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PREFACE

The Commission has prepared this historyniark the 78 anniversary ofts creation in 1933 It deab
witht h e C o mnactigitees amdttie sain issuegonsidereaince it was charged with the task of

providing advice on equalising the Tenitoriasn Theal cap
Commi ssionbs earlier history is c&quaityied in the f
Diversity.

The Commission wishes to thank Malcolm Nicholas, who has served as a member of the
Commi ssionbds staff throughout the period covered
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The Commonwealth Grants Commission: the last 25 years

INTRODUCTION

1 The Commonwealth Grants Commission was born in tumultuous times.

2 The Great Depression of the 1930s had plunged the country into severe economic difficulties
and governments were struggling to deliver policies store prosperity and repair their own
finances which had been seriously affected by falling revenue and rising expenses.

3 Even in this climate, the relative fortunes of the States in the Federation were imfpoetant
fact perhaps most clearly illustratedthye 1933 secession referendum in Western Australia,
when 68 pecent of voters opted to leave the Commonwealth.

4 The Commonwealth had provided special financial support for weaker States, including
Western Australia, since 1910. Deciding that supportoites acrimonious and highly
charged and done on the advice of a range of ad hoc advisory mechanisms. Against that
background, the Commonwealth legislated for the establishment of an independent and ongoing
Commission to provide impartial advice on th@mpriate financial support for State budgets.

5 The Commission has fulfilled that rodénce 1933. During that time it hagtnessed the
transformation of Commonwealtate financial relations from the infancy of the Federation to
todayo6s arrangement s.

6 Thr oughout its exi dtdwonkandthe underyying@imrofmegualisingohe 6 s
financial capacity of the States has often been contentious but rarely topical. It becomes topical
when State shares of the Commonwealth financial support chabsgustially, most recently
since 200405 when rapid growth in Queensland and Western Australia increased their financial
capacities and reduced their relative revenues from the goods and services tax (GST).
Conversely, slower growth in New South Wales keen its capacity fall and its relative GST
receipts rise.

7 This document records the story of the Commission thnough it aspects of Commonweaith
State financial relations in the I&& years. It builds on previous publications which tell the
storyoft h e C o mnearkesyeansn 6 s

8 In addition to its main task of providing advice on Commonwealth assistance to the States, the
Commission has had a number of smaller tasks relating to the financing of local government,
funding for Cocos (Keeling) lahds, Christmas Island, Norfolk Island and the Jervis Bay
Territory and the relative needs of Indigenous Australians in different regions. Information on
those tasks is in Attachment C.

Commonwealth Grants Commissidiquality in Diversity, History of the Commonwealth Grants
Commission, Secortdition, AGPS, Canberra, 1995.
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EQUALISATION IN AUST RALIA

Like many countries, Australia is composed of jurisdictions with widely different fiscal
capacities. Figure 1 shows that if all States and Territories had adopted the same revenue and
service provision policies in 208%7, per capita owssource revenue witd have ranged from

$1847 (Tasmania) to $3852 (Western Australia) and per capita expenses from $5227 (Victoria)
to $14535 (Northern Territory).

Figure 1 Revenues and expenses under the same policies: 2006
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SourceCommonwealth Grants CommissidReport on State Revenue Sharing Relativities 2008 Update
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Without external intervention, this is an unsustainable situation. State Budget outcomes would
diverge, forcing States viitweaker financial positions to reduce services and/or raise additional
revenue. Experience elsewhere suggestsithagsponsgpeople either relocate or exert

political pressure for some equalisation of services.

If the States are to be able to provile same range of services to their residents with the same
revenue policiesa mechanism is required to adjust their fiscal capacities. That could happen
between the States, with the stronger ones transferring revenue to the weaker ones. Germany
has sgh a system. But in Australia and many other federations, the system involves transfers
from theCommonwealth @vernment to the States designed to recognise and adjust their
disparate capacities. These transfers are designed to achieve horizontadjfiatiahtion.

The Commi ssi on CommonmeadtitGaovernmem on&aviransfers should be
structured to achieve horizontal equalisation. The equalisation objective has been the basis of
t he Commi s s i o rFiéssRepoarbim 1834 s ltramsfoemed the policy aim of

providing weaker States with sufficient revenue to make them fiscally comparable to other
States into a workable analytical definition. That definition has survived with modification to
form part of the framework for curre@ommonwealtFState financial relationsEqualisation is
currentlydefined as:

State governments should receive funding from the Commonwealth such that, if each
made the same effort to raise revenue from its own sources and operated at the same level
of efficiency, each would have the capacity to provide services at the same standard.
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Or, more simply:

If States levied comparable taxes, then with their Commonwealth funds they would have

the same capacity to provide comparable services.
This definition indicates that equalisation in Australia aims to equalise the financial capacities
of the States to provide services. It does so compreh@nsiveecognises interstate
differences in the capacities to raise revenue and the costs of providing comparatds sand
examinesll revenues and expenses included in State operating budgets and all the major
underlying influences that affect them.

Horizontal equalisation is a feature of the financial arrangements in many federal countries,
including Canada, tBiopia, Germany, India, Malaysia, Russia, Spain and Switzerlane.

Canadian Constitution commits governments to ensure provincial governments have sufficient
revenues to provide reasonably comparable services at reasonably comparable levels of
taxation The German Basic Law also provides for a system to ensure a reasonable equalisation
of the disparate financial capacities of the Lander and for supplementary equalisation grants
from the federal government to the financially weaker Lander. Howeveligafion is not

confined to federations. It is also a feature of other countries where the national government
delegates powers to regional (or local) governments, such as China, Inddeygesi South

Africa and South Korea.

Unlike some of these cotries equalisation is not mandated in the Australian Constitution, nor
is it set in legislation, rather it has evolved to be a key part of Commonv@&tatefinancial
arrangements. The Int&overnmental Agreements signed by the Commonwealth, States and
Territories in 1999 and 2008 state that equalisation is to be the basis of distributing the GST
revenue among the States.

The size of the task

17
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Equalising the fiscal capacity of the States in 2008equired $6.2 billion or 11.2 per cent of
the total genexd purpose funds transferred to the States. The remainder was distributed among
the States according to their population shares, raising their fiscal capacity equally.

The baseline for comparing the distribution of funds is the State population slidhesStates

had the same fiscal capacities, each would receive its population share of the available funds.
Against that baseline, Figure 2 shows how equalisation has been achleveelatively strong
States receive less than their population stvelnde the relatively weaknesreceive more.

The differences in financial capacity were mainlivein bydifferences between the States in
their capacity to raise revenue from mining and land and the costs of providing services to
Indigenous residenendsmall communities widely dispersed in areas remote from major cities.
Figure 3 shows the relative importance of those and ata@rinfluences.
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Figure 2 Difference between equalisation and population based distribution &ST for
200708
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Figure 3 Major causes of differences in fiscal capacities of the States
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Changing fortunes

20 At the time of the 198Report, the first time equalisation was applied to all Statesmania
hadthelowestfiscal capacity, followed by Queensland, South Australia, Western Australia and
then the States with the stronger capac#ieslew South Wales and Victoria.
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That picturenad changed by the time of the 19&port which included the two Territories in

the assessment. At that time, the Northern Territory had by far the weakest position, followed
by Tasmania, South Australia, Western Australia, Queensland, the ACT, Vartdridew

South Wales. New South Wales, Victoria and the ACT received less than their population share
of the assistandeecause their fiscal capacities were above averdige otherdad below

average capacities aneceived more than their populatiorast

Figure 4 shows that since 1993 the fiscal capacities of Queensland and Western Australia
have increased to rival those of New South Wales and Vidohsestern Australia passed
them in 200809. Much of the change has happened since -804

Figure 4 Assessed capacities, 19&P to 200809
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The equalision process has adapted to this change, with transfers to Queensland and Western
Australia falling in relative terms to match the growth in their financial capacitiethe past

New South Wales and Victoria helped meet the fiscal needs of other Btateswthe task is

shared between the four largest States.

The changein the fiscal capacitiesf Western Australia and Queensland are driven by their
stronger economic performance over the period. For example, over the past fifteen years, gross
domesic product (GDP) per capita has increased by some 40 per cent nationally. But, in
Queensland the increase was closer to 50 per cent and in Western Australia it was over 60 per
cent. The strong mineral sectors in those States contributed to that sthdythesrstrong

population growth and buoyant real estate markets.
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25 It might be premature to see this change in relative fortunes as permanent, but even with some
move back tdhe historical relative positions, two observations remain:

the experiences @ueensland and Western Australiew that a system of equalising
transfers by itself does not prevent, or necessarily discourage, States from improving their
relative economic and fiscal capacities; and

the equalisation process does respond, albeit with,do the changing relative fortunes
of the States.
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INFLUENCES ON THE CO MMISSION

26 Since t he Co Repdrson Statentax sharih@edtitlements, its story has been
shamd by three strands of activity:

. the evolution of Commonwealtitate financial arrangements, which set the context for
the Commi ssionbs work and determined the si

o the policy debate on the appropriate definition of equalisatibich defined the
objective and scope of the Commi ssionds wor

. the evolution of the Commi ssionbds met hods,
State government activities and the analytical capacity available to the Commission.

EVOLUTION OF COMM ONWEALTH -STATE FINANCIAL ARRA NGEMENTS

Australian Commonwealth-State finances: the broader context

27 Revenue raising is concentrated in the Commonweallhh e Commi ssi onds task
on equalising the fiscal capacities of the States. Howeverfdrarisom the Commonwealth to
the States also address another issielarger fiscal capacity of the Commonwealth relative to
the States. This imbalance (often called a vertical imbalance) is illustrated in yigre
200607, the Commonwealth cotited 81 per cent of total public sector revenue and was
responsible for 61 per cent of outlays, while the States collectpdriént of revenues and
incurred 33 per cent of the outlays.

Figure 5 Vertical imbalance between revenues and expenses: 2006
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Consequently, the States are heavily reliant on the Commonwealth for funds. 1872006
almost 55er cent of their revenueas received via the Commonweatih 32 per cent was the
GST and other untied revenue and 23 per cent was specific purpose payments (SPPs).

Thesubstantialmbalance in the revenue raising powers and expenditure responsibilities of
Commonwealth and State governments is a major and long running feature of Australian federal
arrangements.

At Federation, the Constitution gave the Commonwealth exclusive power to impose customs
and excise duties, the largest taxes at the titseevenue raising powers were further
strengthened through deliberate policy actionsHigth Courtinterpretatios of the

Constitution. For example:

J the 1942 Uniform Taxation Act enabled the Commonwealth to take control of income
and company taxes to hdlpance the war effort in return for the payment of tax
reimbursement grants to the States. The Commonwthaltfacted to retain sole power
to impose these taxes by making the tax reimbursement grants conditional on the States
not imposing income taxea,move that was possible because the Constitution gives
Commonwealth laws precedence in areas of concurrent powaesHigh Court upheld
the Commonweal thds power to place conditi

o a number of other High Court decisions caaisied the ability of the States to impose
taxes. For example, it made rulings which gave a broad interpretation to customs and
excise duties (thereby preventing the States imposing taxes on goods and casting doubt on
the validity of the business franchisxes theywereimposing on alcohol, tobacco and
petroleum) and it invalidated a receipts duty imposed by Victoria;

o competition among the Statiesl toa reduction in their ability to raise some revenues, for
example, the abolition of death duties in 18¥0s; and

. the introduction of the GST in 2000 which involved the concurrent abolition of some
State taxes and the phasing out of others.

These developments have produced a clear delineation between the taxes imposed by the
Commonwealth and the StateBhe Commonwealth alone imposes all the major taxes while the
States impose a number of narrower taxes on land ownership, various transactions (especially
transfers of land and other assets), gambling and payrolls. They also impose royalties on
minerals ekracted in their jurisdiction, but royalties on offshore resources are collected by the
Commonwealth. Unlike many federal countries, there are no major instances where the
Commonweal th and the States i mpose xehhe s ame

The revenue raising imbalance between the Commonwealth and the States can be closed in
many ways and Australia has used several of them as financial relations evolved. The
Commonwealth has: passed taxes to the States (payroll tax was transfdrec8tates in

197172); assumed financial responsibility for some services (it took financial responsibility for
tertiary education in 1974); given the States a share of the revenue from one or more of its tax
bases (income tax revenue was shared witlsthges between 197& and 19882 and States

o n

t
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were given the ability to impose State specific income tax surcharges); provided general
revenue (funds the States can spend in accordance with their own priorities); and given the
States the revenue collectedm a complete tax base (revenue from the GST flows to the
States). It has also provided SPPs to help fund specific State responsibilities.

Processes for determiningeneral revenudransfers to the Statelsave changed The
methods for determining thietal amount of general revenue transfers to the States have varied
significantly since the mid970s.

o From 197677 to 198485, the general revenue assistance was determined as a percentage

of Commonwealth tax collectiords initially, it was a percentagef personal income tax
collections bubecamea percentage of total Commonwealth tax collections in -B283

o From 198586, the tax sharing entitlements were replaced by financial assistance grants
with the total pool of grants determined by escalatingptihee vi ous year 6s

t ot &

waysd from 199192t019920 4, t he previous yearb6s tot al

and from 19985 to 19992000 it was maintained in real per capita terms.

J A major change in financial relations occurred in 2000. SGoramonwealth and State

taxes were abolished or reduced and a new GST introduced by the Commonwealth. The

financial assistance grants ceased and the net proceeds of the GST were distributed
among the States.

While the way the size of the pool is deterndifias changed, that has not reduced the capacity
to achieve horizontal fiscal equality. However, the introduction of the GST and the agreement

that the revenue collected from it would be passed to the States has changed the environment in

which the Commision worksd since the total amount available for distribution is now
determined by the GST collections, States have placed greater focus on how it is allocated.

THE DEBATE ON THE EQ UALISATION OBJECTIVE

35
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There is episodic debate about equalisation in AlistrgVhile the frequency of debate has
increased, it occupies a smaller political space than in some other countries. For example, in

Canada equalisation is an explicit program in

and methods are determinledgely by political processes rather than independent analysis.
Equalisatiorin Germanyis also affected by ongoing political processes.

Differences of view on the desirability of equalisation have been a recurring theme of
Commission engagement with tBeates over the lagbyears. While some State positions
have changed, or moderated, there is still no unanimity. Those viewscardedn State
Submissions andtherdocuments, including the report of a Review of Commonw«Stiite
Funding sponsoteby New South Wales, Victoria and Western Austfalia

See Review of CommonweaiBtate Fundingiinal Report, A review of the allocation of Commonwealth
Grants to the States and Territorjesugust 2002 (also known as the Garnaut and Fitzgerald report).
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Major aspects of the Australian debate revolve around whether equalisation is a desirable
objective and the potential tradéf between equalisation and efficiency and lead to calls for
partial equaliation of fiscal capacities.

Is equalisation desirable?

38
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Many rationales have been advaniethe literaturdor adopting or continuing equalisation.

Many federations, including Australia, are unions of unequals brought together to achieve
objectives tht cannot be achieved in isolation or whose achievement is more manageable
together. Common joint purposes include defence and the establishment of internal common
markets. Many federations then deal with the residual disparity among their memberthand wi
any disproportionate costs imposed on members by the act of federation. Essentially, they trade
off the benefits of federation with compensation required to gain the support of potential
members. Many federations also recognise that persistent aard differences between the
members act as a corrosive on the fabric of federation itself. As a result, they have explicit or
implicit transfers designed to reduce or eliminate differences between members.

Other things being equal, divergent fiscal capegiin a federation will trigger adjustment

processes. The literature indicates peamald move to States with stronger fiscal capacities

to enjoy better government services or lower taxes. However, if people move to States where
their productivity idower, or they impose extra costs on existing residents, the federation will
suffer a net loss. That loss may be avoided if instead of people moving, fiscal capacity is
transferred thereby reducing the incentive to move. While conceptually validrghgtltof

the case depends on the relative importance of State government services and taxes and private
benefits (such as wage levels and house prices) in determining where people choose to live.

Another rationale for equalisation stems from the objediesating all residents in a

federation equally, at least in relation to public services and their funding, \@edthat their
membership of the federation construes benefits beyond that of their residency in any single
State. That equal treatmentends beyond the activities of the federal government to
equalising the capacity of State governments to provide comparable services with comparable
taxes. It avoids the existence of second class States providing second class services.

Equalisation alstas its critics. Perhaps theentral concern is that equalising the capacities of
the States leads to a misallocation of resources between and within States and blunts the
incentives for economic development and improved efficiency in State serviggiqnov
Equalisation is also often criticised for failing to achieve outcomes beyond its policy objectives.

Equalisation and economic efficiencyAs with other redistributive systems, equalisation raises
concerns about its effects on efficiency, whidsebecause it drives a wedge between the
benefits of State services and their prices. Howelese effects depend on the exact form of
the equalisation process and the possible magnitude of the adverse economic consequences.
Measuring the effects, therefore, requires several judgments and the results are sensitive to
them. Academic commentatdrave estimated equalisation may increase or reduce national
welfare in Australia depending on the specific assumptions about how peo@taseakact to

10
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changes in the revenue they receive from the Commonwealth. To the extent that States adjust
by beter aligning the level of services they provide with the preferences of their citizens,
national welfare is likely to increase. But if States faced with reduced revenue from the
Commonwealthiry to maintain service levels by increasing their own taxegmel welfare is

likely to fall. Most studies indicate the effects are likely to be small.

