsibilities for budgets, staff and asset management. Principal
Departments should become ‘mini central agencies’ within their cluster.

Central agencies can provide a key leadership and facilitation role. This occurs with
the Directors General Executive Committee which operates as a leadership forum,
comprising the Directors General of each cluster and the Secretary of the Treasury.
This provides an effective mechanism for the public sector leadership group to
coordinate across the clusters. Such a ‘hub and spoke’ arrangement could be
applied to key professional groups to better facilitate sharing of better practice and is
an effective way to develop networks and build capacity.

Figure 2.8: ‘Hub and spoke’ model to integrate key professional groups across
clusters

Central
Facilitator
eg CFO, CHR,

The central agencies can play a vital role in bringing key professional groups
together and facilitating exchange of best practice and assist in identifying trends
and developing solutions to emerging issues in a particular cluster or across the
sector. This mutual learning approach will build and strengthen capacity in the
sector. These standing groups will report periodically on key strategic issues to the
Directors General Executive Committee.

Recommendation: Forums of key professional groups (such as Chief Financial
Officers and the Chief Human Resource Officers) should be established by relevant
central agencies and report periodically to the Directors General Executive
Committee on key strategic issues from March 2012.

One of the key roles of central agencies is monitoring and reporting on sector wide
performance. Central reporting can become a significant burden for clusters and
agencies when it is not integrated with their operational management information
and reporting systems. This is particularly frustrating where similar information is
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sought by one or more central agency. It is also important to both central agencies
and the cluster that data reported is not of inconsistent quality which leads to
misleading comparisons between clusters and agencies.

An overall information model is needed so that, wherever possible, basic information
requests are known by clusters and agencies. Interoperability arrangements are
needed between cluster/agency systems and central reporting systems, with end to
end processes used. Minimum data sets should be defined for each area of
performance reporting which align management reporting in clusters, for central
agencies and for public reporting purposes.

Information for central data collections should be collected once and used many
times. This information should be derived from departmental operational systems
and used for public reporting purposes. Such an approach requires common
definitions and standardised approaches to the collection of management
information. This will enable benchmarking between clusters. A representation of a
sector-wide reporting model for clusters (including central agencies) is outlined
below.

Figure 2.9: Integrated Management Information Framework
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Figure 2.9 shows that clusters and agencies require information relating to service
performance, people management and financial management. Clusters also need
enablers such as ICT, fleet management, Procurement, Asset Management and
Corporate Services. A subset of cluster performance information will be required for
sector-wide reporting to central agencies. A further subset will be required for public
reporting and accountability purposes. The information used in these different realms
should be consistent and draw from the same systems. For example, the financial
management information used to manage budgets within clusters may be a set of
management account and is different to the information layout required for
Treasury’s Financial Information System. But there must be consistency between the
two sets of accounts and one ‘single source of truth’. The absence of ‘end to end’
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systems means this is not always the case. Resources are wasted reworking
information and manually re-entering it for different purposes.

To enhance performance, clusters need to be able to compare data internally and
across the sector. Benchmarking is not possible without this type of information.
There are natural custodians of sector-wide information which should be seen as the
‘single source of truth’ for that category:

e Service performance — the Department of Premier and Cabinet has
responsibility for tracking key priorities and outcomes such as those in
NSW 2021, election commitments, Charter Letters and Council of
Australian Government indicators.

e People management — the Public Service Commission has responsibility
for monitoring the capabilities of the NSW Public Sector workforce.

e Economic and financial management — the Treasury is responsible for
preparing the Budget, managing aggregate expenditure and revenues,
and providing economic analysis.

e Corporate enablers and asset management — the Department of
Finance and Services is responsible for managing the delivery of
corporate enablers across the sector including corporate and shared
services, procurement, fleet, ICT, property and asset management.

A raft of studies over the past 15 years has shown a proliferation of central reporting
requirements. These impose a significant burden on agencies. In one study over 80

central reporting requirements were identified (CEC, 2004b) with the costs estimated
to be in excess of $66.1 million in 2004.

