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INTRODUCTION

The Australian States have constitutional responsibility for the services of greatest importance to Australians’ daily lives, including education, health, community services and law and order.  However, the States have limited means of raising revenue.  By contrast, the Commonwealth’s ability to raise revenue exceeds its own expenditure requirements.

Constitutionally the States and Territories have access to any taxes aside from customs and excise duties. Despite this apparently broad scope, the States have been prevented from effectively exploiting their taxing potential by High Court interpretations of powers, notably section 90 of the Constitution.

If States are to deliver the services required by the community, they must rely on the Commonwealth; firstly to raise sufficient revenue, and secondly to pass it on to the States.  Such grants are necessary to overcome the imbalance between the fiscal capacities of the different levels of government, or vertical fiscal imbalance (VFI). In the process of providing grants to the States, the Commonwealth can decide how the grants will be allocated among the States, and also impose any conditions on the grants that it chooses.
Good public policy requires that revenue be raised efficiently, so as to minimise the economic costs imposed on taxpayers.  However, constitutional and Commonwealth constraints have over time led the States to continue to rely upon some taxes that are regarded as relatively inefficient.  That is, these taxes tend to distort economic activity, and thus impose economic costs beyond the tax paid.

The 1999 Intergovernmental Agreement on the Reform of Commonwealth-State Financial Relations significantly altered the composition of State revenue.  As part of the Agreement, the States agreed to abolish a number of inefficient State taxes, forgo Financial Assistance Grants, and instead rely on grants of Goods and Services Tax (GST) revenue provided by the Commonwealth.  The new arrangements result in a more efficient overall taxation mix and are expected eventually to provide the States and Territories with a faster growing revenue base.

A disadvantage of the new funding arrangements is that they have increased States’ reliance on Commonwealth grants.  The GST is a Commonwealth tax, and the Commonwealth is able to impose conditions on funding to the States under section 96 of the Constitution.  Thus, the States are now more exposed to future changes in Commonwealth policy.

Two features of Australia’s revenue system deserve particular attention:  the vertical fiscal imbalance noted above, and the process of equalising the fiscal capacities of the States and Territories, know as horizontal fiscal equalisation.

Vertical Fiscal Imbalance

Commonwealth grants to State governments currently total around $54 billion per year, which represents 27 percent of total Commonwealth expenditures and approximately 40 percent of the States’ revenue.

The mismatch between the two levels of governments’ revenue-raising capacities and expenditure responsibilities – termed Vertical Fiscal Imbalance (VFI) - is much greater in Australia than in other federations.  Consequently, the effects of the Commonwealth’s method of sharing revenue among the States, and its influences on States’ expenditures through conditional payments, are unusually large.

There are serious questions about the effects of current Commonwealth–State financial arrangements on Australia’s economic performance. VFI undermines governmental accountability for taxing and spending decisions because governments that seek to adopt policies relating to service provision are not necessarily responsible for actually delivering the service.  This results in costly duplication and overlap of services and encourages cost shifting between levels of government.
VFI also restricts States’ ability to respond to community needs in a timely and effective manner.  Commonwealth conditions on specific purpose payments (SPPs) create obstacles to flexible service delivery.  For example, the Commonwealth may set conditions that require services to be delivered in a particular way, at a particular price or to a particular group of people.  This can lead to implicit rationing and under- or over-utilisation of some services, which can reduce allocative efficiency.  

Many SPP agreements require States to contribute a matching amount of State own-source revenue to the service delivery.  These matching requirements reduce States’ ability to fund their own policy priorities and produce a bias to over‑expenditure in some areas.  Matching requirements focus on the amount spent on the provision of a service, rather than the level of service actually delivered.  This is a disincentive to eliminating waste and inefficiency.

Similarly, reporting requirements for Commonwealth SPPs tend to be structured to meet the Commonwealth’s need for information rather than to measure the efficiency or effectiveness of service delivery.  Continued payment of the SPPs is typically conditional on States spending the whole amount of the grant, rather than being conditional on the delivery of services or the achievement of outcomes.

Historically, VFI has also been a disincentive to the pursuit of microeconomic reform.  This has occurred because States must bear most of the costs of undertaking reform, whereas the increased revenue that results from these reforms generally accrues to the Commonwealth. 

