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DECENTRALISING TAX REVENUES: RECENT INITIATIVES IN AUSTRALIAN

FEDERALISM

The high degree of tax ceniralisation in the Australlan federatlion makes It a
parUcularly interesting case sludy for investigating opporiunilles for tax decentrallsation,
especlally when both State (Provincial) and Local (Munleipal) govermment have been ghen
only the most limlted access to Independent tax sources. Australlan local government can,
with few exceplons. only use real property rales for obtaining Its tax revenue. The
Australlan States, although conslitutionally entitled te share all tax powers concurrenly
with the Commonwealth {natlonal) dovernment except for customs and excise, in practlce
are ellectvely barred [tom using ncome taxes as well as sales taxes. The federal division of
natonal lax revenue produced by this unegual tax assignment. of eighty per cent of
revenue to the Comunonweallh, 17 per cenl lo the Slates, and on-]y 3 per cent to local
govertunenl (when own purpose oullays are In the propartion of 51.0. 41.2 and 7.8 per cent)
sits uneasily within the general theory of publle finance and its flscal federalism theory
component. Yet frern 1942, when the Comuncnwealth effectvely took over income tax
powers, these proportions of tax ralsing by level of government have more or less remalned
constant beiween Commonwealth on the one hand, and the Slatle/local governmen! sector
ony Lthe other., Tax redistribullion had occurted within the State/local sector over this half
century with the proportion of tax revenue golng to local government virtually halving from
6 to 3 per cenl, and a concomnitani rise in the share accrulng Lo Slate governmmentls. It may
be noted at the outset that this relalve shift between the lower tlers of government was not

independent of changes In Commonwenlth financial assistance arangements.

After a brief Intreduction, by way of background. to the nature of Auslrallan fiscal
federalismn as it evolved over its near century existence, this paper examines the problems
these arrangements creale for fiscal federalism theory; recent proposals to reduce this high

degree of tax centralisation are then discussed, combined with an examination whether the
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Australlan (nstltutional structure and iis associated political expectational frmnework are
likely to prevent implernentation of such solullons. A final section draws lessons from
Australlan experlence for tax assignment design In eflher federal or other mulll-

turtadictional formns of government organisation.

The Australlan federation commenced fn 1901 from the unilon of the six Australlan
colonles: New South Wales, Tasmanla, Victoria, South Australla, Queensland and Weslern
Australla, which thereby became the original States.! The Northern Territory, created In
1910 when South Australla ceded ils northemn half to the Commonwealth, galned self
government In 1877; the Australlan Capial Territory, created by the federad constitution,
became sell governing in 1989, Local governments exist in the six Siates and the Northern
Territory by virlue of Siate legislation. As ‘creatures’ of the States, they therelore have no
Independent status in the Constllulion. Attempls to give local government snch stalus
through conslllutional amendment by referendum have falled, This makes a natlonal polley

for local or reglonal decentralisation difficult to achieve.

The Constitulion iransferred various powers from the States lo the Comumonwenlth,
These included forelgn and inter-state commerce; laxation: bounties on productiun and
expoIts: borrowing on the credit of the Comunonweallh, a power conslderably extendeil by
the Financlal Agreement which ereated the Loan Counct?2; comununications Ineluding
broadcasting; civil aviation; soctal security; nmtgration and emigration; banking, nwney
and insurance: powers often expanded by judicial interpretallon. Tax powers ure
concurrent with the States, apart from an exclusive federal power over customs and exclse,
The Commnonwealth was also given the right to make conditinnal grants to the Slates, The
Constitution can only be amended by referendum, a difficult exerclse since a ity of

States (four out of slx) and of volers must support the proposed chanpe.3

Transfer of customs and excise (which had raised close {o three quarters of colonial
tax revenue before federation) invotved the new federatlon ét the outsel in substantial
revenue transfers from the centre. For the first ten years of federation, three quarters of
cusloms and excise revenue were relumed to the States by the Commonwealth; from 1911
to 1927 the Comunonwealth substituled fixed per capita grants of 25 shillings {$2.50) to U‘w
States. From 1910 the Commobwealth also began lo use s concurren! 1ax power in
earnestd with the inlroduction of land tax. Estate duty followed In 1914, Income tax In
1915, entertalnment tax 1 1916, wholesale sales tax In 1930 [as a depression measure to
compensate for ihe loss of cusloms revenue) and pay-roll tax in 1941, From 1027 o 1942
States relied heavily on thelr own income taxes, supplemenied by taxes on molorists, stamp
dutles, estate duty and llquor Heences. In this period, States enjoyed virtual total revenue
Independence {rom the Commonwealth, whose revenue translers {o the States In this perlod
were confined lo grants for specific purposes. mainly road construclion. Attempts to
Introduce State sales taxes were held to be unconsttutional as coniravenlng the exclustve
federal excise power but liquor licence fees successfully survived such challenge. 1942
permanently changed Lhis slluation of Stale revenue Independence. As a temporary war
measure, the Commonwealth ook over income tax powers from the Slutes, a power whieh it
has since continued te hold by skilful use of its condilonal grant power,® Subsequently,
revenue lransfers 1o the States have become an essential feature of Australlan fiscal
federalism either in the furma of block grants or, for a briel peded [rom 1976 to 1986, by
Instiiutionalised tux revenue sharing. From 1973, the federal government started paylng
block grants to local govermment via the States, an important factor explaining the decling

in the local govertunent tax share which has already been noted.