Equalisation and developmentA particular interest is the impact equalisation might have on
incentives for economic development. Equalisation as practigeasinalia effectively shares

the potential revenue from State tax bases between all the States (and shares the cost of
delivering comparable services). Consequently, policies that lead to a stronger tax base in one
State do not translate dollar for doliato higher revenue in that State. This reduces the

marginal revenue gain from those policies and theoretically might reduce the incidence of those
policies. However, many States argue this is not the case in practice in Australia. They remain
keen toexploit opportunities for growth because State Governments are not corporations driven
by a profit motive. They seek to improve conditions for residents and a strong and growing
economic base is seen as an important element in that approach.

In some othecountries, however, concerns about disincentives for development have been
instrumental in revisions to their equalisation processes. For example, in Canada they
influenced the decisions to include only half the revenue from natural resources in the
determination of provincial financial capacities and to make agreements with two provinces to
quarantine revenueom offshore mining activity from equalisation. In Germany, increasing the
incentives for Lander to increase efficiency and promote growth sarasfthe rationale for
reducing the level of equalisation sought.

Equalisation and service delivery efficiency.here are also concerns that equalisation

dampens incentiweto improveefficiency. Conceptually that might be true faiven the way
equdisation is implemented, there is little practical scope for it. If transfers to a State depended
on its own efficiency, inefficiency would be rewarded and efficiency penalised. However, in
Australia,equalisatiortransfers depend on average efficienByates with above average

efficiency reap a dividend while those with below average efficiency bear thetigdain.

Getting the balance right between the potential benefits of equalisation and its possible adverse
impacts on the economy is a decisionthe Commonwealth and State governments. The

Commission has put this issue before Government several t{fresexample, the

Commi ssionds 2004 Report suggested government
its underlying objectives, and 1988, 1990 and 1993 Reports suggested governments consider
reviewing the relationships between equalisation and efficigridgwever, there has been no

change in the objective of equalising State fiscal capacitt remains an issue for future

consideation in Commonwealt$tate financial arrangements.

What equalisation does not dd&some critics of equalisation are concerned that it does not:

o overcome the disadvantages faced by groups within the comnsunity as the aged or
Indigenous peopler result in the same services being available in urban and rural areas;

11
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J result in the average level of services or taxes in all States; and

o ensure States spend the funds received in &

49 Each of those objectives would take equalisation beyond its current aim of equalising the
capacity of States to provide services. Achieving them implies constraints on how the States
spend the funds. Such constraints would be inconsistent with thelgeneraue nature of the
funds. The IGA that accompanied the introduction of the &&ilthe one agreed in November
2008make it clear the GST revenue is untied in the hands of the States and may be spent in
accordance with their priorities.

50 Policy neutality is a fundamental feature of equalisation in Australia, meaning:

o the standards to which States are equalised reflect the collective policies of thé States
if those policies leave some unmet needs within State communities or result in different
services in urban and rural areas, equalisation will not bridge the gaps; and

o equalisation processes should not provide the States with incentives to vary their policies.

51 I n any case, the Commi ssionbdés ded amdclmdm c al c ul
for deriving and explaining the relative financial capacities of the Statesy do, however,
provide information people may use to evaluate State policies and lobby States to vary them.

Partial equalisation

52 Some critics of equalisation advocagelucing the degree of equalisation. For example, they
may seek a strengthening of incentives for States to foster economic development by reducing
the transfer of consequent improvements to State tax bases. Some point to the parallel with
welfare reformwhere partial equalisation is the norm. Some, usually from States with stronger
fiscal capacities, may seek to limit transfers only to weaker States.

53 Partial equalisation could occur in several ways. The simplest would be to specify a target level
of equalisation. For example, instead of the current aim of equalising all States to the average
financial capacity, weaker States might have their fiscal capacity raised to say 80 per cent of the
average. However, since the choice of the equalisation pageergquires judgment it would
be a matter for governments.

54  Other countries have different definitions and aims for equalisation and, unlike Australia, many
do not aim to fully equalise the capacity to deliver services.

J Canadads equal ifedaral fumdsto naisedhe reveemue ecapgaeities of the
weaker provinces. The Canadian equalisation process does not address differences in the
costs of services because they are considered to be less important than the differences in
revenue capacity antiére are fears that it would make the program more complex and
lead to indirect federal intrusion into provincial responsibilities. Moreover, it excludes
half the revenue from natural resources from the calculation of revenue capacities and
does not direity adjust the capacities of the stronger provindes200809, provincial
per capita revenue capacities ranged from 62 to 177 per cent before equalisation and from
89 to 167 per cent of the average after equalisation.

12
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J The German processes, with theembination of a differential distribution of the revenue
from the value added tax, equalisation payments from the richer to the poorer Lander and
supplementary equalising grants from the federal government to the poorer Lander aim
for less than full equedation of revenue raising capacities. Data for 2007 indicate these
processes raised the per capita revenue capacity of the poorest Lander from 43 to 95 per
cent of the average and reduced that of the richest from 168 to 135 per cent of the
average. Th&erman equalisation processes do not allow for regional differences in the
costs of services other than some small allowanceakdarosts oproviding services to
residents of other Lander and the effects of low population density on costs. Further
suppgementary federal grants are paid to some Lander for some special needs.

o The United States do not have explicit equalisation processes, but some equalising effects
are achieved by distributing specific purpose payments on a differential basis.

55  Within the debate in Australjseveral issues have been raised at different times which affect
the scope or basis of equalisation.

56 Revenue only equalisationAt times, a revenue only approach, has been suggested on the
grounds that it would be simpler and captilne largest interstate differences. Such an
approach would have big effects on State revenues. As an example, Figure 6 compares the State
shares of the 20089 pool with those that would be assessed if only interstate differences in the
capacity to rais revenue werassessedIn that caseyictoria would receive extra funds
because its relatively low costs of providing services would not be taken into account.
Conversely, Western Australia and the Northern Territory would receive much less because
thear high costs would be omitted.

Figure 6 Comparison of assessed and revenue only relative capaciti280809
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Core servicesOthers have suggested confining the expense comparisons to the major services
provided by all States (education, health and law and order). That too could have substantial
effects on State shares. However, since the States are able to determine Isperttieleir

untied funds, it is not clear how the Commission would determine what those core services are.

Omitting the effects of locationSome advocates of partial equalisation have been concerned
that equalisation should not act to blunt price gigmo users of State services and encourage
them to live in high cost areas. To reduce this effect they proposed the effects of location on
service costs be excluded from the measures of State fiscal capacity.

Such a change would imply States witppe living in high costareas would:provide fewer

services to those areas; seek cost recovery from those residents to offset the above average
costs; raise general taxes; or bear the additional debt servicing costs on their budget. However,
efficiency gans would arisenly if States reduced services in high cost areas, or charged
residents in those areas the additional costs of service provision. If the higher costs were met
through a crossubsidy arrangement, the efficiency gains would not occur.

The impact of Indigenous residentsThe higher costs of providing many services to

Indigenous Australians are one of the main determinants of differences between States in their
fiscal capacities. These factors redistributed about $1.4 billion relativesiguahper capita
distribution in the Commi ssionb6s 2008 Report.

Within the debate on equalisation, some have said the differential costs of servicing Indigenous
people would be better addressed outside the equalisation framework, for example through
Commonwealth specific purpose payments to the States.

How funds should be provided to meet the cost
Indigenous people, or any other group of people (such as recent humanitarian migrants), is an

issue beyond the reaciequalisation. However, if States are to have the same capacity to

deliver services, any differences in costs not captured by other funding streams should be

included with the equalisation framework.

A State of origin approach.Since the introductionf the GST, some parties have supported a
system of returning revenue to the States where it was generated. Similar suggestions were also
raised when States received a fixed share of income tax collections. However, this was not an
issue in the interveng period when the pool was not tied to any tax base. This is a common

issue in federations where constituent States seek to receive revenue in line with the revenue
raised by the federal government in their Statess alsosometimes raised by regionghin

States to demonstrate the inequity of State revenue and expenditure policies.

Those who advocate a complete return of revenue to its State of origin are really advocating no
equalisation, a position which runs counter to the revealed politicalroomge underpinning

the Federation over the last century. It is also a situation that does not exist in many other
federation® countries where revenue base sharing is a feature of the intergovernmental
arrangements (such as Canada and Germany) gerasalljave equalisation processes.
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CHANGES INTHECOMMI SSI ON6S METHODS

65

66

67

68

69

70

Within its area of operations, the Commission has continued its original mandate of providing
impartial advice based on the best available data. Its work has been done in closaticonsul
with the States, but its recommendations are not determined by them. The Commissien weigh
State proposals according to the available evidence.

A central tenet of the Commi ssionds approach
the geneal government sector of States as a whole does in raising revenue and delivering

services. That has changed significantly since 1981. Pawm oidimge reflects changing State

revenue and expenditure priorities; but that is automatically reflectadént Co mmi s si on 6 s
comparisons when it includes the most recent data on State revenues and expenses.

In the period covered by this narrative, six main themes encompass the evolution of the

Commi ssionbdés met hods.

The two Territories were included in the equaditon processesThe Northern Territory has
been included in the distribution of general revenue assistance in the same way as the States
since 19889 and the ACT since 1998!. Both bring some unique characteristics.

o The ACTOs r ev e nissubstardidllsréducgd becaugestcliketother States,
cannot raise payroll taxes from the Commonwealth which is the single largest employer
in theTerritory. It also faces some unique costs by virtue of its role amtlomnal
capital. Further, beingurrounded by New South Wales, it provides substantial services
to residents of New South Wales which the New South Wales Government does not fund.

J The Northern Territory has by far the highest concentration of Indigenous people in its
population (31.6 perent of the population was Indigenous in 2006Bhattogether with
its small, highly dispersed population and challenging geograpésns ifaces very
high costs of service delivery. In 2008, one third of the amount redistributed under
equalisatiorwas distributed to the Northern Territory.

The inclusion of the Northern Territory in the equalisation processes led to increased
recognition of the extra costs of servicing Indigenous people. The assessed impact of
Indigenous people on State finanaapacities has grown since then because the
proportion of Indigenous people in the Australian population has grown (Indigenous
people were 1.54 per cent of the population in 1986 and 2.5 per cent in 2006), more
information became available on the levdl$naligenous disadvantage and more
resources were directed at Indigenous issues.

The way States discharge their responsibilities has evolvidds evolution has changed the
range of functions covered by the equalisation processes and the sourcestatente
differences in measured financial capacity.

The first review of State financial capacities in 1981 covered the activities most States included
in their recurrent budgets, which included activities of some busiikesservices such as
suburban tnsport, irrigation services and country water supply (because they were often run by
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State departments or made regular calls on State budgets). To ensure a comprehensive
coverage, it a4aypediservideesopPprawvedald by the
government. However, it excluded activities such as roads, housing and capital because they
were subject to separate Commonwe8&ithte arrangements or were usually accounted for in
government trust funds or similar funds outside State recurrent Budget

Since thenthe comparisonbave beemffected by structural changes made by the States in their
operations and in the way they accounted for and provided services.

o The States madeany changes aimed at providing services on a more budikebass
(such as creating government business enterprises and privatising some activities) and
implemented the National Competition Policy and other reforms. These changes led the
Commission to refine its approaches in the 1993 and 1999 reports. It onettetdiied
activities of business undertakings and recognised only their net impact on State budgets.
It also changed the focus of its comparisons for their services (especially urban transit and
water services) away from factors that affected the costsevenues of the undertakings
towards those which drove the size of State subsidies for them. It also began allowing for
factors that caused interstate differences in subsidies for electricity services but
eliminated them for services (such as freigahsport) where it considered differences in
expenses reflected differences in State policies rather than underlying disabilities.

In the 2004 report, the Commission concluded equalising the capacities of the States to
provide services meant its comparis should include only those services and revenues
that have a direct impact on State general government operating accounts. It ékeuded
activities of State trading and financial enterprises and-8tpgéeservices funded by
Commonwealth payments to local government andguwernment service providers

which had no direct impact on State operating accounts.

o During the late 1980s, State®wed to consolidate their budgets by reducing the use of
trust and similar funds. Among other things, this resulted in road maintenance expenses,
motor tax revenue and the net expenses of housing operations having direct effects on
State budgets. So, the 1993Report, the Commission decided to include those activities
and associated Commonwealth specific purpose payments in its assessments.

The combined effect of interstate differences in the cost of providing the average level of
road services, theapacity to raise motor taxes and receipts of roatiged specific

purpose payments has a substantial effect on State shares of the GST revenue. These
assessments redistributed about $380 million relative to an equal per capita distribution in
2007080 they redistributed funds to New South Wales, Western Australia and the
Northern Territory and away from Victoria, Queensland and South Australia.

o The States have progressively reviewed and adapted service delivery through the
increased use of technologyhe effects of these developments on State budgets
examined extensively the 1999 and 200Reports. The Commission founthe use of
technology hd increased, lhimproved services (especially in the more populated areas)
and ha affected State césd reducing costs in some areas and increasing them in
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others. Those effects were reflected in the methods used to measure the allowances for
diseconomies of small scale and the effects of location.

Box 1 Issues in comparing road maintenance costs

Road maintenance expenses were first included in the 1993 Report. At that time, allowances were m
interstate differences in road length and road use. Allowances for the higher costs incurred in large u
areas and the combined effects of topphya rainfall and temperature were introduced in the 1999 Repg

States generally agree on the factors that affect road costs, but the assessment has been bedevilled

difficulties in obtaining accurate, comparable data on the length of State highmagsher State roads and
their use. While obtaining data on the length of roads may not seem a difficult task, available data ar¢
prepared by each State for its own purposes and are not comparable across States. For example, th
often cover all rads (whereas the Commission is only interested in those for which States are respons
and are affected by different State policies on how responsibility is shared with local government and

roads are built. Dividing road lengths into those inamrtrural and remote areas has also been problema

The Commission has attempted to overcome these problems by conducting a mapping exercise to m
commonly defined group of roads in each State and by using alternative indicators of thehsizead t
maintenance task in urban areas.

Other issues have concerned the inclusion of depreciation expenses and how changes in the Commg
programmes for assisting State transport activities affect State fiscal capacities.

72  State financial policies have changedhe most important of these changes weéhe
movement in the 1990s to fund capital acquisitions from the recurrent btidgetcreased use
of leasing as a way of acquiringsass and the introduction of accrual accounting to better

reflect the full costs of State services. Those changes blurred the distinction between capital and
recurrent transactions. They, together with changes to Loan Council processes which increased

the reliance on market processes to regulate State government borrowing, resulted in a major
change in the scope of equalisation in the 1999 Re®ietle inclusion of depreciation
expenses, which have been almost 4 per cent of State expenses sir@@.1998

73
on the capital stock required to provide the average level of services, after allowing for factors
that affect the costs of the assets and their average \ivhse the conceptual basis of the

assessments has been broadly accepted by the States, the implementation has been subject to

The resulting depreciation assessments aimed to allow all States to fund the annual depreciation

intense debate and research. In the 1999 Review, capital related transactions (depreciation and

net interest expenses) had eyeffect on the distribution of funds among the States.
Compared with an equal per capita distribution, they redistributed over $520 million (about
31 per cent of the total amount redistributed). However, their effects have declined to about
$200 million in 200708 because interest is now a smaller impost on State budgets (on average,
States have had net interest revenues since@@0&nd methods of comparison now use better
data and recognise the effects of recent population growth on asset reqgtsrantecosts.

74  Data availablity has increased The measurement of State financial capacities is data
intensive It requiresaccurate and comparable data on State revenues and expenses, State
populations, revenue bases, the users of State servictteareffects on the costs of services.
Changes in data availability have affected the way the Commission and the States have
approached the equalisation task and the range of factors measured.
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In the 1981 reviewthelimited availability of comparablelata constrained the range of factors
taken into account and led to the extensive use of judgnsémte thenthe Commission sa

triedto reduce theise ofjudgment and base the assessments more firmly omylata

emphasising the need for the States to back their claims for allowances with evidence and data,
and byinstituting extensive data collections.

During the 1982 and subsequent reviews, it undertook major surveys to collect information
from each State on mece delivery policies and resources and activity at each school, health
facility and police station. Some of those collections, especially those in the health field, were
taken over and expanded by other agencies, such as the Australian Institutiéhohmtba

Welfare (AIHW). It also sought information prepared by other agencies (such as the ABS, the
Productivity Commission and the AIHW) and encouraged them to improve the reagpeat

of their collections. Improvements in administrative data ssfsag of governmesntide

trends tevardsmore data driven decision making and the reporting requirements attached to
SPPs to the States, also increased data availability.

The availability of more and better information, plus the inherent zero sum nfture o
equalisation, encouragedl parties to seek more precision in the assessments. It also
encouragethe States to identify more areas where disabilities may exist. In many cases, th
trendshelped improve the comprehensiveness and accuracy of thamsoms. Increased
availability of data allowed the Commission to better allow for the factors that drive interstate
differences in the use and cost of hospital services, the largest area of State expense®7in 2006

However better datalso increasethe complexity and detail of the comparisoms the 2004
Report, theCommission questioned whether the inceeletail was producing a bettersult.

Subsequently, the 2004 meeting of the Ministerial Council for Commonwstdth Financial
Relations aked Heads of Treasuries to examine the equalisation ns¢thsele if equalisation
could be achieved more simply and reliably. They concluded the methods were generally
robust but a program of simplification would be beneficial.

The Commission is examimg the issues as part of the 2010 Review. Progress so far suggests
there may be feweand broadecategories of revenue and services and fewer disabilities.

There has been vigorous debate abouttheissieh e Commi ssi onds wor k
full and open debate of issues, which typically occurs in several stages and involves a range of
participants, including the Commission, its staff, the States and Commonwealth agencies.