Horizontal Fiscal Imbalance and Equalisation
Horizontal Fiscal Imbalance is a mismatch of service provision capabilities among the States due to differences in revenue-raising ability and spending requirements. Some States are able to raise more funds than others through their tax bases, and some States need to spend more money on their citizens than others to provide a minimum standard of service. Horizontal Fiscal Equalisation (HFE) is a method used by the Commonwealth Government to minimise this mismatch between the States.
Australia is a relatively homogeneous federation with relatively little fiscal or economic disparity between States before equalisation.  Yet Australia makes the largest and most explicit efforts to remove horizontal imbalances of any federation.  It is the only federation in the world that fully equalises both revenue and expenditure capacity.

Equalisation is implemented through the distribution of grants of GST revenue from the Commonwealth to the States.  The grants are allocated among the States according to the principle of horizontal fiscal equalisation (HFE), which is administered by the Commonwealth Grants Commission.  To implement this principle, the Commission seeks to allocate a higher share of grants to States that have below-average capacity to raise their own revenues and/or have to spend more to provide the same standard of services as other States.

New South Wales, Victoria and Western Australia (the donor States) receive shares of GST revenue that are less than their shares of the national population, while all other States (the recipient States) receive shares greater than their respective population shares. Compared with an equal per capita distribution of GST revenue grants, the total cross-subsidy paid by donor states to the recipients in 2002‑03 is $2.5 billion, and this figure is expected to grow to over $3 billion by 2004‑05. The cross-subsidy from NSW to recipient States in 2002-03 is $1.2 billion.
THE 2000 TAX REFORMS
In 1999 the Commonwealth and States signed the Intergovernmental Agreement on the Reform of Commonwealth-State Financial Relations (IGA).  The main purpose of the Agreement was to allocate all of the Goods and Services Tax (GST) revenue to the States.  Revenue from the GST replaced income tax revenue as the major source of grants from the Commonwealth to the States. At the same time, States abolished a number of their own taxes. Table 1 shows the change in the composition of NSW Government revenue resulting from the IGA.
Table 1: New South Wales General Government Sector Revenue
	
	1999-2000
	
	2002-2003
	

	Revenue Source
	$bn
	%
	$bn
	%

	Own-Source Taxation
	13.945
	48.3
	12.862
	38.2

	Commonwealth Grants
	9.363
	32.5
	15.053
	44.8

	Financial Distribution from PTEs
	1.381
	4.8
	1.215
	3.6

	Sales of Goods and Services
	2.359
	8.2
	2.479
	7.4

	Other
	1.783
	6.2
	2.026
	6.0

	TOTAL
	28.831
	
	33.635
	


The reforms raise a number of important issues in relation to States’ revenues.

States’ Control over their Revenue Bases

The new arrangements increased Australia’s vertical fiscal imbalance.  Commonwealth grants now account for half of aggregate revenues for the New South Wales Government, compared with slightly over one-third before the introduction of the GST.

The new arrangements considerably erode State revenue autonomy.  The States have given up key revenue sources within their control.  In exchange, they receive a GST whose rate and base they do not control, although the IGA does give them a say.  Irrespective of the commitment by the Commonwealth to turn over the revenue from the GST to the States, the GST itself remains a Commonwealth tax.
Ability of State Revenue Bases to match Economic Growth

The 2000 tax reforms will eventually provide a financial gain for States, as the economy – and hence the GST revenue base – grows.  Because of productivity growth, this is expected to outpace growth in population and inflation combined.  This contrasts with the former system of untied grants from the Commonwealth to the States, which grew merely in line with population and inflation.  GST growth is also expected to outpace the relatively slow growth in revenue from the State taxes that were abolished.  Eventually the GST revenue should exceed what the States have given up.

However, current projections suggest that net revenue benefits to New South Wales will not occur until 2008-09 (see Table 2 for details). Until then, New South Wales will not gain any additional budgetary flexibility from the GST.
Table 2:  Estimated Financial Impact of National Tax Reform on the New South Wales Budget, 2000‑01 to 2008‑09
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2001

$m

2002

$m

2003

$m

2004

$m

2005

$m

2006

$m

2007

$m

2008

$m

2009

$m

Losses

Revenue Forgone

Financial Assistance Grants

5,224    

5,341    

5,337    

5,395    

5,542    

5,723    

5,950    

6,158    

6,355    

Gross Safety-Net Revenue 

(a)

2,135    

2,388    

2,487    

2,576    

2,671    

2,759    

2,850    

2,781    

2,856    

State taxes abolished

72    

1,035    

1,155    

1,217    

1,281    

1,675    

1,786    

1,875    

1,961    

Reduction in gambling taxation

476    

558    

581    

599    

621    

652    

685    

719    

755    

Loss of Interest Income

3    

3    

4    

WST Equivalents

38    

38    

38    

Additional Expenditures

First Home Owners Scheme 

(b)

