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BACKGROUND

Commission staff have prepared this discussion paper seeking State views on the
objective and definition of HFE, and whether the supporting principles (and the way
the Commission uses them) remain appropriate, or whether there are alternative
approaches.! Some specific consultation questions are asked. Any other views in
relation to these topics are also welcome.

Submissions are sought by 28 July 2017 and should be emailed to
secretary@cgc.gov.au.

In addition, staff have prepared three accompanying research papers that provide
guantitative analysis of particular issues raised in this discussion paper. These
research papers may assist States in preparing their responses to this paper.

Please note that while this staff discussion paper, consistent with the terms of
reference, is primarily directed at seeking the views of States, members of the public
may also wish to respond to the questions posed.’

1 On 28 November 2016 the Treasurer gave the Commission terms of reference for a
2020 Methodology Review. The terms of reference require the Commission to
undertake a comprehensive review of all the methods underpinning its calculation of
the GST relativities.

2 In accordance with clause 3 of the terms of reference the Commission, in consultation
with the Commonwealth and the States, has developed a work program for the
review. This paper has been prepared consistent with the work program.

3 The Commission is also aware that the review by the Productivity Commission (PC) of
the economic effects of horizontal fiscal equalisation (HFE) announced at the end of
April this year could potentially affect how the HFE objective is implemented. The
Commission considers that progressing its consideration of the HFE objective, and the
issues associated with its implementation in the context of the 2020 Review, will
complement and assist the PC’s work in responding to its terms of reference.

4 In particular, the Commission believes it desirable to publish its views on the HFE
objective and its implementation, based on the current IGA and terms of reference,
as soon as possible and hopefully by the end of September.

References to the States in this paper include the six States, the Northern Territory and the Australian
Capital Territory collectively, unless the context indicates otherwise.

This paper contains terms that have a meaning specific to the Commission and presumes some
knowledge of Commission processes. A glossary of Commission terms along with material on how the
Commission performs its role can be found on the Commission’s website (www.cgc.gov.au).
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The Commission will provide a further opportunity for views on its approach to the
review, the objective(s), supporting principles and their implementation to be
expressed, after the PC has reported and the Government has dealt with its findings.
The paper is organised in eleven sections:

J Terms of reference

. Objective and definition of HFE

° Supporting principles

. What States do

° Policy neutrality

° Practicality

° Contemporaneity

. Alternative approaches to applying the contemporaneity supporting principle
° Treatment of other Commonwealth payments to States

. Bringing it together — the Assessment guidelines

° Conclusion.

TERMS OF REFERENCE

7

On 28 November 2016 the Treasurer gave the Commission terms of reference for a
2020 methodology review, requiring it to undertake a comprehensive review of all
the methods underpinning its calculation of the GST relativities. The terms of
reference direct the Commission to consult with the Commonwealth and the States,
both in developing a work program to guide the review as well as throughout the
review process. The Commission is asked to report to the Commonwealth and the
States by 28 February 2020.?

There are two clauses in the terms of reference addressing HFE objectives and
supporting principles, clauses (5) and (6). These clauses are reproduced below:

5. In undertaking the review, the Commission should take into account the
Intergovernmental Agreement on Federal Financial Relations (as
amended), which provides that GST revenue will be distributed among the
States in accordance with the principle of horizontal fiscal equalisation.

6. The Commission should also consider whether the supporting principles
it uses to guide its work remain appropriate, including whether different
weights should be given to different supporting principles. State views
should be sought on the importance of each existing principle and any
others considered important to the States and the appropriate balance
between them.

The complete terms of reference for the 2020 Review can be found on the Commission’s web site.




https://cgc.gov.au/index.php?option=com_content&view=article&id=257&Itemid=534



The terms of reference also ask the Commission (clause 7) to aim to have
assessments that are simple and consistent with the quality and fitness for purpose of
the available data, to use the latest available data consistent with this and to ensure
robust quality assurance processes. In addition, guidance is provided on how the
Commission should treat Commonwealth payments to the States.

OBIJECTIVE AND DEFINITION OF HFE

What is the objective of HFE and its definition?

10
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In 1978, the Commonwealth asked the Commonwealth Grants Commission to review
States’ shares of general revenue grants. It specified the principle4 it wanted the
Commission to apply in section 13(3) of the States Personal Income Tax Sharing
Amendment Act 1976.

The respective payments to which the States 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

the other States, government services at standards not appreciably

different from the standards of the government services provided by the
other States.

This principle (the equalisation principle) was expressed in legislation or terms of
reference until the 1999 Review. It was the principle the Commission was asked to
implement when all States signed the Intergovernmental Agreement on the Reform
of Commonwealth-State Financial Relations (the IGA) in 1999.> While the specific
wording has evolved, the principle has continued to this day and remains in the terms
of reference for the 2020 Review as the basis for the Commission’s recommended
distribution of GST revenue amongst the States.

In its 2015 Review Report the Commission articulated the ‘principle of HFE’ using the
definition it developed in the 2010 Review:

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

This was similar to the equalisation principle the Commission had used in its State claimancy inquiries.
Later IGAs signed in 2008 and, most recently, in 2011 also specified for the GST revenue to be
distributed according to the principle of HFE. In addition, the IGAs provide for the revenue collected
from the GST to be paid to the States for them to use for any purpose. That is, GST revenue is provided
to States as general revenue assistance. General revenue assistance was provided to States out of
Commonwealth general revenues prior to being hypothecated as GST revenue.
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The definition focuses on the main task of the Commission: to identify factors
(‘disabilities’) affecting State finances that are beyond their direct control and which
would cause their fiscal capacities to diverge. Using these, the Commission
recommends a distribution of GST revenue which removes the impact of that
divergence. As a result, States will have the same capacity to deliver services,
provided they deliver them at the average level of technical efficiency and make the
same effort to raise revenue.

The reference to material factors in the definition makes clear the Commission does
not aim to achieve precise equalisation as not all disabilities are included, either
because they cannot be reliably measured or they have only a relatively small effect
on the GST distribution. This means that while precise (or complete) equalisation is
the aspirational goal, in reality the Commission achieves proximate equalisation.

Material disabilities affecting revenue and expenditures mean differences in State
circumstances outside their direct control that:

° give rise to differences in the capacities of States to raise revenue or differences
in the cost of providing services or infrastructure, other than those that result
from the policy choices of individual States

° can be measured or estimated reliably

° have an impact on the recommended GST distribution which differs from an
equal per capita (EPC) distribution by more than the materiality thresholds.®’

Capacity equalisation does not require States to follow any particular service or tax
policies or to meet any particular targets. States are free to use GST revenue as they
see fit. Capacity equalisation is consistent with the GST pool being untied assistance,
which States can spend according to their own priorities, as agreed in the IGA.

What is the Commission trying to achieve?

17

The Commission’s intention is, as far as is practicable, to identify the distribution of
GST revenue amongst the States that would achieve HFE. Under the 2015 Review
methodology, the Commission recommends a distribution of the GST based on its
measure of States’ GST requirements averaged over three assessment years. A State’s
GST requirement (or assessed deficit) in a year is its assessed expenses plus its
assessed capital expenditure, less its assessed revenue less the payments for specific
purposes (PSPs) it received. Therefore, a State’s GST requirement can be thought of
as a ‘balancing item’ so that the State has sufficient revenue overall from all sources
to deliver the average level of services to its population.

Under an EPC distribution each State would receive its population share of GST revenue.

Materiality thresholds represent a minimum change to the GST distribution that must be met before
the Commission will recognise a disability. They are discussed in more detail in the Practicality section
of this paper.





18  Figure 1lillustrates the GST requirement under this approach, which gives States
equal fiscal capacities. It shows why States require different levels of GST revenue —
they have different costs of providing the average service and different capacities to
raise revenue. If a State has high costs of service provision (for example, the Northern
Territory), it will have high assessed expenses and, other things being equal, it will
require more GST revenue. If a State has high revenue capacity (for example, Western
Australia), it will have high assessed revenue and, other things being equal, it will
require less GST revenue.

19 It can be deduced from Figure 1 that if a State’s revenue raising capacity increases, or
its expenditure needs decline, the gap between its assessed expenditure and
revenues reduces and, other things being equal, the Commission will assess it as
requiring less GST revenue to deliver the average level of services.

Figure 1 GST payments as a balancing item, 2017-18
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Are the objective and definition of HFE still appropriate for the
2020 Review?

20 The 2020 Methodology Review terms of reference do not direct the Commission to
review the objective or definition of HFE. Moreover, as noted above, the substance of
the current definition has been in place for some time and the achievement of fiscal
equalisation continues to be required by terms of reference and the IGA.





21

22

23

24

In the 2015 Review, some States said the operation of HFE should be limited by other
policy objectives; for example, raising national productivity. Some States argued that
a sole objective of HFE could result in disincentives for economic development, tax
reform and service delivery efficiency.

Similar to its position in the 2015 Review, the Commission could take the view that its
terms of reference are clear: it is to recommend how the GST should be distributed in
accordance with the ‘principle of HFE” and the well accepted definition. Within the
terms of reference, the Commission is not asked, nor given the discretion, to decide
when other policy objectives or agreements between the Commonwealth and the
States should moderate the achievement of HFE.

States seeking a change to the definition should make clear how achieving HFE can be
made consistent with also facilitating other objectives or at least minimising any
perceived adverse impacts of HFE on the operations of government and the economy
in ways other than those dealt with by the supporting principles. For example, how
can a distribution closer to EPC, or the introduction of a floor, or other changes, be
consistent with equalising State fiscal capacities — the goal the Commission has been
set?

Figure 2 reproduces Figure 1, except the GST payments are distributed EPC. It shows
this distribution would leave New South Wales, Victoria and Western Australia
over-equalised — their assessed revenue would exceed their assessed cost of
providing the average service. The remaining States would be under-equalised. The
GST Distribution Review described such an approach as one which would deliver ‘less
equalisation’.®

8

GST Distribution Review, Australian Government, 2012, p46.





Figure 2 Equal per capita distribution of GST payments, 2017-18
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Similarly, the proposal to impose a floor on State relativities would have large
consequences for the allocation of GST revenue. A floor of, say, 0.7 would benefit any
State with an assessed relativity below 0.7 and those States with relativities above 0.7
would have reduced GST payments.’

Again, the GST distribution review described this approach as resulting in less
equalisation, redirecting GST funding to the strongest State and reducing the GST
funding received by the other States. It considered such approaches would potentially
undermine confidence in the federation.

A research paper prepared by Independent Economics says that focussing on
relativities confuses the fiscal equalisation policy with its current delivery mechanism
(GST revenue). It says this highlights the arbitrary nature of setting a relativity floor
applying to the GST pooI.10

Staff research paper 2017-03-S Achieving HFE — other approaches to distributing the
GST examines other approaches to distributing the GST revenue and quantifies the
differences between these distributions and the current equalisation distribution.

10

States with a relativity of below 1 have a stronger than average fiscal capacity. A relativity floor would
ensure that States with a relativity below the floor retain a stronger fiscal capacity than other States. It
would be akin to all States receiving a set amount of the GST pool distributed on an EPC basis. In this
example, the set amount would be equivalent to 70 per cent of the GST pool being distributed EPC.
Horizontal Fiscal Equalisation: Modelling update and Scenarios (a report prepared for the South
Australian Department of the Premier and Cabinet), Independent Economics, 19 May 2015, page (x).





Some consultation questions.

° Do the IGA and the ToR require the Commission to distribute the GST in
such a way as to achieve HFE as the sole objective?

. Is the aim of HFE to achieve equal fiscal capacities?

- If it is, then, how would different approaches to the achievement of
HFE, such as including other desirable policy goals, be implemented
consistent with this? How would the definition need to be modified
to support them?

- If not, what should HFE be achieving and what changes to the
definition would be required?

) Are changes to the definition necessary, or are State concerns more about
the way HFE and its current definition is implemented?

SUPPORTING PRINCIPLES

What is the task of the Commission?

29
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The Commission has resisted calls for more rules-based approaches to the way in
which it gives effect to the HFE principle because, in its view, equalisation cannot be
achieved without making judgements about the methods to be used. The areas of
difference between the States are not always sufficiently clear cut and the data to
measure these differences not always sufficiently reliable. This means that judgments
on what constitutes the best equalisation outcome must continue to be made.
Making those judgments is a task of the Commission.

The Commission uses supporting principles through the course of a review to
evaluate alternative approaches to each of the structural elements of the
methodology. These elements include:

° decisions on scope (that is, identifying which revenues and expenditures to
assess and how to categorise them)

° decisions on disabilities (that is, identifying the conceptual case supporting the
existence of a disability)

° decisions on assessment methods (that is, how to give effect to, and measure,
the disability).

Different supporting principles may apply to all, or some, of these structural
elements.





Supporting principles and the HFE principle — 2015 Review
approach

32

33

In its 2015 Review, the Commission said:

In making and explaining decisions on the development of
methodology to achieve HFE, the Commission has adopted certain
supporting principles. They capture the main influences which
experience suggests the Commission has to consider through the
course of a review in evaluating alternative assessment methods.

However, the principles remain subsidiary to the Commission’s
primary objective of achieving HFE and they should not override
that objective. We do not agree with the view of some States that
these principles should take precedence over HFE. We use them as
guidance in how HFE should best be achieved in practice.11

The Commission decided in the 2015 Review to use the supporting principles to guide
development of the 2015 methodology. As such, equalisation was implemented by
methods that:

reflect what States collectively do. This principle aims to ensure the GST
distribution provides financial support for the activities of State governments —
the services and infrastructure they are providing, given the revenues they are
able to raise. It means neither the Commission, nor any other body, dictates
what States should do and State autonomy is preserved.

are policy neutral. This principle aims to ensure a State’s own policies or
choices, in relation to the services it provides, or the revenues it raises, do not
directly influence the level of grants it receives. It also aims to ensure the GST
distribution methodology creates no incentives or disincentives for States to
choose one policy over another.

are practical. This principle means that assessments should be based on
sound and reliable data and methods and be as simple as possible while also
reflecting the major influences on State expenses and revenues. It remains
consistent with the terms of reference which say the Commission should
prepare its assessments to distribute GST revenue in accordance with the
principle of HFE (clause 5) and ‘aim to have assessments that are simple and
consistent with the quality and fitness for purpose of the available data’ (clause
7(a))*.

deliver relativities that, as far as possible, are appropriate to the

application year (contemporaneous relativities). This principle means
that, as far as reliable data will allow, the distribution of GST provided to States

11
12

Report on GST Revenue Sharing Relativities, 2015 Review, Chapter 1, page 29, paragraphs 34 and 35.
These clauses from the 2015 Review terms of reference are repeated in the 2020 Review terms of
reference.
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in a year should reflect State circumstances in that year. Without that, the
capacity to provide services and the associated infrastructure at the same
standard, if each State made the same effort to raise revenue from its own
sources and operated at the same level of efficiency, would be compromised.