The issues considered during an inquiry may stem from the terms efinedeState

submissions and Commission initiatives. The processes generally begin with extensive internal
research that is assisted by considerable input from the States, including information gathered
during Commission discussions with State officialspansible for delivering services and

collecting revenue. That research is often supplemented by expert external advice. The
research findings are subject to extensive and vigorous debate within the Commission and its
preliminary conclusions are publigsh@n discussion papers and progress reports (such as the
1990 and 1991 reports on issues in equalisation and the 1994, 1995 and 1996 reports on
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research in progress). Final decisions on each issue are made and implemented within the
Commi s s i o n dssftenityives frthen eomsideration to Commonwealth and State
responses to the issues raised in those publications.

83 In almost all cases, logic and available data (often supplemented by judgment) enabled the
Commission to reach decisions on a unansmuconsensus basis. However, a few decisions
have been taken on a majority basis and on two occasions members registered minority views.

84  The processes serve to maintain the rigor and objectivity of equalisation by ensuring all views
on issues are exaned and evaluated and that decisions are soundly based in logic and well
supported by data or experience.

85 The debates have covered a range of conceptual issues relating to the principles and aims of
equalisation. For example, debate has considerederhequalisation should place greater
weight on the services provided and taxes imposed by State governments (often called State
budget equalisation) or Statlgpe services provided by State governments and other providers
and the overall contributions [8tate communities to them (often called State community
equalisation). The Commi ssion and most part:.
made it clear that its focus was on the revenues and expenses of State governments not those of
the wider Stee communities. That is, the task was to equalise State budget capacities, implying
the Commission should not:

o make allowances for differences between States in the extent to which services are
provided by State governments but it should consider thelyirdefactors that affect
the demand for or cost of State government services, with all those influences measured
using Australia wide data on service use and cost levels; and

o assess revenue raising capacities using a global measure of revenue baseddout s
focus on the revenue bases actually taxed by the States.

86 However, most debate has covered technical issues relating to the revenues and expenses to be
examined, the factors that affect them and how those factors are best measure@, Bards
4 outline aspects of the debates on allowancemferstate differences in wage levels,
population dispersion and mining revenue.

Treatment of SPPs

87  SFPs currently provide about 20 per cent of State revenue and those that fund services for which
the Conmission assesses needs (about 98 per cent of all SPPs by value) are included in its
comparisons. To do otherwise, would omit aspects of State services from the comparisons and
may not give all States the financial capacity to deliver the average lesasiviafes.

Thisapproaclkh dj ust s each Stateds gener al revenue as S
di ffers from the Commi ssionds assessment of t

receipts exceed the Co mmfpsosiding thedssrvice,stsgenersl megenue s
assistance is reduced. Conversely, its general revenue assistance is increased if its SPP receipts are below

the Commi ssionbs assessed costs.
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Box 2 Issues in the asessmentsf interstate differences in wage levels

Arguments in support of allowances for higher wage levels were first made by New South Wales in th
Review. The Commission declined to makes the allowances because it considered they were heavily
influenced by State policies and neutral measuresiamtlbe found.

However, in the 1993 Review, it was convinced there were unavoidable wage differences between th
and that it could make reliable measures of them using ABS data on private sector wage levels and j

This allowance and itsieasurement have been debated extensively in every review since 1993. State
opposed it in the 1993 Review continued to do because they considered:

. the private sector was an unsuitable benchmark because it was not sufficiently free of State po
influence and many private sector occupations were largely irrelevant to the public sector; and

. the available data were not sufficiently reliable, especially for the smaller States.

Research during the 1999 and 2004 Reviews, some of which was doneemddfgrexternal experts, foung
economic theory strongly supported the existence of regional variations in wages for similar employee
Quantitative analysis confirmed their existence. The exact positions have varied over time, but the arn
has consiently shown underlying private sector wage levels were: above average in New South Walg
ACT and the Northern Territory; below average in Queensland, South Australia and Tasmania; and cl
average in Victoria and Western Australia. Analysigherpublic sector produced broadly similar results,

The interstate wage differentials have a large and growing effect on the distribution of funds. -@81992
they redistributed about $150 million of the funds compared with an equal per capitatistritHowever,
the redistribution grew to about $880 million in 2008, partly due to the increasing spread in relative wa
8 wage differentials ranged between 2 per cent above and 1.5 per cent below average in the 1993 R
but were 3 per cent abeand 4.1 per cent below average in 2006

Not unexpectedly, the States continue to hold diverse views and the methods are being reviewed agg

Box 3 Issues in allowing for interstate diferences in where people live

Interstate differences in where people live affect State expenses in many ways. Differences in populg
dispersion, urbanisation, the number of small communities and distance from major national centres ¢
be relewant. Whether these effects should be assessed and, if so, how it is best done has been debat
every review, with specific issues including.

. The implications of assessing location factors for economic efficiency.

. What costs are affected by populatlonation? The case that population dispersion affects
communication, freight, travel and some staff costs is generally accepted. Debate centred on \
it affected repairs and maintenance (the case was accepted in the 2004 Review) and staffugist
unproductive travel time (the case has not been accepted). The case that urbanisation affects
been harder to prove. Apart from areas like road maintenance and police, it has been hard to 3
that urbanisation imposes costs over and alfowelemand effects included in other allowances.

. How large are the costs affected by locatio®@®taining data on the freight, travel, communication
and other costs affected by location required special surveys because the data was not easily
from State financial systems and many of the costs are embedded in other payments.

. How do costs vary with distance or remoteneBs&persion has very different effects on different
costs and many issues are involved in measuring them. The methodwvblaeel from simple
relationships between distance and costs to more sophisticated measures that take account of
population, time and the actual charges made by transport, freight and telecommunications prg

. How do changes in the way Swf@ovide services affect cost3he regular updating of data
captures many of these effects and the effects of the increasing use of technology were extens|
researched in the 1999 and 2004 Reviews.
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Issues in assessing capacity to raiseémng revenue

Differences in capacities to raise mining revenue are currently the largest cause of differences in Stat
capacities. How they are best measured has been debated ieviesgs r with the issues including:

The extent to which mining revenue should be disaggregMeterals are unevenly distributed
across States and some minerals are taxed more heavily than others. For example, oil is taxeq
heavily than coal which ixed more heavily than metals. Accurately measuring revenue capac
therefore, requires some disaggregation. The level of disaggregation has varied over time to r¢
changes in State policies and other aspects of the methods.

Differences in th way States collected revenua.previous years, New South Wales and Queensl|
raised some revenue from coal miners through profits on rail haulage rather than royalties. Ac
a policy neutral comparison required above normal profits to be draateyalties, a task that had
conceptual and practical measurement issues and required expert independent advice.

How the revenue base is measuréth to 2004 profitability was used even though most States ley
royalties on the value of productitlecause: States considered profitability in setting their royaltig
it allowed for interstate differences in mineral types and quality and production costs; and it avg
some data problems. But, there were questions about how it should be estiaragdr(fple, should
exploration and capital costs be included) and there were growing data difficulties.

In the 2004 Review, value of production was used because it better reflected how the States in
royalties and data difficulties meant the estimateprofitability had become unreliable. It was alsg
simpler, even though disaggregation was needed to reflect the higher royalties levied on oil ang

Data reliability. Data are often not comparable across States. For example, different apprarach

used to value mineral production, which necessitated independent advice during the 2004 Revi
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The Commission has been criticisgadhe pastor its approachio SPPs Critics said the

Commi s s i o n 6vernda agreenerschbtween Commonwealth and State Ministers and

complicatel negotiations leadingtothoseg r e e me nt s . It is true

processes may affect the total resources available to individual $ftesd] revenue is
distributed in a way that offsets part of the interstate differences in the distributiorfurfidise

provided by SP#). However, they do not change the conditions of the SPPs or prevent their

objectives being achieved.

t hat

The terms of reference received by the Commission provide an open and transparent means by

which SPPs may, in special circumstances, be excluded fs@qualisation assessments. The

references for the 1985 and subsequent reviews instructed the Commission to ensure nominated
SPPs dl not affect the relativities. Initially, those directions related to health care grants but, in
the 2004 Review, lgaynents were to be quarantined. While the number of payments subject

to quarantining has increased, they are only a small proportion of payments to thd Sestes

than 2 per cent of SPPs by value in 2006

This quarantining approach greatly reducedkensity of debate about the treatment of SPPs.

The reforms of CommonwealBtate financial arrangemeragreed at the November 2008
meeting of the Council of Australian Governments (COAG) should further reduce it.

Under the November 2008 reforms, m8&tPs will be broad banded into five national SPPs

(one for each of healthcare, schools, skills and workforce development, disabilities services and

affordable housing). The agreements covering each new payment will contain objectives,
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outcomes, outputsnd performance indicators to help clarify the roles of each level of
government and provide the States with flexibility in determining how the objectives will be
achieved. The interstate distribution of these national SPPs will progressively move talan eq
per capita basis over five years, commencing in 2009The IGA sayshey are to be included
in the Commi ssionbés comparisons.

A new group of payments, called national partnership payments, will be introduced to fund

specific projectsto facilitate action by States on nationally significant reforms and reward

States which deliver on the reform proceshe IGA states National Partnership project
payments are to be i compatsdnamd the Natiandl Rartn@rehipmi s si on
facilitation ard reward paymentsre to be excluded. However, the IGA also gives the

Commission discretion, following consultation with the Commonwealth and the States, to treat

any National Partnership payment or general revenue assistance differently if it cohsiders t
treatment is more appropriate. It also states the Treasurer may direct the Commission on the
treatment of individual National Partnership payments, if he considers that appropriate

Realism and simplification
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The Commi ssi onds me thélastd2s to BOaysaes togeflentichamgithg Statee r
practices and data availability. They have also evolved in response to proposals to better
capture the inherent differences between the Stattsat is, to be more realistic.

These attempts to bettemptare the innate complexity of State activities have also increased the
complexity of the methodd a development which has attracted considerable criticism. Much
of that complexity stems from the assessments of the relative costs of providing services.

The Commission has attempted to simplify its methods and the presentation of them in each of

the 1993, 1999 and 2004 Reviews. The 1993 Review managed to reduce the number of
separate services and revenues subgtect to com
improve the transparency of the comparisons increased the level of detalil.

The Commission said improving the understanding and simplicity of equalisation were

priorities for the 2004 Review. Understanding was advanced through the developmerit of wha
were called dédequalisation pillarsdé to explain
guidelines to clarify the decision making framework (shown in Box

The Commission also proposed approaches to simplify the comparisons and reducslthe det

While all States provided in principle support for simplification, it proved hard to achieve

because they also thought equalisation should be based on what States collectively do and that it
should be fair. Many States were also concerned abopb#sgble implications for their grant
shares. They rejected the Commi ssionds propo
detailed comparisons, if they benefited them.

The Commi ssionés 2004 Report concluded that s
forward. The examination of equalisation methods done by Heads of Treasuries during 2004
also concluded a program which included aggregating assessments, addressing issues relating to
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data quality, eliminating assessments found unreliable and revidvarsgope for the use of
more general indicators of needs would be beneficial

99 Those concerns and conclusions have been reflected in the terms of reference for the current
2010 Review, which require the Commission to:

J simplify its methods, provided thatig consistent with the equalisation principle; and

o report progress to the 2006 and 2007 Ministerial Council meetings.

Box 5 2004 Review: equalisation pillars and assessment guidelines

The equalisation principle reflects three pillars of equalisation

. The financial capacities of States, not their performance or outcomes, are equalised.

o States are equalised to standards that reflect what they all do on average.

. A Stateds own policies or choices should n
The Commissionvill make an assessment when:

. a conceptual basis for the existence of the disability is establ&hddr example, it has bee

established that States experience different use and cost imposts when they apply the standal
and

. either:

- there is empical evidence that differences exist between States in the levels of use and/(
costs in providing services or in their capacities to raise revenues; or

- there is incomplete evidence that the identified influence is causing a difference between
Statesb ut tphrei néciinppl e6 case is strong, and i
including the assessment improves the equalisation outcome; and

. the assessment is material; and
. the margin of error associated with the assessment is accegtaddly

If the application of the guidelines leads to a decision that an assessment should be made, it will undg
reality check of the results.

SUMMARY

100 Overall, changes in the way States discharge their responsibilities, in the circumstances they
face and the availability of data have had the most impact on the evolution of equalisation in
Australia. The signi€ant and continuing changes in Commonwe8&ithte financial
arrangements have set the context in which the Commission has worked but have had limited
direct effect on its methodd ' he broad ranging debate about equalisation has had little impact
onthe@ mmi ssi onds objective because, with the ma

current reference to pursue simplification, it has not greatly affected what the Government
directs the Commission to do.
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STATE OF PLAY

101 This history is written as the Commission moves to the second half of a review of methodology
due tobe finishedn early 2010.

102 There are strong expectations surrounding this review. The terms of reference cleskethiat
the Commission should simplify its methods and some States seek significant changes in that
directiond they seek equalisation with less concern for some of the historical differences
between the States. Other States, with no less passi@oraerned that all important
differences between the States are recognised and that the quality of the equalisation outcome is
not compromised.

103 The simplification agenda is not unique to this review. However, reflecting the terms of
reference and the Commms si onés conclusions in the 2004 Re\
among all participants in the review.

104 The 2006 and 2007 Progress Reports state the Commission is approaching the 2010 Review
with the clear objective of seeking equalisation thrasigipler, more transparent and more
reliable assessments. The 2006 Progress Repo
and top downdé approach and adopting a revised
need for reliable data to supp any assessment and for that assessment to make a material
difference before it is accepted as part of the final method.

105 In adopting this approach, the Commission aims to steer a path between extremes. It has
rejected calls for:

o simplification for itsown saked some favour that approach, not because it leads to
simpler, easier to understand assessments, but because their real aim is to neuter the
process of recognising real and substantive differences in the fiscal capacities of the
States; and

o the 20D method not to change the interstate distribution of thegosbdme favour that
approach because they seek to protect their current position, regardless of the quality of
the data that support it.

The way forward

106 To clarify its aim, the Commission, in arformation paper circulated to the Commonwealth
and the States in May 2007, has proposed modifying its definition of equalisation to:

State governments should receive funding such that, after allowing for material
factors affecting expenses and revenifesach made the same effort to raise
revenue from its own sources and operated at the same level of efficiency, each
would have the fiscal capacity to provide services at the same standard.

107 Thi s proposed definition i ovde all StdateswiththdrsameCo mmi s
fiscal capacity through a comprehensive analysis of expenses and revenue. However, reflecting
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the emphasis in the terms of reference, it also signals the intention to assess only those factors
that have a material effect oglative fiscal capacities.

108 The Commission also proposed replacing the 2004 Review equalisation pillars with new
assessment principles and guidelines. The proposed princigieste equalisation should:

J reflect what States collectively ddhis meas the standards to which States are
equalised are based on the range and level of services provided, and the range and
severity of taxes applied, by all States. The standards do not reflect the actions needed to
overcome unmet needs or the costs Statesdancur if they provided services with
optimal efficiency

o be policy neutral.This means the assessments are based on the premise that each State
adopts the average policies in raising taxe
of the fundsds not directlyinfluenced by its own policies;

o be practical. This means the assessments must concentrate on the major issues, be based
on sound data and methods dedsimple and well constructed; and

o deliver relativities most appropriate to the appliion year. This means that, as far as
possible, equalisation should reflect State circumstances in the year the funds are used.

109 The proposed assessment guidelines indicate the Commission will;

o follow a 6top downd appr cGtmte servicerodrevenuevidn i ¢ h it
separate assessment only if it is a major service or source of revenue that is distinct from
others, affected by disabilities that are markedly different from those affecting other
services or revenues, satisfactory assessoanmt be made and have a material effect on
the GST required by at least one Statdf these conditions are not met the service or
revenue would be assessed with other broadly similar ones; and

o include a disability in the assessments if there is a prasigrgase that it affects State
expenses or revenues, a conceptually rigorous method of measuring it can be derived, the
data available to measure it are fit for the purpose and of suitable quality, and its effect on
the GST required by at least one Statmateriald it exceeds $10 per capita.

110 The Commission is currently undertaking the consultative and research phases of the review,
prior to circulating a draft report in m@009 outlining its intentions relating to the conceptual
equalisation princigs and how it will measure the relative financial capacities of the States. Its
final report for the review is to be completed in February 2010.
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CONCLUSION

111

112

In 1933, the foundsrof the Commission established a mechanism to deal with the policy
problems of their day. It has served that purpose, with both commendation and ¢siiciem
that time.

The next 25/ears will be different. Today, some 87 per cent of the populeggide in States
with strong fiscal capacities. Whether that weakens overall support for equalisation, or
because the task is spread over a larger part of the population blunts criticism of its costs, is
impossible to foresee. However as long as therevaaker States in the Federation there will
be two questions to answer:

o should innate differences be nullified or modified to give all Australians the capacity to
have similar levels of State services, and if so

o how should advice on the size of fist@nsfers among the States be provided?
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CHAPTER 1

INTRODUCTION

1 The Commonwealth Grants Commission was born 75 years ago in 1933 and given the job of
providing advice on Commonwealth grants to the States. Up to 1981, the advice related to
applications by the financially weaker States (initially Western AustraliahSaugtralia and
Tasmaniaandlater Queensland) for what were known as special grants. Those grants
supplemented other financial assistance provided by the Commonw&htiwere intended
to allow the recipients to function at a standard not appredisbbyv that of other States.