Three agencies accounted for 85% of reporting requirements:

e Treasury 60%

e Premier and Cabinet 15%

e Commerce (now Finance and Services) 10%

e the remaining 15% of requirements was shared by 10 collecting agencies.
There was little ‘smart-tape’ with only 25% of reporting lodged electronically. This

reduced the capacity for sector-wide analysis or feedback to agencies on their
relative performance.

A recent examination of central policy requirements undertaken by the Department
of Finance and Services (DFS, 2011) confirms that the reporting burden and level of
internal regulation of the NSW public sector has not reduced. It identified over 1,800
pieces of NSW Legislation and Regulation and over 800 NSW Government Policies
issued by Central Agencies as depicted in Figure 2.10. Much of this had a whole of
government compliance focus.
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Figure 2.10 NSW Legislation and Regulation
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What these studies suggest is that the central agencies need to have a hard look at
their reporting requirements and the burden they are placing on operational clusters.

There is no effective coordination or ongoing review of central reporting
requirements and other internal regulatory burdens. Legislative and administrative
reform is needed to eliminate unnecessary central reporting requirements and
internal red tape. The Commission believes the deletion, consolidation,
standardisation and streamlining of central reporting requirements is needed and an
overall performance system established. This should result in higher quality of
information and allow benchmarking information to be provided to clusters and
agencies.
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Recommendation: The Commission recommends that central reporting
requirements should be reviewed and the compliance burden reduced.

The Commission recommends that an integrated reporting framework should be
developed, specifying minimum data sets which directly link cluster and central data
systems. This should be developed in consultation with clusters for key sector-wide
management information collections:

Service priorities and performance — lead: Department of Premier and Cabinet
People management — lead: Public Service Commission
Economic and financial management — lead: Treasury

Corporate enablers — lead: Department of Finance and Services.
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2.7 The Public Service Commission

The Government has established the Public Service Commission as an independent
body to develop capabilities and enhance performance. The Public Service
Commission is intended to promote and maintain integrity, impartiality, accountability
and leadership across the public sector. Its role is critical in assisting clusters to
rebuild capability.

The Public Service Commission will have both an advisory and policy setting role. It
has a stewardship role in developing the skills and capabilities of the sector as a
whole. The Commissioner reports to the Premier on the exercise of the
Commission’s functions. The Commissioner, as an independent statutory officer who
is not under Ministerial direction and control, is required to report annually to
Parliament on the state of the public sector. These dual reporting roles mean it is
different in form to the central agencies and operates external to the cluster system.

The role of the Public Service Commission will need to be carefully defined in areas
such the appointment of Directors General, Chief Executives and Senior Executives
and in establishing capability and performance management frameworks across the
sector.
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3. Financial management

e The Lambert Review made clear that the budget position has deteriorated
over the last decade. The deterioration was particularly severe from 2005-06.

e The financial position that the new government has inherited was not
sustainable. It did not enable the delivery of a large capital program or even a
guarantee of ongoing service delivery.

e Reaching this point was a result of sector wide systemic weaknesses in
financial management:

o Accountability was eroded. A large contingency (provisions held plus
the Treasurer’'s Advance) masked budget overruns and a lack of
Ministerial and Cabinet control. Appropriations were not adhered to.

o The fiscal discipline within departments was eroded by both this large
contingency and by micromanaging by central agencies that occurred
in an understandable attempt to control the budget.

o Reporting is poor due to poor systems, a lack of capability and little
importance attached to financial matters within agencies.

3.1 What government financial management should be

The authority for government to raise taxes and spend money comes from an
electoral mandate based on commitments made to the community by the elected
government.