Apart from granls, attemnpts o solve this fiscal tmbalance [rom excessive State
revenue dependence In this now highly centralised tax system have largely locussed on tax
transfers. Land tax and entertaliunent Lax were vacated by the Commonweslth tn 1952 and
1953 respectively. Pay-roll tax was transferred to the States in 1971. The Commonwealth

abandoned its Bank Account Debits tax (n 1990 thereby crealing some room for the States



1o ratse lhelr Flnancial Instftutions Doty rates.® I addition, from 1978 to 1989 the
Commonweallth had legislation in foree enabliing States la levy surcharges (or to grant
rebates) on federad personal income lax, a ptggy-back arrangement no State dared use In
this perlod becavse of its percetved adverse polilical cousequences. On the local
governument front, revenue dependence on the local rale or property tax has declined
through increased inlergovernmental financial assistance from the centre though attempts
by local government to expand Its access to tax instrumenis have invariably heen rejected

by State govcrnmenls.7

From the mid-1980s Slate revenuc dependence on federal grants has been reduced
by cuts in real terms of federal financial assislance for fiscal restraint reasons, This
explains the relalive rise In Staie lax shares, vla the Increased Slale tax effort It has on
aggregate induced. Less savage culs In federal financial assislance to local government for
mast of this period has meant that this relative tise in State {ax shares has been at the
expense of local government. Such an outcome has been assisted, however, by a
Commonwealth policy of only modest reduction In tax effort in order to Increase an alrcady

growing federal budgel surplus.

The current tax/revenue positlon for Lhe three levels of government is ludicated
Table 1, Apart from showing the extent of fiscal tmbalance, it provides a pleture of the
relattve Importance of particular tax instruments for the three tlers of Australia's federal

syslem.

I

TABLE 1: Revenue Sources by Level of Guvernment

Commonwealth  Stale  Local

% % %
Cwn-Sources Hevenue
Tax, Fees and Fines
Incomie Taxes 63.7 # -
Pay-rolf Tax 2 1.2 9.1 -
Local Rates Z - 53.3
Land Tax 0.1 1.8 -
Stamp Dutles 0.1 87 [
Financlal insUtulions
Dulies 0.4 0.8 #
Sales Tax 102 = E
Excise 10.1 i E
International Trade Taxecs 4.1 4 &
Taxes on Gambling - 2.9 -
Taxes on Motor Vehicle Use # wied -
Franchlse Taxes * 3.3 -
Fees and Flnes 0.7 1.8 3.6
Other 0.2 2.7 z
0.8 35,0 56.9
Net operaling surplus 4.1 10.0 8.7
Other revenue 9.1 2.0 12.0
Total Own Revenue 100.¢ 54.6 77.6
GRANTS
Froin Commonweallh n.a. 45.4 1.7
From States TLE. ILa 20.8
TOTAL REVENLE 100.0 100.0 1000
a. For Commonwealth, largely fringe beneflts tax.

Source: Auslralian Bureau of Statstlcs:

1989 90 Covernmerd Financiul Estimates, Canberra 1990,
1988 89 Taxation Revernuwe Australia. Canberra, 1990,



Table 1 clearly shows the veriical tinbalance in the Australian federation as measured by
the degree of revenue dependence of States and local government. It also reveals lts cause:
the lack ol access to major taxes, especially income tax, sales tax and product laxes for
State government and the almost exclusive reliance by local government on the local

property rate.

The actual Australian situalion wih respect to tax assignment and vertical flscal
imbalance sits uneasily with the current orthodaxy in fiscal federalism theory. The revenue
gap visible at both Siate and local government levels makes the general efficiency rule of
matching marginal benefits from outlays with margina! costs from additional taxes more
difficuft to apply. and hence may generale serious inefliciencies. Such ineflictencies are
often explalned as follows. At the mosl general level, heavy revenue dependence on
Commonwealth funds Induces inefliclent State (and local) expenditure decislon waking
because the Statcs (and local) governunents do not have to accept political responsibilities
for all the taxes levied to defray that expenditure, The degree of care and responsibility ln
such spending decisions is Ukely to be less when they spend 50(75) cents dollars with low
political costs than il the Jull cosl of each dollar's spending had to be ralsed fram thelr own
taxes. The system also enables Siate {and local) politiclans to blame sharteomings in thelr
service dellvery and program quality on the meanness of federal [and/or Stlate) politiclans,
who cut down or do not increase fast enough the grants on which meeting so many of these
State {and locall responsibilities to their constituents depend. In additton, when the relative
sources of funds favour grants from other levels of goverrunent, scarce administrative talent
and energy Is likely 1o be wasled in searching for melhods to enhance eligibility for grants
rather than reduce cosis or enhance effectiveness and efflctency ol service provision and

deltvery,

On the other side of the balance sheet, verlical f{lscal imbalance creates
opportunities for inefliciency at the central goverrunent level. Relalive revenue abundance
from the high yields of available tax bases may Induce laxily in [ederal spending decisions.
More Imporiantly, it may generate a wish to interfere tn the spending decisions of lower
levels of government Lo which the grants are pald. by making them increasingly more
conditional. Australian experience pariially supports this proposion: the high degree of
vertical flscal imbalance afier the second world war has raised the relative proportion of
speclic purpose grants In total federal financial assisiance conslderably, Apart from
Infringing State soverelgnty, and lowering U mot climinating the divergence In service
delivery which many prize as a major advantage of lederalism, the imposiiion of candiifons
may generate waste and duplication ln several ways (see EPAC, 1990a), Last bul not least,
exislence of vertical fiscal fmbalance provides excellent opportunities for the granter with
surplus revenue to enforce expendilure restraint only on granlees by savagely cutting
financial assistance in order to reduce its visible budgel outlays without*adverse effects on
iis outlays for own purposes. Such enforced economy an one level of govermiment enly 1s
likely to generate inefliciencies In rescurce allocation and may have olher adverse by-

