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From the Executive Director

The missing part of the ‘tax and spend’ debare in Australia is the ‘spend’ element.
While there has been a great deal of discussion about taxes, there’s been next to
1o examination of how governments are spending their tax revenue.

This Backgrounder redresses that problem.

Since 2000, GST revenue distribuzed to the states has increased ac an aver-
age annual rate of more than 9 per cent—a huge and unexpected gain, As a result,
the states are awash with money at fevels unanticipated by the architects of the
new tax syster.

This Backgrounder, Opportunity Squandered: How the states have wasted theiy
reform bonus, considers exactly what have been the effects of the introduction of
the GST. Unfortunately its prognosis is not optimistic. Tnstead of continuing
and initiating reform, state governments have systematically grown the number
and entitlements of bureaucrats with no discernable improvement in services.

If Australia is to continue to improve its productivity levels and to provide
opportunities for all individuals, it is imperazive that the pace of reform not
slacken. But as state government revenues grow the incentive for reform is re-
duced. This IPA Backgrounder is a vital contribution to reigniting the imperus
for that improvement,

This study continues in the IPA’s long history participation in this impor-

tant area.
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Introduction.

On 1 July 2000, the Goods and Services Tax {or GST} was
introduced as the central plank of Australias 4 New Tax
System (AN'TS),

This not only represented the largest change to the
Australian tax system since the Commonwealth Govern-
ment began levying personal income wax in 1942, but also
the largest change to Srate—Federal fiscal relarions-again
since the introduction of Commonwealth income tax,

The GST did not happen in isolation; it coincided
with rapid economic growth fuelled by decades of reform.
Togesher these should have generated ‘reform bonuses for
the States’.

If anything, the prevailing view is that the States have
once again been diddled by the GST and Commanwealth,
Thar is, they have been left with too little money to under-
take their growing tasks,

There is also the issue of reform. All governments—
State and Federal—underscand the need o undertake a
new wave of reform, and that this necessarily requires lead-
ership from the States. Indeed the States, led by Victoria,
presented an ambitious, albeic sketchy, programme of re-
form to the February 2006 Council of Australian Govern-
ments (COAG) meeting.! They claimed that, if under-
taken, it ‘would add half a percentage point to GIDP each
year and ‘bring fiscal dividends of between $8 billion and
$13 billion a year over the next 10 years'—which is large
by any standard.

Tiowever, rather than make a commirment t reform,
the States have once again demanded more money—3$10
billion over ten years—from the Commonwealth, claim-
ing that they lack the money to undertake the necessary
changes and will, as a result of their inferior tax base, not
receive a fair share of the tax gain.?

This gives rise to the guestion: what happened to
GST and the reform bonus? The proceeds from the GST
were given to the States specifically o allow them to gain
a greater share of economic growth to fuad better service
delivery and undertake reform. Moreover, the States have
repeatedly justified maintaining high tax rates or failing 1o
eliminate taxes on grounds chat they need to meer infra-
structure demands and undertake reform of services.

Then there is the on-going question of the effective-
ness of the federal system. Fifty vears of centralism and
federal paternalism have had a detrimental fmpact on pub-
lic perceptions about the usefulness of our federal system,
and in particular, the role of the States. A survey conducted
last year by Griffith and Charles Sture universities found
that three-quarters of the respondents supported systemic
change to the federal system, with jusc less than half sup-
porting the elimination of the States. Only 12.5 per cent

1 their reform Honus

supported the current strucrure.’

As Ken Wiltshire of the University of Queensland and
one of Australia’s leading federalism scholars summarised
i: ‘Faced with the bmage of overfap and duplication and
constant squabbling between commonwealth and states,
the average citizen quickly jumps to the conclusion rhat
abolition of one der is the answer and will save money and
acrimony’.*

While the Commonwealth has done much 1o under-
ming the standing of the States by usurping taxing and
spending power, in the end, the States are responsible for
their own poor reputation and for fixing it.

if the States fail o improve their standing with the
public, which must include leadership in reform of their
own areas of responsibility, the federal system is likely ro
remain in name only and the Stares to become little more
than administrative units of Canberra.