Clause 6 of the terms of reference for the 2020 Review asks the Commission to
consider whether these supporting principles remain appropriate, including whether
different weights should be given to different supporting principles (or some
hierarchy should apply). It also asks the Commission to consider other principles that
might be considered important by States.

State views were sought on the work program for the 2020 Review. As part of that
process, States were asked:

Should the review begin with a reconsideration of ‘whether the supporting
principles the Commission uses to guide its work remain appropriate,
including whether new principles should be adopted and whether
different weights should be given to different supporting principles’?

Victoria and the Northern Territory both consider that finalising the supporting
principles (and objective and definition of HFE) is an appropriate place to begin the
review. However these States, along with South Australia, Tasmania and the ACT, all
express support for the existing objective, definition and supporting principles (what
States do, policy neutrality, practicality and contemporaneity), with Tasmania saying
that ‘nothing has changed since the 2015 Review that would necessitate change to
the supporting principles’. Notwithstanding these views, the Commission is directed
in the terms of reference to reconsider its supporting principles.

These five States consider the current supporting principles appropriate and the
flexible application of the principles using Commission judgment best to derive a
balanced result. None of these States consider that there is a case for additional
principles or for any weighting to be applied to the existing principles. Their collective
position can be summed up by Victoria’s views:

The Commission currently has four supporting principles and has not
noted the need for additional principles. It is unclear what the nature of
additional principles could be, and whether additional principles are
required. There is a risk that additional principles could complicate the
task of achieving HFE, particularly if there is a conflict between the
principles when undertaking assessments.

Currently the Commission applies the supporting principles flexibly so that
the best HFE outcome can be achieved. Victoria considers that this is the
preferable approach. It would be difficult to determine a hierarchy or
weighting for these principles and imposing an arbitrary weighting does
not guarantee improved HFE outcomes.

Queensland said that while the Commission has a well-developed set of supporting
principles, the mechanisms for exercising judgments and weighing competing

10
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principles are comparatively less well understood. It said that a reconsideration of the
supporting principles and the priorities attaching to them would help bring clarity and
transparency to the Commission’s processes.

New South Wales and Western Australia support a full review of the appropriateness
and relevance of the supporting principles as a first step in the review.

Hierarchy of supporting principles

40
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Ideally all methods would embody the attributes of all the supporting principles. In
practice, the Commission often has to evaluate alternative methods which embody
mixtures of these principles and has to decide trade-offs between them — for
example, between methods that capture what States do in detail and methods that
are policy neutral.

In the 2015 Review, the Commission did not set rules for how it would decide the
appropriate approach in any such cases, nor did it establish a hierarchy among the
principles. When circumstances required, the Commission reserved the right to
exercise its own judgment on how best to achieve HFE. The Commission did not think
that the need to achieve a balance between principles in some cases is an argument,
as some States suggested, for diverging from HFE. Its approach was to develop
methods which achieve HFE first, balancing the principles it had established to guide
it among alternative methods.

In response to the Secretary’s letter of 1 December 2016 to States asking for their
input into the review work program and to identify any particular issues that they
wanted the Commission to explore over the course of the review, two States
responded by saying that the supporting principles should be either prioritised or
weighted in some way.

° New South Wales considers that the Commission’s judgment based approach to
determining the appropriate trade-off between the principles, in place of a
more rules-based approach, can lead to a lack of clarity and consistency. It said
that a hierarchy of first order and second order supporting principles, rather
than any system of weights, would be a workable approach.

° Western Australia said that introducing a hierarchy for the supporting principles
should be considered and that in its view policy neutrality is the one on which
to focus.

In contrast with these two States, the ACT said there was already an implicit
weighting built in to the existing four supporting principles. It said the ‘what States
do’ and ‘policy neutrality’ principles are critical to the HFE framework and that while
one does not dominate the other, the failure of a method to match either principle
would rule it out. The ACT said that common sense and the application of broad
judgment would determine any trade-off between the supporting principles.

11





44  Three States did not support any weighting of the supporting principles.
. Victoria’s view was noted above (paragraph 37).
° Tasmania said it supports the current approach adopted by the Commission,
with no set rules for how each principle is traded-off and no hierarchy of the
supporting principles. Commission judgment is used to devise the best overall
equalisation result.
° The Northern Territory said that it does not consider explicitly weighting the
supporting principles in order of importance would improve equalisation
outcomes. It considers that the Commission’s discretion in producing a robust
and adaptable methodology that adheres as closely as possible to the
supporting principles is preferable to weighting the importance of one principle
against another.
45  In this review the Commission could take a different view to that taken in the 2015
Review. It could recognise that the weight of different principles changes depending
upon which structural element of the methodology is being considered.
46 Table 1 describes such a view, which recognises an implicit hierarchy at two levels
(first and second order) with the application of principles within the hierarchy varying
with varying structural elements.
Table 1 Hierarchy of HFE and its supporting principles
Structural element First order principles Second order principles
Scope (which revenues and expenditure to HFE Policy neutrality
assess) Practicality Contemporaneity
What States do

Disabilities (which have a conceptual case) HFE Policy neutrality
Practicality Contemporaneity
What States do

Assessment method (technical operation of a HFE What States do

disability) Practicality Policy neutrality
Contemporaneity

Source: CGC.

47  Asshown in Table 1, HFE is the primary principle in all structural elements, so as to

ensure the Commission’s methods achieve HFE first. To be consistent with clause 7 of
the terms of reference, practicality could be thought of as a first order supporting
principle at all levels.” That means that all methodology decisions, from scope,
through defining category groupings, to identifying and measuring disabilities, are
required by the terms of reference to be made through the practicality prism.

13

Clause seven of the terms of reference states that ‘...the Commission should aim to have assessments
that are simple and consistent with the quality and fitness for purpose of the data...”

12





48

49

50

51

What States do is a first order supporting principle in determining the scope of
equalisation and also for the conceptual case in determining what influences on State
spending or revenue raising might be considered to be a disability. On the other hand,
what States do may not be so relevant in deciding the particular assessment method
for a disability, for reasons of policy contamination or lack of reliable data. In this case
proxies may be used, for example private sector wages in the wage costs assessment
or triage category four and five occasions of emergency department (ED) service in
the community health assessment.

Under this view of the supporting principles, the policy neutrality and
contemporaneity principles could be considered to be second order, meaning that in
some circumstances it may not be possible to achieve them fully, if other criteria are
more dominant. For example, while in the majority of cases policy neutrality is
sufficiently addressed through the Commission’s all-State averaging approach, in a
minority of cases it may be more problematic. This is particularly the case where a tax
base or service user population is concentrated within a small number of States. In
such cases, it is not clear how a system of weighted supporting principles would work
in practice. In these circumstances any over-emphasis on policy neutrality may result
in an inferior HFE outcome. For example, grouping all minerals together in a single
mining revenue assessment, while maximising policy neutrality, would not recognise
that some minerals attract quite different rates of royalties, thus failing to achieve the
best overall HFE outcome.

In relation to contemporaneity, while in the 2015 Review the Commission said it aims
to achieve equalisation in the application year, this aspiration is constrained by the
need for robust and reliable data (the practicality principle). Given the salience of
concerns about contemporaneity, State views on alternative approaches, that still
achieve equalisation but that may better match State cyclical cash flow management
priorities, will be considered during this review. Possible approaches are discussed in
more detail in the section on Alternative approaches to applying the
contemporaneity supporting principle.

Lastly, it is possible that using the language of the principle of HFE alongside
references to supporting principles leads to some confusion as to the primary goal of
equalisation and the relationship between HFE and the supporting principles. To that
end, perhaps referring to ‘guiding considerations’ rather than ‘supporting principles’
would make clearer that achieving HFE is the priority and the core principle, with the
‘guiding considerations’, where relevant, applied to assist the Commission to choose
appropriate methods with which to achieve that goal.

Some consultation questions.

° Should the Commission continue to adopt supporting principles (or
guiding considerations) to assist it in developing methods to give effect to

13





the principle of HFE?

° Should HFE continue to be the priority, or are there circumstances under
which certain supporting principles should take precedence over HFE?

° Should the supporting principles have a pre-determined hierarchy, or
should the Commission seek to balance the supporting principles case by
case in order to best achieve HFE?

° Should any of the 2015 Review supporting principles be removed, or any
new supporting principles introduced? For any new principles, what is it
that the new principle would achieve, not otherwise achieved?

WHAT STATES DO

52
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This principle means that Commission assessments should, as far as is practicable,
reflect what States collectively do. It leads to adopting what the Commission has
called ‘internal standards’, which remove the need for judgments on what States
could or should do. More specifically:

° the scope of the assessments reflect the average range of services provided by
States and the average range of taxes imposed by them

° the level of services and associated infrastructure States are funded to provide,
and the revenue raising efforts they are presumed to make, are an average of
those actually provided or made

° the range of disabilities assessed reflects the material factors affecting the cost
of delivering State services and the capacity to raise State taxes.

In this paper, we consider how this principle relates to the following issues:
. internal or external standards

° weighted averages and average policy

. scope of equalisation

° disability measurement.

Internal or external standards

54

In its 2015 Review report the Commission said that the level of services and
associated infrastructure States are funded to provide, and the revenue raising efforts
they are assessed to make, are an average of those actually provided or made. The
supporting principle of ‘what States collectively do’ led the Commission to use the
average of what it observes States collectively do — an internal standard — as
distinct from what they could or should do — an external standard. For example,
financial averages are derived by dividing the total collective State expenses,
infrastructure or revenue by the total of State populations. Average revenue raising

14
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efforts are derived by dividing the total collective State revenue by the total collective
State tax bases. These averages are therefore influenced by what States do, to the
extent each State undertakes the activity.

The Commission can interpret internal standards narrowly or broadly. A narrow
interpretation focuses on the detail of State service provision and revenue raising
policies. For example, under a narrow interpretation, States provide hospital
inpatient services, outpatient services, community health services, disease prevention
services and other public health services and so on. A narrow interpretation lends
itself to more detailed disability assessments, both in number and in complexity.
Under a broader interpretation, States provide health services to populations on the
basis of clinical need. A broader interpretation supports a broader (and simpler)
assessment of what States do.** A broader interpretation is more consistent with
simple assessments.

In the 2015 Review, while having a preference for a broad view where possible, the
Commission did not take a broad view where this was not consistent with what States
did. For example, the Commission observed the bases States actually tax. Most often,
this was the legislative base, with adjustments to derive average exemptions and
thresholds, because this was what States collectively taxed.

The Commission said it did not believe global measures (such as household
disposable income or adjusted gross State product), or broader measures of potential
tax bases unadjusted for differences in tax free thresholds, progressive rates of tax or
other exemptions, were good indicators of what revenue States could raise. It said
they did not reflect State policies, the different revenue raising capacities relating to
particular sources of revenue or where the burden of taxation actually fell.

The Commission said it preferred actual measures of what States tax rather than
having to make judgments about what States intend to tax, such as would be
required if it accepted a ‘capacity to pay’ approach. It said those judgments are much
harder than making decisions on adjustments to legislative tax bases. For these
reasons, in the 2015 Review the Commission did not adopt global or broad indicators
of State revenue raising capacity, although some States argued they may be simpler,
more policy neutral, remove disincentives to tax reform and better capture the
capacity of the community to pay.

On the service delivery side, the Commission observed what the data told it about the
different spending patterns States adopt for different groups in their populations —
differentiated by characteristics such as age, socio-economic status and location. It
recognised what each State would need to spend if it spent these average amounts
on its own population groups.

14

For example, in the 2010 Review the Commission briefly considered whether State-wide morbidity
rates could be used as a broad indicator of the need for health services.
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In adopting this approach, States with a larger share of a revenue base or a
population group to whom services are provided will have a larger impact on the
average policy. For example, a State with more of the revenue base will have a larger
effect on the average tax rate used to calculate revenue raising capacity, while States
with the greatest number of Indigenous people will have a larger effect on the
average State spending on services to Indigenous people.

In contrast, external standards are not affected by the policies of any State. They may
be based on some ‘ideal’ level of services, a desired level of service delivery efficiency
or an economically efficient tax policy. The Commission said that it does not consider
its role to base recommendations on any normative view of service delivery or
revenue policy. It said it considers the most relevant and neutral approach is to base
recommendations on the actual average policy of the States as revealed in the data.
The Commission said the only case when it may be appropriate to use a standard
different from the one dictated by what States do could be to overcome policy
neutrality concerns. In this case an external standard might be used. However the
Commission said primacy should still be given to achieving HFE.

The Commission noted that, as changing internal standards in any way would destroy
the relationships it observed, it did not discount or otherwise adjust standards as a
means of more actively encouraging efficiency. It equalised States to the average cost
of service delivery which incorporates the average level of technical efficiency. If a
State is more efficient than average, its own budget benefits. If a State is less efficient
than average, it must finance its inefficient practices itself.

Most States supported the Commission’s approach, noting the importance of not
making adjustments to standards as a way to promote economic development or
efficiency.

Some consultation questions.

° Is the use of internal standards a sound approach to the achievement of
HFE with no further consideration necessary?

° Alternatively, are there any circumstances in which it would be
appropriate for the Commission to apply an external standard?

Weighted averages and average policy

64

Where States follow different policies, the Commission needs to exercise its judgment
to determine the average policy used as a benchmark for its assessments. If the
Commission decides a tax or service is part of what States do, it allows the differences
in States’ underlying capacities to raise the tax or deliver the service to affect their
GST shares.
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In the 2015 Review the Commission extended its approach to determining average
standards to also determining average policy. It said its aim was to use what the data
told it about what States do to decide what and how assessments were made.

Under the 2015 Review approach — the ‘weighted average’ approach — average
policy reflects the average of what all States do, recognising that some States may
make a zero effort. If even one State does something (raises a revenue or provides a
service), that becomes a part of what States do collectively on a (population)
weighted basis. However, a differential (to equal per capita) assessment will only be
made if it will have a material effect on the GST distribution. The Commission said its
preference was not to see average policy as a switch or toggle, where States
collectively either do, or do not do, something. Rather, it saw average policy as a
continuum, where:

° the effective tax rate on a base is a reflection of the share of the tax base taxed
by States™

° the average per capita spending on a service will depend on the proportion of
the population in States providing it.

In this way, the more States there are taxing a base, the higher the effective rate will
be; the more States providing a service, the higher per capita spending on the service.
The Commission then determines if a differential assessment is to be made solely on
the basis that it could be done reliably and would be materially different from an
equal per capita assessment.

The Commission observed that where only one State raises a tax or provides a
service, the effective tax rate or national per capita spending is most likely to be very
low and a differential assessment would be unlikely to be material. However, if one
State raises a tax on a large tax base or spends a large amount on a service, a
differential assessment could be material, in which case the impact on State fiscal
capacities should be recognised.

The Commission considered that adopting this approach to average policy led to
better HFE outcomes than the previous (2010 Review) approach, which required a
majority of States and a majority of the tax or service base to be affected for an
activity to be accepted as average policy.16 The previous approach meant a unique tax
or service had no impact on the GST distribution. It was regarded as above average
policy and a State retained all of the relevant revenue or had to fund the unique
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The effective tax rate for a State is the actual tax raised by that State divided by the assessed tax base
from which that tax is raised. The average effective tax rate is the sum of the revenues raised by each
State, divided by the sum of the assessed tax bases from which that tax is raised by each State. Due to
variances between States in the application of taxes and the corresponding tax base, the effective rate
of a tax for a State is generally not the same as the legislative rate for that tax in a State.