To deliver on this mandate governments require:

e sustainable government finances, to finance continuous service delivery and
medium to long term infrastructure reporting

e accurate monthly reporting to check progress against budget

¢ Portfolio Minsters and agency heads who have the capabilities and systems to
manage their own budgets

¢ financial reports that provide a comprehensive account of all expenditures
undertaken by the government and a full reconciliation between estimates of
budget spending and the final outcome.

To do this a formal framework is needed that covers six elements:

1. Fiscal sustainability to ensure that finances are managed so delivery
of public services is not disrupted and long term investment in
infrastructure is manageable

2. Financial accountability that provides defined accountabilities for
whole of government and day to day management of financial
resources at an agency level

3. Budgeting that provides Cabinet and Ministers with accurate, timely
and consistent information
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4. Appropriations and allocation that ensures Ministers and the
government remain accountable to the Parliament and each other for
their expenditure

5. Financial reporting which ensures regular and transparent reporting
of government expenditure and revenue decisions

6. Performance that measures how government spending is contributing
to service delivery commitments made to the public.

Each of these elements is outlined below.

3.1.1 Fiscal sustainability

Whole of government financial management should be set within a fiscal envelope
that ensures undisrupted delivery of government services and the ability to finance
longer term capital progress and projects.

Fiscal sustainability targets are typically measured by:
e the fiscal capacity to absorb unexpected events
e maintenance of a AAA credit rating
e attainment of short term and medium term fiscal sustainability
targets, such as net operating balance and net debt
e sustaining capital infrastructure capacity
e maintenance of intergenerational equity.
The budget tends to focus on the general government sector more than the others,

though there are important linkages between them. This is shown in Figure 3.1
below.
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Figure 3.1: NSW government structure
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In the general government sector, cluster borrowing and debt levels must be
managed very carefully. This borrowing occurs for two reasons. First it can be
funding an operating deficit. This is not a sustainable proposition when the borrowing
is covering operating expenses like wages — there is no way to pay back the debt.
On the other hand if the borrowing is to enable some operating expense to fall in the
future (or revenue to rise) then it may be justifiable. There are not many projects that
are likely to fall into this category, though there may be some.

The second reason for borrowing in the general government sector is to fund capital
expenditure. To finance such projects in general government the ultimate source of
revenue is the operating result/surplus. Borrowing and debt in this sector are
ultimately financed through the operating surplus and any deficit simply adds to the
borrowing requirement.

In the public trading enterprise (PTE) sector, the commercial enterprises (for
example ports, water, electricity, forestry) operate in a similar way to a company.
They receive revenue from customers, have operating expenses and capital
expenditure and can borrow up to prudent levels in their own right with Treasury
approval.

The non-commercial enterprises do not generate enough revenue to cover their
expenses and they rely on grants and subsidies from general government to make
up their revenue shortfall and to fund capital expenditure. Railcorp is a good example
of a non-commercial enterprise. Rail fares cover only 21% of operating costs.
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Non-commercial PTEs have no capacity to borrow in their own right though some do
carry debt. A list of entities in the non-commercial sector is shown in Appendix 3.

There are several immediate conclusions that flow from this discussion.

1. Capital expenditure in the general government sector must be carefully
assessed. If it decreases operating expenses or raises revenue, there may be
a net benefit. The need for infrastructure in the general government sector is
recognised but it must be financed through a continuing operating surplus.
The higher the capital expenditure requirements in this sector, the higher the
ongoing operating surpluses need to be.

2. Non-commercial PTEs should not borrow to fund their capital expenditure.
More visibility would be evident if their capital expenditure was funded only
through capital grants from the general government sector. While this would
move debt from the non-commercial PTE sector to the general government
sector it would make the level of that debt quite transparent.

The Independent Review of State Finances undertaken for the Victorian Government
in 2011 comes to similar conclusions. The Victorian Review sets out a number of
principles of a new medium term fiscal strategy:

e the fiscal balance is positive
e netinfrastructure investment is at least at its sustainable level

e the net operating balance is positive.