Revenle Windfall

Since the introduction of the GST, the States and Territo-
ries have experienced phenomenal, indeed record, growth
in revenue—far in excess of the rate expected at the time
the GST was inooduced.

At the time of the introduction of the GST, the States
forecast rotal revenue growth over the 2000/01 to 2004/05
period of just 3.2 per cent per year.” Thanks to the GST,
grant income was expected to grow by 10.7 per cent per
year and own-tax revenue was predicted to dedine over
the period as a result of the loss of taxes resulring from the
GST deal. The net result was that the States did not expect
to be a net beneficiary of the GST undl 200607,

Ag it turns out, chis was unduly pessimistic and sub-
stantially underestimated the revenue-generating capac-
ity of the GS, the Stares’ own taxes and other revenue
sources.

During the first five years of the decade, State secror
revenue from all sources grew by an average annual rate of
8.0 per cent per year, This was 4.8 percentage points above
forecast, and represented approximately real per capita
growsh of aver 4 per cent per year,

The net result was that the States received $70 bil-
lion or about 14 per cent more revenue than they expected
over the fifst Ave years of the decade {see Table 1}, That is,
when the State sector’s actual revenue is compared with
whar they predicted® when the GST was first implement-
ed, the secror was financially better-off by about $70 bil-
lian, {See Graph I for pattern of revenue windfali growth
over time.)

The two main sources of revenue growth were Com-
monwealth grants—{both GST and tied grants}—and
own-State taxes.”
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Queensland

State Sector  70.2 13.9

Source: Seare and Commeonwealth Budget Papers.

As shown in Tabie 2, grant revenue grew more rap-
idly than expected and own-State tax revenue did not
shrink as forecast. The more robust growth in grants and
own-tax revenue generated a $50.5 billion ‘grant—tax
windfall’ for the States. This was equivalent to a 12.5 per
cent increase in income from these sources over the five-
vear period. Put another way, the State sector received
12.5% or $50.5 billion more revenue from grants and
own-taxes then expected.

All States, with the exception of the two Territoties,
received a large grant+tax windfall. Queensland benefited
the most, with a grant+tax windfall of $12.6 billion or 18
per cent of total forecast revenue. Queensland not only

benefited from higher-than-expected grants (up 15 per
cent) but also from a large unplanned increase in own-
tax receipts {up 24,1 per cent),

WA and Tasmaniz also received large windfalls from
both own-taxes and grants. WA, which, along with NSW
has been most ardy in meeting its GST commitments 1o
cut agreed taxes, received an extra $2.9 billion {20.0 per
cent) in own-tax receipts and an exera $3.0 billion {11.8
pet cent) in Commonwealth grants. Tasmania received
an own-tax windfall (13.1 per cent) and a grant windfail
(16.7 per cent),

While the other States received more modest wind-
falls from grants of between 6.3 per cent (NSW) t0 7.1
per cent {Victoria and SA), they ali received large double-
digit windfalls from own-tax sources. SA received a mas-
sive 20.9 per cent own-tax windfall while Victoria and
NS recetved windfalls of 17.8 per cent and 15.4 per
cent respectively,

NSW, which been most aggressive on the tax front
in terms of raising taxes and reluctance to meet its G
obligations to cut taxes, received a grant-tax windfall of
$14.3 billion (equivalent to 10.5 per cent more revenue
than forecast at the time the GST deal was agreed). Im-
portantly, while the growth in grants income to NSW
has not been as rapid as that experienced by some of the
smaller States, it nonetheless received more funds than it
expected and is now a net benefictary of the GSTwfive
years earlier than frst predicted.