products as well 8

So much for the resource allocation irnplcations of verlical fiscal Imbalance, In
general adverse, To whal extent is the tax assignment position which causes Lhils imbalance
censlstent with the normatlve rules of fiscal federallsm analysis? Here again. Australian
practce does nol cordorm neatly to theary. It is clear that Australla’s local rates, with lis
immaoblle tax base and ease of local administration. are appropriately assigned to local
government. Ausiralla shares thls proper assignment with virtually all other countries
which have local government.? It is equally clear that what are generally seen as major
stabllisallon and redistributional taxes are controlled by the central government. However,
Stale governments in Australia, as the middle level of goverrunent in ils federation. do not
have the eflective access to Income tax, destination based product tax and even the natural

resource laxes which theory suggests they should have. On the other hand. they have



access to the pay-roll tax which normatlve (iscal federalism rules assign to the use of local

government (for a summary of these rules, see McLure, 1983, p. xiii).

Even then, this general sltatement hides many of the conundrums between aclual
Australian tax assignment and the normattve rules of widely acccptcci fiscal federallsm
theory. For example, ont the ground of its exportablility and hence large spit-overs, McLure
(1983, p. 108, 112-4) argues corporation {ax to be a natlonal tax, an assignment lkewise
useful for adininistrative reasons; Peggy Musgrave (1983) dendes the need for this
assignment and supports the traditjonal access of Slate governments (in the Uniled States
and elsewhere) to corporation taxes, However, since land taxes and local rates, If applied to
business property, are likewise exportable when the business tn question trades across
Jurisdictional borders, such taxes should also be centrally controtled, This Is particularly
appropriate when they are assigned to the generally geographically small local government
units, hence the United Kingdom's centralisation of the business rale in Its recen! local
government finance reforms. 10 Tax exporling possibllliies tend to suppart ceniral tax
admlMS[raUc;n. leaving relatively litile tax room for sub-nattonal Jurisdictlon. Furthermore,
given the implications for international compettiveness, Uie maintenance of which is an
increasingly growing concern for most govermunents, such taxes even tmpinge on Uie degiree
of tax freedom for the national govermments of smallish, open economies. Nor are highly
unequally distributed tax bases belween govermment levels Invartably centralised in
Australla. The flscal consequences of such unegual tax base endowments are, however,
taken into consideration in caleulating equalisation factors for determining financial

assistance granls to individual States. 11

Much can be sald on the current unsalisfactory state of the Australian economy,
with Its high overseas debt and still large current account trade defictt, 11s dificulties in
restructuring and improving #s level of international competliiveness. Littte of this cun be
blamed on the non-conformity of Australian flscal federalism arrangements with the

nonnallve rules from theory. This even applies 1o Ils chronte verticat Ascal mnbalanee and

long-existing, and long endured, highly centralised tax assignment. Tn facl, the opposlte
can be said. If, in accerd with the twin deficlt Hne of argument. an improved Lrade balance
Is seen as closely related to fiscal restralnt, the undoubled Australlan successes Ia this
regard {one of the highest relative budget surpluses in the OECD) Is parily attributable to
this high centralised tax syslem which gives the Commonwealth exceptional powers for
curtatiing State and local govermunent oullays by squeezing thelr revenue. Lack of
centrallsatlon, with respect to the inflationary potential of increased Slale taxes and
charges, may Ukewlse damage Intermaiional competitiveness both directly and indirectly
through iis wage lncrease consequences. Such fiscal policy considerations are, however,
rarely rajsed in the debate aboul the need for tax independence for State and local
government in Auslralia and the associaled gains in efllelency from reduced verucal
Imbalance. They likewise feature little in the many proposals for shifting tax assignment In
favour of the Slales which have surfaced In Australlan debate in receni years. (For an

exception see EPAC, 19800).

ax

Increased revenue independence for the States in Auslralia can only he approached
from iwo sides. The flrsl, and the ane more prominenily adopted In debate, 1s to re-write the
federal constitutional compact by giving the States access Lo either their own retail sales tax
or to marglnal Incame lax powers, somelimes rather broadly concelved. The other is to
develop new Slate taxes, constitulionally [easible on the current arrangements, and of such
a nature thal they do nol impinge on national and State priorilles for sustainable economic
development, It may be noted all these approaches are on the active agenda, glven the
federal initiative in organising speclal Premlers’ Conferences in 1921 for the purpose of
securing lederal reform. On present intentions, these will not only involve belter
coordlnatlon in lranspert and communlcations, wage detennination and other ‘micro-
reform’ areas, but also the fax assignment arrangements and the Inciflictencies from

assoclated flscal tmbalance. 12 These vartous alternalives for reducing fiscal tmbalance,
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and Lhe type of proponents Lhey have altracted in the last decade, can be briefly discussed
in turn,