Recommendation: The Commission recommends that Treasury should carefully
analyse various capital expenditure scenarios in the general government and non-
commercial PTE sector and analyse the level of ongoing operating surpluses
required each year to meet the borrowing costs (principal repayments and interest)
of both general government and non-commercial PTE capital expenditure on an
ongoing basis.

The pressure on the operating result to fund capital expenditure can be lessened by
the disposal of assets. The government has already taken some decisions in this
direction, with proposals for long term leases of the desalination plant and the Port of
Botany.

Financing infrastructure

One of the important objectives of the NSW Government is to provide more
infrastructure, particularly in transport. To finance a large infrastructure program the
NSW Government has several options. All can be used to varying degrees.

First, the Government could run continuing and large operating surpluses in general
government to fund the capital programs. The size of the surplus would depend on
the extent of reliance on this option, the size of the capital spend, existing and
expected debt levels, and the ability to deliver efficient services at less cost.
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The second option is to recycle funds for new capital projects by selling or leasing
assets that will free up funds for new projects. In Appendix 4, information is provided
about some assets that have been identified as possible lease or sale candidates.
Where these assets generate income for the Government, through dividends and tax
equivalent payments, the decision to sell or lease must ensure that the retention
value is exceeded.

The Commission also notes that this option is one that has long lead times. Assets
and business operations must be prepared for lease or sale. Even getting
documents and information together is time consuming. Often legislation is required,
and sometimes a restructure, so that the Government retains certain functions.

Other jurisdictions have set up specialised units to handle the sale or lease of assets
and the restructure that is often required before any sale or lease becomes an
option. These units have specialised capability and prepare a pipeline of possible
projects each of which will be in varying states of readiness to progress to market.
Some businesses may need to be corporatised and/or restructured. Some
businesses will need sale and retention valuations and some will require scoping
studies to survey the lease, sale and restructuring options. A specialised unit does
provide focus for this way of recycling funds and can develop a broader strategy and
advice about what should be in government and what should not.

Recommendation: The Commission recommends that the Government should set
up a specialised unit to investigate and restructure for the lease or sale of assets and
businesses to increase funding for new infrastructure. Such a unit could be based in
Treasury or Finance and Services.

A third option is for private sector financing to be used. This makes sense where
value for money can be increased by doing so. It is also relevant where the
infrastructure generates sufficient revenue (say a toll road) to fund the project. This
option is discussed further in Chapter 5.

3.1.2 Financial accountability

Financial accountability ensures there is authority for the financial decisions of the
government at a whole of government and agency level.

Accountability for meeting the targets under the whole of government fiscal strategy
rests with the Treasurer and ultimately the government and Cabinet:

e Decisions on whole of government financial targets are taken by Cabinet
or sub-committees of Cabinet, such as an Expenditure Review Committee.

e The Treasurer is held to account within the government for achievement of
the targets on an annual basis, through the state budget.
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Adhering to the whole of government fiscal strategy requires that individual cluster
and portfolio budgets are managed by their Ministers, Directors General and Chief
Executive Officers to achieve service delivery objectives.
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3.1.3 Budgeting and systems

The budget should be constructed in a comprehensive, disciplined, timely and
transparent way.

The budgeting system comprises the budget settings (government policy, economic
conditions) and the budget estimates process. These facilitate:

e acompetent and timely assessment of the current and emerging economic
conditions impacting on the budget

e an accurate, complete and timely assessment of the status of government
finances

e the competent development of new policy proposals and measures
e the timely update of changes in estimates throughout the year

e the preparation of a transparent and Plain English set of budget papers.

3.1.4 Appropriations

The appropriation structure should authorise, through the legislature, the limits to the
financial demands that may be made against the government’s consolidated
revenue.

The appropriation structure makes clear:

e where the appropriation will be used, such as output, outcome or program
based

e the basis upon which a department’s baseline costs are appropriated

e the basis upon which government decisions are appropriated.