The two territories, NT and ACT, have received the
smallest grant—tax windfalls to date, largely because of

NSW

Share of

Queensland 55
Share of tot

All States/Territories 28.2

Sharg o iorai 8.5

Seurce: State and Commonwealth Budger Papers.
Note: Grants include general purpose or GST grants and tied grants, and rable does

riot necessarily add due to rounding,



(e

i

Opporiunity Souas

Payroll 3.1 6.9

Insurance 14 637
- Gamblin

Motor Vehicles 1.8 40.5

Tali Taxes 38 99

Sanrce: ABS, Taxation Revenue 2004-05, 5506.0,

Nete: The axes including Financlal Instivutdon duty, petrol
liquer and wobacco excise fees and various stamp duries cha
were eliminated or phased-out as part of the GST deal are

not Hsred. Thus the colurmng are not additve.

their dependence on grants. While the ACT received the
fargest own-tax windfall (24.6 per cenc} its gain from irs
main sourge of income, Commonwealth grants, was mod-
est. The NT received a modest boost from grants and an
even more modest gain from own-taxes.

Orwen=Tax Wingfall

While the GST has provided the States with substantial
additional revenue, the Srates’ own taxes have been the
main source of gains. Own-tax receipts of the State sec-
tor were $28 billion or 18 per cent higher than expecred
over the period, compared with unexpected gains from the
GST of $22 billion or 9 per cent {see Table 2).

All raxes proved to be much more resifient and lucra-
tive than expected.

Payroll and land tax—rthe States broadest-based tax-
es——grew on average by 6.9 per cent and 17.4 per cent per
year respectively over the five years through 2004/05 (see
Table 3), However, the main source of additional revenue
were the remaining stamp duties—in particular those ap-
plied to conveyances and insurance—the State sector’s two
WOISt taxes.

Revenue from stamp duties on conveyances grew over
the pericd by a massive 73.3 per cent or by $4.1 billion.

Revenue from stamp duties on insurance grew by
63.7 per cent over the period, thanks primarily o the in-
Rarion In insurance prices following che collapse of HIH
insurance, the imposition of the GST and, in some Staces,
higher tax rares,

The only main area of State taxation that did not in-
crease over the first hall of the current decade was gam-
bling. Total tax collections on gambling declined over the
period by 2.4 per cent across the State sector, This was
caused by replacement of some gambling taxes by the GST

=recl: Mow the states have wasted their reform bonus

and by policy decisions in some States to reduce the rax
take.

The bottom line is that all States have benefited signif-
icantly from the introduction of the GST. They received
substantially more revenue than was expected at the time
the Inter Governmental Agreement (IGA) was signed.
Grant income has been far higher than expected and own-
tax receipts have been far more buoyant than expected.

The funds received in the form of higher-than-ex-
pected GST payments alone have been sufficient to have
allowed all States to meet their tax-cutting commitments
under the FGA. But, so far, none has done so.

Indeed, the windfall revenue has also been adequate
for the States to have gone beyond the GST agreement and
used their windfall revenue to cut or reform dreir remain-
ing taxes, but they have also failed to do that too.

The grantrtax windfzll or reform bonus has also been
large enough 1o have funded the Next Wave reform initia-
tive being promoted by the States, but not undertaken—
supposedly for lack of funds.

140,000
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100,000

80,000
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The Spending Spree

In the main, the States have squandered their reform bo-
nus. While there is variation among the individual States
in terms of fiscal performance, through a combination of
stoppy budgeting, failure to control public service wages,
and a propensity to throw money at problems, they have,
in aggregate, consumed their reform bonus without un-
dertaking teform or investing in infrastrucrure,

In 2000/01, the States projected recurrent spend-
ing to grow at a modest rate of 3.8 per cent per year
over the subsequent five years. That is, they planned o
keep spending within the limits set by expected revenue
growth and the desire to retain balanced budgets.

However, as revenue exceeded expectations, the
States allowed recurrent spending to grow, often in an
anplanned manner, driven by excessive wage deals with
the public sector workforee, As a result, recurrent spend-
ing grew by an average 7.8 per cent per year over the five-
year period-—more than double the planned rate.

As shown in Table 4, over the five vear period, recur-
rent spending by the State sector was $66 billion or 13.4
per cent above initial expectations. (See Graph 2.)

All States participated in the spending spree. Tasma-
nia led the way with recurrent spending 32 per cent above
expectation over the five-year period. It was followed by
the ACT {21.4 per cens), Queensland (19 per cent), NT
{15.7 per ceng), NSW (14.8 per cent), Vicroria (13.3 per
centh, WA (12.6 per cent } and SA {12 per cent).