2 The passage of ti&tates (Personal Income Tax Sharing) Amendment Actak@Vthe
Commonwealth Grants Commissidmendmenfct 198 broadened its role to advising on the
allocation among all States of the share of Commonwéattition revenue made available to
them. lIts role has remained broadly unchanged since fenintroduction of the Goods and
Services Taxthe GST) in July 2000 changed the basis of determining the amount of funds
distributed among the States, the amoof them and the context in which the Commission
works,buti t di d not change t he O&Calvising e ¢he alocdtisn f undar
of a given amount of funds among the States.

3 This book follows on from the First and Second editionSaifality in Diversitywhich
commemor at ed t hBanded mmivessariesonds 50

4 It begins with an overview of the Commi ssiond
principle that underlies its work. Chapter 3 outlines the approach the Conmussiently
follows in fulfilling its main task of advising on how the revenue from the GST should be
allocated among the States and Territdrig@hapter 4 discusses the major issues addressed by
the Commissiomsince 1981 Chapter 5 provides some obs#ions on recent trends in State
finances. Chapter 6 compares Australian Commonw&itte arrangements with those in
other selected countries.

In the rest of this paper, the terms State or States includeuigalian Capital Territory and the
Northern Territory unless the context suggests otherwise.

28



CHAPTER 2

A BRIEF HISTORY OF T HE COMMISSION

INTRODUCTION

1

One decision faced by federations and countries with decentralised government, is how the
responsibility for providing services and revenue raising powers should be allocategl am
their various governments.

In general, they aim to allocatewers to the governments which are best placed to discharge
them. However, achieving that aim and also balancing the expenditure responsibilities and
revenue powers of each level of government is difficult. Maintaining the balance in the face of
changingsocial, economic and technological circuamees is even more difficult.

Countries seek to achieve these vertical balances in one or more ways, including reviewing and
reallocating powers, sharing the proceeds of some taxetramsters between governnten

In addition, differences in the circumstances of regions within countries bring differences in
the financial capacities of the saltional governmentdviany countries try to reduce these
horizontal imbalances in the belief that it will strengthetirthheion and improve equity and
economic efficiency. Thegftendo so through equalising transfers, which generally take the
form of differential grants from the national to the sw#iional governmentln some countries
(such as Germany) there aransfers amanthe sulnational governments.

Both types of imbalances exist in Australia and intergovernmental arrangements have been
developed to overcome them.

The allocation of powers among governments in Australia

6

Australia was formed in 1901 by aluatary coming together of the previous six British

colonies. Part of the process was to develop a Constitution which, among other things,
specifies the powers of the Commonwealth. Unlike some other countries, such as Canada, the
Constitution does notdt the powers of the States. It was intended that all residual

(unspecified) powergrould remain with the States.
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Chapter 2 A brief history of the Commission

Powers explicitly allocated to the Commonwealth include defence and international affairs,
interstate and international trade and commeraeking, immigration, family law and social
security payments to individuals. State powers include the delivery of services, such as
education, health, public law and order and intrastate transport. The Commonwealth and the
States have concurrent powarsbme areas but Commonwealth laws are paramount if there
are conflicts.

The Constitution gives the Commonwealth exclusive rights to impose customs and excise
duties, the largest taxes at the timdeaferation, and the abilitp impose other taxes. &h

framers of the Constitution anticipated this would give the Commonwealth more funds than it
required to discharge its responsibilities. So, they included clauses wédphired it topass

three quarters of the revenue from customs and excise duties $tates for the first ten years

of federation (section 87); required it to pass surplus revenue to the States during the first five
years of uniform duties (section 94hd allowed it to give financial assistance on terms the
Parliament thinks fit (sgion 96).

The expectations of the drafters of the Constitution have proven correct. Substantial
imbalances have developed between the revenue raising powers of the Commonwealth and the
States. These stemmed from actions by the Commonwealth to ersded surplus

revenue, action to take and retain control of personal and corporate income taxes, and broad
interpretations of Commonwealth powers by the High Court, which prevented the States
returning to the income tax field and broadening their rafigaxes.

Currently, all the major broablased taxes (personal and corporate income tax and sales and
excise duties, including the GST) are imposed under Commonwealth legislabiahthe

total proceeds of the GST are passed to the States. The &tatdwehn left with a narrow

range of taxes on land, certain transactions (such as the transfer of ownership of land and other
assets), gambling and payrolls. They also impose royalties on minerals extracted in their
jurisdiction, but royalties on offshoresources accrue to the Commonwealth.

The growth in the financial strength of the Commonwealth is illustrat@édtte 21, which

shows the proportion of revenue ealted under the laws of each level of government, the
proportion of revenue transferred to the States and the final proportion of revenue in the hands
of the States for selected years. Revenues were highly centralised at the end of the Second
World War. The extent of centralisation fell somewhat after that. However, it rose following

a 1997 High Court decisiowhich cast doubt on the legality of State business franchise fees
and the July 2000 introduction of the GST and subsequent abolition of sdmasts.

The remaining funds necessary for the States to discharge their responsibilities come from
Commonwealth transfers, whichkietwo main forms:

o transfers of general revenue funds which the States may use as they see fit; and

o specific purpose payemts(SPPsWwhere the Commonwealth seeks to achieve national
aims in areas of State responsibility or provides funds for particular purposes.
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Chapter 2 A brief history of the Commission

13  There have also been adjustments in the responsibilities of the Commonwealth and the States.
For example, paytbtaxes were transferred to the States in 18Zhnd the Commonwealth
took full responsibility for funding universities in 1974.

Table 21 Proportion of revenue collected under Commonwealth and State legislation
Proportion Proportion Final
collected undel collected Proportion proportion in
Commonwealth  under State transferred tc  State hand:
legislation legislation(a) States(a) (a)
% % % %
190102 41 59 34 93
190910 41 59 27 86
194647 85 15 13 28
198182 64 36 18 54
200607 81 19 21 40

@) Includes local government.

Source1901-02 and 19090 from Commonwealth Grants Commissi&guality in Diversity, Second editipAGPS,
1995; 194647 from Mathews and Jalfederal FinanceThomas Nelson Ltd, 197298182 and 20087 from
ABS and Commission calculations.

EQUALISING STATE FIN ANCIAL CAPACITIES 6 THE SPECIAL GRANTS

14 It quickly became apparent that financial capacities differed substantially among the States.
To overcome the financial effects of tleadifferentials, the Commonwealth used section 96 of
the Constitution to make special grants to the financially weaker States from 1910.

15 Those grantsvere oftencontentious because they were determined using various ad hoc
processes and varying critéria he dissatisfaction with the grant processes together with the
threat by Western éstralia to secede from thederation resulted in the Commonwealth
creating the Commonwealth Grants Commission in 1933 and giving it the role of inquiring
into applicationdy the States for special assistance.

16 The Commi ssiondés first task was to dEmti se con
Report said special grants should enable the
financesinabow s good or der as buottheyweremdtaimedat ot her St a
equalising incomes or living standards of individuals in the States.

17  The principle was refined in the 1936 Report to:

Special grants are justified when a State through financiabgn@s any cause is unable to

efficiently discharge its functions as a member of the federation and should be determined by the
amount of help found necessary to make it possible for that State by reasonable effort to function
at a standard not appreciallglow that of other Statés

In some cases, they were based on the financial effects of federal policies. In others, they were intended
to offset the adverse financial circumstances of the States.
Commonwealth Grants Commission, Third Report, 1936, p75.
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Chapter 2 A brief history of the Commission

It implemented that principle by comparing the per capita deficits of the claimant and the
standard States (generally New South Wales and Victoria). To ensure like was compare
like, the deficits of the claimant Statesm adjusted to remove the effects of differences

d with

between them and the standard States in accounting practices and policies on tax efforts and
services provided. Up to 1945, the adjustments also included penalties for claimancy which

implied the claimanStates should make above standard efforts to raise revenue.

The Commission provided advice on claims for special grants by one or more of Queens
Western Australia, South Australia and Tasmania in every year from3B®81198283.

land,

Initially, the sgecial grants represented a substantial proportion of Commonwealth payments to

the States (they averaged 15.3 per cent of annual payments in the seven yeabst@é934
194142). However, rapid increases in the size of other general revenue and spegoifsepur
payments reduced the importance of special géantser the eleven years 1973 to

198283, they were only 0.3 per cent of average annual payments to the States.

Moreover, assessing special grants on an equalisation basis did not mean the financia

capacities of all States were equalised. While claimant States were equalised to the average of
New South Wales and Victoria, the capacities of those States were not compared and some of

the other noftlaimant States were over equalised

INTRODUCING REVENUE SHARING AND EQUALISATION FOR ALL STATES

22

23

24

25

26

The Commonweal thés 1976 6énew federalism polic

State financial arrangements. As part of the policy, the Commonwealth and the States a

greed a

proportion of personal incomax revenue would be shared among the States in a way that

equalised their financial capacities.

Each Stateds share was initially based
However, the shares were to be reviewed by 1981 and periodically thereafter.

After some debate, the Commission was given the task of assessing the riakaticialf
capacity of all States. This major expansion of its role marked the beginning of full and
comprehensive equalisation in Australia.

on it

The first review of the financial capacities of all States was completed in 1981. It found the
shares of New Saln Wales, Victoria and Queensland were too small and those of the other
States were too large. Those findings would have reduced the grants of Western Australia and

Tasmania by about 20 per cent and that of South Australia by about 10 per cent.

Not surpisingly, the report was supported by New South Wales, Victoria and Queensland but
strongly opposed by the others. Given the level of concern and the potential effects on State

budgets, the 1981 Premiers6 Confemsence

States often ceasedmying for special grants because the Commonwealth increased their general
revenue grants by more than the special grants.
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Chapter 2 A brief history of the Commission

27  Further reviews of the State shares were completed in 1982, 1985 and 1988. The results of the
1982Review were to be phased in over three years, subject to a guarantee that each State
would receive a specified minimum increase in its grant eaah yEhat guarantee prevented
most of the adjustments to the recommended relativities. The results of the 1985 and 1988
Reviews were accepted and implemented immediately.

28  After the 1988 Review, governments decided the period between reviews couldrmedxb
five or six year® reviews were completed in 1993, 1999, and 2004 and another is to be
completed in 2010. To ensure the shares remaindotdgte, the Commission was asked to
update them each year in between reviews by introducing the mast dat@ The results of
each of those reviews and annual updates were accepted and implemented, although on some
occasions the total amount of assistance was increased and/or transitional assistance provided
by the Commonwealth to States whose shares redueed.

Evolution of the equalisation principle

29 TheStates (Personal Income Tax ShariAgdendment Act 198ai d t he Commi ssi on
review of State shares was to be based on equalisation principles, which it defined as:

(i) é payments to which the Seat are entitled. should enable each State to provide,
without imposing taxes and charges at levels appreciably different from the levels of the
taxes and charges imposed by other States, government services at standards not
appreciably different from #ghstandards of government services provided by the other
States;

(i)  taking account of

- differences in the capacities of the States to raise revenues; and

- differences in the amounts required to be expended by the States in providing
comparable government seres.

30 Similar definitions of equalisation were in the references for the 1982, 1985, 1988 and 1993
Reviews. However, debate during the 1993 Review suggested a more precise statement of the
aim of equalisation might improve the understanding of it. Comselyithe 1999 Review
reference said equalisation meant the grants to which Statentitled:

should enable each State to provide the average standard etfySeafriblic services assuming it
does so at an average level of operational efficiencyralds the average effort to raise
revenue from its own sources.

31 The Commi ssionbs 1999 Report rephrased that d

State governments should receive funding from the Commonwealth such that, if each made the
same effort to raise revenue from its ogources and operated at the same level of efficiency,
each would have the capacity to provide services at the same standard.

32 It considered its revised description was simpler and emphasised the key aims were to:
o equalise the State financial capacitieprovide services, not their performance; and

o equalise all States to the same standards waicthe reference requireslere the
average of those applying across the States.

33 The Commi ssionbés expression of Réiewdefinition
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Chapter 2 A brief history of the Commission

34  The terms of reference for the current 2010 Revdewot define equalisation but they make it
clear that simplification should be a focus of the Review, provide it is consistent with
equalisation. Reflecting the emphasissanplification and mae aggregated assessments, a
Commission information paper circulated to the Commonwealth and the States in Mgy 2007
proposed modifying the definition to:

State governments should receive funding such that, after allowing for material
factors affecting expnses and revenues, if each made the same effort to raise
revenue from its own sources and operated at the same level of efficiency, each
would have the fiscal capacity to provide services at the same standard.
35 This propoalindicates equalisation aims poovide all States with the same fiscal capality
it alsosignals the intention to assess only those factors that have a material eSeatieon

revenues and expenses. The final definition to be used in the Review is still to be determined.

Evolution of Commission methods

36 At the same time as the expression of the equalisation principle was evolving, so were the
methods used to implement it. As described in Chapter 4, the methods have evolved to reflect:

o the implications of changes in the way Statdfllied their responsibilities (such as the
increased use of technology in the delivery of services, increased outsourcing of service
provision, the corporatisation of some services and other changes arising from the joint
CommonwealtkState micreeconomicreform agenda of the 1990s);

o the changes in State financial policies, including an increased use of recurrent funds to
finance capital acquisition and the move to accrual accounting;

o the full range of factors which affected the relative costs of provigiate services; and

o the availability of more and better data.

37 Many changes were motivated by a desiretoease the transparency of the comparisons and
toensure each Stateods grants weherebpavdidindi rect | vy
incentives forStates to adogrant seeking behaviour)

THE INTRODUCTION OF THE GST AND THE RETU RN OF REVENUE SHARING

388 The next major event to affect the Commi ssion
policies and CommonweaHBtate arrangements.mfong other things, those reforms
introduced the GST, reduced income and wholesale sales taxes and abolished some State taxes.
ThelIntergovernmental Agreement on the Reform of Commonw@tdtaFinancial Relations
(the IGA) which accompanied the refornadsall revenue from the GST would be shared
among the States on the basis of equalisation principles and advice from the Commission. The

Commission Information Paper 2007/R2jnciples, Interpretation and Scope of Horizontal Fiscal
Equalisation available onthe€ mmi s s i o n & $ttpwvenwsv.coge.golv.au.
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Chapter 2 A brief history of the Commission

States were also given guarantees that for a transitional period their budgetary position would
be no worse than iteuld have been if the reforms had not taken place.

These reforms substantially increased the level of funds explicitly distributed on the basis of
equalisation because the GST revenue replaced the previous financial assistance grants and the
revenue fronthe abolished State taxes. The total funds distributed on the basis of equalisation
increased from $22 Billion in 19992000 to $30.dillion in 2000-01 (a 32 per cent increase).

The GST has also given the States access to a pool of funds which gronvataally with
the level of activity in the national economy and more quickly than the previous financial
assistance granés between 20002 and2007%08, the average annual increase in GST
revenue wag.9per centcompared with an average annual inseeaf 3.9 per cent in

financial assistance grants between 1993nd 1992000.

The reforms changed the context in which the Commission works. They shifted the emphasis
in CommonwealtfState arrangements from the amount of assistance made availiéble to

all ocati
related matters such as the continued appropriateness of equalisation as a basis for distributing
the GST revenue, the implications of equalisation for theieffit allocation of resources
across the country and the desirability of transparent and simple methods.

i nterstate

The techni

of shares which assumed the reforms matcbeen introduced.

Further hi

on.

cal aspects of
reforms because they are designed to produce State shasséstance which could be

applied to any amount of assistance. The main effects have been adjustments to exclude the
abolished taxes. The guarantee provisions also required the Commission to assess a second set

stori

cal

det ai

Thi

s has increased

the Commi ssionos

S

o f-Stateliiranci@l oelationss s i

are in Attachment A and an overview of processes used by the Commonwealth to determine
general revenue assistance to the States is in AteEadtn Attachment C contains details of

t he Commi stasksaalating to thé fmancing of local government, funding for Cocos
(Keeling) Islands, Christmas Island, Norfolk Island and the Jervis Bay Territory and the
relative needs of Indigenous Atalians in different regions.

SeeFederal Financial Relations 20008, Commonwealth Budget Paper No.3, p9.
Calculations done by the Commonwealth as part of the guarantee processes indicate that if financial
assistance grants had tioned, their average annual increase between-2aGind 200708 would

have been 4.1 per cent.
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CHAPTER 3

CURRENT EQUALISATION METHODS

INTRODUCTION

1

This chapter outlines the methods the Commission currently applies in allocating GST revenue
among the States and the factors which drive differences in State financial capacities.

THE AIM OF EQUALISAT ION

2

Equalisation in Australia aims to achieve a sitratvhere, after distributing the GST, each
State could, ift chose, provide the same services, charge the same taxes and achieve the same
per capitebudget result.

Since the IGA which accompanied the introduction of the GST states the GST revenue is mad
available to the States to spend according to their own priorities, the only aim of equalisation is
to equalise State financial capacities. Other possible aims such as equalising services provided
or the outcomes of State services would be contrahyetéGA because they imply constraints

on how States spend the GST revenue. In addition, all States have rejected such approaches
because they would erode State autonomy.

Using equalisation to distribute GST revenues to the States implies it reldies tutlgets

and their financial capacity to deliver services. It is not directly aimed at interpersonal,
community or regional equity, except in so far as comparability in State services and their tax
prices is a element ofnterpersonal and community equity.