3.1.5 Financial reporting

The financial requirements and needs of government at all levels, including whole of
government, sectors of government and agencies of government, need to be
carefully reported. Reporting should be set to a standard that facilitates independent
audit and meets the financial reporting needs of users. This includes whole of
government reporting and management accounts and should normally cover
program costs.
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3.1.6 Performance reporting

The performance results of government should be timely and informative in content
and format. Performance reporting would normally include:

e standards of reporting — outcome, output or program reporting
e accurate, complete and timely performance information

e independent performance assessment, such as economy (cost), efficiency
(time), effectiveness (quality) and appropriateness (continued relevance).
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3.2 Systemic weaknesses in financial management

3.2.1 Case study: NSW Health

In the 2007-08 financial year, the then NSW Health incurred an overrun on its budget
of $300 million. An analysis of the reasons for this overrun demonstrates how the
elements of financial management, outlined in the previous section, had become
seriously degraded in recent years. A review of NSW Health in 2009 by the Auditor
General noted a significant improvement.

PricewaterhouseCoopers (PwC) was asked by NSW Health to prepare a report
analysing the reasons for the significant budget overrun. The report notes that the
budget overrun was the product of a number of factors, including those that were
outside the control of health administrators — increasing complexity and higher
demand from an ageing population that was not matched with funding.

To be fair to what is now the Ministry of Health, it is important to note that changes
have been made and are being made to address the shortcomings. It will take some
time. Developing adequate financial and management capabilities throughout the
health system will not happen overnight. The underinvestment in IT and people is a
false economy. Linking service delivery with financial budgets along with poorly
defined accountabilities will also take time to fix.

NSW Health — 2007-08 Budget review

The PwC report identifies a number of serious shortcomings in the financial
management of NSW Health. The systemic weaknesses identified by the
Commission of Audit are reflected in the PwC investigation. Direct quotes from the
PwC report are shown in italics.

Capabilities

The report found that there was a lack of appropriate skills and capabilities amongst
those who were assigned as cost centre controllers.

Cost centre controllers may be doctors, nurses or administration staff.

In a large number of cases, a cost centre controller will have no or limited
management and financial experience.

Due to a low understanding of financial management and lack of appropriate
financial information, it will often be difficult for a cost centre controller to
clearly understand the financial performance of their cost centre. They may
not have the necessary skills to identify when corrective action is required or
what corrective action is required to bring the costs for their cost centre back
into control.

Resourcing

The report found there has been an underinvestment in financial and management
support systems (i.e. IT and people).
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In line with the practice of obtaining efficiency savings from non-front line
staffing, Areas have made significant people savings in administrative areas
that would ordinarily support the Area’s operations. This has resulted in
insufficient people resources being available to provide appropriate
management reporting and monitoring and control of the financial operations
of an Area.

Some software systems have been in use for a number of years and are in
urgent need of migration to newer more efficient and sophisticated platforms.
For example [one Area] still performs its budget setting process and monthly
financial analysis and reporting via MS Excel.

Risk management

The relationship between Treasury and the Department of Health was not conducive
to an effective management of risks to the budget.

The information provided by the Department [of Health] to Treasury is not
presented at sufficient level of detail to allow Treasury to effectively identify
and analyse the variances noted.

Treasury has a distrust of the accuracy of information being provided and the
Department [of Health] considers the questioning by Treasury to be intrusive,
micro-managing and not understanding of the Health portfolio.

Ultimately, both Treasury and the Department do not collaborate in order to
make sure the needs of both parties are being met or to work together to help
solve the financial difficulties faced by the NSW Health system.

Accountabilities
There were poorly defined accountabilities for financial management.

The accountability and control frameworks in place do not operate effectively
and are not sufficient for management by the Department and Areas budget
allocations.