The State sector as a whole did increase investment
on new and additional capital worlks—by abour $21
billion over the period’s first five years® FHowever, this

NSW

Queensland

SA 4.9 12.0 89

NT. 15.7 167

Total 66 134 %3

Sowrce: State and Commonweald Budget Papers.

Note: Revenue not spent on recurrent outlays is can be invested by reducing

debr, adding ra financial or spending on physical assec.

spending was funded, in the main, through the use of
cash balances or new borrowings rather than from reve-
nue windfalls. Indeed, only 7 per cent of the States secror
revenue windfall has been spent on investment whether
in the form of new capital or debt reduction (see third

There was a great deal of variation among the States
in termns of the extent to which their revenue windfalls
were allocated between consumption and capital,

Queenstand, which received a relatively large wind-
fall, allocated a sizeable share (32 per cent} of its windfall
to investment. In contrast, Tasmania which received the
largest windfall in percentage terms spent all of it on con-
sumption,

Victoria alse altocated a significant portion (2} per
cent) of its windfall o investment, NSW, on the other
hand, increased recurrent spending by more than it
windfall,

The States have regularly justified cheir failure ro cut
taxes on the grounds that they need o spend more on
infrastruceure. Indeed this was the basis of their decision
in 20035 to renege on their commitments to cut stamp
duties under the GST' deal. Flowever, as shown above,
collectively the States have failed to use their gains from
higher taxation to fund new infrastructure.

Windfall to the bureaucrats

The main focus of the Stares’ spending spree has been
pubiic service salaries.

The data provided by the States on cthelr salaries and
employment levels is limited, patchy and incompatible,
rendering an accurate assessment of trends impossible.
Indeed, only two States (Victoria and NSW)
provided forward estimates of employee en-
titlements on a national accounts basis over
the period in quesdon, and no State provides
information on trends in employee numbers
ot salary movements in its budger papers,

Table 5 presents the best available data
on staffing trends in the States. While there
is substantial variation across States and
vears, there are 2 couple of noticeable com-
mon trends.

There has been substantial growth in ex-
penditiire on employee entitlements over the
first five years of this decade—averaging 7.8
per cent per year for the sector as a whole,
This compares with a forecast growth of be-
tween 3.7 to 4.7 per cent.’

The rate of growth in employee entitle-
ments tended to increase as the decade pro-
gressed, with the average growth rate over the
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three years to 2005/06 heing 9.3 per cent across the Scate
sector. The State sector also increased its workforce by 11.7
per cent over the period.

Queensiand has produced the most rapid growth in
spending on public employees, averaging 10,1 per cent per
year for the fve-year period, with Tasmania producing the
lowest rate of growth (5.8 per cent). However, Tasmania
has rapidly made up the difference, with its public sec-
tor wages bill growing by over 11.3 per cent per vear over
the last three years. The promises made by the Tasmanian
Labor Government in the recent State election will ensure
that the wages bill continues to grow at this rapid rate.

The ACT has also allowed spending on public sec-
tor wages to get out of conurol, allowing public employee
entitlements to grow, on average, by 12.6 per cent per year
over the last three years. Given the relatively low rate of
growth in public servant numbers, ivappears chat the ACT
has concentrated its additional spending on higler wages
rather than greater numbers,

NSW appears to be following a similar path o that of

the ACT. It has kept growth in the size of the public sec-
 tor workforce down to 6.9 per cent over the last five years,
while allowing wages to blow out by 8.9 per cent per year
in the last three years.

The States would argue chat chis spending was justi-
fied as ir was used ro arsract and recain the best front-line
professionals and thereby increase the effectiveness of these

services. The stares have increased staffing levels and the
wages of front-line seaff,
As shown in Table 6, between May 1999 and Nov

NSW 75

Queenstand

State Sector 7.8 9.3 11.7

Seurce: ¥ Stare Budger papers,

1 ABS, Wages & Salary Earners: Public Secror, 6248.0.55.001.

Administrators 44 . 305

Source: ABS, Wages & Salary Earners: Public Sector,
6248.0.55.001.