GUIDING PRINCIPLES F OR IMPLEMENTING EQUA LISATION

5

During the 2004 Review, the Commission implemented equalisation with the aid of what it
called o6pillars of equalisatid4nd and a set
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Chapter 3 Current equalisation methods

Box 31 2004 Review equalisation pillars and assessment guidelines

Equalisation pillars. The equalisation principle reflects three pillars of equalisation:

. The financial capacities of States, not their performance or outcomes, are equalised.
. Statesare equalised to standards that reflect what they all do on average.
) A Stateds own policies or choices should no

Assessment guidelineshe Commission will make an assessment when:

. a conceptual basis for the existence efdisability is establishedl for example, it has been establish
that States experience different use and cost imposts when they apply the standard policy; and

° either:

- there is empirical evidence that differences exist between States in the leveland/iosainit
costs in providing services or in their capacities to raise revenues; or

- there is incomplete evidence that the identified influence is causing a difference between S
but tphrel néciinpl ed case i s st r adangeexisassrand thattinclydia
the assessment improves the equalisation outcome; and

. the assessment is material; and
. the margin of error associated with the assessment is acceptably small.

If the application of the guidelines leads to a decision thasaassment should be made, the Commission \
undertake a reality check of the results.

emphasis in the terms of reference on simplifying the methods. The revised guidelines it
proposedn theMay 2007 information papéndicate equalisation shatil

o Reflect what States collectively dbhis means the standards to which States are

Debate in the current 2010 Review indicated they should be clarified and revised to reflect the

equalised are an average of the range and level of services provided and taxes imposed

by all States. The Commission does not aim to give States the capacity tousetisty

needs. Nor, for practical reasons, does it attempt to estimate the costs States would
incur if they provided services with optimal efficiency. In short, equalisation is based

on what States actually do, not what they could or should do.

o Be poliggneutral. T hi s me a n s sharaadf the GSiefietctsanbiag States
collectively do, but is not directly influenced by its own politieShe assessments are

based on the premise that each State adopts the average policies in raising taxes and

delivering services.

o Be practical. This means the assessments must concentrate on the major issues, be

based on sound data and methods and be simple and well constructed.

o Deliver relativities most appropriate to the application ye&his means that, as fas a

possible, equalisation should reflect State circumstances in the year the funds are used.

However, there may be indirect effects since
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Chapter 3 Current equalisation methods

IMPLEMENTING EQUALIS ATION

7

10

11

12

Equalising State fiscal capacities requires funds to be distributed in a way that would give each

State the same budget outcome pertaapthey:
o provided the average level of State services to their popuation
. made the average effort to raise taxes from their revenue bases; and

. operated at the average level of efficiency.

To provide a basis of comparison, all assessments are madper capita basis. They begin

with the presumption that, if all things were

to its share of the Australian populatidnthat is, an equal per capita allocation of the funds
would allow all States to pwide the average level of services. However, things are not equal.
Revenue bases differ across States so that making the same revenue effort raises different
revenues. Population and other features also differ leading to different amounts of services
being required and different costs. If all States are to have the same capacity to provide
services, the equal per capita allocation must be adjusted to offset those differences.

So, each Stated6s assistance i shigheh(erloweg:ual p

o revenue raised by applying the average tax éateélse equal per capita amount is reduced

er

(increased) for States where taxing at the average rate would yield above (below) average

revenues (implying their per capita tax bases are larger (smaller) thewethge);

o costs of providing the average servicethe equal per capita amount is increased
(reduced) for States whose inherent features result in above (below) average per capita
expenses being incurred to provide the average service; and

. SPPs it receiv@from the Commonwealth.

The Commission calculates these adjustments by examining each tax and service separately
and summing the results. (Further details are in AttachBwgnt

For each tax, it:

. identi fies and me as uvakeoftmmasactionsSrithe Statdéthat t ax b

would be taxed if the average tax policy applied);
o applies the average tax rates to it; and

o compares the resulting assessed revenue with the average per capita m\ubsueax.

For each service, it:

o identifies and measures, for each State and Australia, the factors that affect the quantity
of services required (such as the number of school students and the number of
Indigenous people) and the cost of services (such as diseconomies of small scale, wage
levels andhopulation dispersion);

o adjusts the average per capita expenses for the effects of those factors to estimate each
Statebs costs of providing the average
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Chapter 3 Current equalisation methods

o compares the result for each State with the average per capita expenses.

13 Mostimportantlye ach St ateds assistance does not refl e
assumption that all States apply the average policies. So, if a State provides below average
services, taxes at above average rates or operates with above average effieiszsylting
budgetary benefits are retained by it. (Similarly, the budgetary costs of higher services, lower
taxes or lower efficiency are borne by the State). The interstate differences in per capita
assistance are due solely to underlying differeircesvenue bases and service costs.

14  The average revenues, expenses, tax policies and service provision policies used in the
assessments are al/l popul ation weighted aver a
this way, the policies of the moreulous States receive a greater weight.

15 The Commi ssionds <calcul ations ar e, of necessi

J they require extensive, reliable data on State revenues and expenses, revenue bases,
service use and other cost drivers which can onbtit@ined on mhistorical basis; and

o to minimise the effects of data deficiencies and to smooth the effects of short term
events, governments require the assessneiis basedn data for the most recently
completed five years. Those years precedeehewhen the recommendations are used
by between two and six years. (For example, the 2008 Update recommendations were
applied in 20089, but were based on data for 2@Rto 200607.)

16 Inthe absence of reliable means of adjusting the historibaliyd results to better reflect the
circumstances of the year when assistance is distributed, the Commission assumes they are the
best estimate of the future circumstaficéEhis may mean the relativities do not align well
with the circumstances of the yesinen they are applied, but the ongoing use of rolling
averages eventually mitigates the bulk of any effects, albeit with a lag.

WHAT CAUSES DIFFERENCES IN STATE RELATIV E FINANCIAL CAPACITI ES?

17 Table 31l indicates that interstate differences in revenue raising capacity and service costs
make large and quite different contributions to relative financial capacities. It shows:

o the distribution of the 20008 GST and heditcare grants pool which offsets the
differences in fiscal capacitpeasured in the 2008 Update;

o the distribution of the same amount that would be made if the fiscal capacities of the
States were equdl an equal per capita distribution; and

o the contribuibn of differences in revenue raising capacity, costs of providing services
and receipts of SPPs to the change in the distribution.

As discussed in Chapter 4, an exception istth@tCommission adjusts the data for the estimated effects
of major changes in Commonwealfitate arrangements.
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Table 31 Sources of differences in State fiscal capacities: 2003
NSW Vic Qld WA SA Tas ACT NT Total
$m $m $m $m $m $m $m $m $m
Update
distributior® 15201.7 11689.9 98134 45139 4633.1 1827.1 962.2 2352.8 509942
EPC distributio 16 699.7 12 636.5 10171.9 51145 38349 11946 8212 5209 50994.2
Chang&
Difference -1498.0 -946.6 -358.4 -600.5 7983 6325 141.0 18319 34035
Caused bylifferencedn
Revenue
capacity -8915 1313.6 -416.0 -1559.3 906.7 432.9 138.4 753 2866.9

Costs of services -614.3 -2424.4 40.5 9718 -71.7 2287 -73 1876.7 3117.7
SPPs received 8.1 164.8 16.3 -143 -364 -289 10.0 -119.6 199.2

(a) Applying the 2008 Update relativities to the 2008 pool and ABS estimates DEcember 2007 State populations

(b) Allocatingthe 200708 pool on an equal per capita basis using ABS estimaf@scagfimber 200Btate populations.

(c) Total change from equal per capita, calculated as the sum of the positive (or the niégatsvi) the row

Source:Commonwealth Grants CommissidReport on State Revenue Sharing Relativities 2008 Update

18 The table shows the total effects of differences in revenue raising capacity and costs of
providing services are large, and of similar orders of magnitude, butroftea in different
directions. Restricting equalisation to compensating for differences in, say, revenue raising
capacity would materially change the distribution of the funds. Compared to the equal per
capita distribution, the redistribution would bebabhalved, with New South Wales and
Victoria gaining and Western Australia, Tasmania and the Northern Territory losing. The very
high costs faced by the Northern Territory and Western Australia in providing services to
small, dispersed populations wouldt be recognised. Nor would the comparatively lower
costs of servicing a compact and more densely settled State like Victoria.

19 Figure3lshows the Statebs average relative revent
services for 20083 to 200607. Differences in revenue raising capacity range from 68 to
127 per cent of average while costs of service range from 92 to 108 per esatrade,
excluding the Nort heDifferencesinrevenue capatity haesa0 per c e
smaller effect on the distribution since State taxes fund less than 50 per cent of their expenses.

Figure 3-1 Relative revenue raisng capacitiesand costs of providing servicesaverage

200203 to 200607
Revenue raising Costs of services
300 300
%200 =200
o ]
- o
& @
100 '] I I:I Q100 A
0 - 0 4
NSW Vic Qld WA SA Tas ACT NT NSW Vic Old WA SA Tas ACT NT

Source:Commonwealth Grants CommissidReport on State Revenue Sharing Relativities 2008 Update
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What drives relative revenue raising capaities?

20 Table 32 showsthe main causes of interstate differences in revenue raising capacities over the
years 200203 to 200607 were

o mining revenue® mineral resorces are unevenly distributed aimper capita terms
concentrated in Western Australia, Queensland and the Northern Territory;

o taxes on ownership and transfers of real estatand values and real estate market
activity differ markedly with the highestalues or levels of activity occurring in New
South Wales, Western Australia and Queensland; and

o payroll taxesd the large businesses which pay this e concentrated in New South
Wales, Victoria and Western Australia.

Table 32 Major revenue contributors to redistribution from equal per capita:
200203 to 200607

NSW Vic Qld WA SA Tas ACT NT Totaf®
$m $m $m $m $m $m $m $m $m
Mining revenue 666.3 863.7 -511.7 -1243.7 146.6 65.3 58.7 -45.2 1800.5
Taxes on ownership an
transfers of real estatc -958.2 714.7 -394.5 -209.¢ 5443 216.3 21.4 66.0 1562.6
Payroll tax -617.5 -193.0 4447 -26.0 187.6 116.8 49.7 37.7 836.5
Other taxes 179 -71.8 45.5 -79.7 28.2 34.5 9.0 16.8 151.7
Total -891.5 1313.6 -416.0 -1559.2 906.7 4329 1384 75.3 2 866.9

(@) Total change from equal per capita, calculated as the sum of the positive (or the nitgats/i) the row
Source:Commonwealth Grants Commissid®eport on State Revenue Sharing Relativities 20fate

What drives relative costs of providing services?

21 Table3-3 shows the main causes of interstate differences in the costs of providing services
between 20003 and 200607 were:

o differences in the proportion of Indigenous people in State populdtidnsligenous
people use many services more intensively tharlndigenous people and each service
provided to them often costs more. The substantial differendhe proportion of State
populations who are Indigenous (ranging from under one per cent in Victoria to almost
32 per cent in the Northern Territory) mean the implications of this effect are high;

o differences in wage leves wages paid to comparable eloyees varied from about
4 per cent below the average in Tasmania to 3 per cent above the average in New South
Wales. These variations have big effects on the costs of providing State services
because they affect over 70 per cent of State expenses;

o disecamomies of small scal@ the less populous States have fewer people to spread
fixed costs over and there are large differences among the States in the size of their

3

The States have a common policy of exempting small businesses from payroll tax.
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population (varying from 6 855 000 in New South Wales to 213 000 in the Northern
Territory);

o population dispersiod costs of providing services in remote areas are generally higher
and there were noticeable differences among States in the proportion of their
populations living in remote areas (varying from 39 per cent in the Northern Teratory t
7 per cent in Western Australia and 0.1 per cent in Victoria);

. other population characteristids differences in age distribution and the proportion of
people with low incomes affect the use of many State serwiciés characteristics such
as low Englis fluency increase the costs of services; and

o geographical factord differences in features such as State size affect the length of
roads States must provide and climatic features affect asset lives and maintenance costs.

Table 3-3 Contribution to redistribution of main causes of differences in expensesverage
200203 to 200607

NSW Vic Qld WA SA Tas ACT NT  Totaf®

$m $m $m $m $m $m $m $m $m

Indigenous influencé® 3949 -852.2 2919 251.0 -121.3 6.3 -39.6 8587 14079

Wage level§ 8053 -66.7 -470.2 -1287 -141.1 -76.1 326 44.9 882.8
Diseconomies of small

scale -424.0  -254.7 -117.9 60.6 947 1757 166.9 2988 796.6

Population dispersi6h - 303.7 -373.0 157.4 2134 -154 -446 -385 404.3 775.1
Other population
influence&” 1075 -397.9 2528 -234 1253 1484 -1054 107.6 634.2

Physical environmefft  -94.1  -429.7 18.6 2995 37.5 143 -155 1694 539.3

Other influences on
expenses -95.4 -50.2 -92.1 299.4 -51.4 4.7 -7.8 -7.0 303.9

Total '614.3 -2424.4 40.5 9718 -71.7 228.7 -7.3 1876.7 3117.7

(@) Total change from equal per capita, calculated as the sum of the positive (or the nitgatsvi) the row

(b) Includes the effects of the usesatvices by Indigenous people and higher costs of servicing them, including the
effects of land rights and native title legislation.

(c) Effects of interstate differences in wage levels.

(d) Effects on costs of population dispersion.

(e) Includes the e#icts of interstate differences in the age profile of the population, cultural and linguistic diversity of
the population, income distribution and the use of services by residents of other States.
® Includes the effects of climate, natural hazards, vaataitability, and area and topography as reflected road length.

(9) Total is sum of the row. It is not equal to the sum of the column because some disabilities may offset others.
Source:Commonwealth Grants CommissidReport on State Revenue SharindpRéties 2008 Update
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CHAPTER 4
RECENT ISSUES IN EQUALISATION

INTRODUCTION

1 The States agreed equalisation principles would be used to distribute funds among them as part
of the 1976 tax sharing arrangements and again in the IGA that accompanied the introduction
of the GST in 2000. Nevertheless, there has been episodic delvetetber equalisation is
the most appropriate basis for distributing funds and on how it is best achieved.

2 This chapter discusses the major issues raised in the debate. It considers:
o the relationship between equalisation and efficiency;
o the relationshifpetween equalisation and simplification and reliability:
o the relationship between equalisation and contemporaneity; and
o some technical and practical issues in the implementation of equalisation:
- the revenues and expenses examined;
- the treatment of capitélansactions;
- the influences on revenues and expenses measured;
- the treatment of expenses on economic development;
- the treatment of specific purpose payments;
- global revenue assessments; and

- measuring revenue raising capacity for mining revenue.

EQUALISATION AND EFF ICIENCY

3 Equalisation in Australia, like that in other federal countries, refeetsognitionthat
differences in State services and taxeg/ produce inefficient interstate migration and
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interstate disparities in wealth may adversaffgct national cohesion However, there are

also concerns that equalisation may harm other national objectives, such as economic
efficiency and productivity. In a context where such concerns were raised by New South
Wales and Victoria, the referenam the 1988 Review asked the Commission to consider
whether equalisation had implications for the efficient allocation of resources across Australia.
Its 1988Report concluded that equalisation did affect the allocation of resources but the
effects were at serious enough to warrant changes in the way equalisation was implemented.

Another reference, received in September 1989, asik@thr questions. e Commission
again concluded that any equalisation system would have implications for efficienay, but
study done for it suggested the effects would be small. It also said it was unlikely that any
approach other than equalising the budgetary capacity of the States would better promote
equity among individuals in terms of their access to State servidds @aying for them.

The issue was raised again during the 2004 Review and magetheme in the 200Report

of the Review of CommonwealBtate Funding done for New South Wales, Victoria and
Western Australfa The Commissio 6 s 2 0 0 4epdrteoted thevStates had different

views on the appropriateness of equalisation as a basis for distributing revenue. While most of
the issues were not new and were to be expected, the vigour with which they were put
suggested some States had strengthenedvibei that equalisation needed to be revisited.

The Commission also said that since State circumstances and approaches to delivering services
were constantly changing there would be benefits in reviewing equalisation and its objectives
from time to time It did not do so because it considered it was a matter for governments to
initiate a review of the financial architecture of the federation, if they judged it desirable.

In the context of these debates, efficiency encompasses concepts of allocatimeoonic

efficiency (meaning resources are allocated to regions and tasks up to the point where their
marginal benefits are equal to their marginal costs) and technical or service delivery efficiency
(meaning thenaximumoutput is obtained from any giveemvel of resources).

New South Wales, Victoria and some commentators have been concerned that equalisation has
the following adverse effects.

o Equalisation means individuals do not face the true price of the State services they
consume which reduces thaéicentives to relocate to other States and other regions
where productivity is higher, which leads to lost output for the nation.

o Equalisation leads to the public sector in low capacity States being larger than it
otherwise might be, because the resigd@fthose States demand more services than
they would if they faced their full cost .

The creation of the Commission and the commencemehedapecial grant process was in part a
response to threats by Western Australia to secede from the federation. The introduction of
comprehensive equalisation in 1976 was partly influenced by the concerns of the more populous States

thatthey were notreci vi ng their o6fair shared of Commonweal th
Garnaut R and Fitzgerald Review of CommonweaiBtate Funding, Final RepgrAugust 2002.
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governments, which tend to place greater priority on providing more services than
reducing taxes.

o Equalisation may encourage graeeking behavioud Statesmayover provide
services where they have disabilitiesifoposehigh taxes on small revenue bases) and
under provide services where they have cost advantagesp@selow taxes on large
revenue bases). This possibility arisee cause each Stateds action
standards to which they are equalised. While no State can vary its priorités aongt
budgetary benefit, it may be able to increase some service levels at less thar’full cost
Studies using Canaah and Australia dataalso suggest some tax rates in low capacity
States are higher, and the revenue bases lower, than they might be without eqdalisation

J Equalisation may reduce incentives for a State to promote economic growth because
much of the extr&tate tax revenue generated by successful development is offset by
reductions in its share of the G8T its net benefit is its population share of the extra
State tax revenue. The balance is, in effect, transferred to the otheti8taigh
increases itheir shares of the GST. Moreover, another major source of revenue from
such development, increased company tax, goes to the Australian Government. Similar
concerns have been expressed in other countries, including Canada and Germany.

o Equalisation redwes the incentives for a State to improve the efficiency of service
delivery because savings are redistributed to other States.

o Resources used in managing the equalisation system could be put to better use.