307    

438    

294    

298    

303    

308    

313    

318    

323    

Additional First Home Owners Scheme

7    

GST Administration Costs

335    

174    

188    

192    

195    

199    

204    

208    

212    

Total Losses

8,597    

9,975    

10,084    

10,277    

10,613    

11,316    

11,788    

12,059    

12,462    

Gains

Additional Revenue

GST Revenue

7,258    

8,134    

8,718    

9,140    

9,650    

10,295    

10,929    

11,572    

12,240    

Growth Dividend - State Taxes

42    

57    

77    

99    

123    

149    

177    

206    

237    

Reduced Expenditures

Off-road Diesel Subsidies 

(a)

119    

137    

144    

150    

156    

162    

164    

147    

149    

Savings from Tax Reform

147    

157    

168    

179    

191    

204    

218    

233    

248    

Beer Subsidy Scheme Deduction

25    

25    

26    

27    

27    

28    

29    

Total Gains

7,566    

8,485    

9,132    

9,593    

10,146    

10,837    

11,515    

12,186    

12,903    

Net Losses/Gains 

(1,031)

(1,490)

(952)

(684)

(467)

(479)

(273)

127

441

Commonwealth Transitional 

Assistance 

(c)

1,007    

1,515    

910    

621    

380    

377    

151    

...   

...   

SHORTFALL/GAIN FOR NSW 

BUDGET

(d)

(d)

(43)

(63)

(86)

(102)

(122)

127

441

CUMULATIVE SHORTFALL/GAIN

…

…

(43)

(106)

(192)

(294)

(416)

(289)

152


(a)
The Commonwealth’s changed arrangements for determining revenue replacement payments will impact on NSW between 2002‑03 and 2006-07; however, the estimates shown here include the State’s entitlement to indexation in these years consistent with the agreed methodology referred to in the Intergovernmental Agreement.

(b)
Amounts shown for the First Home Owners Scheme for 2002-03 onwards are internal NSW Treasury estimates, not Commonwealth Treasury estimates.

(c)
Amounts shown are based on the methodology imposed by the Commonwealth.

(d)
Under the guarantee provisions of the Intergovernmental Agreement, the Commonwealth payments are intended to ensure no State is worse off as a result of the agreed tax reforms.  The $25 million difference between the $1,031 million that New South Wales was entitled to in 2000‑01 and the $1,007 million that New South Wales was actually paid is reimbursed by the Commonwealth in 2001-02.

Vulnerability of State Revenue Bases to Decay of Tax Bases and Commonwealth Decisions

Given the relative robustness of the GST tax base, there will be some improvement in revenue certainty under the Commonwealth reform proposals. However, the Commonwealth continues to have the constitutional power to unilaterally change GST revenue-sharing arrangements, including changes which would erode the GST revenue take.
Efficiency of State taxation

It is widely recognized that the State taxes abolished as part of the tax reforms were narrowly based, inefficient and unreliable in the long term as growing sources of revenue.
Ownership of the GST

The Commonwealth considers that the GST is a State tax and does not record accrued GST revenues and associated payments to the States and Territories in its Budget financial statements.  In justifying this approach the Commonwealth argues that the policy intent of the IGA is that the GST is a State tax collected by the Commonwealth in an agency capacity.
The Commonwealth’s approach is inconsistent with that adopted by the Australian Bureau of Statistics and prescribed in international statistical standards.  The Bureau treats the GST as a Commonwealth tax because the Commonwealth has the Constitutional power in determining and distributing GST revenues to the States and Territories. In keeping with this classification, all States treat the GST as Commonwealth grant revenue, not as their own tax revenue.
AREAS FOR FURTHER REFORM

Vertical Fiscal Imbalance

Australia’s vertical fiscal imbalance stems partly from the original assignment of expenditure functions and revenue raising powers in the Australian Constitution.  It is also partly a consequence of subsequent High Court interpretations that have sanctioned the Commonwealth’s monopolisation of the income tax base (constitutionally a shared base) since World War II, and virtually excluded the States from any taxation related to the sale of goods.