2005, the State sector increased employment of education
professionals by 56,100 {or 11.2 per cent) and health pro-
fessionals by 36.400 (or 10,7 per cent).

During this same period, however, the States
increased their administrator or bureaucrar workforce by
44,000 or 30.5 per cent. Clearly, therefore, front-line staff
have not been che States” sole focus.

Moreover, additional spending on front-line services
15 only justified if it increases the quality and capacity of
the services and meets the demands of dients. While it is
not possible to provide a thorough assessment of the per-
formance of Stase services, there are some clear indications
that the increase in expenditures on front-line services has
not been matched by comparable improvements in out-
put.

For exainple, despite significant increases in expendi-
ture on public schools—mainly on more and higher paid
teachers—the number of students attending public schools
continued to decline over the decade. Indeed, in
20604/0%, there were 20,000 fewer students in
public schools in Australia than at the stare of
the decade, and the greatest decline took place
in the most recent years when the growth in
teacher numbers and wages was most rapid.'® In
contrast, despite high fees, families are increas-
ingly voting with their feet against the State
school systems and placing their children in pri-
vate schools. Both in terms of raw numbers and
in its share of rotal students, the private school
sector has shown continuous growth."

The States have focused a great deal of
their additional expenditure on public hospi-
tals, again mainly on additional and higher paid
staff. Despite this investment, waiting times
have continued to increase and through-put
(separations) in all public hospitals has grown
slowly (4.2 per cent over five years).” There
are, however, substantial variations between
States——NSW is going backwards while Victo-
ria is showing signs of improvement.
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A continuing complaint of the States, used as an excuse not to undercake reform, is that despite receiving the

GST, they stilt do not receive a fair share of total tax revenue. This chaim is not supported by the evidence.

T'he Commonwealth Government has experienced rapid growth in revenue. Over the 2000/01--2004/05
period, the Commonwealth’s own revenue—toral revenue less grants paid to the States—grew at an average
annual rate of 7.5 per cent per year, which, by any measure, constitutes rapid growth.

In contrast, over the same period, State sector receipts from grants and own-taxes grew at an average rate
of 8.0 per cent per year,

The Commonwealth has also increased its spending on its own purposes at a very rapid rare of 8.7 per
cent per year. In contrast, recurrent own-purpose spending by the States grew, on average, by 7.8 per cent per
year. If spending on capital—of which the Commonwealch does litde
by the State and Commonwealth sectors are about on a par.

is included, the records on spending

The big difference between the two levels of government lies with rax cuts and reforn.

In sharp contrast to the States, the Commonwealth has regularly shared some of its reform bonus with
taxpayers. During the period in question, the Commonwealth cut company tax to 30 per cent; raised per-
sonal income tax thresholds; cut the capital gains tax rate, and cut the rate and level of taxes on superannua-
tion. While these changes did not constitute major tax reform, they do constitute a far greater willingness to
share the benefits of reform with taxpayers than has been exhibited by the States.

Also in contrast to the Staces, the Howard Government used a sizeable portion of its reform bonus to
facilicate reform. Since coming to office ten years ago, the Howard Government has instigased a series of re-
forms accompantied by large increases in spending designed either to bolster support or to compensate those
who Jost from the changes. During this decade these have included:

o large increases in funding and liberalised access to private schools in order to give families more choice
~ - and control over their children’s education; - ' _
*  the provision of a 30 per cent tax deduction for private health insurance to encourage the use of private
' “insurance, to inject greater competition into the health system and to reduce demand on public hospi-
tals;
« a2 number of incremental but nonetheless useful and costly reforms to the welfare syseen; and
«  most recently, major and costly reforms to the industrial refations system, as well as an overhaul of the
aged care and TAFE systems. :
There can always be debate about the quality of the reform and whether the Commonwealth has been too
generous with its compensation. However, at least it has used its reform bonus on further reform and shared
it with taxpayers, whereas the States have not.