1. The Retaft Sales Tax Avepue.  Clearly highly appropriate from the perspeclive of
nomative fscal federallsin tax asslgnment rules, and widely conforming wilh the
International practice of Norlh American federations Canada and the Unlled States, this
optlon has been widely espoused by Constilutional Commisslons (1987), the Viclorian State
Treasury (1990}, a trade union think tank {Evatt Foundatlon, 1988), private academics (lor
example, Walsh, 1990) and lndividual polticians. To saleguard State use of this tax from
constlitutional challenge a small constiiutional anendment would be required; deleton of
the phrase, ‘and exclse’ from the clause which gives exclusive federal powers over duties of
customs and exclse. Ghven Australlan proclivilles to refect relerenda for constlintional
change, #t scems unlikely such an amendment would succeed. Such rejection 1s even more
certain when il sublect matter is contemplated: few clllzens are golng to vole {o give
governments additlonal powers o tax when no effective reducilon in such lax powers s
contemplated at the olher goverrunent level. In additten. the State retail sales tax opllon
has attracted (-Jppos:Liun because it would make federal refonn of the consumptlon lax area
less attraclive. Tax refonm with a value added tax to ratlonallse the current (nelHclent
federal wholesale sales tax reglne, a policy growing in support, s made more difficull and

less elfective by the Introduction of separate relail sales taxes at the State level

2 Margipal Income Tax powers for the States. On varlous accasions afler the 1942
unlfform income lax arrangements, this has been suggested as a method for keeplng the
benefits of unifonm leglslation, collectlon and assessment procedures while returning sorne
power over this form of taxation Lo the States. From 1978 Lo 1989 legislative opportunities
for State implementation of this policy were in extstence, bul were In fact never used by any
State government. A potent reason [or thls was that the federal governnwent had not created
reom for States to use such marginal tncome tax powers, because lncome tax rates (already
popularly regarded In Australia as exceplionally high, unfalr and inefficlent] had not been

substantlally reduced. Until the federal government lowers Ils personal lncome tax rates

11

substantlally, perhaps, (o take an example, by halving them, It will be impossible for a State
govermment (o use any §‘113rglna.l income tax powers it 5 granled, The political dangers to
State goverrunents In enlertalning the thought of using such marginal income tax powers
had in any case been adversely Lested in the 1976 New South Wales Stale elections where
the Liberal Premler was deleated, largely on his plaiform of ralsing tax revenue by this
means In order 1o reduce rellance on other, less equitable State taxes. It may be noted that
Australian proposals for marginal Income tax powers have confined this increased tax
access to personal lncome tax. Company lax has been Invartably excluded from marglnal
lax powers because of Lhe difflculties In apportioning tax base and revenue by source.
Secondly, the lessons of the 1970s suggest Lhat any chance of tmaking marginal State
income lax powers policy ellective needs to make lls use atlraclve to State governments.

Vartous means are in principle avallable ta reach the last objectlve,

The {irst of these 15 redistributional, The New South Wales proposal which ended in
electoral defleat for ls proponent, was partly justified by the polential equity gains from
substituting progressive personal Income tux for rather regressive State taxes, 3 This type
of progressive swiich in Stale tax bases was also suggfested in Labor Party eircles and
surfaced in an offlcial report on State taxalion (Colllns, 1983; 1988), The legislative
arrangements In force fom 1978 also made the use of marginal income tax powers
attracitve for small States by the equallsation granls this would generate, Such equallsalion
was required to compensate them for the lower yleld per head they would gain from each
percentage point of surcharge relative to that avatlable {0 high [ncome slates, New South
Wales and Victorta. However, as already mentloned, no smal! slates in Ansiralla adopted

this strategy lor enhancing their equalisation grant entitlement and thereby redistribuling

national lncome in thelir favour,

The second strategy 1s to make tax room for the Stales by large, federal personal
lncome tax reductons and thereby create the poteniial for States lo use marginal income

tax powers. One melhod of achleving such tneome lax reductlons lnplies a carrot and stick



approach to the problem. since In it the lax culs are lo be flnanced by substantlal
reductions In federal grants to the States, This policy, suggesled In Lhe past by several
academics {for example, Mathews, 1978, pp. 26-7, Walsh, 1990) has now been embraced In
principle by the leader of the Opposition, as something for serlous discussion in the context
of federal reform proposals in the area of tax reassignment. 14 If grants in this context are
to Include specilic purpose paymenls, this policy Is all the more attractive to the
conservallve side of poliles, because ke Reagan's new federalism it enables subsiantial
translers of soctad spending responsililitles lo the Stales, hence increasing polential for
thelr reduction. In addition, this proposal enables the elimnination of that {lscal equalisalion
which has been such a long standing [eature of Australlan federalism, Most fiscal
equallsation s now achieved through the welghting of per capita linanclal assistance by
fiscal disabllities; ellminatlon of financlal assistance grants removes thls instrument of
fiscal equalisallon. Inclusion of speeific purpose grants in the scheme makes the
oprortunitles for redueing fiscal equalisation even greater. With strong criticlsm of the
adverse resources allocatlon implications of the current equallsation asrangements, this

may make 1his pellcy even more atlracUve to ihe federal Liberal parly leadership. 15

The scheme floaled by the Federal Leader ol the Opposidon in February 199t
suggesied the Jollowing scenarjo. Slales are to be glven access to personal income tax
ralsing by enabling themn {o set rales addltional io federal rales (but presumably keeping
within the federal deterrnined rate structure) and with personal tncome tax conlinuing to be
collected by the Federal Taxation Office. Federal and State tax liabllilles then can be
separately indicated on individual assessment notices, To enable the Stales 1o levy
additional Income tax, tax room is lo be created by reduced federal financlal assistance to
the States. Abolition of all general revenue assisiance (perhaps fncluding that for capital
purposes) would create a substantial amount of tax room. Passing back responsiblliles to
the States with respect to hospilal and non-terttary education funding would increase that
potentlal even further. Abollshing both types of granis would enable the federal govertunent

to cut income tax collections on aggregale by close to 40 per cent. 18 The third plank {n this

13

federalism platfonn relates to stabtlisatlon. A traditional Treasury worty aboul returning
any income tax powers to the States has been assoclated with the possibilily this may
impede national flscal demand management policy. The proposal by the Leader of the
Oppasition fmplies this type of argument may be made redundant by inststing that, as part

of the arrangements, States will have to have balanced budgets as a matter of course, under

unlormn accounting standards and subject to external audit.