In contrast to the 2015 Review approach, the 2010 Review (and earlier Review) approaches were
designed to have a bias against assessing non-standard policies. This bias was based on the notion that
unless a function is the usual practice in most States, it is not ‘what States do’.
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service. It was based on a view that if only one State did something, it was not part of
the collective average policy. The Commission said under the previous approach, it
ran the risk of not making an assessment of a material tax, if only one State chose to
levy it, or of a service only one State decided to provide.

The Commission noted the 2010 Review approach — the ‘double majority’ approach
— could be difficult to use if more than one State was involved. For example, it did
not help to decide what was average policy if, say, four States imposed a tax and four
did not; or if six States imposed a tax but these States had only 20% of the tax base. A
judgment was required and there were times in the past when decisions on average
policy were made on the basis of the number of States involved, the proportion of the
tax or service base covered or what was easiest. In addition, in attempting to make its
recommendations more contemporaneous, the Commission at times relied on State
budget documents as a guide to determining average policy (based upon the number
of States) in the application year.!” When State decisions in that year varied from the
budget position, the Commission’s recommendations did not accurately reflect
application year circumstances. Consistency in decision making was not always
achieved.

The Commission also noted that applying the conceptually stronger 2015 Review
approach to determining average policy might at times need to be modified due to
practical considerations. Data limitations can mean the approach may not always be
implementable in a pure way. In these cases the Commission would use its discretion
in deciding the methods to be adopted.18

As discussed, the approach used in the 2010 Review, with a ‘double majority’
requirement, did cause confusion and inconsistency. There was confusion about:
° whether four out of eight States was a majority
° what should happen if an assessment met one criteria but not the other?
If the Commission were to return to the 2010 Review approach, greater clarity would
be required to resolve these issues. For example, a clearer definition could be:
° An assessment is not made unless both the following conditions are met:
- at least half the States that could apply the policy do so

- States applying the policy represented at least half the relevant service
base or tax base.

It is important to note that a concept of a majority of States relates to a majority of
States with the applicable tax or service base. It is not necessary for four States to tax
a particular base, merely a majority of the States that have access to that tax base.

17
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For example, for the treatment of non-real property conveyance duty in the 2013 and 2014 Updates.
An issue with the weighted average approach to determining average policy is that there may be a
conflict with policy neutrality. This is addressed in the following section on policy neutrality.
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Differences in practice
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It is worth noting that States do provide very similar services, and apply very similar
taxes. It is rare for the choice of average policy definition to have a significant impact
on the GST distribution. However, the 2015 Review and 2010 Review approaches may
bring about different outcomes in the GST distribution under particular
circumstances. There is also the question whether different approaches to
determining average policy might be perceived to provide incentives to States to
‘game the system’.

Practical examples of where the Commission faces issues in relation to determining
average policy include where:
° one State has the majority of the tax base (e.g. iron ore royalties)

° only one or two States do something (e.g. provide general revenue grants for
Indigenous local governments, or utilities subsidies in metropolitan areas).

Some consultation questions.

° Should the Commission retain the 2015 Review approach — the
‘weighted average’ approach — to determine average policy or is there a
better alternative?

° How might the practical problems arising from the weighted average
approach be handled to ensure HFE is achieved?

Scope of equalisation
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In the 2015 Review the Commission said the GST distribution provides financial
support to the activities of State governments. It said the relevance of the GST
distribution is enhanced if it accurately reflects the services they provide, the
infrastructure they are acquiring and the revenues they raise.

Therefore, the Commission said the range of activities covered by its assessments
must be comprehensive and include all State general government type activities.

In the past some States have suggested limiting the range of activities or disabilities
(for example, restricting expenses to the core services of education, health, law and
order, or treating mining revenue differently to tax revenues). However as neither
the IGA nor previous (or the current) terms of reference provided the Commission
with a basis for discriminating between services or revenues, it considered there to
be no logical basis for excluding particular activities. A comprehensive coverage is
consistent with an aim of equalising (to the extent possible) the capacities of States to
provide services at the same standard. This would not be achieved if major revenues,
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expenses or disabilities were omitted from the assessments. A comprehensive scope
does not, however, mean that all functions have to be differentially assessed.

Public non-financial corporations (PNFCs)
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In the 2015 Review, the Commission changed its coverage of State activities to
include the operation of public non-financial corporations (PNFCs) providing public
housing and urban transport. In the 2010 Review, it treated these PNFCs as outside
the scope of the general government sector and only dealt with subsidies and grants
paid to them. The Commission noted a number of States had brought the functions
previously provided by such PNFCs within the scope of their general government
sectors. After giving careful consideration to the nature of these functions, it
concluded that, for its purposes, they are best considered as general government
sector activities. The States are responsible for delivering urban transport and public
housing services, whether they are provided by government departments or through
PNFCs. States decide the level of services to be delivered, set the revenues to be
collected (often collecting them and reimbursing service providers) and meet deficits.

The prime difference between the 2010 and 2015 Review approaches resulting from
the inclusion of these PNFCs was that their infrastructure acquisitions and
depreciation came within the investment and depreciation assessments respectively.
They were no longer included as part of State net financial worth (and their land
holdings were treated as general government land). As a result, the impact of
differences between the States in the capital required for these functions was directly
recognised in the Commission’s assessments under the 2015 methodology. There was
no change to the allowances made for population growth.*

In the 2015 Review, the Commission decided to implement the equalisation objective
as follows.

Fiscal capacities are equal when each State has the capacity to hold the average per
capita value of net financial worth (and earn income from it) after recognising their
differential revenue raising capacities, different amounts received from
Commonwealth payments and differential costs of providing the average level of
services and holding the infrastructure necessary to provide them.?

This definition explicitly states that equalising net financial worth means that income
from general government holdings of net financial worth is equalised. This means
that there is a simplifying assumption that all holdings of financial worth have the
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A further consequence of incorporating housing and transport PNFCs within the scope of general
government activities is that the ‘general government’ net financial worth number to which States are
equalised is not equal to the ABS Government Finance Statistics net financial worth, as it was under
the 2010 approach.

2015 Review Report, Volume 2, Chapter 1, page 5.
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same capacity to earn income, or else that State holdings of different mixes of
financial worth are their policy choice.

Some consultation questions.

° Should the fiscal outcome of States the Commission equalises continue to
be the same average per capita net financial worth?

- If not, what fiscal outcome should the Commission equalise?

Local government

84

85

Constitutionally, local government is the responsibility of the States. States provide
the legislative framework in which local government operates, and oversee its
operations. State governments have a major role in determining the roles and
responsibilities of their local government sectors but those roles and responsibilities
differ between States.

In the 2015 Review as in previous reviews, the Commission decided not to include
local government activities within scope, although transactions between States and
their local governments — subsidies and grants — were included and assessed using
category disabilities. Also, to the extent that local government provides State type
services and this affects a State’s need to provide similar services, we took those
influences into account wherever possible and applicable through an assessment of
non-State sector service provision. The Commonwealth’s financial assistance grants
(FAGs) to local governments have no impact on the GST distribution.”

Some consultation questions.

° Given current State circumstances, does the existing scope of equalisation
(general government, plus urban transport and public housing PNFCs but
excluding local government except for the interactions between it and the
State sector) remain appropriate?

- If not, what activities should the Commission equalise?

Disability measurement

86

In developing assessments, the Commission aims to accurately reflect what States do
where it can.

21

Since the 1993 Review, the Commission’s justification for excluding local government from the scope
of equalisation is that local government is subject to separate equalisation processes and terms of
reference have not given the Commission a mandate to equalise local government activities. Most
States have supported or at least accepted this view.
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For revenue assessments, it can often do this easily. Many revenue assessments use
the base that States actually tax, and apply actual (national average) tax rates to that
base.

In expense assessments, the Commission typically relies on what the data tell us
about what States do, including the populations to whom they provide services. It
calculates what States spend on different population groups, such as Indigenous and
non-Indigenous, different age groups, people living in different socio-economic status
areas or different remoteness regions. It takes total spending by States on different
population groups and divides by the national number of people in each of those
groups. The resulting expense per person in each group is applied to the actual
numbers of people in the group in each State to calculate what each State needs to
spend if it applied the average policy (if it spent the average amount per person in
each group).

While States may not develop or implement their policies by deciding how much to
spend per person in different groups, the data capture the result of how States have
implemented their policies. So, to that extent, the Commission measures what States
do. For example, the Commission observes that for admitted patient hospital services
States spend twice as much per capita on Indigenous people as non-Indigenous
people, and nearly six times as much on people aged 75 years and over as those
under 15 years, based upon clinical need rather than explicit client group policy goals.
The Commission’s assessments reflect these observations.

There are population groups that the Commission does not include in any differential
assessment, for a variety of reasons.

° Some groups may have a higher cost per episode of service delivery, but lower
use of services, so that overall the cost of servicing these population groups is
not materially different to other population groups. There is some evidence
that overseas born populations fall into this category.

° Some groups may be high cost, but the numbers of them are not large, or the
interstate distribution is not sufficiently different from EPC to make a material
impact ($30 per capita for any State). There is some evidence that the
population of recent refugees falls into this category.

° Some groups may be high cost, but the Commission does not have reliable data
on their interstate distribution. The population of students with disabilities
currently falls into this category.

There are some assessments where the relationship between what States do and
how the Commission assesses State needs is less direct.
° Bulkbilled Medicare services are a proxy for non-State provided health services.

° Private sector wage levels for comparable employees are a proxy for the
pressure on public sector wage levels.
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° Distances between towns are a proxy for the length of the rural road network
States would provide under average policy.

° Population growth, and other aspects of the capital assessments, are proxies for
the pressures States face in their capital requirements.

° The interstate location adjustment is a Commission judgment based assessment
that proxies the costs of isolation of capital cities not captured by the regional
costs assessment.

In each of these cases, the Commission’s measurement is not directly tied to what
States actually do, but reflects real disabilities and differences between States in the
most reliable way it can measure them.

Some consultation questions.
° Should assessments reflect what States do on average?

° Should changes be made to the general approaches used by the
Commission in the past?

POLICY NEUTRALITY
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The intention of this supporting principle is to ensure a State’s own policies or
choices, in relation to the services it provides or the revenues it raises, do not directly
influence its GST share. A second aspect of the principle is that Commission practices
should not provide an incentive (or disincentive) for States to act in particular ways.

Under the 2015 Review approach the Commission implemented policy neutrality by
undertaking assessments on the assumption that each State followed the broadly
same (or average) policies in delivering services and raising revenue. As a result, its
calculations were not directly affected by (were neutral to) the specific policies each
State followed.? Since under this approach each State’s share of GST funds is based
on average policies, its incentive to change its own policies in the hope of gaining a
greater share of GST (that is, engage in grant seeking behaviour) is limited to the
effect of its policies on the average. Under the Commission’s policy neutral approach,
no allowance is made for the difference between the average policy and its own
policy. To the extent those differences lead to increased costs, States are responsible
for funding those additional costs. To the extent those differences lead to reduced
costs, States retain the benefit of the cost savings.
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This is not true if State policies influence the observed level of activity — for example, if a higher rate
of tax dampens the level of activity. These are known as elasticity effects and are being separately
considered by the Commission.
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Alternatively, the Commission could adopt a policy free approach. This means
assessments would be completely free of State influence. This could be achieved, for
example, by adopting an external standard, based on some ‘ideal’ level of services, a
desired level of service delivery efficiency or an economically efficient tax policy. The
difficulties with such an approach were discussed in the What States do section.

In the past some States have argued the Commission’s approach was not policy
neutral for the following reasons:

° Collectively, the policies of States set the standards. To be policy neutral the
standards should be based on what States could do (a concept of policy-free).

° Some States can affect the average policies more than others. The more
populous States have a greater effect on setting the average per capita
revenues and expenses, States with high mineral production have a greater
effect on average royalty rates, States with high proportions of the Indigenous
population have a greater effect on the costs of providing services to
Indigenous people, and so on.

° Equalisation can create incentives or disincentives for States to make particular
decisions or act in particular ways.**

It is true that some States have greater influence on setting the average policy. That is
because the average policy is a weighted policy and they have more people and,
therefore, more weight on what the average is. In practice, it is more likely that State
decisions are substantially based on more immediate considerations than the
potential effect of equalisation on their GST distribution and there is no evidence that
State decisions are overly affected by equalisation considerations. While the
Commission accepts the potential for assessments to provide incentives for States to
make certain decisions, it is not clear that the effects are material or potential
solutions are reliable or simple.

However, the second round consequences of differential policy choice can be
reflected in the GST distribution. For example, because the methodology uses
observed tax bases to measure the capacity of a State to raise revenue, the indirect
impact of State decisions can affect their GST shares. In the case where a State adopts
a lower tax rate than other States, it would be expected that its tax base would be
correspondingly increased. However, to date, the evidence available suggests that
these indirect effects are small and in practice there appears to be no significant
indirect impact on policy neutrality. In the 2020 Review the Commission may consider
it prudent to evaluate assessments to see if such second round impacts (referred to
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For example, at various times in the past States have argued that equalisation reduces the incentive for
a State to promote growth, reduces the incentive to improve efficiency of service delivery, provides
incentives for States to over-provide services where they have above average costs of service delivery
and vice versa, provides incentives for States to over-tax revenue bases where they have a revenue
raising disadvantage and vice versa, and provides incentives for States to invest resources in identifying
disabilities and developing more sophisticated ways of measuring them.
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as elasticity effects) are material and, if they are, how they should be recognised,
consistent with achieving HFE.

99 An option that is not State policy free but that could improve policy neutrality would
be to introduce a State rotating average. A version of this approach was originally
adopted by the Commission in the 1981 Review and remained until replaced in the
1993 Review by the weighted average of all States approach. The effect of using the
rotating standard approach is that for any particular State, the standard to which its
disabilities are applied is derived from the weighted average of the other seven
States, so that the State has no influence on the standard used for it. However the
approach would increase complexity, as in effect, standards would have to be
calculated eight times instead of once. In addition, the approach could introduce
technical complications. It would be unlikely for the sum of the assessed outcomes
for each State under this approach to match the States’ total actual outcome. The
Commission would have to make decisions on how to treat the difference.

100 Some States have said that HFE acts as a disincentive to tax reform. Western Australia
said a new principle, ‘that assessments are implemented in a way that avoids creating
disincentives for States to improve their own revenue generation or to make the
reforms necessary to improve the operation of their economies’ should be
introduced.*

101 The GST Distribution Review considered this issue in some detail. The Review found
that the current system creates theoretical perverse incentives in some instances, but
that there is little evidence that they have any effect in the real world. In particular,
there is no evidence that HFE acts as a material disincentive to State tax reform.”