What has been needed is not just more, highly paid
staff, but innovation in the structure and conduct of the
education and health systems, This is the main chal-
lenge of the next wave of reform. The States, as provid-
ers of the services and owner of these assets, need to play
a major role. They have received the funding to begin
the process. However, no State has gone down this path
sericusly.

Victoria is talking the talk. The other States claim
to be listening. But, so faz, there has been no action oth-
er than pumping more money into the status quo. The
windfall revenue received, to date, has been more than

sufficient to fund & major reform agenda such as the
rationalisation and reform of the public hospital syszem.
Yer rather than getting on with the task, the States have
stuck their hands out, demanding even more money
from the Commonwealth.
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" 'What about the Future?

While the reform bonus Howing to the States as a whole is
likely to wane somewhat, for most States it is expected to
continue. The GST is expected to generate an extra $14
billion for the States over the next five years, with all Srates
being net beneficiaries,?

Most States are also forecasting growth in own-tax re-
ceipts—particularly in payroll tax. Tand wx receipes are
forecast to continue to grow in many States despite the
slowing housing investment marker. And some States,
including Queensiand and WA, expect growth in stamp
duty on conveyances.

The threat to the Srates’ finances lies not with lack of
revenue growth, but with spending.

Over the last five years, all States have allowed re-
cutrent spending to grow atr a rate that exceeds revenue
growth. As revenue growth slows to more sustainable rates,
the States will need to cut back on spending to match their
lesser—bur still abundant—revenue Hows, This will re-
quire a level of fiscal discipline thar appears 1o be alien 1o
the current crop of State governments.

Moreover, many States have locked in future wages
growth far in excess of their revenue-raising capacity.

This rask has been made more difficult by State politi-
cians having constanty fed the public a message of cash
shortage, and the need for more spending by Labor Gov-
ernments in all states with their close ties to public sector
unions.

Indeed, the currenc crisis afflicting N8W—declin-
ing revenue, budget deficht, public sector lay-offs—could
spread 1o other States, with Tasmania, South Australia and
the ACT being most like to follow suit given their heavy
dependence on conveyances fees to fund large increase in
wages.

Augmenting the flaws in the system

The failure of the States o use their teform bonus well
should come as no surprise. Aastralias hscal-federal sys-
tem has long inculcated a mendicant mentality among the
States, and the GST deal has made this worse.

Ower the decades, the Commeonwealth has steadily
taken over ever-greater taxing and spending powers from
the States. It has become the States’ main paymaster and
has become directly and indirecdy invelved in just about
every function of the States. The GST increased rhis by
replacing a range of State taxes with the GST and by being
packaged with more tied grants.

As a result, the Commonwealch now collects, on aver-
age, 45 per cent of the State sector’s revenue and nearly
65 per cent of Tasmanias revenue. The GST also saw the

e hoous

Commonwealth directly assume responsibility for rais-
ing “State taxes’ in all but name and for determining the
composition of State taxes, And it did so in a manner chat
gave it lirdde effective control over the rate and base of the
GST.™

Despite periodic complaints, the States have, in the
main, acquiesced in the Commonwealths take-over of
their taxing and spending powers. They have regularly de-
cided that more money raised by the Commonwealth was
betrer than raising the funds themselves. They accepred
the GST deal because it gave them more money with few-
er responsibilities. The GST also gave them the scope for
hand-balling responsibilisy for their own taxes over to the
Commonwealth—as witnessed by the need for the Com-
monwealth to force them to meet their tax-cutting obliga-
tions under the GST.

The extensive overlap and duplication berween the
States and the Commonwealth in the delivery of Stare ser-
vices has dulled the accountability of the Srates o cheir
own taxpayers. Even the bureaucrats in charge struggle to
disentangle the funding and policy responsibilities of the
two levels of government. However, since the Common-
wealth conerols the purse strings, it is seen by the elecrorate
as the responsible party, even when it is not.

States’ accountability is further undermined by the
process used 1o allocate grants to the States. Under the sys-
tem, administered by the Commonwealth Grants Com-
mission (CGC), GST grants are not allocated according
to where they originated, but on a welfare basis aimed at
allowing all States to provide the same set and levels of
services, irrespective of their ability to raise revenue or of
the cost of providing those services.