The difflculties tnherent 1n implementing marginal Income tax powers in this way
arise from the equallsation consequences of the move. These will be attractive ta Victorla
and New Soulh Wales, but much less so 1o the other four States and the Northern Territory,
Adverse equalisation consequences arse for these smaller Stales and Territory on al least
three grounds, First. the welghls by which per capiia flnancial asststance s inflated 1o
compensate for Stale fiscal disabllilles favour Queensland by well over 25 per cent, West
Australia by more than 35 per cent, South Australia by well over 40 per cent, Tasmanta by
approxlmately 60 per cent and the Northemn Terrltory by more than 500 per cent. Although
there are also suhstantial per capita variations in specifle purpese paymenis for health and
schools, some of which favouring New South Wales and Vicloria, these varations by
definition are unlikely 1o redress the unfavourable fiscal equalisation e¢ffecls from abolishing
general revenue assistance. 17 Last bul nol least are the unequal ylelds Slates can expect
from personal ncome tax surcharges, once agaln {avouring New South Wales and Vicloria.
Unless the federal opposition's nftlatives build in safeguards for the smaller Staies, the
proposal seems politically doomed from the slart, unless Australians can be made to forego

the 'fair go' lmplicatlons of thelr flscal equallsation arrangements.

3 ) allve Tax S o5 for the Siates. Up lo the 1940s, tax innovation
was largely a Commonweallh activity; from the 1970s onwards, the Stales have inftiated a
number of tax instruments designed to enhance their revenue independence by
safeguarding the relative fmportance of their tax instrumenls in nationa! lax revenue

ralsing. Three such Innovations can be briefly indicated as alternattve means for reducing



TABLE 2: STATE TAX SYSTIMS BY MAJOR'INDIVIDUAL TAXLES 1984-85,1988-89

NSHW vic QLD SA WA TAs NT

[983-85 1988-89 1963-85 1988-80 T083-85 1948-80 T1083-85 1988-89 1983-85 19885.3@ 1083-85 1986-80 1935.85 194a_30

3 MILLION

(53]

0 = =t oo

Lt oo O L W3

Payroll tax 1291.4 1499.7 924.8 1403.8 368.5 Sﬁl.l L 205.0 308.6 2515 428.9 65.5 107.6 274 39
Land tax 225.86 497.0 178.7 265.7 36.1 7.8 32.2 63.7 48.6 73.7 10.0 12.9 ‘i em -
Stamp duties 516.9 1526.4 479.4 1259.9 282.5 605.0 © 128.4 235.9 131.5 416.2 24,7 51.8 10.1 13
Financial institutions duty 122.3 212.9 90.7 159.0 - - 28.8 43,7 34.9 36.8 2.5 16.5 - .
Ganbling taxes 479, 6 670.3 293.6 412.5 121.9 185.1 49.7 105.5 31.7 101.0 26,4 31.2 4.7 1t
Taxes on insurance 255.1 366.2 223.8 253.0 56.9 76.7 64.7 75.4 49,9 72.6 2.3 14.0 n.7 2,
Motor vehicle taxes 578.4 855.3 347.1 383.1 253.9 403.0 103.5 165.4 140. 4 211.8 37.3 49,8 7.6 13.
Business franchise taxes 415.0 636.7 172.4 494.1 306 125.5 119.1 174.7 117.8 208.0 34.5 i 9.1 21,
TATAL TAXESa 4080.0 7603.2 3140.7 5044_3 FEgr. g 2456.6 788.1 1279.4 365.8 i684.0 225.8 405.9 59.8 116
A5 PERCENTAGE OF TOTAL TAXATION (%)

Payréll tax 30.4 26.3 29.5 27.8 28.4 22.9 26.0 24.1 26.6 25,5 29.0 26.5 37.5 3.0
Land tax 55 6.5 3.7 5.3 2.8 3.1 4.1 5.0 5.7 4.4 4.5 4.9 = =
Stamp Duties 12.7 25.3 15.3 25.0 17.9 28.2 16.5 18,4 15 1 24.7 i0.9 12.8 16.2 11
Financial institutions duty 3.0 2.8 2.9 3.2 - - 3.7 34 4.0 2l 1.0 1.1 - 0
Gambling taxes 11.8 8.8 9.5 8.2 9.4 7.5 6.3 3.3 3.9 6.0 11.7 Ll 7.9 3
Taxes on insurance 6.3 4.8 7.1 5.0 4.4 3.1 8.2 3.9 5.7 4.3 4.1 3.5 122

Hotor vehicle taxes, 14.2 11.4 11.0 7.9 19.6 16.4 13.1 12.9 16.2 12.6 16.5 1.2 12.7 I
Business franchise taxes 10.2 8.3 11.9 9.8 3.9 5.2 15.1 13.7 13.5 12.4 15.3 19.3 15.2 21

REVENUE PER CAPITA (§)

Payroll tax 34].4 318.8 190.9 186.1 296.6 234,9 216
Land tax 84.9 60.3 3.7 39.4 50.7 43.8 =
Stamp duties 328.9 285.8 234.3 142.2 2g7.8 113.1 37.
Gambling taxes 81.9 98.7 62.9 63.6 69.8 68.1 71
Motor vehicle taxes 147.7 0.6 138 995 146.5 81.4 33,
Business Ffranchise taxes 108.7 512 .2 41,9 105.5 1d3.8 170.3 153.

s B S P

(a) Teotal does not add to individual taxes listed.