The VFI problem could be remedied through a redistribution of either taxation powers or expenditure responsibilities. New South Wales remains open to pursuing such options in future, in cooperation with the Commonwealth and other States.
State Tax Reform

The Intergovernmental Agreement on the Reform of Commonwealth-State Financial Relations (IGA) established a timetable for the elimination of certain State taxes, beginning from the introduction of the GST in 2000.  It involved the removal of various state taxes, the revenue of which is being replaced by GST.

Under the Agreement, State and Territory governments were required to permanently cease bed taxes, financial institutions duties and stamp duties on marketable securities, and to adjust their gambling taxes to take account of the impact of the GST on gambling operators. Debits tax is to be abolished by 1 July 2005, subject to review.
Moreover, by 2005 the Treasurers’ Conference will review the need to retain stamp duty on non-residential conveyances; leases; mortgages, debentures, bonds and other loan securities; credit arrangements, instalment purchase arrangements and rental arrangements; and on cheques, bills of exchange, promissory notes; and unquoted marketable securities.

Some States have already acted unilaterally to begin implementing the unfinished IGA reform agenda for State taxes. NSW abolished debits tax from 1 January 2002, three and a half years before it was required to under the Agreement. Table 3 sets out some additional IGA-related reforms announced by States since 1 July 2000.
Table 3: IGA-related reforms announced by States
	State
	     Measures

	NSW
	· Abolished debits tax from 1 January 2002
· Cut general insurance duty rate (class 1) from 10% to 5%, from 1 August 2002

	VIC
	· Abolished lease duty from April 2001

· Abolished duty on unquoted marketable securities from 1 July 2002

· To abolish mortgage duty from 1 July 2004

	TAS
	· Abolished stamp duty on leases and rental agreements, the hire of goods and services, public liability insurance policies, non-quoted marketable securities and a range of miscellaneous duties, from 1 July 2002.

	WA
	· To abolish lease duty, cheque duty, unquoted marketable securities duty and stamp duty on life insurance from 2003-04


Horizontal Fiscal Equalisation

New South Wales has long argued for reform of Australia’s system of horizontal fiscal equalisation.  Currently the subsidy from New South Wales to recipient States is about $1.2 billion, compared with an equal per capita distribution of GST revenue grants.  This is equivalent to 11 percent of own-source State tax revenue.  The NSW Government believes that the subsidies resulting from the current system are too large, are not well justified, and place too high a burden on the donor States.  This burden is not expected to ease, with projections made by the South Australian Treasury, on behalf of all States, indicating that the subsidy from donor to recipient States will increase by over 80 percent over the next ten years.

The system of revenue sharing has evolved into a complex and unwieldy arrangement.  Despite widespread recognition of the system’s failure in this respect, it continues to become more complicated with each five-yearly review by the Commonwealth Grants Commission.  For this reason, NSW does not believe that it is possible to achieve substantial improvements by tinkering with the current system.  It is likely that any such attempts will make the system even more complex.  The recent tax reforms offer an opportunity to redesign the system from the ground up.

The neutral starting point for considering systems of intergovernmental transfers is the principle of returning the GST revenue to the States based on the contribution of each State to GST revenue.  That is, in principle, the NSW Government should receive all of the GST that has been paid by taxpayers within NSW.  Any departures from this basic distribution should be justified with reference to demonstrable and credible needs for fiscal support.

NSW recognises the need for a degree of intergovernmental transfers through the GST revenue system in order to support States with natural disadvantages.  However, NSW does not consider that Queensland and the Australian Capital Territory satisfy this requirement and in fact, they both enjoy significant natural advantages. Furthermore, the current transfers to South Australia, Tasmania and the Northern Territory are excessive.

In considering alternative approaches, a better system of revenue-sharing would have the following features:

· a reduced scope for judgement, providing more certainty, transparency and better supported outcomes;

· a lower burden on donor States, by focusing on assisting States with clear natural disadvantages; and

· greater attention to the efficiency implications of equalisation.

NSW recognises that it is possible that any new system may involve major changes from the current distribution.  If this were to occur, it is clear that a transitional period would be required.  The new tax system was introduced with an extended transitional period, and such a transition is appropriate to minimise disruption to any particular State or Territory.

NSW is also concerned that subsidies provided in response to inequities created by natural disadvantages should be used to address these inequities.  The ongoing provision of subsidies should be subject to verification that the additional funds are actually being used to bring targeted government services up to a minimum standard.