The CGC process is complex and comprehensive, It
considers all State revenue, not merely GST receipts. Irs
impacts are understood by few.

While the CGC tries to make the system policy-neu-
tral, it fails €0 do so. In fact, poor policy decisions are re-
warded rather than successfui ones. If a State commits to a
policy which lowers its future growth—for example, stop-
ping industrial developmentit will eventually be com-
pensazed, in part, with higher grants.

The distortions of the system are dynamic and cumu-
lative, The system has been in place for decades, and its
effects have become entrenched in the electorate, These
disincentives are greatest for the smaller Srares and the
Territories as they are more dependent on the Common-
wealdh for revenue.

The GST has significantly increased the volume of
funds pumped to the States through the CGC's system
and augmented its diszorzions.

The quality of the States’ fiscal decisions is also under-
mined by the structure of their tax systems. The principle
of a good tax is that it is levied on as broad and steady a
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base as possible, with as few rates as possible. The aim is
not only to minimise the adverse economic impacts of
a tax, but to improve its transparency and fairness. The
broader the base, the fewer the exempiions, the greater
its transparency and the more it is shared amongst the
electorate. The States’ tax systems violate these princi-
ples—both in terms of the tax mix and the suwacture of
individual taxes.

They do so, not as the States claim because of the
lack of a broadly based tax, but because of the States” de-
sire to avoid accountability. The States have long had ewo
potential growth taxes—payroll tax and land tax. The
base of both these taxes is porencially large and tends w0
grow with the cconomy as a whole. In fact, in the 1970s,
in response to demands for a ‘growth tax', the Common-
wealth eliminated its payroll tax to create space for the
States. The States duly took up the tax and it quickly
became the States’ largest tax source. Over time, how-
ever, the States have systematically distorted their payroll
tax systems by levying it on employers rather than em-
ployees, by increasing the tax rate, by exempting ‘small
business’, aflowing a large range of exemptions and by
widening the range of income included in the base. As it
now stands, only about 11 per cent of firms pay payroll
tax and the top rate of tax is 6 per cent. A similar process
has been applied to fand tax. As a result, these taxes do
not raise as much money as they could, distort economic
decistons and force the States to rely on even worse taxes
such as seamp duties.

Reform Op_itio:ﬂs

It is tempting to argue for the renegotiation of the GST
deal. The deal was flawed. It failed o achieve its aims
of reforming the indirect tax system, and it allowed the
States to reap, and to an extent waste, a huge reform bo-
nus.

It also gave che States enough money to drown the
voices of opposition, thus dulling the most potential
sources of accountabifity in cur democratic system.

The face is that the deal is effectively set in stone. It
is the subject of an IGA which in turn is enshrined in
Commonwealth law, Under this law, any changes 1o the
tax base, or rate, or means by which is distributed to the
States requires the unanimous support of governments
at both levels.

It is also tempting to urge the Commenwealth to
take on a greater role to ensure that the States pursue
reform and to ensure that at least the funds raised and

handed to them by the Commonwealth are spent well.

However, this is likely ro further erode the account-
abilicy of the States and the functioning of the federal
system. The key reason for the failure of the States to
spend their reform bonus well is that the federal sysem
shelters them from accounwability. The Commonwealth
is not an adequate surrogate for direce accountability.
Moreaver, the Commonwealth has proven to be more
interested in raking over State functions and dictating
State policies than it has in being an agent of State ac-
countability.

The solution lies with rebuilding the functioning
of the federal system. This must include more intense
scratiny of the performance of the States and their own
citizens holding them politically accountable for their ac-
rons.

It is also rime to put reform of the federal system
back on the agenda and chis must include reducing state
dependence on the Commonwealth for revenue.
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Notes

COAG, National Reform Initiative Working
Group’s Report to COAG, obrainable at hup://
NCAALS (‘% {)C:,Vic.g()\’.ml!’