Source: Calculated from ABS, 1988-89 Taxation Revenue Australia.

L

w
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vertical fiscal iimbalance. (For delails of these laxes, sce Coonmonwealth Grants Commssion

1990b. Appendix 1)

{a) Business Franchise Taxes. Given the successful defence of Stales with respect to

their Aght to levy liguor lcences, that 1s, with respect to the rght to conduct a partlcular
type of business, Sawer (1974, esp. p. 181) suggested this principle could be applied to a
wide range of goods, That advice has been followed, indtially by Tasmanla, and so far has
survived a number of constitullonal chatlenges, Mosl States now levy business franchise
taxes with respect to tobacco and petroleum products and in some Slates these contribule
as much as 20 per cent of tax revenue {see Table 2). Given that the principle which has
safeguarded these laxes from being classifled as exclses rests on the fact they are lmposed
on the privilege to carry out a business, the tax can be extended to all types of business and
thereby act as a proxy for a modest relall sales tax (Collins, 1988, chapters 21, 25.3;

Groenewegen, 1989) but this extension has as yel not been tried by any Slale govermmnent.

(b) Flnancial . Institution Duty. Perhaps also tnspired by Sawer's perceplive paper
{Sawer, 1974, p. 181} which proposed taxes on recelpts nol related to the sale of goods as a
constitutionally posslble State tax, and likewise Jollowing the Campbell Conunittee's
suggestions for rationalising heterogeneous stamp dutles by a more neutral and unifonn
financial Institutdons levy, Victorta and New Soulh Wales introduced a small tax on
financlal institutlon recelpls In 1982, This spread gradually 1o all other States [except
Queensland) making a useful contributlon to State tax revenue {see Table 2). Base has been
broadly deflned. [t covers recelpts of all banks, permanent building socletfes, credit unlons,
dealers tn securiles, trustee companies and special credit providers such as retall stores.
Reveniue has been partly used to aholish some less deslrable forms of stamp duly. From
1991, State revenue from the tax wlll benefll from the federal abandonment of Bank
Accounts Debits Tax, already noted. Financlal Instiiutions Duty has been critlcised for its
high compliance costs induced by the exemptlon ol certaln receipts {such as those, for

example, for diplomatic stafl) and 115 complex legislation which results In unintentional
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under- and over-payment by laxpayers (for a detatled discussion of this unusual tax see

Valentine and Wallace, 1985; Collins, 1988, New South Wales FID Comumlittee, 1950).

te} Elnanciy Assets Duty. In Lhe context of a stamp duly reform proposal destgned to
abolish stamp dules on share transactions, (he New South Wales Premier indicated that
the revenue fost by Lhis was o be recouped by the intreduction of a new flnanctal assets
duty. Revenue rom this new tax would in addition be used to abolish the current financlal
Institutions duty and loan security duty, hence its Introduction needs to be seen as part of
a lax rationalisation scheme. This tax is perhaps beller described as a tax on the assels of
financlal Intermedlaries. More specileally. ils proponents have defined it as follows. It
Imposes an annual levy (payable tn monthly Instalments] on the audiied book value of all
Australian assets of a financlal intermediary (te Include banks, mercliant banks. bullding
soclcties, cash management trusls, Insurance companies, superannuatlon funds, approved
deposit funds, finance companles, credll unions and authorsed moned market dealers) Lo
Instances where the financlal fnlermedlary cardes on business In New South Wales {New
South Wales FID Conunitlee, 1990, pp. 13-14), Diflculties in defining Australlan financial
assets, New South Wales business and assel valualion were [ully recongised by its
proponents. It was also realised thal effeclve and eflicient fmplementation required State
cooperation and hanmonisallon of the tax across State baundaries. To be revenue neutral
the tax was estimated to need a rate "somewhat higher than 0.07 per cent per annum”
while the growth rale of the tax base relative o that of the lax hases it Is designed to replace

would ensure positive contribullons to Stale tax revenue (New South Wales FID Cormunlitee,

1980, pp. 24-6).18

It may be noted that the New South Wales Slale Tax Task Force [Collins, 1088,
chapter 27) suggested ihe reintroduction of State eslate and gift duties as a further
desirable option In Lhe Stale lax lnnovallon area, Successful implementation of such a
proposal, would need cooperalion of other States. In short, there §s a substantal range of

options avallable for reducing the vertleal fiscal Imbalance for the Australlan Slates.



However, it has already been suggested that institutlonal factors (n the Australian political
framework make it unlikely that many of these oplions are golng to be implemented. The

reasons for this can be briefly reflerated.

A retail sales tax option for the Stales, requiring as it does constlilutional
amendment, seems unlikely to succeed given the inbullt hosulity of the electorate against
constliutional change. Even blpartisan support ls unlikely to make this measure succeed.
An approach based on State marginal income lax powers 1s also likely to fail in the
Auslrallan sftuation. Treasury opposilion based on ils tmplication for demnand management
effecttveness Is one important factor, welghing heavily with a federal government whose
cooperation is essentlal to allow this measure 1o proceed. Equalisation problems also make
its implementation unlikely #f combined with lncome tax room created through substantfal
grant abotidon. Compromises over equalisation would have Lo be worked out, It rnust also
be remembered that when the option was open 1o the States for over a decade, It was not
used by them.