In considering these arguments, it is importariide@lear about what equalisation does and

does not do. Firstly, it equalises the financial capacities of the States, not the level of services
provided. Decisions on how those capacities are used (what the funds are used for and where
they are spent) amade by each State government, which often do not set out to equalise the
standard of their services with those in other States or to equalise services in all regions within
their borders Secondly, equalisation does not remove the effects of loaatitime costs of

private goods and services. Those costs could be expected to have a greater effect on the
decisions of individuals about where they live and work than the standard of State services. As
a result, any effects of equalisation on the inestiof people to locate in their most

productive areas may be much less than implied by the critics. st®e, equalisation is

based on the average policy of the States, Btatie facethe full marginal costs of providing

For example, the Northern Territory, which has large needs due to its large Indigenous population, coul
increase expenses on essential services in remote Indigenous communities by $1 and recover about
66 cents in increased GST. New South Wales could increase expenses on urban transit services by $1
and recoup 7 cents through increased GST.

Smart M,Raising taxes through equalizatio@anadian Journal of Economics, Vol 40, No 4, November
2007 and Dahlby B and Warren Niscal incentive effects of the Australian equalization system

Economic Record, Volume 79, pp 48445.

Typically, the standardfeservice provided in each region reflects the need for, and the economic costs
of, the service and differs between urban and rural areas.
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services ints remote areashat is, equalisation does not give them incentives to favour
service delivery in high cost areas or to high cost users.

Similarly, equalisation is unlikely to reduce the incentives of States to improve the efficiency

of their service delivery processedsqualisation is based on the presumption that States are
equally efficient. If any State makes above average efficiency improvements and reinvests the
savings in better services it retains all the benefits.

Other States have also noted that any realdsdficiency effects of equalisation are likely to
be much less than those implied by the concerns listed in para&jbaghuse:

o equalisation may increase eféicicy by discouraging inefficient fiscally induced
migration (that is, migration caused by differences in the level of State taxes and
services) and migration that could generate further inefficiencies by increasing
congestion costs in the gaining States;

J since States decide how they spend the funds, efficiency gains from reducing
equalisation depend on the relative efficiency of the public sectors in the gaining and
losing States;

o there is no evidence that equalisation affects State priorities on seniezydand
many political and administrative processes mitigate against it; and

o tax revenue is not the only benefit States or their residents receive from development
and there is no evidence that equalisation has prevented States supporting development.
However, there is evidence that States compete with each other for development.

Overall, the size and directionefg u a | i rsehetfect@megamomic efficiency is an
empirical question, albeit a difficult one. Several studies have been done tanrgsare the
efficiency effects of reducing the level of equalisation achieved.

Typically, these studies postulate reducing equalisation by distributing the GST to the States
where the tax was generated (a 6Sequalger of ori
capita basis or making it less comprehensive. They then model the effects on interstate

migration and welfare of State responses to the changes in the revenue available to them.

Table4-1 shows the implications for State budgets of replacing the-26Ggualisation

di stribution of GST with distributions based
capita payments. Thmplied redistributions away from Tasmania and the Northern Territory

would be about 20 and 50 per cent of their operating expenses. However, the figures are
illustrative only. There is no official dissection of GST revenue according to the State ivhere

was generated it cannot be prepared becauseudctical issues relating to tax collection

processes and the administrafprecessesf businesses that operate in more than one State.

Table4-2 summarises the results of studies that try to estimate the efficiency effects of
equalisation. Most indicate equalisation leads to small reductions in national welfare.
However, each can lmiticised on various grounds, mostly relating to the sensitivity of the
outcomes to the assumptions made to allow the inherently complex real world to be modelled.
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Table 4-1 Different distributions of GST revenue 200506

NSW Vic Qld WA SA Tas ACT NT  Aust

$b $b $b $b $b $b $b $b $b
Equalisation distribution 10.4 7.9 7.7 3.8 3.4 15 0.7 1.8 373

Estimated GST generated (a 13.2 9.6 6.7 3.4 2.6 0.8 0.7 03 373
Equal per capita distribution 12.4 9.3 7.3 3.6 2.7 0.9 0.5 04 373

Differences
Equalisation less
generated -2.8 -1.7 1.0 0.4 0.8 0.7 0 15
Equalisation less EPC -2.0 -1.4 0.4 0.2 0.7 0.6 0.2 1.4

@) Official figures on GST generated in each Stli@otexist Those in the table were estimated by Nexwith
Wal es in a July GSU:0H WdyAbeadng Metv Sduth Wéales Govérnment Proposal
Their use in the table is for illustrative purposes and does not imply the Commission endorses them.

Table 4-2 Summary of sudies on the efficiency effects of equalisation
Studies Effects modelled Welfare changes Relative
to GDP?
$m %

CGC, Model concentrated on intate efficiency gains  $30 million a year in 0.008
(1990) (b) from removing location specific disabilities. 198889 dollars.

Garnaut and Model aimed at measuring ingite allocative $169 million a year by 0.024 to
Fitzgerald efficiency gains of replacing equalisation moving to EPC distribution 0.039
(2002) (c) distribution with EPC and State of collection and$279 million by moving

allocations. to State of collection.

Dixon etal Similar to the work done for Garnaut and Fitzger: Ranged from $75 millionto  0.01 to
(2002) (d) (2002), but with different assumptions, on labour $169 million ayear. 0.024
and leisure choices.

Dixon et al, Similar to the work done for Garnaut and Fitzger: Ranging from$65 million -0.008 to
(2005) (e) (2002), with further variations in assumptions. to $135million under 0.016
various scenarios.

(@) The current yeaprice of GDP when the study was done.

(b) Commonwealth Grants Commissid®eport on Issues in Fiscal equalisation 1990, Volume Il

(c) Garnaut R and Fitzgerald Review of Commonweaitate Funding, Final Repgrugust 2002.

(d) Dixon PB, Picton MRan®R i mme r  MTEfficiebdy Bffects ofdntegovernmental Fiscal Transfers in
Australia  @he Australian Economic Revievpl 35(3).

(e) Dixon PB,Picton MR and Rimmer MT, 200E&fficiency Effects of Changes in Commonwealth Grants to the States:
A CGEAnalysi® Australian Economic Papers Vad.

16 Inits 1988 ReviewReport, the Commission noted that since Stat@s free to decide how
they spend the funds received, the most important issue was to ensure equalisation did not
affect their decision makingrocesse8 that is, to ensure equalisation is policy neutral and
does not provide incentives for States to make inefficient decisions. During the 2010 Review,
some States have argued that policy neutrality could be improved and potential efficiesicy cost
reduced by means such as:

o confining the expense assessments to the core services which all States provide
(education, health and welfare and law and order) because assessments for other
services may encourage grant seeking behaviour;
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o assessingnly thoseadisabilities that reflect interstate differenceséanvice usdecause
allowing for cost differences is more contentious and often based on unreliable data;

o excluding improvements in State revenue bases that stem from above average economic
development glicies;

o discounting the equalisation differentials; and

o applying safety net arrangements where the shares for South Australia, Tasmania and
the Northern Territory are based on equalisation and the other States receive equal per
capita shares of themainder.

17 The Commission has noted that reducing the comprehensive coverage of equalisation would
reduce the policy neutrality of the assessments andeadytogrant seeking behaviour.

EQUALISATION AND SIM PLIFICATION

18 Perhaps the most common criticisirequalisation in Australia and overseas is that it is
complex and hard to understand. The Commi ssi
as a black box and a process that is understood by only a selecttfesssometimes implied
that much oftiis complexity stems from the assessments of the relative costs of providing
services, but critics of Canadads equalisatio
it is complex and noiransparent.

19  While simplicity is highly desirable, all Sts agree that equalisation should be based on what
States collectively do and that its results should be fair. There is considerable conflict between
those expectations, primarily because what States do, is not simple. For example, they:

o impose a rangef taxes, each of which tax fundamentally different things;

o they provide many services (such as education, health, law and order, roads, transport,
industry assistance and administrative services) which often have different client bases;

o they provide thoseervices in different ways; and

o the demographic, economic and physical environmafttse States differ.

20 Atask that involves examining such a diverse group of activities and circumstances will
inevitably be detailed and involve some complexity. Inadigation, as in many other aspects
of Ilife, there is truth in the adage that o&éwh

21 Finally, it is not always c¢clear what peopl e s
some cases they seek broahpdistic comparisons that have few moving parts. In other
cases, more transparent comparisons are séuglmparisons that are clear and logical and
where the links between State revenues and expenses and the things that affect them can be
seemandundestood. Simplicity and transparency are not always the same thing.

SeeGarnaut R and Fitzgerald Review of Commonweaiftate Funding, Final RepgrAugust 2002.
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22 Inthe 1999 Review, the Commission responded to State calls for greater transparency and
accuracy by introducing comparisons which better matched the disabilities with the expenses
they dfected, made linkages and decision points clearer and removed -doubliéng.

However, that improved transparency increased the level of detail.

23 At the start of the 2004 Review, the Commission proposed changes that would continue to
base the comparias on what States do but would also:

o reduce the number of categories, disabilities and adjustments in the expense assessments
by making separate assessments only if they had a material effect on grant shares; and

. use broader measures of revenue bases.

24  Notwithstanding the widespread support in principle for simplification and reduced detail, it
proved hard to achieve because most States were concerned about the possible implications for
their grant shares. They rejected acttbesboard approaches to sinfidation and most
argued for more complex and detailed comparisotiseifmight benefit them.

25 The 2004 Reviewreport concluded that simplification should be a priority going forward but
acknowledged it would beardto achieve. The 2004 meeting of taisterial Council for
CommonwealtkState Financial Relations subsequently asked Heads of Treasuries to examine
the equalisation methods to see if equalisation could be achieved more simply and reliably.

26 The Heads of Treasuries, with assistance fraChairman of the Commission, examined a
wide range of issues. They noted the 2004 Review assessments were very detailed involving
some 37 assessments of different State revenues and 359 assessments of influences on State
expenses. They also noted maagessments had relatively small efféctd 72 of the
expense assessments redistributed less than $5 million each. They concluded the methods
were generally robust but simplification would be beneficial, providing it was consistent with
the equalisation puciple. They recommended that their work be continued by the
Commission as part ¢fiebroader 2010 review of relativities and that the reference for the
review contain guidance on where simplification may be achieved.

27  The 2005 Ministerial Council meag accepted those recommendations. The subsequent
terms of reference required the Commission to:

o simplify its methods, provided thati# consistent with the equalisation principle, by:

aggregating assessments;

- applying materiality thresholds;

- eliminaing assessments found unreliable;

- addressing issues relating to data quality; and

- reviewing the scope for the use of more general indicators of needs; and

o report progress to the 2006 and 2007 Ministerial Council meetings.

28 Thoseprogress reports stressed the need for simplificatiorsaidequalisatiorcould be
achievedn a simpler way bwpplyingpa 6 cl ean sl ate, top downdé app
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approach, which was broadly accepted by all States, the Commission will disag§tatmate
revenues and expenses and assess disabilities only if it materially improves equalisation and
can be done reliably.

Some interim assessment guidelines have been developed to help implement the new
approach. They indicate the Commission will:

o congder a State service or revenue for sepaaasessment only if:
- it is a major service or source of revenue that is distinct from others;

- it is affected by disabilities that are markedly different from those affecting
other services or revenues;

- satisfactoy assessments can be made; and
- it has a material effect on the GST required by at least one State;

if these conditions are not met, the service or revenue would be assessed with other
broadly similar ones; and

o include a disability in the assessments if:
- there is a presumptive case that it affects State expenses or revenues;
- a conceptually rigorous method of measuring it can be derived,;

- the data available to measure it are fit for the purpose and of suitable
quality; and

- it has a materiakffect on the G required by at least one State.

While the materiality thresholds to be applied have not yet been finalised, the interim

thresholds require: the separate assessment of a service or revenue to change the GST required
by any one State by at least $30 g&pita; and a disability to change the GST required by any

one State by at least $10 per capita. (The proposed threshold for disabilities is lower because
more than one disability may be assessed for each service).

Processes involving close consultatwith the Statesre beingollowed to consider the extent

to which State expenses and revenues should be disaggregated into separate services and taxes
and the disabilities that should be assessed for each category. The current proposals indicate a
substatial reduction in the level of disaggregati®nthe number of revenue categories could

fall from 12 to 7 and expense categories could fall frontp3Eb.

EQUALISATION AND CON TEMPORANEITY

32

Reliable measures of State relative financial capacities require reliable data on State revenues,
expenses and demographic and economic circumstances, which can be apanea

historical basis. This implies the allocation of funds devised by then@gsion is backward

looking and may not reflect State circumstances in the year it is used.

50



33

34

35

36

37

38

39

40

Chapter 4 Recent issuesaqualisation

The possibility of the allocations being out of date is increased by the averaging processes
adopted to improve their stability and reduce the impact obffndata problems. Up to 1989,
State allocations were required to be based on an average of the data for the most recently
completed three financial years. Since 1989, references have required the relativities to be
based on an average of the data for fimaricial years; making them between two and six
years out of date when the allocations are used.

To ensure the State shares better reflect the Commonv&tattharrangements in the year

they are applied, the Commi s dndemhisprecess, a pr oce
State revenues and expenses are adjusted to what they would be under the Commonwealth

State arrangements in the year the shares will apply. However, backcasting is only done when

the changes in arrangements are large and theireffantbe estimated reliably. Changes in

State tax or service delivery policies are not backcast betmdsesamay reduce the policy

neutrality and reliability of the results.

While regular reviews and annual updates keep the State sharewataigpas possible, they
cannot overcome the lags caused by the use of historical data and the averaging processes.

When the question of the most appropriate averaging period was last considered in 1999,
New South Wales, Victoria, Queensland and Western Aliatsupported the five year period
because it provided more stability in the relativities. South Australia, Tasmania and the
Northern Territory argued five years was too long, the relativities were too faf-date

when they were applied and the vdigtin funds distribution may not be reduced.

The Commission considered thatcause equalisation was intended to offset the financial
effects of changes in the relative circumstances of the States, volatility in relativities and
general revenue askifce was a less relevant issue than volatility in State total revelhues.
concluded a three or a five year averaging period could be consistent with equdbigation
frequent changes in the length of the review period posed a risk to equalisatioa. Thos
conclusiongeflected itsview that a long period of annual equalisation assessments, with each
based on a moving average of the same number of years, tneathll years equéyf. That,
together with the typically cyclical nature of State economiesnhchanges in State
circumstances should eventually average out and equalisation would be achieved over time.

In the event, the 1999 Premiersodé6 Conference d

In the 2004 Review, South Australia and Tasiaargued again that long term trends in the
financial circumstances of some States together with the lags in the process meant equalisation
would not be achieved. States whose relative financial capacity was declining over the long
term would be contirally underequalised. Conversely, those with long term increases in

their relative circumstances were oegualised.