102 As a case in point, the New South Wales Financial Audit (the Lambert Report)
recommended a switch from insurance taxes to payroll tax. Despite the
recommendation and though at the time New South Wales would have gained GST
share by switching from insurance tax to any other tax, it chose not to do s0.%°

103 Not knowing what activities other States might pursue (and therefore the relative
change in fiscal capacity resulting from a State’s own policy change) along with the
effects of the lag between introducing a policy change and any resultant effects on
the GST distribution, tends to mitigate the risk of States making deliberative policy
decisions largely on the basis of the effect they will have on their GST shares.

104 That is not to say that States do not consider the GST consequences once policy
decisions are made. For example, both Western Australia and the Commonwealth

2 Letters from Western Australia in response to the letter from the Commission’s Secretary of

1 December 2016 seeking comments on the review work program.
GST Distribution Review — Final report, page 140.
GST Distribution Review — Second interim report, pages 35-36.
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were well aware of the potential GST effects that might result when Western
Australia increased the royalty rate applying to iron ore fines earlier this decade.?”’

However, there is an argument that extending the weighted average approach to
determining average policy may affect this aspect of policy neutrality. For example, a
State may consider the introduction of a new tax policy based upon whether its
potential share of the tax base is likely to trigger a material assessment by the
Commission. Smaller States, or States with a smaller share of the potential tax base
for a new tax, can be more confident that it is unlikely a material assessment will
result.

Situations where a tax base is very unevenly distributed across States, so that a
particular State has a large effect on the standard and average policy, can prove
problematic for the Commission. In contrast to the 2010 Review approach, which
placed a greater emphasis on policy neutrality, the 2015 Review approach to
assessing mining revenue placed less weight on policy neutrality, with the
Commission considering that an improved HFE outcome was achieved by so doing.
However, the Commission indicated that it would closely monitor developments in
the mining sector and that ‘if we do observe a significant change in behaviour which

raises policy neutrality concerns, we will revisit the assessment in a future update'zs.

More generally, an increased weight on policy neutrality would suggest a move to
broader indicators less directly connected to the ways in which States raise revenues
(and deliver services). For example, States’ capacity to raise revenue might be proxied
by an indicator such as Gross State Product (GSP). Such an approach would also be
much simpler. On the other hand, such a proxy may have little relevance to some tax
bases, for example mining royalties. The Commission has previously adopted a proxy
approach in some assessments to improve policy neutrality. For example, the wage
costs assessment measures the prevailing public sector wage levels of each State by
reference to wage levels in the private sector, since public sector wages are strongly
policy influenced.

A related but slightly different issue that can be a problem for the Commission is
where revenue is raised from a revenue base, possibly large enough that an
assessment is material, but the distribution of that revenue base across States is
unclear. For example, while Queensland, Western Australia and South Australia
currently have no restrictions on onshore oil and gas exploration and development,
New South Wales, Victoria, Tasmania and the Northern Territory all either ban coal
seam gas exploration and/or development, or have a moratorium on fracking. The
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This is reflected in the 2011 Update terms of reference (clause 11) which directed the Commission not
to move iron ore fines between mineral royalty rate groups, despite the relevant year the increase first
took effect (2010-11) not entering the Commission’s assessments until the 2012 Update.

2015 Review Report, Volume 1, Chapter 2, page 37.
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resultant effect is that it is difficult for the Commission to determine from observed
activity what a policy neutral revenue base for the States with bans would be.”

In these circumstances, the Commission could take the view that all States that have
onshore gas have the opportunity to exploit it and whether they do or not is solely
policy choice. This view would lead to an equal per capita assessment of States’
capacities to raise royalty revenue from onshore gas production, meaning that the
royalties raised on onshore gas would not lead to a redistribution of GST revenue
away from an equal per capita distribution (that is, would have no effect on the GST
distribution). Further work will be undertaken through the review to address this
issue.

Staff research paper 2017-04-S State mining policies reports on changes in State
mining policies since the 2015 Review and identifies two circumstances — when a
State dominates a tax base and when a State prohibits a tax base being accessed —
which raise issues for the development of the mining revenue assessment in this
review.

Some consultation questions.

° Do States consider that a rotating State average would improve policy
neutrality? If so, how could such an approach be implemented in
practice?

) Does HFE act as a disincentive to tax reform? If so, how does it do so — in
reality as opposed to theory — and could such effects be mitigated in
practice?

PRACTICALITY

111

Practicality is an umbrella principle that covers:

. Simplicity — the Commission’s assessments should be as simple as possible
while being conceptually sound and reflecting the major influences on State
expenses and revenues.

° Reliability — the methods for making assessments should use reliable data,
including the use of discounting where there are specific concerns about the
degree to which data are fit for purpose.

° Materiality — assessments will only be made where they have a significant
impact on the GST distribution.

29

The assessment of gambling revenue is similarly a challenge for the Commission. State policies in this
area are very different and the Commission has been unable to reliably determine the relative
capacities of States to raise gambling revenue.
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° Quality assurance — processes have been put in place to ensure data have been
used and methods developed in a robust way and in accordance with HFE and
the supporting principles.

This principle originated from the emphasis in the 2010 Review terms of reference on
simplification, reliability and materiality and quality assurance and was continued in
the 2015 Review. The practicality principle is operationalised in the Commission’s
assessment guidelines and quality assurance plan, which are discussed in other
sections of this discussion paper.

Practicality recognises that, while State fiscal capacities are affected by a wide variety
of factors, the suitability and acceptability of the recommended GST distribution may
not be improved by including factors when sufficient data are not available to
measure their effects or where effects are small. This effectively limits the extent to
which the Commission can achieve full fiscal equalisation.

The Commission considers that the practicality principle applies in all stages of the
development of assessments, including:

° the scope of the revenue and expenditure that should be part of fiscal
equalisation and how they are grouped into categories and components

° the disabilities that should be assessed — this covers the conceptual case and
the assessment of disabilities.

The terms of reference (clause 7) ask the Commission to aim to have assessments
that are simple and consistent with the quality and fitness for purpose of the
available data and to ensure robust quality assurance processes. The existing
practicality principle means the Commission’s assessments should comply with these
requirements. Whether there would be any further value in having explicit simplicity
or transparency principles is a question for States.

Discounting assessments
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When developing assessments, sometimes data are incomplete, dated, unreliable,
not fully fit for purpose or a combination of all these. In these cases, the Commission
has to exercise judgment about whether to make an assessment or not. Judgment is
guided by the quality of the available data.

The Commission is often in the position where it considers there is a conceptual case
for including a particular influence that would materially affect State fiscal capacities.
The Commission has a choice of either letting the data influence the GST distribution
in proportion to its quality or ignoring the data and the particular influence
completely.

In the 2015 Review the Commission considered a better HFE outcome was achieved
by recognising the disability, but discounting its impact on the GST distribution to
reflect the confidence it had in the data.
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State views on discounting varied, with some States arguing for no discounting to be
applied, while others argued that in such cases no assessment of the disability should
be made. However, the Commission considered discounting an important tool in
achieving HFE. It did not use it to introduce conservative bias or to allow unreliable
assessments, but to achieve its best estimate of HFE where it had concerns about
data.

While the Commission considered that discounting was a tool to enable it to better
achieve HFE, it said there were certain times when discounting was not appropriate.
For example, the Commission did not discount the best available estimates of
national spending, such as those derived from ABS Government Finance Statistics. In
the 2015 Review the Commission said that discounting was also not appropriate for
judgment based estimates, such as the proportion of expenses to which a disability
should be applied, because in making that judgment it had already incorporated all
relevant information and weighted it according to its reliability.

The Commission also said it should not discount otherwise reliable assessments
because of possible policy neutrality or general uncertainty, as proposed by some
States in the 2015 Review. Those States considered all revenue bases should be
discounted to reflect the uncertainty about how well the observed revenue bases
reflected the average policy. While the Commission agreed that, conceptually,
differences in tax rates or State development policies may affect the observed bases,
it did not consider discounting them necessarily moved assessments in an
appropriate direction in terms of HFE.

In the 2015 Review, the Commission considered three levels of discounting were
appropriate — low (12.5%), medium (25%) and high (50%) — depending on its
judgment about the reliability of the data. The discounts were applied as follows:

° 12.5%, if there was not full confidence about the size of an effect because of a
low level of concern with the data on which it was based

° 25%, if there was a medium level of confidence about the size of an effect or a
medium level of concern with the data

. 50%, if an effect on States was known to be large and there was confidence
about its direction but there was limited confidence in the measurement of its
size due to a high level of concern with the data

) if there was little confidence in the direction of an effect or its size, no
differential assessment would be made (100% discount).

Discounting allows the Commission to partially recognise the influence of a disability
when the presumptive case for the disability has been established but there are
concerns with the data. A discounted or partial assessment would only be retained if
it improves the HFE outcome. In other words, discounting allows the Commission to
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achieve the HFE objective while taking into account practical issues which affect the
measurement of State fiscal capacities.

Materiality thresholds
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Materiality thresholds were introduced in the 2010 Review to help achieve greater
simplicity. They were retained with higher thresholds in the 2015 Review. Materiality
thresholds were set with reference to the impact an assessment had on the per
capita GST distribution for at least one State. In the 2015 Review, there were
materiality thresholds to handle three circumstances.

. Disability assessment. A disability was considered material if it redistributed
more than $30 per capita for any State, across all categories. The disability was
included in all assessments where there was a conceptual case for including it
and this could be done so reliably, regardless of its materiality in individual
assessments. For example, because location was material across all categories,
it was assessed in all categories where there was a conceptual case that
location had an impact on the use and cost of a service, and if reliable data on
use by location were available.

e  Disability disaggregation. The Commission applied a $30 per capita
materiality threshold for disaggregating a disability. For example, the
Commission started with broad age groups (say 0-14; 15-64; 65 and over) in an
individual category and disaggregated them further only if it were material to
do so.

° Data adjustment. Data were adjusted where necessary to improve interstate
comparability, only if the adjustment redistributed more than $10 per capita for
any State.

An issue for the 2020 Review is whether the materiality thresholds should remain at
the 2015 Review levels or whether they should be increased. If they are to be
increased, by how much should they be increased?

In the 2015 Review, the materiality thresholds were increased markedly from those
used in the 2010 Review (from $10 to S30 for disabilities and from $3 to $10 for data
adjustments) because it was considered that the 2010 Review thresholds were
conservative. The size of the increases was intended as a signal that the Commission
not only wanted to retain the simplicity gains of the 2010 Review but saw further
scope for simplicity.

In this review, the Commission has three options:

° retain the 2015 Review materiality thresholds

° increase them to account for price and wage increases — over the last five
years (2010-11 to 2015-16), the State and local general government final
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consumption expenditure implicit price deflator grew by 8.5%, which would
increase the threshold to $37 for recognising disabilities

° make a significant increase to, say, $50 for disabilities, to further simplify the
assessments.

The Commission may consider that the thresholds should, at least, retain their
original values and be adjusted for price and wages increases. In practice, this likely
would have no impact on the assessments because, on current data, they all
redistribute well above $40 per capita in at least one State.

The threshold could be increased further. A S50 per capita threshold would possibly
only affect the insurance tax assessment, which redistributed $46 per capita to
Tasmania in the 2017 Update. Given this, a significant increase in the $30 per capita
materiality threshold is possibly not warranted in this review. The large increase in
the 2015 Review achieved its goal of further reducing the number of disabilities
assessed by the Commission. Those that are left are highly material.

Adjusted for price and wage increases, the $10 per capita threshold for data
adjustment would become $11. As the purpose of this materiality threshold is to
avoid making very small adjustments, changes to it are probably not necessary.

Some consultation questions.

° A further aspect of practicality is the transparent use of data. In the 2015
Review the Commission made use of data that were in some cases
confidential. Should assessments be made using confidential data?

° Are the three levels of discounting appropriate? If not how could
discounts be changed?

. Should the materiality thresholds remain at the 2015 Review levels or
should they be increased? If increased, to what levels?

Quality assurance
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An important way of ensuring the Commission’s assessments are as reliable and
accurate as possible is through a quality assurance process. As noted earlier, the
terms of reference for the 2020 Review ask the Commission to ‘ensure robust quality
assurance processes’ (clause 7d) are adopted in preparing assessments. The
Commission has responded to similar terms of reference in the past (in both the 2010
and 2015 Reviews) by undertaking a risk assessment and preparing quality assurance
strategic plans and action pIans.30

30

The 2015 Review plans are on the Commission’s website.
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132 The 2020 Review quality assurance (QA) strategy and its implementation will be
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based on those adopted in the 2015 Review and the following updates. The
Commission wants to ensure assessment methods are:

. conceptually sound

. based on robust and reliable data

° built using consistently applied principles

° implemented without error.

After receipt of any State comments on the 2015 Review Plans, staff will prepare the
2020 Review QA Strategic Plan and send a draft copy to States for further comment.

The Commission will then consider State comments and produce the ‘final’ Plan to be
used in the 2020 Review.

Some consultation questions.
° Is this an acceptable way to ensure ‘robust quality assurance processes’?

° Are there any new risks that the Commission should take into account
from a State perspective?

° How might the 2015 Strategic Plan be changed to deal with those risks?

° Should any other changes be made?

CONTEMPORANEITY
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Terms of reference ask the Commission to provide relativities for distributing GST
revenue in an application year (the year in which its recommended relativities are
applied)sl. Commissions have interpreted this as meaning recommending relativities
appropriate to equalising State fiscal capacities in the application year.

A fully contemporaneous approach would equalise State fiscal capacities in the
application year. However, implementing this approach would require application
year data, which are not available in a robust, tested way until the application year
has passed.*? In the absence of such data, past Commissions have based
recommendations on historical data.

31

32

For example, the application year for the relativities recommended by the Commission in its 2017
Update Report is 2017-18. These relativities were derived from the average of the relativities
calculated for the 2013-14, 2014-15 and 2015-16 assessment years.

It would require application year data on State revenues, spending and associated State disabilities.
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A lagged HFE system
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The absence of application year data has been an issue for the Commission since its
earliest inquiries. In its third (1936) Report, the Commission decided it would not try
to estimate conditions in the application year but would base its recommendations
on historical data — the year of assessment. In deciding to use historical data, the
Commission built lags into the special grants it recommended for claimant States.

In its fifteenth (1948) Report the Commission accepted that one-off factors (for
example, natural disasters) could cause the circumstances of the application year to
diverge from the year of assessment. It addressed this in its following report by
making two changes. It:

° allowed a suitable margin of safety when calculating advance grants33

° assessed a completion grant.>® Thus, any divergence in circumstances was
corrected two years later.

With the introduction of all-State equalisation (in the 1981 Review), assessing a
margin of error ceased and completion grants were discontinued.? The latter meant
there was no redress if the circumstances estimated for the application year (as
captured by the relativities) diverged from States’ actual conditions. To partially
balance this, the Commission moved from a one year assessment to assessments
based on three (and subsequent terms of reference expanded this to five) years of
data — extending the lags in the HFE system.*

The implicit assumption under the 2015 Review approach, and for previous
approaches using lagged data, of applying relativities based upon historical years to a
future (application) year, is that the historically based needs grow by the growth in
the pool from those historical years to the future year (with minor adjustments for
changes in population share). Lags have a consequence when this implicit assumption
does not hold. The issue for the Commission is whether, and if so how, the
Commission should deal with those consequences.