In conjunction with the reform of revenue sharing, there needs to be a recognition that equalisation between States is a sub-optimal approach to achieving equity between citizens in different States.  The goal of equity is best pursued by the Commonwealth implementing programs that directly target the needs of individuals, including through the use of welfare transfer payments.  These systems directly target horizontal (and vertical) interpersonal equity, and are a much more efficient means of achieving this goal than the clumsy and imprecise method of intergovernmental transfers.

Consideration should also be given to how best to address the special needs of the ACT and NT.  Revised arrangements need to provide for an explicit role for the Commonwealth Government to directly assist these special needs rather than placing this burden on the donor States through fiscal equalisation.  A direct role for the Commonwealth would also benefit the Territories, by reducing uncertainty over the Territories’ funding and assisting to ensure the current system of equalisation is made more sustainable.

The Review of Commonwealth-State Funding

The Review of Commonwealth-State Funding was launched in November 2001 by the Governments of New South Wales, Victoria and Western Australia. The three States established the Review to independently assess the Commonwealth’s methods of allocating Commonwealth grants to the States and Territories.

The report of the Review of Commonwealth-State Funding, released by Professor Ross Garnaut and Dr Vince FitzGerald in August 2002, examined the ways that Commonwealth payments to the States affect national economic performance.  The Review found that current arrangements impose an estimated annual economic cost in the vicinity of several hundred million dollars per year, plus large costs of administering the system.  The main problems with the current system of equalisation that the Review identified are summarised below.

Complexity

The system is very difficult for the Australian public to understand.  This inhibits informed debate and, consequently, limits the opportunities for improvement.  The complexity of the system increases the costs of running the system, makes it harder to measure its performance and efficiency, and allows the system to be less accountable to the public.

The Commission claims this complexity makes its calculations more precise.  In reality, the calculations are so complex that they often require data that is simply unavailable, and must be estimated.  This use of estimates means that the additional complexity does not make the calculations any more precise at all.

Judgements

As noted above, the Commission frequently cannot obtain the data it needs to address every possible cost implication for State service provision.  Consequently it uses its judgement to estimate the particular costs faced by States.  Perversely, by seeking an impossible level of accuracy, the Commission increases the possibility that judgement, not actual data, will determine the outcome.  As a result, the level of accuracy implied by the complexity and detail of the process is highly misleading.

Average Level of Service

The current system focuses on a State’s capacity to provide an average, or “standard” level of service in each area, rather than on the actual outcomes of that State’s expenditure.  The Commission’s findings do not ensure that individuals actually have equitable access to the average level of services.  However, this is the claimed rationale for equalisation payments.

States are free to spend untied grants as they see fit.  A State receiving a substantial grant share, to enable it to provide the same level of services as other States, is not obligated to provide those services. The Commission does not provide equal access to basic public services within a State, between different metropolitan regions, or between urban, rural and regional areas.

Policy Neutrality

The Commission prides itself on an approach that is intended to be neutral in relation to policies chosen by the States.  However, it does not and cannot achieve this.  The Commission itself has acknowledged that it is very difficult to assess States’ needs independently of States’ policies.  To achieve anything at all, the Commission can only try to contain first-round policy effects.  Secondary and subsequent effects are ignored.

Most of a State’s needs are affected by its policies.  The full range of Commission-measured cost influences can be placed within a continuum.  On one end, features such as climate, geography and geology are unaffected by State policy in the long and short term.  At the other end are characteristics that are directly influenced by State policy, such as the size of the overall tax base.  In between are features over which States have varying degrees of control.  The Commission’s attempts to remove the influences of States’ control are incomplete, inconsistently applied, and cast doubt on the integrity of the whole process.

Extent of Equalisation

Even without equalisation, Australia has an inherently more even distribution of economic circumstances and household incomes across States, when compared with other federations.  The costs of equalisation would be much lower if the aim was merely to ensure that each State was able to provide a good standard of services, rather than to fully equalise all States.  Also, to the extent that the current system equalises across all public services, it goes far beyond what is justifiable on the grounds of equity.  The case for equalisation would be stronger if equalisation were confined to the range of services that most affect household welfare, such as health and education.  This would reduce the costs of the system by limiting the types of services of affected.

Disincentives

The current approach redistributes the within-State revenue benefits from economic development around the nation, without similarly sharing many of the costs of economic development borne by State governments.  This substantially reduces States’ incentive for economic development.

Under the current system, if a State extends its tax base, such as by promoting economic growth, most of the revenue gains to that State are redistributed away from it, regardless of the costs incurred by that State.  This is a clear disincentive for States to pursue policies that promote growth.