Similarly, recent claims by New South Wales and Victoria that their citizens should not be
subsidising the high growth States of Qudams and Western Australia reflect concerns about
the lags in the process. In effect, they are concerned that the relativities do not fully reflect the
current circumstances of the States.
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41  Figure 41 illustrates the significance of the differences in the historical and current
circumstances of the States. With the benefit of hindsight, it shows the five year average
relativities used to distribute the GST over pleeiod 200102 to 200607 overestimated the
fiscal capacity of New South Wales and underestimated that of Queeimstauh year

Figure 4-1 Comparison of annual and average rativities

New South Wales Queensland
1.0 1 1.1 1
————— Annual relativities o e
Average relativitie: .-~ i 1.0 A /\\
0.9 Tl
e 094 ——--- Annual relativities [k P
~~~~~ - Average relativitie:
0.8 T T T T T 1 0.8 T T T T T 1
2001-02 200203 200304 200405 200506 200607 2001-02 200203 200304 200405 200506 200607

Source:Commonwealth Grants CommissidReport on State Revenue Sharing Relativities 2008 Update
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Several methods of improving the contemporaneity of the State shares have been proposed.
They include using State forward estimates of revenues and expasiagsprojections of

State finances and circumstances, using a two part grant process in which assistance is initially
advanced and then i@tciled when data are available arging a shorter averaging period.

Final conclusions on how the relativitiegght better reflect the circumstances of the year in

which they are applied have not been reached. However, the shorter averaging period appears
to be the most viableThe othemlternativesvould increase complexity or redutte

reliability and policyneutrality of the assessments.

ISSUES IN THE IMPLEM ENTATION OF EQUALISA TION

44
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On many occasions, the Commission has considered whether it should be seeking full or
partial equalisation and how it could:

best ensure the State relativities are not affdayednd do not affect, the policies of
individual States (that is, they are policy neutral); and

capture changes in the average policies of the States on financial management, the
services provided, how services are provided, and changes in data atailabili

These themeflow throughthe following sections.

The scope of State revenues and services examined

46

Early in the 1981 Review, the Commission proposed that its comparisons cover the revenues
and services included in the recurrent budgets of all ot 8tases because:

States used the assistance being distributed to fund recurrent services; and

a comprehensive coverage ensured each State was treated fairly.
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The Commi ssionds proposal included all St at e

o expenditure on @ds and housing and revenues from motor taxes and housing rents
because they were not usually accounted for in State revenue budgets and they were
subject to separate Commonwedhtate arrangements;

o business undertakings that did not regularly make agetagainst Consolidated
Revenue in all or most Statés State railways, metropolitan transport, country water
supply, sewerage, irrigation and drainage authorities were included but port,
metropolitan water, electricity and gas, banking and forestry atiéisovere not; and

J any capital items not usually included in revenue budgets.

In cases where there were interstate differences in the extent to which the Commonwealth and

| ocal gover nmdrytpe 6f sreded c@®St,attédhe armmengessvant act
were also included for example, the suburban transport services provided by the Brisbane

City Council were included.

At that time, and again ilater reviews, New South Wales proposed the comparisons be
restricted to education, health and lamd order services because they were the bulk of State
expenses and were provided in all States. It also said a restricted coverage would be simpler
and more policy neutral because State policies determined which other services were provided
and the amourspent on them.

Each time, the Commission decided to adopt a comprehensive approach because it had no
basis for deciding which services were more important than others. It also considered a partial
approach would advantage some States and disadvanitege. For example, expenses on
education, health, and law and order account for 55 per cent of State gross eixpibieses

2008 Update, but only 39 per cent of the redistribution arising from the expense comparisons

However, the scope of equalisatibas changed over time following changes in State financial
policies and circumstances and the availability of better ddgay changes wremade in the

1993 Review. At that time, the Commission decided that, provided comparable financial data
were available, the simplicity and transparency of its work would be improitezbiferedall
recurrent State functions. It considered this wouddifgl the effect of each function on State
shares of general revenue assistance.

This led to the inclusion of road maintenance expenses, motor taxes, revenues and expenses of
housing services and the net impact of all State business undertakings mmtdadgets.

Changes in the way States structured their operations, such as the corporatisation and/or
privatisation of some services and the introduction of other reicomomic reforms, also
affected the scope of the comparisons. These changes atdchin the 2004 Review when

Restrictingexpense assessments to education, health, and law and order services would have increased
the GST and health care grant revenue of New South Wales, Victoria and Queensland by $1.9 billion
(Victoria would have received $1.2 billion) and reduced that obther five States by the same amount

(the Northern Territory would have received $1 billion less and Western Australia $0.7 billion less).
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the Commission decided that since the GST was intended to supplement State budgets, its
comparisons should be confined to activities that had a direct impact on State operating
accounts. It excluded outlays for the purchageudtlings and capital equipment, the

proceeds of borrowings, the business activities of State enterpris€spimmionwealth
paymentgo local government or negovernment service providers that pass through the
States. However, it included any directeett of those activities on the operating statements,
such asubsidies States provide to enterprises, and the taxes and other contributions trading
enterprises make to State budgets.

54  Including capital transactions.Perhaps the most significant changéhi@ scope of the
comparisons occurred in the 1999 Review when the Commission decided to include the
recurrent effects of capital transactions.

55  Prior to 1999 capital transactions were excluded from the comparisons bdbause
Commissiorconsideredts taskwas todistributefunds thasupplemered State recurrent
revenues and it was the Loan Coudicdl b dstriliutecapital assistance.

56 Inthe 1999 Review, the Commission reconsidered its approach in the context of changes in
CommonwealtFState arrangements and State financial management policies, including:

J the abolition of the Loan Council capital grants program in 1884 and the cegion of
new processes for the scrutiny of the government borrowing;

o the growing use of surpluses on recurrent account to fund capital programs;

o the growing use of leasing as a means of acquiring capital resources;

o the increased contracting of the privagetor to provide State services;

o the inclusion of some capital SPPs (such as roads) in general revenue assistance; and

o the introduction of accrual accounting, which meant the full operating effects of capital
were reflected in the recurrent budget.

57 Thosechanges blurred the distinction between capital and recurrent transactions and the
Commission considered equalisation would not be achieved unless it included capital
transactions or broadened and improved its assessments of the recurrent effectsl.of capit

58 The Commission decided it should not include capital transactions unless directed to. So, it
improved its assessments of the recurrent effects of capital by including depreciation expenses.
At the time, all States acknowledged the operating eftdatapital were relevant to
equalisation and most agreed the omission of depreciation detracted from equalisation.

Assessing the implications of capital transactions for State financial capacities

59 Assessments of the recurrent effects of capital (mdedes interest earnings, interest
expenses and depreciation) on State financial capacities have been contentious and difficult.

60 Initially, the Commission considered the Loan Council distribution of loan funds and the
absence of evidence of major diffeces in State policies meant differences in per capita
interest expenses would be sufficiently policy neutral indicators of relative needs.

54



61

62

63

64

65

66

67

68

Chapter 4 Recent issuesaqualisation

However, in the 1988 Review it noted State net interest expenses appeared to be heavily
affected by State policiemd were no longer closely related to Loan Council decisions. To
improve the policy neutrality of the assessments, it decided to base them one third on interstate
differences in actual per capita expenses, one third on equal per capita and one ligird on t
overall disability factors for all other expenditure. Although an improvement, continued
deficiencies led to this assessment being extensively raviskd 1993 Review.

The 1993 Reviewassessment estimated the interest expenses the States wawuibitirey had
the facilities needed to provide the average level of services. It took account of:

o the accumulated capital expenditures each State would have incurred sind@81972

o the funds available to finance that expenditure through capital godimes,capital
revenues and accumulated average budget outcomes sineé3t @izl

o the lower interest rates New South Wales, Victoria and Queensland could achieve
because of their larger borrowings.

In the 1999 Review, the assessment for the newly indlddgreciation expenses aimed to

allow all States to fund the annual depreciation of the capital stock required to provide the
average services, after allowing for factors that affect the cost of those assets diveéshéir

took account of interstatifferences in the quantity of assets required to provide similar
services, the cost of those assets and factors that affected their useful lives. The introduction
of the depreciation assessment also necessithtetjes to the interest expenses assegsme
recognise that accumulated depreciation funded some capital expenditure.

During the 2004 Review, the States generally accepted the conceptual basis of the assessments.
However, most wanted them based more solidly on evidence and considered teupds
assessment could better reflect current circumstances. The methods were reiisplifyo

the depreciation assessment and use more reliable ways of measuring the allowances.

In the case of interest expenses, most States said the growergriitfs in their policies on

the use of borrowings to purchase financial assets should not affect the assessments. They
agreed the simplest approach was to offset interest earnings against interest expenses.
Changes were also made to allow for the effect State interest expenses of the higher prices
and higher capital expenses faced by States with more recent population growth.

Since the 2004 Review, a reconsideration of the methods has been prompted by changes in
State financial circumstances (esp#githe movement from a position of net debt to one
where on average they hold net financi al asse

The effect of capital related transactions on State relative financial capacitiesble4-3

shows how average net interest and depreciation expenses have varied over time. Net interest
expenses grew as a proportion of total State expenses until #i®8fd but fell tereafter as

States accumulated net financial assets.

Table4-4 shows changes in State interest and depreciation expenses and assessment methods
have caused noticealithanges in the distribution of general revenue assistance. The
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inclusion of depreciation in the 1999 Review increased the redistribution. It particularly
increased the shares of New South Wales and the Northern Territory because of the allowances
made or the effects of large cities on asset requirements and costs, the high building costs in
remote areas and the debilitating effects of tropical climate on asset lives. However, their
shares fell in the 2004 Review when:

o the importance of interest expease State budgets declined; and

o the assessment methods were changed because allowances for the effects of large cities
and tropical climate on depreciation expenses were not supported by reliable data, and
allowances were made for the effects of recepufaiion growth on asset costs and
depreciation expenses (increasing the shares of Queensland and Western Australia).

Table 4-3 Average value of capitalrelated transactions
Net interest Net interestas % ¢ Depreciation as % @
expenses Depreciation State expense State expense
$pc $pc % %
198283@ 28.43 na 2.3
198687 67.20 na 3.6
199091© 133.43 na 5.4
1994959 199.60 249.9¢Y 6.3 7.9
199899 117.42 157.42 2.9 3.9
2002039 63.05 186.20 1.3 3.9
200304 -111.66 188.50 2.3 3.9
200607 -155.50 224.74 2.7 3.9

(@) Covers the six States only.

(b) Covers the six States and the Northern Territory.

(c) Covers the six States, the Northern Territory and the ACT.

(d) Estimated by Commission and includes depreciation on urban transit and housing assets. Amounts for subsequent
years were from ABS Government Finance Statistics and exclude depreciation for urban transit and housing.

SourceCommonwealth Grants CommissjdReports on 1982, 1985, 1988, 1993, 1999 and 2004 Reviews of State
Relativities andRelative Fiscal Capacities of the States 2008

Table 4-4 Redistribution caused by interest expenses and depreciation assessments

NSW  Vic Qd WA SA  Tas ACT NT Redi®

$m $m $m $m $m $m $m $m $m
1985 Review -57.2 8.0 -0.2 -164 18.1 19.3 0.0 28.4 73.8
1988 Review -53.7 -12.2 -23.4 -8.3 325 7.4 0.0 57.6 97.5
1993 Review -67.5 -93.6 25.2 66.3 14.5 14.7 -40.7 81.1 201.8
1999 Review 350.4 -143.5 -210.2 359 -19.1 -227 -55.0 136.2 522.5
2004 Review -1.0 -108.2 -0.4 87.0 -12.0 3.2 -12.3 43.8 134.0
2008 Update -39.5 -144.8 7.7 89.0 -7.3 12.3 -1.7 90.4 199.3

@) The sum of the positive (or the negative) values in the row.
SourceCommonwealth Grants Commission.
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The drivers of interstate differences in expenses taken into account

69
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When he Commissiomegarthe all State reviewis made allowances for factors that affected:

o the use of services, such as student enrolments per capdutmation services and the
0 to 17 year old population for child welfare services;

o the cost of providing each unit of the service, including:
- scale effect® to reflect the effects of diseconomiessafiallscale;
- population factors, such:as

(i)  populationage structure and social composititmmeasure the effects
on the cost of a service arising from interstate differences in the size of
groups in State populations, such as people with low English fluency,
Indigenous people and people with low incéme

(i)  population dispersiario measure the effects on communication, freight
and staff costs of interstate differences in population dispersion; and

(i)  urbanisationto measure the effects eprvice costarising from
congestion, social dysfunction, pollution ahé need for planning;

- environmental factor8 to measure the effects on the cost of a common
service arising from interstate differences in:

(i)  geographic and climatic features; and

(i)  the level of economic development and availability of private services.

The factors taken into account and the methods used to measure them have been debated
extensively in every review. Naturally, each Stasmtedthe Commission to recognise extra
factors that benefited it, emphasised those that increased its share, ankhgeaviife others.

Those debates and improvements in data led to an expansion in the range of factors recognised
and changes in methods to better measure them, to reduce the possibility of double counting, to
better link the factors with the expenses thiégcied, and to reflect changes in circumstances.

The population characteristics reflected in disabilitiekterstate differences in population
characteristics have major implications for relative financial capacities because they affect:

o the quantityof services States providgecesome services are provided for specific
groups of people and some groups use some services more than other groups; and

o the cost of each unit of service provided because some groups of people are more
expensive to servicedh others.

The range of characteristics taken into account has been constant. However, the importance of
each characteristic differs and it changes over time due to changes in the relative size of
population groups across States, the level of expendes 8teect to them and the availability

of data on how each group affects service use and costs.

Some of these groups also affect the use of services.
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Population characteristics with large effects on the financial capacities of the States are:

the proportion of the population who are Indigenous;

o the proportbn of people \ith low income;

. where people live, especially the proportion of people living in remote areas;

o age distribution; and

o the proportion of the population from culturally and linguistically diverse backgrounds.

The proportion of the population wlame Indigenous.Thisone ofthe largest influenceon
relative financial capacitiesedistributing almost 2 per cent of fufldslative to an equal per
capita distribution. This large redistribution arose because:

J there are large differences betweates in the proportion of Indigenous people in their
populations (ranging from less than one per cent in Victoria to almost 32 per cent in the
Northern Territory compared with the average position of 2.5 per cent);

o Indigenous people make greater use ahynhealth, welfare, housing, and law and order
services (Indigenous use of hospital inpatient and welfare services is more than twice
and 3.5 times respectively that of Rimdligenous people); and

o after allowing for other factors, the costs of providiegvices to Indigenous people are
higher than the costs of providing them to 1iedigenous people (for example,
education costs are 10 to 30 per cent higher, community health service costs are 300 per
cent higher and housing services are 30 to 80 pehagmr).

The proportion of peopleithh low income.On average, 28 per cent of Australians have low
incomé® but the proportion variefsom 26 per cent in Western Austratia34 per cent in
Tasmania. These differences redistributed about 1.4 per cent of the funds-b62ause

people with low income make greater use of health, welfare and housing services and States on

average devote 15 per cent extra resources to $suilem low income backgrounds.

Where people liveThis feature redistributed about 0.8 per cent of the funds in@60T he
redistribution arose larfiebecause people in remote areas use hospital, other health and
housing services more than thas@ether aregsStates devote more resources to students

living in remote aregsandStatessubsidise water and electricity costs in arid and remote areas.

Age distribution. Interstate differences in the age distribution of the population redistributed
about 0.7 of a per cent tifefunds in 200806. This effect is smaller than might be expected
because the effects often offset each other. For example, States with a higher proportion of
older people in their population incur higher health expensdswat education expenses.

Proportion of the population from culturally and linguistically diverse backgrougsy
South Wales and Victoria have long argued migrants and refugees increase their expenses.

10

The pool of GST revenue and health care grants laligéd in 200806 was $44611 million.
The Commission defines low income as households with an annual income of less tBan $83
individuals with an annual income of less than $20 in 2006.
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During the 1999 and 2004 Reviews, they demotedrthey had above average proportions of
migrants and refugees in their population. However, they could not provide, and the
Commission could not find, robust data that showed those pleaglan above average use of
services except for hospital inpatie services. Nor could they demonstrate a mabgtigher
costs, apart from thextracosts arising from low English fluency and some costs linked to
refugees. This limited the allowances the Commission could assess.

The resulting allowances, which mgi reflected the cost imposts of low English fluency,
redistributed about 0.2 per cent of funds in 2065 On average, costs of providing education
and inpatient services to people with low English proficiency were about 10 per cent higher
than for othes and 50 per cent higher for other health and some welfare services. The
proportion of State populations with low English fluency ranged from 0.5 per cent in Tasmania
to 4.1 per cent in New South Wales and Victoria and 5.6 per cent in the Northeroryerrit
comparedvith an Australian average of 3.1 per cent.

Allowing for interstate differences in wageslhe inclusion of allowances for interstate
differences in wages has been one of the more contentious issues in recent reviews.

Arguments for the idusion of allowances for higher wages were first made by New South
Wales in the 1981 Review. The Commission initially rejected the case because it considered
wages were heavily influenced by State policies and neutral measures could not be found.

Howe\er, during the 1993 Review, it was convinced there were unavoidable wage differences
between the States, but distinguishing the effects of underlying pressures from those of State
policies was hard. It concluded the best approach was to use ABS datzatengector wage
levels and adjust them to remove the effects of interstate differences in the occupation profile
of the workforce. However, to exclude any remaining policy influences and allow for
deficiencies in the data it discounted the measureerdiitials by 50 per cent and restricted

them to between 98.5 and 102.0 per cent of the average.

Those calculations indicated New South Wales, the Northern Territory and the ACT had above
average wage levels. Queensland, Tasmania and to a lesser entbrastralia had below
average wages. Wages in Victoria and Western Australia were close to the average.

This allowance and the way it is measured have been debated extensively since 1993. States
that opposed it in the 1993 Review continued to do sause they considered:

o the private sector was an unsuitable benchmark because it was not sufficiently free of
State policy influence and many private sector occupationslargelyirrelevant to the
public sector. Some suggested public sector wage Ielveidd be the benchmark.
Others said it should be wages in the private and the Commonwealth government sectors;

o the nonpolicy influences on wages would be very small;

o the wages of teachers, police and nurses should not be assessed because thddbtates cou