In the 2015 Review the Commission said its only objective was to recommend
relativities so as to achieve HFE. Supporting principles for the development of
assessment methods were always to be read in the light of that single objective. The
Commission also said it drew a distinction between the operation of HFE (which

33
34

35

36

In the special grants era, the Commonwealth financed these margins of safety.

The completion grant was the difference between two assessments of special grant. The first was
when a year was the application year and before the conditions of that year were known (its advance
grant). The second assessment occurred two years later, when the conditions of that year were known.
States rather than the Commonwealth would have to fund these margins of safety, meaning margins
of safety could not be provided to every State.

The advantage of extending the assessment period was to provide greater smoothing to relativities. It
meant an aberrant year received less weight in the calculation of relativities, but it also meant it
remained in the assessment period longer and so influenced two additional inquiries.
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relates to the fiscal capacities of States recognising the average revenue and
expenditure policies of States), and the budgetary circumstances of States (which
reflect their individual policy choices on revenues and expenditures). From an HFE
perspective the GST distribution seeks to equalise fiscal capacities, not States’
budgetary circumstances.

The Commission said that having adopted a contemporaneity supporting principle,
this meant that, bearing in mind its objective and other supporting principles such as
policy neutrality and practicality, the distribution of GST provided to States in a year
should reflect State circumstances in that year as far as possible. It said it considered
that a three year lagged assessment was, at least in most circumstances, the most
reliable practical approach to providing a reasonable estimate of State circumstances
in the application year.

In adopting as the basis for all assessments the data for three historical years, the
Commission said it accepted that fiscal equalisation is achieved over a run of years
with a lag. It said while imperfect, this approach recognised that State fiscal capacity
in any one year must take account of the operation of the system over a run of years.
In the 2015 Review the Commission was concerned that making a change for any one
State or one category without regard to the fiscal position over a run of years would
compromise HFE.

The Commission said it recognised that there was a trade-off between
contemporaneity and data reliability. However, it did not consider that State, or
independent, forecasts of revenues in the application year were sufficiently reliable
for it to use them as the basis of the GST distribution. In recent years, the errors in
these forecasts have been very large. It said an approach using such unreliable data
raised a range of issues, including that it would almost certainly require consequent
GST adjustments in future to compensate for errors. This could, itself, then
undermine the contemporaneity of GST distributions in future years.

The Commission also considered whether an alternative treatment, such as a lagged
five year average approach, would be more appropriate for a volatile revenue such as
iron ore royalties. However, it said an analysis of this approach did not give it
confidence that five year averaging would provide an unambiguously improved HFE
outcome compared with three year averaging in all future circumstances.

On balance, the Commission’s view was that HFE was best achieved by assessing all
aspects of State activity in the same way. It said not to do so risked the coherence of
the system as a whole.
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Backcasting of payments for specific purposes (PSPs) in certain circumstances
is the exception
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In the 2015 Review there was a limited exception to the use of historical data, which
was in the case of backcasting major changes in Commonwealth-State financial
arrangements. However this approach was used only where the change was reliably
known, with the Commission noting the considerable difficulties in extending this
approach beyond such cases.

‘Backcasting’ is an approach used to improve the contemporaneity of the relativities
when major changes in Commonwealth-State financial arrangements occur. The
Commission’s view was that reflecting a major change in Commonwealth-State
arrangements in the application year was desirable if the relativities were to give
meaningful and contemporary outcomes. States could be considerably over or under
equalised in the application year, if such backcasting did not occur. However, on
practicality grounds, only large and known changes were backcast.

All States agreed the Commission should continue to backcast major changes in
Commonwealth-State financial arrangements for contemporaneity reasons. They
agreed such changes should only be made if they can be made reliably.

ALTERNATIVE APPROACHES TO APPLYING THE CONTEMPORANEITY
SUPPORTING PRINCIPLE
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In this Review the Commission seeks State views on whether the emphasis of the GST
distribution should be on achieving more or less contemporaneity. Less
contemporaneity would aim to achieve equalisation over time rather than in the
application year, and depending on the methods adopted, could result in States” GST
shares changing more slowly. In these cases GST shares would have greater stability.
Backcasting may no longer be relevant under an equalisation over time approach.

Against this, State fiscal capacities would not be equalised at one time under an
equalisation over time approach. Another way of framing this issue is whether States
see GST revenue as just another budget line item (with no regard to the interaction of
GST revenue and State own-source revenue lines), or as a whole of revenue balancing
item (so that there should be counter-cyclicality of movements in GST revenue and
State own-source revenues).

Some alternative approaches to achieving contemporaneity, for State comment, are
provided below. These range from continuing to use historical data, but reducing the
gap between assessment and application years, to using forecasts of conditions in the
application year. In the latter case, further adjustments to compensate for errors
would be required.
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Staff research paper 2017-05-S Options for improving contemporaneity provides the
results of the staff analysis of the effects on the GST distribution of the different
alternatives, for particular years.

Overview of alternative approaches
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In the 2010 and 2015 Reviews the Commission’s intention was to provide States with
the GST revenue that, as closely as is possible, matched the conditions they would
face in the application year. It is arguable that this goal has been overly ambitious.
Data availability and reliability constraints mean that HFE is achieved over time, albeit
as closely as practicable to the application year.

Currently, the Commission’s recommendations are expressed in the form of
relativities. The effect of applying relativities (based upon the assessment years) to
the application year is that States’ assessed deficits (GST requirements) are inflated in
the application year by the growth in GST revenue between the assessment years and
the application year. When State circumstances are changing slowly, this approach
can provide them with the GST revenue they require in the application year. When
their circumstances are changing rapidly, this approach can generate over- or under-
estimates of States’ GST requirements and produce over- or under-provision of GST in
the application year compared with when that year becomes an assessment year,
referred to as the ‘gap’.?’ The ‘gap’ is a measure of the extent to which the

Commission’s relativities are not fully contemporaneous.

There are approaches that can potentially reduce the size of these discrepancies, such
as estimating application year financial data or treating volatile revenues by
absorption.38 There are also approaches that have a corrections process to adjust for
any discrepancy, such as an advance and completion approach. Alternatively, the
Commission may accept that achieving its aspirational goal of equalisation in the
application year is not practically possible. In this case equalisation would be
considered to be achieved over time and conceptually there would be no
discrepancies.

Different approaches provide different trade-offs in terms of contemporaneity,
accuracy and stability of GST shares. Some require another layer of calculations,
increasing complexity. The terms of reference would appear to allow the Commission
to change from its current three-year lagged average relativity approach, should it
consider that a new approach offers advantages (in terms of these trade-offs) in how
HFE is achieved.

37
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Technically, the ‘gap’ is the difference between the GST payment received by a State in an application
year and its assessed GST requirement for that year when it subsequently becomes an assessment
year.

Under an absorption approach the distribution of grants in the application year, rather than their
distribution in the assessment years, is used to derive State GST shares in the application year.
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Completion approaches
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The lagged three year average approach to determining relativities to apply in the
application year can be thought of as an averaged set of completion grants each year,
with no advance grants having been made. The completion grants relate to the
average of the three years that together are two, three and four years prior to the
application year. This approach recognises a trade-off between the contemporaneity
and practicality supporting principles, with contemporaneity being subordinate to
practicality. That is, the Commission in the 2015 Review considered the lagged three
year average approach as being the most contemporaneous possible given the
practicality constraints relating to using reliable and consistent data.

The issue then becomes whether a one year, or three year average, assessment is
more appropriate under the contemporaneity principle. The Commission could aim to
recommend a distribution of GST revenue on the basis of its best assessment of the
fiscal capacities of the States two years prior to the application year, that is, by using
only the most recent assessment year of the three assessment years under the 2015
Review methodology.

Such an approach would be more contemporaneous to the extent that relativities for
the application year would be based on States’ circumstances closer to that year. On
the other hand, there is no certainty that that year will more closely represent the
circumstances in the application year. Also, a GST distribution based upon a single
assessment year could be expected to be more volatile than for a three year averaged
assessment year approach. However, outrider years would affect the GST distribution
for only one year, as compared to three years under the 2015 Review approach.

A further consideration is that the data for the final assessment year are a little less
reliable than for the earlier years, for example because data provided by States are
used for the adjusted budget instead of ABS Government Financial Statistics (GFS)
data. This concern could be addressed by delaying the final calculation until closer to
the application year. One approach could be for the Commission to provide an initial
estimate of relativities for budgeting purposes at the end of February, with a final
calculation made in June incorporating more recent data relevant to the assessment
year.

In considering a move from a three year to a single year approach, in essence the
judgment for the Commission, in consultation with States, would be whether the
three year lagged average approach using more reliable data is worth more to HFE
than greater contemporaneity.

Alternatively, a stability supporting principle could replace the contemporaneity
principle. Such an approach may even lead to a return to relativities based on a five
year lagged average of assessment years. While this approach could not be expected
necessarily to produce relativities consistent with State circumstances in the
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application year, it could be expected to produce less volatility in States’ GST shares
compared with the three year lagged average approach. This is because each new
year coming into the Commission’s calculations would have less impact on the
relativities, in comparison to the three year average approach.

Advance approaches
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Other types of approaches would be to advance the assessment year by one further
year, or two further years (to the application year). This would entail the Commission
using estimates and thus the payment of advance grants, rather than effectively
paying completion grants based upon actual data.

Estimating application year data

164 The Commission could partially anticipate the conditions likely to exist in the
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application year. For example, it could estimate application year financial data (but
not disabilities) using State budget paper forecasts, or project assessment year
financial data into the application year. Such an approach would carry the risk of
policy contamination through the different budgeting practices of the States.

In the 2015 Review, the Commission considered the use of forecasts and concluded
that State, or independent, forecasts of revenues in the application year were not
sufficiently reliable. It also said an approach using such unreliable data might require
‘consequent GST adjustments in future to compensate for errors’. These adjustments
would be completion grants and would add a layer of calculations to the HFE process,
increasing complexity, with the risk that any such adjustments would be counter to
the contemporaneous outcome in the year they were made.

Using a different rate of growth
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By its design, the current relativities approach assumes the ratio of States’ per capita
assessed deficits to the per capita pool continues into the application year.
Effectively, this approach inflates States’ assessed deficits by the growth in the pool
(and any differential population growth). It will generate ‘gaps’ if State spending,
revenue raising or receipt of PSPs do not grow in line with GST growth.

The Commission could use a different growth rate (or none) between the assessment
years and the application year. Options include the Consumer Price Index and State
and Local Government Final Consumption Expenditure Deflator. In recent years, both
of these options experienced slower growth than the GST pool.
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Treating volatile revenues by absorption
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An approach the Commission used in the past (when so directed by terms of
reference) was to treat PSPs by ‘absorption’.** Under the absorption approach the
distribution of grants in the application year, rather than their distribution in the
assessment years, was used to derive State GST shares in the application year. Such
an approach could be extended to volatile revenue streams, such as mining revenue
or conveyance duty.*

This option increases contemporaneity because States’ GST revenue would depend
on an application year revenue assessment of the volatile revenue stream. A
disadvantage of this option is that it could increase year to year volatility in GST
shares as it uses a revenue assessment from one year rather than an assessment
averaged over three years.

Adopting this approach would mean that different revenue streams would be treated
in different ways, creating an asymmetric approach that could create problems within
the HFE system overall. In addition, there would be increased uncertainty as to the
level of GST revenue States would receive in a year, as this amount would vary as the
assessment of the relevant revenue stream was revealed over the course of the
application year.

Building in a margin of safety
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The Commission last used an advance and completion model in the State claimancy
era. In this era, a claimant State’s need for assistance was assessed twice — a
preliminary assessment in the form of an advance grant and a final assessment after
the relevant year had passed and when actual data were available (two years later).
The completion grant was the difference between a State’s preliminary assessment
(its advance grant) and its final assessment. If its advance grant was too low, its
completion grant was positive and vice versa.

The advance and completion approach allowed the Commission to build a margin of
safety into a State’s advance grant in the knowledge that, if it was not required, it
could be recouped in the subsequent completion grant.

A margin of safety would allow States to ask the Commission to allow for an advance
grant in anticipation of a change in their circumstances (compared to the assessment
years). This happened in the 2015 Review when Western Australia asked the
Commission to adjust the mining assessment to anticipate falling commodity prices
and reducing North West Shelf payments. The Commission did not agree to the
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Absorption ceased from the 2009 Update, where it was applied to the Health Care Grants.

PSPs are another potentially volatile revenue for States — for example transport infrastructure
payments — where there may be large differences between the assessment and application year
payments received.
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proposal because there was no correction process (such as a completion grant) to
reverse the adjustment if it was subsequently found not to be required.

This approach would be less mechanistic (relying on how future estimates flow
through to individual assessments) and be more judgment based. A framework could
be developed so that on occasion States could seek (say as part of the New Issues
process so that it would be subject to consultation and comment by other States) an
advance grant. This grant would be in addition to the following year’s GST revenue
entitlement as calculated on the lagged three year average (or whatever completion
process had been adopted), on the basis that their application year circumstances
would be exceptionally different from their assessment year circumstances.

Unlike in the claimancy era, when the Commonwealth funded the advance grants and
they had no effect on other States, under the all-State equalisation model, it would
be the other States that would have their GST reduced to give a larger advance grant
to a State. Therefore any misallocated advance grant should then be returned to the
other States (completed) as the relevant application year became an assessment
year.

Further considerations
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In supporting any of these alternative options States would have to make the logic of
their case clear. The Commission said in its 2015 Review Report that from an HFE
perspective the GST distribution seeks to equalise fiscal capacities, not States’
budgetary circumstances (which include their policy choices). In that situation the
case for applying the principle of HFE to the GST distribution through advance grants
is that States cannot manage cyclical budgets directly but rather require that GST
grants be paid in cash terms on a contemporaneous basis. The previous Premier of
Western Australia, Mr Colin Barnett, made this argument when he said ‘This year
Western Australia will lose $4.7 billion [in GST] to the other States — | mean that is
outrageous in terms of sensible economic management at a national level. But
because of the bizarre nature of the GST our share will actually start to go up now. It
will go up at the time the economy is recovering instead of going up when we actually
needed it in the 2015 and 2016 years.”**

In contrast to Mr Barnett’s position, States have often expressed preferences for
predictability and stability in GST allocations rather than counter-cyclicality. However,
since the introduction of all-State equalisation in the 1980s, it has been accepted that
States have the ability to anticipate cyclical or temporary developments and manage
budgets accordingly. For example, in its 2013-14 Budget Western Australia said
‘Overall, GST grants are forecast to decline from $2.9 billion in 2012-13 to just

$500 million in 2016-17, mainly due to the significant increase in Western Australia’s
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Excerpt from an interview between Leigh Sales and Colin Barnett on the 7:30 Report, 8 March 2017.