State tax innovatlon seems therefore a mare frullful approach. Here the potentlal for
tax compelition needs to be kept in mind. This either requires coordination, as Victorla and
New South Wales did to some extent with Financial Instltuiions Duly, or cooperalion,
essentlal If States are to reintroduce capital transler luxes on property passing at death.
Such cooperallon seemns also indispensable If States move to tax [inanclal assets at a
significant rate, a rale essentfal If the tax is deslgned Lo rationallse existing Slate lmposts of
the type Indleated by the New South Wales Premier. However, such cooperation and the
uml'om_llly in the tnnovating laxes 1L is likely 1o entall, eliminates that diversity, comnpelilion,
experimentatlon. and opportunilies for tax-payer cholee, sc beloved by the ardent

federalist. 19

17

v

What lessons can be learmned [rum Australian experfence? Oune of relevance to those
in the process of drawing up a new constitulton is io make that constlluticn easier to
amend than Australia's ls. This 1s all the more Important when expeclations tn the [iscal
sphere entertained by deslgners of a constilution are so easlly falsifled hy the march of -
events. More importantly, Auslrallan experfence shows that a federalion can survive
substantial vertlca! flscal lmbalance without disasirous consequenees, espectally when
surprisingly litile convineing evidence has been produced on the various inefficiencies so
frequently assoclated with it (cf. EPAC, 1990a, pp. 6-10. 26-36 on lack of such evidence
with respect to duplication, lor example). Australia’s constitutional rigldites make a Stale
relatl sales tax unltkely: marginal Income tax powers for Slates are likely o founder on the
barrier of ingrained support for ftscal equallsation and the percelved slabilisation needs of
federal Treasury. Mowever, as has been convineingly argued in any case [Break, 1980, pp.
32-34) such marginal income tax powers rank low on the scale of tax decentralisation

policies, given the Umited State control over the tax In question they frogly.

The same can be said for new Stale laxes when they require the degree of State
cooperation and coordination the Australfan situallon appears to demand. Tax compelition
makes for uniformily rather than diversity in this case. Al the same ume, evidence on
adminlstrative costs of State laxation [Colllns, 1988, pp. 93-4) suggests that economies of
scale in Australian tax administration at the State level are real, and are particularly
significant for smaller States and Terrtorles. 28 This tmposes slgnifleant costs on the
communily fromn the Introduction of new Stale taxes. In short. centralisation of taxes on the
Australian mode!, which Is sanctioned de facto by normative tax assignment rules, appears

to be the hest policy despite its recognised lmperfections.
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If this conclusion can be accepled. mechanisms will have to be found for secure and
certaln institutionalised revenue sharing. In this area, Australlan experience has not been
satisfactory. [ts expertments with institutionalised tax revenue sharing falled because of an
overt use of central fiscal powers designed to malniain 118 economic domlnance over the
States. Overcoming such diflicuities requlres insiftutional developments in cooperative
federalism for which precedents and bases exist in Australlan experence [rom its Premiers’
Conference and Loan Councll mechanisms, Australian experience, on the other hand,
augurs badly for tax decentralisation as conventlonally concetved, and this Is even more
true when Australla's dismal decentralisation record on local and reglonal govermment 1s

also considered.
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Although performing many of the functions of States, and in the case of the
Australlan Capltal Territoty, of local government as well, lerfitories cannol become
States under the constitution except with the consent of the orlnal States. This
aflects the Termtory's political representation in the parllament but so far has few
imporiant fiscal federalism consequences. For a more detailed survey of the lssues

raised In this section, see Groenewegen (1983).

Created in 1928 as a coordination mechantsm for public borrowlng and hence an
interesling experiment in cooperattve federallsm, Financlal deregulatlon has negated
its role in interest determination and 1t Is now basleally an Instrument whereby the
Commonwealth controls aggregate publle borrowing for long term demand
management purposes. It has other potentlals, however, including that of becoming

a vehlcle for 2 national infrastructure investment planning.

Fewer than a dozen of such referenda have been successful In Australla's federal
hislory, as against at least flve Uimes as many unsuccessful cnes. Three small
states, comprising about a quarter of the voting population, can elfectively veto any

referendumn proposal for constitutional change.

Before federation, the State politiclans who drafted the constiiution expected the
concurrent tax power to be used by the Cemmonwealth only In great emergencies,
and hence saw It as a clause which gave the constiution desired Nextbility. In short,
they viewed the compact as tndirect 1axes for the Commonwealth, and direct taxes

(income tax. land tax and estate duties) the preserve of the Siates.
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This was used in the following way. Financlal assistance grants could be made
conditional upon States not levying thelr own Income lax. Any income tax revenuc
raised by a State from its own tax being fully offset by grants to that State, there was

a strong political disincentive on States to use their concurrent income tax power.

Bank Accounts Debits Tax, introduced in 1983, mposed a charge [at progressive
rates) on cheque account debits in trading banks; a highly discrimtnatory tax and
inconsistent with the federal government's policy lo increase competitive neutrality
i the Australian financial seclor. The States and Terrilerles (except Queensland) tax
the receipts of financial institutions (broadly defined to include all credil granting
organisalions) at a flat rate fof 0.03 per cent at the time of first Imposition in 1983).
Abolition of the Bank Accounts Debits Tax has Induced some States to double thelr

rate of Financial institutions Duty.