Equity and Efficiency

The current system of equalisation is claimed by its supporters to improve equity.  However, its ability to achieve this is flawed because the system allocates funding in order to achieve intergovernmental equity.  This does not translate into improved equity between citizens of different States.  In addition, the current system does not take into account efficiency considerations.

Even in relation to intergovernmental equity, the system is flawed.  Some jurisdictions, which have historically been recipient States, are now able to offer incentives to private business.  They may not have been able to do this unless they had been long-term beneficiaries of equalisation.  In this respect, the current process obstructs the design of efficient State tax regimes, and reduces overall allocative efficiency.

Analysis by the Review suggests that Commonwealth policies and the current GST redistribution do not improve national economic growth or smooth growth rates across States, and reinforce the arbitrary distribution of production and welfare impacts of Commonwealth policies.

In summary, the Review found that Australia’s system of Commonwealth–State financial relations has inherent problems that lead to inefficiencies and lost opportunities for increasing national welfare.

Outcomes of the Current System

The Review identified a number of negative outcomes of the current system of equalisation.

· States with higher grants overspend relative to their community needs and demands.

· Commonwealth and State government roles and responsibilities are duplicated.

· There is no focus on national outcomes.

· There are disincentives for State governments to seek long-term efficiency improvements in service delivery, and to invest in economic growth.

· In States that receive higher grants, there is an anti-growth bias associated with artificially contracting private economic activity.

· There is reduced incentive to attract and retain international investment and high value migrants to Australia because there is under investment in public goods in the main migrant cities.

The Review concluded that Commonwealth–State funding arrangements should be reformed to achieve an optimal level of equity and efficiency, and remove disincentives for good economic performance.

An Alternative System

Professor Garnaut and Dr FitzGerald recognised the value in the equity objective of the current system, even if the current process if flawed.  They observed that there are certain areas of government service provision that are centrally important to both the Commonwealth and the States.  They also recognised the importance of improving coordination between the different levels of government, to make services more efficient.

The report of their Review of Commonwealth-State Funding proposed an alternative design for the finances of the Federation.  Central to their proposal is a comprehensive rationalisation of tied grants.  A considerable number would be abolished and their funding would be redirected to three new national programs for Health and Aged Care, Education and Training, and Indigenous Community Development.

The Review also recommends that untied grants be considerably simplified.  Untied grants would be allocated to the States on an equal per capita basis, after the allocation of a minimum cost of government funding.  Even this simple allocation embodies a very substantial transfer from donor States to recipient States, but it removes the disincentive effects of the current system.

These would be significant reforms, with considerable effects on total funding for some States, particularly in the short term.  Recognising the importance of transitional arrangements, the model for reform includes a guarantee no State’s current level of grants would be reduced.

The proposal balances the States’ responsibility for cost-effective service delivery with the Commonwealth’s responsibility to ensure that all States receive an adequate level of funding.

Most of the efficiency gains from the Review’s proposal could be quickly achieved.

· Removing the overhead costs of managing the system of untied payments.

· Restoring full economic incentives for reducing service delivery costs.

· Restoring full economic incentives for adopting policies that secure economic growth.

These reforms cannot be implemented without the cooperation of the Commonwealth Government.  The potential benefits to Australia from reforming the current revenue-sharing arrangements are significant.  However, the Commonwealth has so far not shown any willingness to sponsor a review of the national system of revenue sharing.

Conclusion

The Reforms under the 1999 IGA were a step forward in enabling the elimination of some economically inefficient State taxes while giving the States access to the revenues from the GST, a broad-based growth tax. However, there remain important unresolved issues in Commonwealth-State financial relations, which the New South Wales government urges the Committee to consider.
First, the problem of vertical fiscal imbalance (VFI) remains – and indeed was heightened by the 1999 reforms. The solution requires a reallocation of tax and expenditure responsibilities between the Commonwealth and the States. The New South Wales government remains open to pursuing such options in cooperation with the Commonwealth and the other States. In the meantime, the problems associated with VFI could be reduced if the Commonwealth were to take a less prescriptive approach to Specific Purpose Payments.
Second, horizontal fiscal equalisation (HFE) is a large and increasing source of discontent among the States. New South Wales – along with the other donor States - strongly believes that some recipient States are benefiting unjustifiably and that the system of HFE is reducing national economic growth. New South Wales urges the Committee to consider the report of the Review of Commonwealth-State Funding by Garnaut and FitzGerald and their specific reform proposals.
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