40





178

179

180

mining royalties in recent years and the full equalisation of these royalties over time
by the CGC (i.e. with lags).”*

Under the case for changing the approach to determining application year relativities
to better facilitate cyclical cash flow management, the test of whether an approach is
an improvement over the current lagged three year average approach is whether
(without unduly adding to complexity) it results in a lower gap (between States’ GST
payments received in a year and their assessed GST requirements for that year)
overall across the States. It is unlikely however that even where this is the case, all
States would experience a lower gap than under the current approach.

However, gaps are irrelevant if the specification of the goal relates to a completion
year rather than a (later) application year. Under a completion year approach HFE is
still being achieved (albeit over time rather than in respect of a particular year).
However, contemporaneity can still be seen to be improved by reducing the lag
between the assessment year and the application year.

If the view of the approach to HFE changes to being more on a completions basis, a
further question is whether backcasting should continue, given that it can only be
undertaken under limited circumstances and is generally dependent upon the
reliability of future distributions of Commonwealth payments.

Some consultation questions.

. Should the Commission maintain the aim of achieving a GST distribution
relevant to the application year, or should the aim be varied to achieve
equalisation over time using historical assessments?

° Does the current three year lagged average approach present undue
difficulties to managing your State’s cyclical cash flows?

- If so, which of the approaches discussed would result in an
improvement to cyclical cash flow management and why, noting the
concerns about using reliable and consistent data, the unreliability
of forward estimates and the risk of policy contamination through
the different budgeting practices of the States (with the consequent
likelihood of increasing complexity through a completions type
process)?

- If none of the proposed approaches appeals, what approach would
your State propose and why?

° Under any contemporaneous approach, should backcasting in its current
limited form continue? If so, can/should backcasting be expanded to

Western Australia 2013-14 Budget, Economic and Fiscal Outlook (Budget Paper no. 3), page 96.
Following declines in actual mining royalty receipts compared with those forecast in its 2013-14
Budget, Western Australia’s share of GST revenue in 2016-17 is expected to be around S$2 billion.
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cover a wider range of Commonwealth payments or other volatile
revenues?

TREATMENT OF OTHER COMMONWEALTH PAYMENTS TO STATES
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In the 2015 Review, the Commission adopted the following guideline to decide the
treatment of all payments on a case by case basis:

payments which support State services, and for which expenditure needs
are assessed, will have an impact on the relativities.

The Commission considered that all Commonwealth payments which could be used
to completely or partially offset the fiscal consequences of disabilities leading to
differential assessed expenses should be recognised in assessing State GST
requirements. If this were not done, some States would have the capacity to deliver
above average services and others below average services.

The Commission also considered that Commonwealth payments not used to address
differences it did not take into account in its calculations should not affect the GST
distribution (that is, not redistribute GST revenue away from an equal per capita
share).

This approach was consistent with the terms of reference provided to the
Commission in the 2015 Review and also with the IGA. They asked the Commission:

° to ensure that some specified payments (usually referred to as quarantined
payments), including all reward National partnership payments (NPPs), have no
impact on the GST distribution

. to apply a 50% discount to specified payments for major roads*

° to treat National specific purpose payments (SPPs), National health reform
(NHR) funding, project NPPs and general revenue assistance (GRA), other than
the GST, so that they would affect GST shares, but treat facilitation NPPs so that
they would not.

However, the Commission was given discretion to vary the treatment of the third
group of payments where it was appropriate, ‘reflecting the nature of the particular
payment and the role of the State governments in providing particular services’. It
concluded that in exercising its discretion it could be guided only by the objective of
the GST distribution, which is the principle of HFE.

States appeared to support this approach, mainly debating the treatment of
particular payments.
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In finalising the 2015 Review the Commission extended this treatment to major rail payments.
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In this review, with the same clauses included in the terms of reference, it seems
appropriate to ask if simpler approaches can be taken in deciding the treatment of
other Commonwealth payments. For example, on simplicity grounds but still
consistent with achieving HFE, could all payments:

° have an effect on the GST distribution, regardless of whether needs have been
assessed
. not have any effect.

It may also be simpler if a materiality threshold were applied to deciding any
treatment other than the default set out in the terms of reference. Otherwise the
default would apply.

Over recent years, on average, around 3% of payments have been quarantined by
terms of reference while around 60% have affected State GST shares, with the
balance having no effect. This suggests that taking a simpler approach and adopting
one treatment for all payments (other than quarantined payments) could result in a
large change to State GST shares, as the distribution of the two groups of payments
could be materially different.

In the last review, the Commission and most States did not consider the use of
materiality thresholds consistent with the achievement of HFE. Neither did they
consider that such an approach would necessarily increase simplicity — checking
materiality would add another layer of complexity.

Some consultation questions.

° Are changes needed to the way other Commonwealth payments will be
treated?

THE ASSESSMENT GUIDELINES

191

192

193

Since the 2010 Review the Commission has used guidelines to assist in the
implementation of HFE. The guidelines allow the Commission to give effect to the HFE
objective having regard to the supporting principles including what States do and
practicality. They have been developed in consultation with the States.

The guidelines also form a key part of the quality assurance process. They allow the
Commission to be confident all relevant steps in the decision making process are
followed. They allow external parties to follow the Commission’s decision processes
and to form conclusions about whether due process has been observed.

The guidelines cover the following implementation processes:

° the steps for establishing and measuring disabilities
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° when and how discounting decisions are made and applied

° the threshold change in the GST distribution for recognising a disability.

194 While the guidelines are used to inform the Commission’s decision making processes,
it retains the right to exercise judgment if its best endeavours to build a reliable
assessment do not lead to an outcome consistent with its observations and
understanding of State circumstances. Where the Commission deviates from the
guidelines it will explain its reasoning.

195 The Assessment guidelines for the 2015 Review are included at Attachment A.

196 The application of the assessment guidelines resulted in a series of individual
assessments of State revenue, expenditure and PSPs. The Commission brought these
individual assessments together via the GST distribution model to calculate each
State’s GST requirement. The distribution model was based on the relationship
between expenditure and revenue in the Government Finance Statistics (GFS)
Operating Statement. The distribution model adopted by the Commission in the 2015
Review is described at Attachment B.

Establishing and measuring disabilities

197 Animportant purpose of the assessment guidelines is to set out how the conceptual
case for recognising a disability should be established, when a method can be judged
reliable, what is meant by data that are fit for purpose and of suitable quality. They
also describe how an assessment should be adjusted if there is uncertainty about how
fit for purpose are the data used in the assessment.

198 The Commission will include a disability in a category when:

° a presumptive case for the disability had been established, namely:
- a sound conceptual basis for the disability exists
- there is sufficient empirical evidence that the disability results in
differences between States in the levels of use and/or unit costs in
providing services or in their capacities to raise revenues

. a reliable method can be devised that is:
- conceptually rigorous (for example, it measures what is intended to be
measured and is, as far as possible, policy neutral)
- simple to implement
- easily understood

. data are available that are:
- fit for purpose — they capture the influence the Commission is trying to
measure and provide a valid measure of States’ circumstances
- of suitable quality — the collection process and sampling techniques are
appropriate, the data are consistent across the States and over time and
not subject to large revisions.
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199

These guidelines aim to ensure the Commission takes a consistent approach in
developing assessments and that the assessments are conceptually sound, reliable
and as transparent and simple as possible.

Discounting

200 The 2015 Review guidelines required that the Commission make assessments

201

consistent with the strength of the conceptual case, fitness of purpose and quality of
the data and suitability of the method used to make the assessment. In some cases,
the Commission chose to make an assessment but discount its effect on the GST
distribution. It did this when it had some concerns about the measurement of a
disability but a clear indication of the appropriate direction of the assessment.

The set of discounts used by the Commission were discussed in more detail in the
Practicality section.

Materiality

202

The 2015 Review guidelines said that the Commission would include a disability in its
assessments if it made a material difference to the distribution of GST revenue for
any State. Materiality thresholds were first set in the 2010 Review to ensure only the
main influences on State fiscal capacities were recognised and the assessments kept
as simple as possible. For the 2015 Review the materiality threshold for a disability
was set at $S30 per capita meaning the disability had to redistribute more than $30
per capita for any State in the assessment period. The materiality test considered the
total impact the disability had on the GST redistribution across all categories in which
it was assessed. Options for updating the materiality threshold for a disability were
discussed in more detail in the Practicality section.

Data sources

203

204

Public confidence in the measurement of State fiscal capacities and the equalisation
outcome requires that the Commission use high quality data which are suitable for
the intended purpose. As far as possible the Commission attempts to use data from
national collections compiled by independent sources such as the ABS, the
Independent Hospital Pricing Authority (IHPA) and the Australian Curriculum,
Assessment and Reporting Authority (ACARA). These are more likely to be
comparable across States and reliable.

The States are also important sources of data and, with the States, the Commission
has developed a protocol for the provision of data. That protocol includes the
development of standard definitions in requests for data, the collection of
information on the extent to which data provided by States complies with the
requirements, State and staff checks on the internal integrity of the data and
explanations for unexpected movements in the data.
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By using data from national collections and independent sources as much as possible,
and establishing a protocol ensuring the quality of State data, the Commission aims to
build and maintain confidence in the HFE process and outcome.

Implementing the guidelines

206

207

208

The assessment guidelines describe the Commission’s process for establishing and
guantifying disabilities arising from differences in the economic, socio-demographic,
environmental and geographic characteristics of the States while having regard to
practical considerations which affect the measurement of State fiscal capacities.

Revenue assessments aim to measure the revenue each State would raise if it applied
the Australian average tax rates to its tax bases — that is, if it made the average effort
to raise revenue. Revenue can be raised from taxes, user charges, fees and fines,
mining royalties, interest and income from public authorities. Tax bases are generally
measured using the value of transactions or goods in each State that would be taxed
under the average tax policy. For example, the tax base for property transfers is the
value of property sold and for mining revenue it is the value of mining production. A
State has a revenue raising advantage if its share of the national tax base exceeds its
share of the Australian population. In that case, making the average tax effort will
yield above average per capita revenue.

Expense assessments aim to measure how much each State would spend to provide
the average level of service to its population, given its characteristics, if it followed
average expense policies. The average level of service is represented by the average
expenses per capita, which encapsulates the average policies, service delivery
efficiency and circumstances of the States. The average expenses per capita are
adjusted up or down to allow for the financial impact of differences in State
circumstances — but only to the extent that those circumstances are beyond the
direct control of individual State governments. These adjustments reflect the effects
of disabilities on State expenses. Differences in national spending levels arise because
of differences in the service use patterns of particular groups and differences in unit
costs of service delivery. For example:

° Hospital services are used more intensively by some age groups and by
Indigenous people. States are assessed to have a disability if the groups that
make most use of a service are a larger proportion of their population than they
are of the national population. Conversely, they have an advantage (negative
disability) if the size of the group is smaller than the national average.

° Higher costs might be incurred in providing services in large cities or in remote
areas. States with relatively large populations in the groups that cost more (or
living in regions that cost more) are assessed to have disabilities. Wage rates
may also vary between States for reasons beyond the control of individual
States and some States face diseconomies of small scale. However, higher costs
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arising from a State’s decision to provide a higher level of service do not
constitute a disability.

In some cases, the Commission adopts an EPC assessment if it considers State
capacities or spending depend on State shares of population alone, disabilities do not
exist or it has not been possible to measure a material disability reliably.

Some consultation questions.

. Are changes needed to the assessment guidelines?

SUMMARY

210

211

212

213

214

On 28 November 2016 the Treasurer gave the Commission terms of reference for a
2020 Methodology Review. The terms of reference require the Commission to
undertake a comprehensive review of all the methods underpinning its calculation of
the GST relativities.

In the 2015 Review the Commission adopted certain supporting principles to assist it
make and explain decisions on how it seeks to achieve HFE. However, the
Commission made clear that the principles remain subsidiary to its primary objective
of achieving HFE and they should not override that objective.

The four supporting principles identified in the 2015 Review were:
. What States do

° Policy neutrality

° Practicality

° Contemporaneity

Clause 6 of the terms of reference asks the Commission to consider whether the
supporting principles it uses to guide its work remain appropriate. The Commission
has identified contemporaneity and policy neutrality as being important issues for
this review.

Commission staff have prepared this discussion paper seeking State views on the
objective and definition of horizontal fiscal equalisation (HFE), and whether the
supporting principles (and the way the Commission uses them) remain appropriate,
or whether there are alternative approaches. In addition, this paper seeks State views
on the implementation of the supporting principles, including policy neutrality,
alternative approaches to achieving contemporaneity, discounting, materiality
thresholds and the assessment guidelines.
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215 Some specific consultation questions are asked in the paper. Staff seek State views on
these. Any other views in relation to these topics are also welcome.
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ATTACHMENT A — ASSESSMENT GUIDELINES

ASSESSMENT GUIDELINES FOR THE 2015 REVIEW

1 The Commission organises its work by making assessments for individual categories.
Separate assessments will be made when they are materially different from other
assessments or if the assessment is easier to understand if undertaken in a separate
category.

2 The Commission will include a disability in a category when:

° a presumptive case for the disability is established, namely:
- a sound conceptual basis for these differences exists

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

) a reliable method has been devised that is:

- conceptually rigorous (for example, it measures what is intended to be
measured, is based on internal standards and is policy neutral)

- implementable (the disability can be measured satisfactorily
- where used, consistent with external review outcomes
° data are available that are:

- fit for purpose — they capture the influence the Commission is trying to
measure and provide a valid measure of States’ circumstances

- of suitable quality — the collection process and sampling techniques are
appropriate, the data are consistent across the States and over time and
are not subject to large revisions.

3 Data will be adjusted where necessary to improve interstate comparability. The
Commission will not make data adjustments unless they redistribute more than $10
per capita for any State.

4 Where a case for including a disability in a category is established but the Commission
is unable to make a suitable assessment of its impact, the options are:
° to discount the impact that has been determined
. to make no assessment.

5 The option chosen will reflect the specific circumstances of the assessment. It will
depend on:
° the particular concerns about the assessment

° the strength of the conceptual case for assessing the category or the disability
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the reliability of the method and data

the sensitivity of the assessment to the data used, measured in terms of the
likely impact on State GST shares of an error in the data

consistency with State circumstances.

When the assessment is to be discounted to improve the equalisation outcome, a
uniform set of discounts is used, with higher discounts being applied when there is
less confidence in the outcome of the assessment or more concern attached to the

information. The discounts are:

12.5%, if there is not full confidence about the size of an effect because of a low
level of concern with the information on which it is based

25%, if there is a medium level of confidence about the size of an effect or a
medium level of concern with the information

50%, if an effect on States is known to be large and there is confidence about its
direction but there is limited confidence in the measurement of its size due to a
high level of concern with the information

if there is little confidence in the direction of an effect or its size, no differential
assessment would be made (100% discount).