set their wages without being subjected to market pressures and there was a national
convergence of wage levels for those professions; and
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o the available data were not sufficiently reliable, especially for the smaller States.

Research during the 1999 Rew, including by several external consultants, indicated that:

o economic theory supported the existence of interstate differences in wage levels arising
for reasons other than State policies;

o data confirmed there were differences in wage levels and thasghalf of them were
explained by State of residence effects; and

o States had greater policy control over wages for teachers, nurses and police but national
benchmarking had not been achieved and the wages were subject to market forces.

More analysis wadone during the 2004 Review and was refereed by an independent expert.

It confirmed the theoretical support for the existence of regional variations in wages for similar
employees. Quantitative analysis reaffirniegunderlying wage levelfor similar enployees

in the private sectovere above average in New South Wales, the ACT and the Northern
Territory and below average in Queensland, South Australia and Tasmanalysis for the

public sector produced broadly similar results. The Commission iddsouth reality testing,

which showed the analysis was consistent with the real world but that adjustments were
needed to allow for data uncertainties and specific circumstances in Tasmania and the ACT.

The guantitative method adopted in 2004 continues to be used but the data were updated in
2007. Further adjustments were made in the 2008 Update to reflect recent above average
increases in wage levels in Queensland and Western Australia.

Not unexpectdg, the States continue to hold diverse views. Some support the analysis.
Others argue the data are unreliable and the results are not consistent with the real world.

Table4-5 summarises the relative wage levels assessed since the 1993 Review. The relative
positions of the States have been consistent despite changes in measurement methods and the
coverage and timing of data. The two Territories had the higtlasive wages prior to

200102 but have fallen since. New South Wales also had above average wages, which peaked
in 2002:02. Queensland, South Australia and Tasmania had the lowest relative wages, while
Victoria and Western Australia remained closene dverage.

Table 4-5 Assessed relative wage levels

NSW Vic Qld WA SA Tas ACT NT Aust

% % % % % % % % %

1993 Review 101.0 100.0 985 100.0 985 985 1020 102.0 100.0

1999 Review 101.4 99.8 97.7 100.9 98.1 99.2 103.0 102.2 100.0
2004 Review method

199798

200102
200506
200607

101.4

104.2
103.2
1030

100.9

99.4
99.6
99.5

97.4

95.9
97.0
97.3

98.5

98.1
98.2
98.6

98.5

96.1
97.9
97.8

97.4

95.9
96.0
95.9

102.6

102.8
102.6
1025

109.3

103.6
102.6
1025

100.0

100.0
100.0
100.0

SourceCommonwealth Grants Commission, Working Papers of 1993, 1999 and 2004 Reviews and 2007 and 2008 Updates.
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While the interstate wage differentials are comparatively small, they have a large and growing
effect on the distribution of fundsecause wage differentials affect about 70 per cent of State
expenses and the spread in relative wages is increasirage differentials ranged between

2 per cent above and 1.5 per cent below average in the 1993 Review but grew to 3 per cent
above and 4.per cent below average in 2008. In 199293, wage differentials redistributed
about 0.9 per cent (about $150 million) of the available funds compared with an equal per
capita distribution but the redistribution grew to 1.7 per cent in-B@&bout $80 million).

Treatment of expenses on economic development

92

93

94

95

96

In the early reviews, the Commission considered all interstate differences in expenditure on
functions that were commercial in nature or which had a developmental purpose were due to
differencesn States policies. It did so to avoid the possibility that its inability to reliably
distinguish between the effects of disabilities and State policies on State expeunkks
adversely affect economic efficiency

During the 2004 Review, Western Ausimaargued all revenue from economic activities in the
State, especially | arge natur al resource proj
assessments and much of it was in effect transferred to the other States. However, the State
expenses requid to help establish those projects were not adequately recognised. It argued
this asymmetry penalised it and created a disincentive for investment in projects that increase
economic activity. It illustrated the argument by reference to developmerits Buitrup
Peninsulawvhich wereforecast to improve national GDP by $3.6 billion and generate nearly
$600 million in net fiscal benefits for thaustralianGovernment.Western Australialso

estimated thatafter taking accoundf its expenditureon multiuse infrastructurand the

effectsof equalisationt would incur a loss oaround$60 million, while theother States would
receive a net fiscal benefit of around $46illion.

Western Australia suggested the assessment of revenue capacity should exclude economic
activity attributable to State government policy. Alternatively, expense assessments should
recognise the disabilities States face in encouraging development, egpeoalit had a

strong national economic benefit.

The Northern Territory supported Western Australia, as did the Review of Commonrwealth
State Fundintj. The other States accepted that they assist economic development. However,
they argued the practicaifiiculties of reliably adjusting revenue bases for the effects of
economic development policies and of assessing expense needs were too great.

The Commission accepted that all States assist economic development in a variety of ways.
However, it could noidentify common policies beyond the broad policy of providing

assistance. Nor was it able to identify the underlying influences that create differences

between States in costs or clearly establish links between the assistance and State revenues. It
conduded interstate differences in assistance were mainly due to differences in State policies.

11

See thd=inal Report of the Review of Commonweigitate Funding, 2002p9 and pp150 to 153.
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Even if it had been able to develop assessments for particular types of assistance or projects
(such as large mining projects), it considered selective or passaksments would not
improve equalisation.

97 Consequently, it decided on a majority basis, to continue to assess expenses related to
economic development on an equal per capita basis and did not attempt to adjust revenue bases
for the effects of economibevelopment policies.

98 Western Australia raised the issue again in the 2010 Review. However, it has not yet
developed a robust method for identifying and measuring influences on State expenses or
adjusting State revenue bases. It appears to have attegités concerns may be allayed by
an improved assessment of State capital expenditures.

Dealing with specific purpose payments

99 State expenses funded by SPPs are generally
average expenses on each sel¥ic€he revenue from those SPPs is treated as meeting part of
the Statesod6 requir e r@emmbravealthoTo doatheswisewoaldch c e f r om
imply aspects of State services were omitted from the comparisons and States may not have
the financial capeity to deliver the average level of services.

100 Thi s approach adjusts each Statebds gener
of the SPP differs from the Commi ssionbs asse
service. SPPfraceti ptsdbexceed the Commiss
providing the service, its general revenue assistance is redndadce versa

101 In early reviews, several States and some Commonwealth agencies strongly opposed the
Commi s si o n dtnghe graqupdthat & avérrode agreements between Commonwealth
and State Ministers and complicated negotiations leading to those agreements. They also said
it placed equalisation ahead of the objectives governments aimed to achieve through the SPPs.

102 Inresponse, the Commission noted that including SPPs in its comparisons did affect the total
financial resources available to individual States. However, it did not disturb the conditions of
the SPPY or prevent their objectives being achieved. Moreovey edfect on State resources
was diluted because the lags in the equalisation processes meant they occurred progressively
over five years ending seven years after the SPP was made.

103 More importantly, the Commission considered any teifie between equaation and other
policy objectives should be open and transparent, which would be best achieved if terms of
reference instructed it to ensure nominated SPPs do not affect the relativities.

104 Terms of reference for the 1985 and subsequent reviews hawetaedtthe Commission to
ensure nominated SPPs do not affect the relativities. Initially, those directions related to health

12 It excludes SPPs that do not have a direct impact on State budgets, finance services excluded from its

comparisons, or reimburse the costs of services provided to the Australian Government.
The Garnaut andizgerald Review of CommonwealtBtate Funding suggested this may explain why
the Government imposed tight conditions on the use of SPP funds, an outcome it saw as inefficient.

13
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care grants but, in the 2004 Review, 14 payments were to be quarantined. While the number
of payments subject to quarantining hageased, they are only a small proportion of
payments to the States. In 2008, less than 2 per cent of SPBgvalue were quarantined.

105 The use of the quarantining approach greatly reduced the intensity of this d8ateforms
of CommonwealtiState financial arrangemenggreed at thdlovember2008 meeting of the
Council of Australian Governmesf(COAG) and set out in an IGAhould further reduce it.

106 Under theNovember 2008eforms most SPPs will be broad banded into five national SPPs
(one for each of healthcare, schools, skills and workforce development, disabilities services
and affordable housing). The agreements covering each new payment will contain objectives,
outcomes, outputs and performance indicators to help clarify the radeslotevel of
government and provide the States with flexibility in determining how the objectives will be
achieved. The interstate distribution of these national SPPs will progressively move to an
equal per capita basis over five years, commencingd8-20. The IGA sayshey are to be
included in the Commi ssionds comparisons.

107 A new group of payments, called national partnership payments, will be introduced to fund
specific projects, to facilitate action by States on nationally significant reforthseaard
States which deliver on the reform process. The IGA states National Partnership project
payments are to be included in the Commi ssi on
facilitation and reward paymenase to be excluded. However, theAl@lso gives the
Commission discretion, following consultation with the Commonwealth and the States, to treat
any National Partnership payment or general revenue assistance differently if it considers that
treatment is more appropriate. It also state§teasurer may direct the Commission on the
treatment of individual National Partnership payments, if he considers that appropriate.

Global revenue assessments or tax by tax assessments

108 In each review, the Commission has had to decide whether it wssdds the relative
capacities of the States to raise revenue by using:

o a global approach, in which State revenue bases are measured by a single indicator of
the aggregate revenue base, such as State gross product, State household income or State
householdafter tax income plus elements of business income; or

o a disaggregated tax by tax approach, in which relative revenue raising capacities are
derived for each State tax using measures of the value of the activity taxed.

109 New South Wales has been a comsisadvocate of a global approach. It was supported by
Victoria in the 1981 Review and Western Australia in the 2004 Review. The other States have
always supported the tax by tax approéchhe approach applied in most other federations.

110 Arguments advaced in support of a global approach included:
. it is simpler;

o it is fully policy neutral because is independent of the taxes imposed by States and takes
account of the underlying capacity to pay;
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o it does not encourage States to reduce taxes in areglatofe advantage or discourage
them from devising taxes that more efficiently tap their potential revenue bases; and

o the data used by the tax by tax approach may be policy contaminated and unreliable.
111 The arguments in support of a tax by tax approacluded:

o it focuses on measuring the capacity of States to raise revenue from the taxes they
impose and takes account of the practical constraints they face in doing so;

o States cannot access their full global capacity because the range of taxes they can
impose is constrained by legal issdesd interstate tax competition, and they cannot
tax the Commonwealth; and

o the measures of global revenue bases do not reflect interstate differences in industry
structure (such as the presence of highly profitable miaativity in some States),
income distribution, wealth or the extent to which mesidents pay State taxésall
factors which affect State capacities to raise revenue.

112 The Commi ssionds use of the tax bynsistenx appr oa
with the aim of equalisation (to take account of the capacity of State governments to raise
taxes) and it better reflects what States do and the circumstances they face in raising revenue.

113 Table4-6 shows the two approaches produce different results. It compares relative revenue
raising capacities for 200®7 based on a tax by tax and a global approach where the revenue
base is measured using gross Statdumrbor gross household disposable income.

Table 4-6 Relative revenue raising capacities, 20087: tax by tax and global approaches

NSW Vic Qld WA SA Tas ACT NT  Aust

Tax by tax approach 100.7 87.3 108.3 1404 782 67.6 843 90.8 100.0

Global approach based or
Gross State product 97.1 95.6 946 1353 88.1 854 108.6 136.7 100.0

Gross household
disposable income 101.6 102.8 92.3 1016 93.1 86.2 159.9 102.3 100.0

Source:ABS, Australian National Accounts, Sta#ecounts 200607, Catalogue No. 52208nd Commonwealth Grants
CommissionRelative Fiscal Capacities of the States 2008

Measuring revenue raising capacity for mining revenue

114 There are large variations across the States in their mineral wealth aeddrgedifferences
in the Statesd c ap acsSedrigueest?).tThosaddféreneestagetimer ng r ev
with growth in the importance of mining revenueSiate budgetd meandifferences in
resource endowmenksive a major effect on relative financial capacitiasdthe methods of
measuring the capacitiés raise mining revenusave been examined in most reviews. The

14 States cannot levy income or sales tax or impose payroll tax on the Coraaittmwl he High Court

invalidated past attempts by States to expand their tax bases, such as through franchise and pipeline fees.
It was 3.9 per cent of owsource revenue in 1988 and 7.5 per cent in 2004 .
Since 200304, mining revenue hast the largest effect on the distribution of GST revenue.

15
16
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issues have covered the revenue tinbkided, the conceptual approach to measuring the
revenue base and data reliability.

Figure 4-2 Relative capacities to raise mining revenuel 98788, 200102 and 200607
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Source:Commonwealth Grants Commission calculations.

115 What revenues should be included® addition to revenues from royalties and associated
charges, some States receive payments from the Commonwealth under arrangements for
sharing revenue from offshore oil and petroleum and uranium and others havedollecte
revenue through profits on the rail haulage of coal.

116 Revenues fromoyalties and arrangements with the Commonwealth have been included in all
reviews. Profits from the rail haulage of coal were treated as railway revenues when those
activities were cmpared. However, a decision in the 1988 Review to assess freight transport
activities on an equal per capita basis (that is, treat all differences in net expenses as being due
to State policies), also | ed toingtwateelasof Queen
mining royalties because they were O0a substit
in 200601, when the special contracts which generated the profits expired.

117 How should the revenue base be measureltte main alternative mea®s of the revenue
base considered were value of production or an estimate of profitability. Prior to the
2004Review, the Commission used profitability because it considered the capacity of mining
companies to pay r oyal trbyaltypolicied angmndaitabdity tpoks ha p e d
account of interstate differencestiretype and quality of minerals and mining costs. Most
States accepted this approach, although Queensland argued value of production was a better
measure because it was what tri8tates used in imposing royalties.

118 There were, however, differences of opinion on:
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o how profitability should be estimatéd in the absence of independent estimates of
profitability, it was initially estimated as value added less wages, payroll tax, wobker
compensation insurance costs and average annual capital outlays. It was refined:

- in the 1982 Review by the introduction of adjustments for expenses on
Statetype infrastructure in Queensland and Western Australia (because
companies in those Statesde greater contributions than in other States);

- in the 1993 Review by the introduction of adjustments for exploration costs
(because they were an integral part of company costs) and price elasticity
effects (because differences between the actual rayaitie State and the
average royalties may have affected the level of activity in the State); and

o the extent of disaggregation by type of minérain the 1981, 1982, 1985 and 1988
Reviews, black coal was examined separately because it was taxed mdsethaavi
other minerals. Gold was also examined separately in the 1988 Review because it was
often subject to low royalties. However, in the 1993 Review, the Commission ceased
those disaggregations to simplify the comparisons.

In the 2004 Review, the Canission switched to value of production as the measure because
data deficiencies meant the estimates of profitability were becoming unrelialbie of
productionbetter reflected how the States actually imposed royalties, and it was simpler.
However, toreflect the common policy of taxing some minerals more heavily than others, it
was necessary to make separate comparisonsifishore oil and gas; open cut coal;
underground coal; and other minerals.

In every review, comparisons of revenue receiveceuadreements with the Commonwealth

have been made separately and on the basis of actual revenues. The revenues received by
Western Australia, the Northern Territory and, prior to 2991Victoria were considered an
accurate reflection of their revenuapacity because they were determined by the
Commonwealth. The other States were treated as having no capacity to raise these revenues.

Data issues.Data issues have had major implicatiémsthe mining revenue comparisons,

with estimates often being matlo overcome data shortages. The most common issue has
been the need to estimate data for the most recent year examined in each inquiry because the
actual figures were not published until after the Commission was required to report. In other
cases, it As been necessary to seek independent advice to overcome interstate differences in
the methods used to prepare the datbor example, in the 2004 Review, aspects of mineral
production were valued differently across the States.
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CHAPTER 5
TRENDS IN EQUALISATI ON OUTCOMES

INTRODUCTION

1 This chapter shows how the State relativities assessed by the Commission have changed over
time and explains why. It then uses Commission data to highlight changes in State finances.

HOW RELATIVITIES HAV E CHANGED OVER TIME

2 Figure 51 shows the relativities assessed since 1881 While the trends in the figure are
mostly driven by changes in State circumstances, they are also affected by: the inclusion of
the Norhern Territory and the ACT in 1988 and 19934 respectively; the introduction of
the GST in 200@1; and changes in assessment methods in39989992000 and 200405.

3 The introduction of the GST and its accompanying changes in CommomnS¢atithfhancial
arrangementaffectedthe measured capacities of the States. The large increase in the funds
distributed on arqualisation basis (they rose from2¥00 million in 19992000 to $3®20
million in 200001") moved the relativities of all States sé to the average The abolition of
State taxes, especially taxes on financial transactions, reduced the relative revenue raising
capacities (and thus the financial capacities) of New South Wales and Victoria

4 Allowing for changes created by the irdietion of the GST, the main trends have been:

o the strengthening of the fiscal capacity of Western Australia and Queensland reflecting
their rapid economic growth, especially in recent years; and

. the falling relative capacities of Tasmania, the Northemnitdey, the ACT and, to a
lesser extent, South Australia.

The GST revenue replaced revenue from abolished State taxes and financial assistance grants.

2 This arose because while the value of State financial needs was largely unchanged (because State
expenses were largely unaffected) they became a smaller proportion of the amount being allocated.
3 Financial transactions tended to be concentrated in New South Wales, Victoria and to a lesser extent the

ACT. The abolition of the taxes on them, therefeaemoved areas where they had large revenue raising
advantages and reduced their overall relative revenue raising capacities.
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Figure 5-1 Assessed relativities, 19882 to 200809

Note: The vertical line between 192900 and 200@1 designates the introduction of the GST.
Source:Commonwelh Grants Commissioanalysis

The two most populous States have less defined trends. Prior to the 2004 Review, New South
Wales benefited from method changes introduced in the reviews (except in 1985) but changes
in its circumstances between reviewsdieth to strengthen its capacityhe 2004Review

method changes increased its assessed cagadittibsequerthanges in circumstances have
reduced it. Victoriads r el ait83 asgecidlyismanci al
200203 largelydue to changes in its circumstances.

Figure 52 shows three States have had the highest relative fiscal capacity sineg21981
Victoria generally had the highesigacity up to 200405. New South Wales was the strongest
State in 19987, 199798 and from 20086 until 200809 when Western Australigassed it

Outcomes in recent years

7

Figure 52 shows the proportion of the pool distributed away from (or towards) New South
Wales and Victoria, Queensland and Western Australia, and the other four States in each year
since 200601. It showsghe redistribution:

. from New SouthNales and Victoria has fallen since 2608} reflecting falls in their
average relative fiscal capacities which increase their share of the pool;

. to Queensland and Western Australia has fallen since-@B0reflecting increases in
their average relativascal capacities which reduce their share of the funds; and
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