There are extensive hierarchical structures across the key functions of each
Area with multiple levels of financial delegations. However there is a lack of
budgetary control by cost centre holders and key decision makers. Once
budgets have been devolved to the cost centre levels (there can be hundreds
in large hospitals) there is often a lack of ownership of the budget, particularly
where a cost centre owner has a budget that they firmly believe will not cover
expected activity levels. This combined effect diminishes accountability in
achieving a desired financial outcome and makes it extremely difficult for an
Area Chief Executive to control the spend of the organisation.

Strategic planning

e The report noted there has been poor coordination between service
delivery objectives and whole of government financial objectives.

e Inresponding to KPIs set by the Department, the dominant tone and
emphasis has been to achieve clinical outcomes rather than balancing
clinical needs with financial responsibility.
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e From our consultations, we note that communications and emphasis from
the Department have been interpreted by managers and clinicians as a
prioritisation of clinical performance outcomes to the detriment of strict
financial management.

e The process [of allocating budgets to cost centres] is largely one of ‘top
down’ distribution rather than recognition of the costs to do a specific
volume of activities within a cost centre. This leads to instances of cost
centres being provided with a budget that does not reflect current activity
levels.

3.2.2 Systemic weaknesses in financial sustainability

The weaknesses in financial sustainability are evident in the budget outcomes over
the last decade and particularly over the last five years. The Lambert Review
identifies the failure to implement a long term strategic plan for infrastructure
investment led to:

e non-commercial debt continually increasing in an ultimately unsustainable
trend

e this unsustainable trend being driven by a combination of ongoing
operating deficits and further borrowing for high levels of non-commercial
capital expenditure.

One response to this trend was the rescheduling of capital grants in the operating
statement to improve the net operating result in years where a deficit was in
prospect. Faced with servicing current debt liabilities as well as increasing demands
for infrastructure investment, the Lambert Review concludes that a sustainable fiscal
strategy requires:

e constraint in general government expenditure

e areturn to net operating surpluses to fund non-commercial capital
expenditures, improve the net lending result and to service current and
future debt liabilities.

The Government’s fiscal strategy is set out in 20011-12 Budget and in NSW 2021.
The latter is the Government’s 10 year plan to guide policy and Budget decision
making and was released with the Budget.

The fiscal strategy outlined in the Budget comprises:
e a number of high level goals, and
e supplementary measurable targets that support delivery of the goals.

The high level goals of the fiscal strategy are as follows:

e deliver fiscal sustainability to restore the State’s capacity to ensure service
delivery across the business cycle

e maintain the state’s AAA credit rating.
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Underlying these goals is a series of quantitative targets, which include:

e the fiscal targets and principles set out in the Fiscal Responsibility Act
2005

e areturn to a sufficiently large operating surplus, on average over the
business cycle, to finance a substantial portion of the capital expenditure
program and provide a buffer in the balance sheet against adverse
economic conditions

e holding expense growth at or below long-run revenue growth

e ensure, on average over the business cycle, total state net debt and net
unfunded superannuation (will decline towards 100% of revenues).

The fiscal strategy outlined in the 2011-12 Budget represents a shift in emphasis
from the net debt and net liabilities targets in the Fiscal Responsibility Act.

The increased focus on the relationship between the net operating balance and the
funding requirement for capital expenditure is a direct response to the weaknesses
identified in the Lambert Review.

The Fiscal Responsibility Act 2005 was subject to a statutory review during 2011.
The NSW Treasurer tabled a review of the Act in June 2011. The Treasurer reported
that while the objective of the Act remained valid, targets have not been met:

e the two targets aimed at stabilising net debt and net financial liabilities as a
share of GSP have not been met, and the target to eliminate state sector
unfunded superannuation liabilities by 30 June 2030 was on track, but not
yet met

e the principle of keeping the budget in operating surplus was not met,
growth in expenses had not been contained and capital programs had not
been evaluated properly.

The report concludes that:

The departure from the key net debt and net financial liability targets means
that the state has less of a balance sheet buffer to absorb financial risks or
shocks, thus threatening the long-term sustainability of the state's finances.

The budget papers state that the government’s fiscal consolidation strategy wi