The Commission will include a disability in its final assessments if:

it redistributes more than $30 per capita for any State in the assessment period
(the materiality test will be applied to the total impact the disability has on the
redistribution of funds across all revenue or expense categories in which it is
assessed)

removing the disability has a significant impact on the conceptual rigor and
reliability of assessments.

However, the disability may not be assessed in a category, if the amount redistributed

in that category is very small and it is impractical to do so.
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ATTACHMENT B — THE GST DISTRIBUTION MODEL

BRINGING THE ASSESSMENTS TOGETHER

A State’s GST allocation (its equalising requirement) is the difference between its
assessed spending on service provision and asset acquisition and its assessed
revenues. More specifically, it is calculated as:

° the expenses it would incur to provide the average services (its assessed
expenses) plus

° the investment it would make to have the infrastructure required to provide the
average services (its assessed investment) less

° the net borrowing it would make to finish the year with the average per capita
net financial worth (its assessed net borrowing) less

° the revenue it would raise if it made the average revenue raising effort (its
assessed revenue) less

° the revenue from Commonwealth payments which are available to fund its
spending requirements.

A per capita relativity is derived for each State by expressing its per capita GST
allocation as a ratio of the national average per capita GST distributed in the year.

This calculation is undertaken for each of the three assessment or reference years.
The per capita relativities recommended for use in 2015-16 (the application year for
this review report) are the average of the annual relativities for the three assessment
years 2011-12 to 2013-14.

A relativity below one indicates a State requires less than an EPC share of GST
revenue; a relativity above one indicates it requires more than an EPC share. No State
can have its relativity increased without one or more of the other States having theirs
reduced. The box below explains what a relativity is.

A State’s relativity changes from year to year for several reasons, including:

° its inherent characteristics change — for example, if its tax base grows more
than the average, the State will become relatively stronger and its relativity will
decline

° the characteristics of the other States change, affecting the State’s relative
position — for example, if the tax bases of the other States grow, the average
will increase, the State will become relatively weaker and its relativity will
increase
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° the structure of State budgets change — for example, if State spending grows
relative to State revenue, revenue differences will become less important, while
differences in the cost of delivering services will become more important.

What is a relativity?

If States had the same economic, social and demographic features and
Commonwealth payments were distributed uniformly among them, the Commission
would recommend that the GST be distributed equally per person. Each State would
be allocated the same (average) amount per resident.

However, some States are fiscally stronger than others — they have stronger tax
bases, lower service delivery costs or receive above average Commonwealth
payments. They need less GST revenue than other States if all States are to be fiscally
equal.

That relative strength (or weakness) is measured by the State’s need for GST revenue,
compared to the average and is summarised in its relativity.

A stronger State might be assessed as needing only 90% of the average GST available
on a per capita basis — its relativity would be 0.9. A weaker State might be assessed
as needing 110% of the average, its relativity would be 1.1.

Some people have misinterpreted a relativity to be the proportion of the GST revenue
raised in a State which is returned to that State. This would only be true if the GST
collected per person were the same in every State, which given differences among
the States is unlikely.

AN ALGEBRAIC PRESENTATION OF THE GST DISTRIBUTION MODEL

6

The algebraic identity underlying the GFS Operating Statement is used to bring
together the Commission’s revenue and expenditure assessments and derive the
assessed GST revenue.

The model is based on the following budget identity.
(Gs + Og + Rg) — (Es + ;) = N; @Y

This identity occurs in all State budgets and says that the revenue States receive
(from the GST, Other Commonwealth payments and from their own sources) that
they do not use (as recurrent expenses or on new infrastructure) is saved.**

The budget identity can be rearranged to make the GST the dependent variable:
GSTs = (Es+ I; + Ng) — (O + R)g (2)
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Where ‘N’ is negative, States are net borrowers rather than net savers.
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11

Working from the basic budget equation in (2) the assessed GST revenue a State
needs can be calculated as the difference between what it needs to deliver the
average level of services and if it made the same revenue effort.

AGSTR; = (AE; + Al; + AN,) — (40; + AR)) 2)

Where:
i,s
N,E IR
GST
(0]

AN,AE,AlLAR

AGSTR

subscripts used to denote an individual State (i) or all States (s)

net lending, expense, net investment and own-source revenue
respectively

GST revenue

other Commonwealth payments. These include Payments for
Specific Purposes (PSPs) which the Commission has decided should
impact on relativities.

assessed net lending, expense, net investment and own-source
revenue respectively
assessed GST revenue requirement. The Commission’s approach

ensures States’ assessed GST revenue requirement sums to the
total GST revenue available (};; AGSTR; = GST)

More information about the GST distribution model is available on the Commission’s

website.
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BACKGROUND

1 As discussed in Agenda Paper 2016-15 Contemporaneity — an overview, the
Commission asked staff to provide additional material on:

° an approach using budget forecasts for the application year, also incorporating
error correction once final budget outcomes are known

° an approach to dealing with unpredictable revenues, such as Commonwealth
payments for specific purposes (PSPs) and mining revenue

° a completion only approach, which explicitly does not attempt to reflect
conditions in the application year.

2 This paper provides information on whether there is another way of assessing
unpredictable revenues (specifically, PSPs and mining revenue).

What are the implications of the current relativities approach?

3 Agenda Paper 2016-15 Contemporaneity — an overview discussed how the
circumstances States face in the application year have diverged from those they faced
in the years of assessment. The difference is called the completion gap. These gaps
have existed (and remained uncorrected) since the move to comprehensive
equalisation following the 1981 Review. A completion gap means States’ fiscal
capacities are not fully equalised in the application year.

4 Under the (current) relativity approach, the Commission derives its relativities using
information from historical years. Doing so builds lags into the HFE system and it is
these lags that cause the completion gaps. The lags gave rise to over or under
estimates of States’ fiscal capacities® when:

° a State was experiencing a long term structural trend

° a State was experiencing a sudden change in its fiscal capacity (as can occur
with a volatile expense or revenue).

5 Agenda Paper 2015-24 Can a State be financial worse off accepting an SPP? showed
the relativity approach was equivalent to inflating States’ fiscal capacities in the years
of assessment by the growth in the pool? between those years and the application
year. Were States’ circumstances to grow in line with growth in the pool then the lags
would not give rise to completion gaps. Unpredictable revenues and expenses (such

Agenda Paper 2016-15 Contemporaneity — an overview showed the aggregate completion gaps for
the last five years exceeded $9 billion.

Agenda paper 2015-24 showed what mattered was the growth in the pool and the differential growth
in State populations between the years of assessment and the application years. However, the growth
in the pool was the much bigger influence.





as transaction taxes, natural disaster expenses and PSPs) do not grow
commensurately with the GST pool, giving rise to completion gaps.

DEALING WITH PSPS

Treating PSPs by inclusion

6

Currently, the Commission treats most PSPs by inclusion. Under inclusion, PSPs are
treated like State own source revenue — they are revenues available to finance a
State’s assessed expense in the years of assessment. A State’s inclusion relativity in a
year of assessment is derived by:

° calculating its assessed GST requirement by subtracting the sum of its assessed
revenues and PSPs received from the sum of its assessed expenses and
assessed capital

° dividing its GST requirement by its population share of the GST pool.

Inclusion means:

° the interstate distribution of PSPs in the years of assessment affects a State’s
GST distribution

° a bigger share of PSPs in those years reduces its GST requirement.

Table 1 shows the PSPs included in the last year of the assessed budget in each of the
last 7 inquiries. The table shows how unpredictable PSPs can be>. This volatility is a
reason why historical PSP distributions are a poor indicator of application year
distributions and why treating PSPs by inclusion can generate completion gaps.4

PSPs comprise three National Specific Purpose payments (Skills and Workforce Development, Disability
Services and Affordable Housing), National Health Reform and Students First funding and National
Partnership Payments (NPPs). There can be large variations in the size and distribution of PSPs,
especially infrastructure related NPPs.

Agenda Paper 2016-08 Contemporaneity — a projections approach confirmed PSPs were a major
contributor to completion gaps.





Table 1 PSPs treated by inclusion (a)

Year NSW Vic Qld WA SA Tas ACT NT Total

Sm Sm Sm Sm Sm Sm Sm Sm Sm
2008-09 13 883 9742 9285 4196 3363 991 583 775 42 819
2009-10 16 706 12 041 11 364 5502 4471 1388 752 948 53172
2010-11 16 202 11 692 10 047 5367 3913 1529 777 1144 50 670
2011-12 16 284 12 257 10916 5475 4361 1131 733 1114 52271
2012-13 13 967 10 893 9126 4810 3229 1050 698 752 44524
2013-14 11 876 10 147 7 625 4026 2 644 863 639 692 38511
2014-15 12 690 9412 8315 4343 2710 865 617 767 39718

(a)

These are the total PSPs included in the last assessment year of each inquiry from the 2010 Review
to the 2016 Update.

Source: Commission reports.

9

10

There are two PSP treatments that would break the nexus between a State’s GST and
the PSPs it received in the years of assessment:

° exclusion (that is, no impact)

° absorption.

Exclusion would sever the link between PSPs and a State’s GST share. If exclusion
were used, PSPs would remain outside the equalisation process and States receiving a
larger share of them would be able to finance a higher level of services than other
States. This would be inconsistent with terms of reference and the Commission’s
traditional approach, which is to treat PSPs as revenue available to finance assessed
expenses. For that reason, this approach is not discussed further.

Treating PSPs by absorption

11

12

13

When we use the absorption approach, we change the composition of the application
year pool. In this case, we expand it to include PSPs. Consequently, we need to
change the composition of the pool in the years of assessment.”

Like inclusion, absorption creates a link between PSPs and a State’s GST share. Unlike
inclusion, the link is to a State’s application year share of PSPs rather than its PSP
share in the years of assessment. Thus, absorption is a more contemporaneous
approach to PSPs.

Absorption treats PSPs as revenue available to finance a State’s assessed expenses in
the application year. A State’s absorption relativity in a year of assessment is derived
by:

Terms of reference would need to be changed to allow the use of the absorption approach.





14

15

° calculating its assessed PSP-GST pool requirement by subtracting its assessed
revenues from the sum of its assessed expenses and assessed capital

° dividing its PSP-GST pool requirement by its population share of the combined
PSP-GST pool.

Absorbing PSPs into the pool makes the assessment year pools bigger and means
absorption relativities tend to be closer to the average relativity (1.000) than their
inclusion counterparts. This could reduce criticism of the HFE system based on
‘outlier’ GST relativities.

Absorption means:

. the interstate distribution of PSPs in the application year affects a State’s GST
distribution

° a bigger share of PSPs in that year reduces its GST requirement.

What changes are required?

16

17

18

For the Commission, the change is simple. It would add PSPs to the GST in the years
of assessment.®

For Treasury, absorption imposes additional work. It needs to apply the absorption
relativities to a combined pool of GST and PSPs in the application year and then
deduct each State’s share of PSPs to determine its GST (as it did with Health Care
Grants prior to the 2009 Update). This can be done in a simple way (by treating all
PSPs by absorption) or a complex way (by determining which individual PSPs should
be treated by absorption).7

A similar outcome to absorption could be achieved by the Commission backcasting
the application year ‘absorbed’ PSPs into the years of assessment. This approach
would not impose additional work on Treasury, as it could apply the resulting
relativities to the GST pool.

What is the impact of changing treatment of PSPs

19

Attachment A provides an example of changing the treatment for a single PSP. It
recounts the changed treatment of Health Care Grants in the 2009 Update.
Attachment B provides an indication of the aggregate impact of changing the
treatment of all included PSPs to absorption in each inquiry since the 2010 Review.
Table 2 shows New South Wales would have received $958 million less over the last

Any PSP quarantined by terms of reference would not, however, be added to the pool.

The two approaches should produce similar GST outcomes if the range of PSPs (in the assessment and
application years) remains the same. If the range of PSPs in the application way is very different from
those in the assessment year(s), the simple way could produce a materially different answer. For
example, a materially different answer would have arisen in the years when the Commonwealth
ramped up PSPs in response to the Global Financial Crisis.





seven years had the absorption approach been used. The aggregate impact for all
States was just under $2 billion.?

Table 2 Aggregate impact of changing treatment of PSPs

NSW Vic Qld WA SA Tas ACT NT Redist

Sm Sm Sm Sm Sm Sm Sm Sm Sm

Redistribution -958 383 292 1041 241 29 -249 -779 1986

Source: Table B-2.

20

In most cases, the States gaining from absorption were those receiving proportionally
less PSPs in the application year compared with the years of assessment and vice
versa.

A CASE STUDY — 2011-12°

21

22

The purpose of this case study is to determine whether the inclusion or the
absorption approach produces a smaller completion gap. The baseline is the total
assistance each State should have received in 2011-12. We determine this amount
using information for 2011-12 year in the 2014 Update.

Table 3 shows the total assistance each State received comprising:

° the PSPs each State received in 2011-12 (these are the PSPs the Commission
treated by inclusion in that year in the 2014 Update)™®

° the GST each State required to be equalised in 2011-12 (as calculated in the
2014 Update).

10

Care needs to be taken with these figures as a number of assumptions were made to derive ‘absorbed’
PSPs in the application year.

We had three criteria for choosing a year. First, it had to be a recent year. Secondly, the year had to be
subject to the same assessment methods when it was the application year and an assessment year.
This limited the choice to 2010-11 to 2014-15. Finally, when it was an assessment year, we did not
want it to be subject to revisions. So, we wanted it to be the second last assessment year of an inquiry.
The latest year matching all three criteria was 2011-12.

This approach generates a different result for 2011-12 than that shown in Table B-2. The reason is a
different level of PSPs is being used. The PSPs shown in Table 3 are the unadjusted PSPs from the
2011-12 year of the 2014 Update, they total to $55.5 billion. The application year PSPs used in
Attachment B were derived by staff. We examined each individual payment in 2011-12 to determine
whether to include it or not. Our intention was to align the application year payments with those paid
in the years of assessment. That approach produced a smaller PSP estimate ($50.2 billion). The smaller
estimate is the reason for the differing GST outcomes.





Table 3 Assessed Commonwealth assistance, 2011-12
2011-12 2011-12 Total
PSPs (a) GST (b) assistance
$m $m $m
NSW 17 205 14 825 32030
Vic 13078 10 346 23423
Qld 11626 9305 20932
WA 5817 2 058 7874
SA 4571 4073 8644
Tas 1210 1822 3032
ACT 786 969 1756
NT 1172 2642 3814
Total 55 465 46 040 101 505

(a)
(b)

Source:

2011-12 PSPs received by States, which the Commission treated by inclusion.
Given the PSPs they received, this is GST each State required to be equalised in 2011-12.

2014 Update.

23 We can determine whether the inclusion or absorption approach produces the
smaller completion gap by calculating the total assistance in 2011-12 (in the 2014

Update) using both the inclusion and absorption relativities.

24  Table 4 shows the GST distribution that would have been generated using the 2011
Update (inclusion) relativities. A State’s total assistance is obtained by adding its
2011-12 PSPs (from Table 3).