As briefly discussed below, It may also be noted that estate dutles disappeared in
Australla at both federal and State levels during the decade after 1978, when
Queensland initlated the move. Tax competition potentlal made all States follow
suit, Abolillon of federa] estate duty was implemented by a conservallve Prime
Minister-grazier, but atternpls at its relniroduction have been reslsted equally

strongly by his just as conservative successor.

Curlaflment of flnanclal assistance to the Stales has induced sharp rises in fees and
taxcs with a major impact on the Consumer Price Index and hence the officlal
inflation rate. Curlailment of public consumption by restricting grants lo Lhe States
as an anti-inflationary demand management strategy hence may partially negate the
¢fTects by the inflationary tax increases it induces at the State level.

The Unted Kingdom's introduction of the communily Charge or poll tax and Its

simultaneous abandonment of the local government property rale goes agalnsi this

10,

13.

general conformity in international local governmenl tax assigrunent practce and
the normative rules suggested by theory. However, this departure appears to be

short-lived and re-introduction of the local rate tn some fonm In the United Kingdom

seems cerlain,

For a discussion of this reform, see King (1990},

On Australlan Grants Conunission practice ln this regard, see Commonweallh

Grants Comumnission {1990a).

A process inltiated by the Prinmie Minlster in July 1990, and Deshed out at a special
Premiers' Conference [meeting of federal and State prime ministers] in October 1980

In its agreed communlque at the end of the meeting, it was inter alia stated:

"leaders and representatives have agreed on the need for a fundamental! review of
Commonwealth/State financlal arrangements by a comunditee of senlor expert
officials. In this review the Communonwealth and the Stales recognlse the need Lo
address the question of verlical [iscal limbalance - wilh a view to reduclng that
Imbalance while recognising the necessity for the Commmnonwealth to bave adeguate
means 1o meet [ts national responsibility for effective macro-cconomic management
.... This will embrace, firsily, an assessmeni of the distribution of Comumenwealth
and State Govermment taxation powers and examine the efficiency of the present
allocation of such powers. All options for reform of the distribution of laxatlon
powers wili be considered in the course of this review, Including the place of Local

government in the structure of taxation.”

Why this policy did not appeal to the electorale has never been salisfactortly
investigated. Perbaps volers do not understand the underlylng subtleties of the
argumeni. The Opposition leader who won lhe election successlully conveyed Lo

voters hat the policy constiiuted double taxalion, a far more slmple message Lo
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understand, and glven the unpopularity of income {ax at the time I clearly won Lhe

day.

J.R. Hewson, ‘Sixth Sir Norman Cowper Orallon’, 15 February 1991, 1ts detalls are
more fully addressed later In this secton. | am fislebied to the Office of Lthe Leader

of the Opposition for a copy of this address.

See Commonuwealth Flnancial Relations with other levels of Governmend 1988-89,
1988-89 Commonwealth Budget Paper No. 4, Canberra: AGPS 1988, pp. 24-7. The
Grants Commission replled to this critlelsm in its Report on Issues in Fiscal

Equalisation, Volume 1, Canberra: AGPS, 1990, chapter 5.

1990-91 budget estimates indicate total general revenue assistance of $13.6 billion,
capital assistance of $0.3 billion, while hospital and education grants for the states
amount to a further $ 6 billlon, making a total of $20 billlon. Income tax collectlons
were estimated at $54.3 billion, now widely expected to be an over-estimate given
the recessed condilions in which (he Australian economy found itsell for much of
the 1990-91 financial year, However, these dala suggest a forty per cent personal
income tax cut across the board is quite feasible in such a scenarla as that oullined

by the Leader of the Opposition,

See Commonwealth Relations with other levels of Government 1990-91, Canberra;
AGPS, 1990, Tables 17 and 32; Victorian Treasury {1990, pp. 36-7) estinates the
inter-State subsidy in hospital funding grants from New South Wales and Viclona to
the otlher four Stales and the Northemn Territory at $1.45 billlon and $139 and $149

per capita respectively.

Announced by the Premier at a gathering of New York investers in February 1991,

The New South Wales F1D Comimlitee as a resuit from responses lo its 1890 report

20.

has now appaiently decided not to proceed wllh its [inancial intermediaries asset tax

proposal.

Although local government s included in the deltberations on vertical [iscal
inbalance to be conducted at the speclal Premlers' conferences in 1991, new
revenue instruments for local government have rarely been greeted with enthuslasm
by State or federal commnittees of Inquiry lnto loecal government fnance. Space
prevenls detalled discusslion of the Cinderella ireatment accorded to local
governmenl in Australia, which likewlse 1s a peculiar fealure of antipodean practice
in flscal federalisin. See Natlonal [ngutry {1985) chapter 16.5; Comrmiitee of Inquiry
Into Local Government Rating (1990) chapler 11 and Groenewegen (1990). esp. pp.
17-19,  New local govermunenl taxes suggested in this context include land tax,
enlertainment laxes, accommodation and tourist taxes, business licence tax, local
income tax, developmenl and lmprovement charges, local sales lax and since Its

United Kingdom Introduction, the poll tax or cammunlty charge.

This shows State tax collecllon cosls as a propartlon of revenue varying from .45
per cent for New South Wales and 0.6 per cent in Viclorla. o 0.78 tn decentralised
Queenstand and 1.64 and 2.64 in Tasmanda and the Northern Terrliory respectively.
Litlle comprehensive data on this aspect of tax decentralisation seem {o exist: of.

Helm and Smith {1990, p. 289 and n.16}.
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