Press Release, ‘Feds must show states the money
for reform agenda’, 28 March 2066, obrainable at
bt/ fvewnaedne vic gov.aw/

Reported in M, Steketee, ‘Unwanted, but state
governments are here to stay’, The Australian, 27
April 2006.

Ihid,

In 2000/G1, when the GST was first introduced,
each of the States produced a set of forward
estimares formulated on a common basis which

projected the expecred level of revenue, expenditure
and budget balances for the next three years. These
were used as the basis for negotiating the GST deal
and for planning spending and revenue collection
policies. Combining the 2000/01 forward estimates
{(which cover four years) with those for 2004/05
gives an estimate of the governments’ revenue and
spending expectations during the first five years of
the GST {from 2000/01 to 2004/05).

By comparing these with the actual resules
{something no government does, other than for the
year just completed) one can obrain an estimate
about whether revenue, outlays and borrowings

in other words, whether
the States have gained or lost from the introduction
of the GST.

These forecasts were undoubredly pessimistic.
All State treasuries, and, for thar matter, Federal
wreasuries, have a tendency 1o take a conservative

exceeded expectations

approach to forecasting future revenue fows, as
the last thing they want o do is encourage their
political masters to spend revenue which they do
not have or might not receive. In the case of the
GST, the incentives rowards pessimism were even
stronger. Low rates of growth in revenue would not
only help convince the Commonwealth o provide
higher minimum payments, but help keep the use
of windfall revenue off the agenda.

Nonetheless, these are the official forecasts,
and the forecasts used o set tax and expenditure
policy and negotiate the GST. They are, therefore,
the benchmarks against which the States should be
judged.

Comparing the actual resulis obtained from

the various budger papers 1999/00 to 2005/06
inclusive. The forward estimates were, as discussed
in footnote 3, obuained from those presented ina
national account basis in the 2000701 budget paper

mndered: How the states

9
10

11

12

13

14

ave wasted theilr reform bonus

(for the years 2000/01 through 2003/04) and the
2001/02 budger papers (for 2004/05}.

The state budget or general government sector has
numerous sources of funding, Two of the largest

are grants and taxation which together make up
between 73 per cent (QLIY) to 82 per cent (SA} of
total revenue, The other sources include fees and
fines (which have grown markedly in some stare,
particularly Victoria}, payments from public trading
business enterprises and earning on investments.

For over a decade all states have pursued 2
policy of setting aside funds to meet future public
sector superannuation labilities. Queensland
has been pursuing this policy for longest and has
accumulated a very large fund——in excess of $15
biflion. These funds have in the main been invested
in the stock market and have generated large
increases in earning in recent years, These earnings
are passed back into the budget and represent a
large source of revenue growth in many seates. In
most cases these carnings have been used to reinvest
in meeting future superannuation liabilides and
thus reduces state Habilities.

In some states——such as Queensland, which has
already fully funded its future superannuation—the
earning above newly aceruing liabilities is putinto
general revenue. It must be noted that the policy
of fully funding super is a sound investment in the
future, at least to the extent that the expenditure
growth referred in this paper is driven by the full
funding of super.

State and terricory budget papers 1999700 through
20057046,

As reported in State budget papers.
Commonwealth Grants Commission, Stare
Finances—Report on State Revenue Shaving
Relativities 2006, Update Documents, Appendix B,
Table B-12.

Productivity Commission, Report on Government
Services 2006

Report on Government Services 2006, Vohume

2, Arrachment: Public Hospitals, Table 9A.7,
Productivicy Commission, January 2006.

As a resule of it reluctandy agreeing to cut the taxes
as agreed under the GST Deal, NSW will not be

a net beneficiary from the GST in 2006-07, bur

it will be in subsequent years. Source; 2006-07
Commonwealth Budget, Budget Paper No. 3.
Under the Inter Government Agreement,

neither the GST, nor the base, nor the method

of redistributing it can be changed without the
unanimaous agreement of the States. The IGA was
subsequendy incorporated into Commonwealth
legislation. As a result, the Commonwealth gave
away any ability to alter the GST,

i1



~ Australia’s fiscal-federal

system has long inculcated

a mendicant mentality

among the States, and the

GST deal has made this
worse.
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