Table 4 Distribution of 2011-12 GST using 2011 Update inclusion relativities

2011 2011-12
Update 2011-12 Adjusted Share of GST PSPs Total
relativities Population population pool distribution (Table 3) assistance
Mill Mill % Sm Sm Sm
NSW 0.958 7.3 7.0 30.9 14 237 17 205 31442
Vic 0.905 5.6 5.1 225 10 340 13078 23417
Qld 0.929 4.5 4.2 18.7 8591 11626 20217
WA 0.717 2.4 1.7 7.6 3512 5817 9328
SA 1.271 1.6 2.1 9.3 4284 4571 8 856
Tas 1.599 0.5 0.8 3.6 1676 1210 2 887
ACT 1.116 0.4 0.4 1.8 848 786 1635
NT 5.357 0.2 1.2 5.5 2552 1172 3724
Total 225 225 100.0 46 040 55465 101 505

Source: Relativities from the 2011 Update. The pool and populations were from the 2011-12 year of the
2014 Update.

25 Table 5 shows each State’s total assistance using the 2011 Update absorption

relativities.

Table 5 Distribution of total assistance using 2011 Update absorption relativities
2011 Update 2011-12 Adjusted Share of Total
relativities Population population assistance assistance
Mill Mill % Sm
NSW 0.969 7.3 7.0 31.3 31735
Vic 0.916 5.6 5.1 22.7 23061
Qld 0.994 4.5 4.5 20.0 20 264
WA 0.859 2.4 2.1 9.1 9 266
SA 1.172 1.6 1.9 8.6 8710
Tas 1.333 0.5 0.7 3.0 3079
ACT 1.002 0.4 0.4 1.7 1677
NT 3.536 0.2 0.8 3.7 3712
Total 225 225 100.0 101 505

Source: Absorption relativities were derived using 2011 Update data. The pool and populations were from
the 2011-12 year of the 2014 Update.

26 Table 6 sets out the total assistance under each option and the resulting completion
gap. It shows the absorption approach produces a smaller completion gap in total
(51 506 million versus S1 665 million) and for most States. Only Victoria ($6 million





versus $362 million) and the Northern Territory (590 million versus $102 million) had
a smaller completion gap under inclusion.

Table 6 Completion gaps under inclusion and absorption

Distribution of total assistance Completion gap

Using 2011 Update

Using 2011 Update absorption Using 2011 Using 2011 Update

2011-12 relativities relativities Update absorption

(from Table 3) (from Table 4) (from Table 5) relativities relativities

sm sm sm $m $m

NSW 32030 31442 31735 588 295
Vic 23423 23417 23061 6 362
Qld 20932 20217 20 264 715 668
WA 7 874 9328 9266 -1454 -1392
SA 8644 8 856 8710 -211 -66
Tas 3032 2887 3079 145 -47
ACT 1756 1635 1677 121 78
NT 3814 3724 3712 90 102
Total 101 505 101 505 101 505 1665 1506

Source: Table 3, Table 4 and Table 5.

DEALING WITH MINING REVENUE

27

28

29

Although not usual, the absorption approach could also be applied to mining
revenue, which is what we do in this section. By applying the absorption treatment,
we have changed the composition of the application year pool:

° from GST revenue

° to GST revenue plus royalty revenue plus Grants in lieu of royalties.

When we use the absorption approach we also need to change the composition of
the pool in the years of assessment. For the Commission, the change is simple. It
would add royalty revenue and Grants in lieu of royalties to the GST in those years.

Table 7 shows the royalty revenue included in the last year of the assessed budget in
each of the last 7 inquiries. It shows how unpredictable royalties can be. That
volatility is the reason historical royalties are a poor indicator of their application year
counterparts and a reason why a royalty assessment using historical data can
generate a completion gap.





Table 7 Royalties, excluding grants in lieu of royalties (a)

Year NSW Vic Qld WA SA Tas ACT NT Total
Sm Sm Sm Sm Sm Sm Sm Sm Sm
2008-09 1279 46 3342 1399 153 30 0 220 6 469
2009-10 985 47 2036 1425 126 39 0 131 4790
2010-11 1240 58 2 698 3182 157 49 0 151 7536
2011-12 1464 66 2766 3320 177 54 0 144 7992
2012-13 1318 45 2144 3296 190 29 0 107 7129
2013-14 1338 52 2379 6018 291 36 0 154 10268
2014-15 1254 44 2009 4591 237 27 0 162 8324
(a) These are States’ royalties in the last assessment year of each inquiry from the 2010 Review to the

2016 Update.
Source: Commission reports.

30 Table 8 provides the same information for Grants in lieu of royalties. These payments
are also unpredictable. The volatility of these payments is the reason historical Grants
in lieu are a poor indicator of their application year counterparts and a reason why
using the historical payments can generate a completion gap. The table provides a
reason why Western Australia has recently sought to change the Commission’s
treatment of this payment11 — it has peaked and is declining.

Table 8 Grants in lieu of royalties (a)
Year NSW Vic Qld WA SA Tas ACT NT Total
Sm Sm Sm Sm Sm Sm Sm Sm Sm
2008-09 0 0 0 910 0 0 0 4 914
2009-10 0 0 0 876 0 0 0 15 890
2010-11 0 0 0 1011 0 0 0 4 1015
2011-12 0 0 0 1008 0 0 0 2 1009
2012-13 0 0 0 1114 0 0 0 5 1120
2013-14 0 0 0 1186 0 0 0 5 1192
2014-15 0 0 0 981 0 0 0 3 984
(a) These are the Grants in lieu paid by the Commonwealth in the last assessment year of each inquiry

from the 2000 Update to the 2016 Update.
Source: Commission reports.

" The Western Australian Treasurer suggested the Commonwealth reduce Western Australia’s share of

North West Shelf payments from 70% to 50% and, in exchange, treat the payment by exclusion.
http://www.perthnow.com.au/news/western-australia/wa-governments-900m-plan-to-rescue-
budget/news-story/6903f0651fb78bdeb624bb2f8ab62346.




http://www.perthnow.com.au/news/western-australia/wa-governments-900m-plan-to-rescue-budget/news-story/6903f0651fb78bdeb624bb2f8ab62346

http://www.perthnow.com.au/news/western-australia/wa-governments-900m-plan-to-rescue-budget/news-story/6903f0651fb78bdeb624bb2f8ab62346



What changes are required?

31 For the Commission, the change is simple. It would add royalty revenue and Grants in
lieu of royalties (that is, mining revenue) to the GST in the years of assessment.

32  For Treasury, absorption imposes additional work. It needs to apply the absorption
relativities to a combined pool of GST and mining revenue in the application year and
then deduct each State’s share of assessed mining revenue to determine its GST.
These estimates could be revised over the course of the application way in the same
way that revisions are made to populations and the pool in the Final Budget Outcome
publication. The Commission could be asked to provide these estimates.

What is the impact of changing treatment of mining revenue

33  This approach requires an estimate of States’ assessed mining revenue in each
application year. As Attachment C explains, we derived them by:

° estimating each State’s share of total value of production in the application year
and using it to distribute the royalty revenue they raised in that year

° using Western Australian and Northern Territorian forward estimates of Grants
in lieu of royalties.

34 Thus, the absorption approach relies on forward estimates in State budget papers. If
a State understated its estimate, this approach would understate its assessed mining
revenue and deliver it increased GST in the application year. Therefore, a correction
adjustment would be required if this approach were adopted, to remove any
incentive for States to game the system.12

35 Attachment C provides an indication of the aggregate impact of treating mining
revenue by absorption in each inquiry since the 2010 Review. The aggregate impact is
over S5 billion.

Table 9 Aggregate impact of treating mining revenue by absorption
NSW Vic Qld WA SA Tas ACT NT  Redist
Sm Sm Sm Sm Sm Sm Sm Sm Sm
Redistribution 539 1679 1854 -5191 238 282 125 473 5191

Source: Table B-2.

36 Western Australia would have lost from the change in treatment because, for most of
this period, it was experiencing a mining boom with higher revenues in each
successive year. Compared with the relativity approach, absorption would have
delivered less GST to Western Australia in years of ever rising revenues (from the

12 This correction adjustment could be incorporated into the Final Budget Outcome (FBO) publication. As

the FBO is published more than a year after Budget Paper No 3, it would allow time for more
up-to-date mining data to be used.
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2010 Review to 2014 Update). In those years its application year mining capacity
would have exceeded its historical mining capacity and, by basing its GST on that
higher capacity, the absorption approach would have delivered it less GST.

However, the recent fall in iron ore prices means absorption would have delivered
more GST to Western Australia in the last two inquiries. Its application year mining
capacity would have been lower than its assessed capacity in the years of assessment
(when iron ore prices were higher) and, by basing its GST on that lower capacity, the
absorption approach would have delivered it more GST.

It is not clear that changing our approach for one or two revenue streams would
produce unambiguously better HFE outcome for all States. When the Commission
considered this option in the 2015 Review, it concluded singling out a particular
revenue stream would unbalance the system over time. The approach would increase
volatility in GST shares and consequently overall revenue for all States except the
States assessed to have a strong capacity in that revenue stream.

A CASE STUDY — 2011-12

39
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This case study is undertaken using the same approach as for the PSP case study. We
compare:

o two separate revenue steams
- the 2011-12 GST distributed using 2011 Update inclusion relativities

- an absorbed revenue stream. In this case, the Commission’s 2011-12
assessed revenue from the 2014 Update

° one combined revenue stream:

- a combined total of 2011-11 GST and mining revenue distributed using
2011 Update absorption relativities.

The purpose of this case study is to determine whether treating mining revenue by
inclusion or absorption produces a smaller completion gap. The baseline is the GST
each State received in 2011-12 plus our assessment of mining revenue in the 2011-12
year if the 2014 Update.

Table 10 shows the total assistance each State received comprising:

° each State’s assessed mining revenue in 2011-12 (in the 2014 Update)13

13

This approach generates a different result for 2011-12 than that shown in Table C-2. The reason is a
different level of mining revenue is being used. The mining revenue shown in Table 10 is the assessed
mining figures for the 2011-12 year of the 2014 Update, they total to $10.0 billion. The application
year mining revenue used in Attachment C was derived by staff, using State projections of royalty
revenue and Grants in lieu of royalties. That approach produced a mining revenue estimate ($9.8
billion). The smaller estimate is the reason for the differing GST outcomes.

11





the GST each State required to be equalised in 2011-12 (as calculated in the
2014 Update).

42  We can determine whether the inclusion or absorption approach produces the
smaller completion gap by calculating the total assistance in 2011-12 (in the 2014

Update) when mining revenue is treated by inclusion and absorption.

Table 10 The combined assistance, 2011-12
2011-12 2011-12
assessed mining assessed GST Combined
(from the 2014 Update) (from the 2014 Update) assistance
Sm Sm Sm
NSW 1546 14 825 16 371
Vic 114 10 346 10 460
Qld 2776 9305 12 081
WA 5110 2 058 7 168
SA 300 4073 4373
Tas 62 1822 1884
ACT 0 969 969
NT 103 2642 2745
Total 10010 46 040 56 050
Source: 2014 Update.

43  Table 11 shows the GST distribution that would have generated using the 2011
Update (inclusion) relativities. Each State’s combined assistance is obtained by adding

its 2011-12 assessed mining (from Table 10).
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Table 11 Combined assistance using 2011 Update inclusion relativities

2011-12

2011 assessed
Update 2011-12 Adjusted Share of GST mining Total
relativities Population population pool distribution (Table 10) assistance
Mill Mill % Sm Sm Sm
NSW 0.958 7.3 7.0 30.9 14 237 1546 15783
Vic 0.905 5.6 5.1 225 10 340 114 10453
Qld 0.929 4.5 4.2 18.7 8591 2776 11 366
WA 0.717 24 1.7 7.6 3512 5110 8622
SA 1.271 1.6 2.1 9.3 4284 300 4585
Tas 1.599 0.5 0.8 3.6 1676 62 1738
ACT 1.116 0.4 0.4 1.8 848 0 848
NT 5.357 0.2 1.2 5.5 2552 103 2 655
Total 22.5 22.5 100.0 46 040 10010 56 050

Source: Relativities from the 2011 Update. The pool and populations were from the 2011-12 year of the
2014 Update.

44  Table 12 shows each State’s total assistance using the 2011 Update absorption

relativities.
Table 12 Combined assistance using 2011 Update absorption relativities

2011 Update 2011-12 Adjusted Share of Total
relativities Population population assistance assistance
Mill Mill % Sm
NSW 0.894 7.3 6.5 28.8 16 141
Vic 0.791 5.6 4.4 19.6 10979
Qld 1.042 4.5 4.7 20.9 11712
WA 1.175 2.4 2.8 125 6 987
SA 1.147 1.6 1.9 8.4 4 697
Tas 1.423 0.5 0.7 3.2 1811
ACT 0.967 0.4 0.4 1.6 892
NT 4.891 0.2 11 5.0 2830
Total 225 225 100.0 56 050

Note: The difference between Western Australia’s absorption relativity (1.175) and its inclusion relativity

(0.717) is an indication of the influence of the mining assessment on its inclusion relativity.
Source: Absorption relativities were derived using 2011 Update data. The pool and populations were from
the 2011-12 year of the 2014 Update.

13





45 Table 13 sets out the total assistance under each option and the resulting completion
gap. It shows the absorption approach produces a smaller completion gap in total
(5929 million versus $1 665 million) and for most States. Only Victoria ($6 million
versus $520 million) and the South Australia ($324 million versus -$211 million) had a
smaller completion gap under inclusion.

Table 13 Completion gaps under inclusion and absorption

Distribution of total assistance Completion gap

Using 2011 Update

Using 2011 Update absorption Using 2011 Using 2011 Update
2011-12 relativities relativities Update absorption
(from Table 10) (from Table 11) (from Table 12) relativities relativities
Sm Sm Sm Sm Sm
NSW 16 371 15 783 16 141 588 -230
Vic 10460 10453 10979 6 520
Qld 12 081 11366 11712 715 -369
WA 7168 8622 6987 -1454 -181
SA 4373 4585 4697 2211 324
Tas 1884 1738 1811 145 -72
ACT 969 848 892 121 -77
NT 2745 2 655 2 830 90 86
Total 56 050 56 050 56 050 1665 929

Source: Table 10, Table 11 and Table 12.

CONCLUSIONS

46

47

48

The current HFE system uses historical data to assess States’ GST requirements in the
application year. This builds lags into the Commission’s recommendations.

If there are big changes in State circumstances between the years of assessment and
the application year (and they differ from the changes to the pool), these lags can
result in States receiving less (or more) GST in the application year than they require.
The difference is called the completion gap. Revenues and expenses which change at
different rates to the pool (such as transaction taxes, natural disaster expenses and
PSPs) generate completion gaps.

In this paper, we explored a different approach to dealing with PSPs and mining
revenue. We treated them both by the absorption approach. This is a more
contemporaneous approach, one that makes States’ GST dependent on their shares
of PSPs or assessed mining revenue in the application year (as opposed the years of
assessment).
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49

Had the Commission implemented this change in the 2010 Review, over the last 7
years, it would have redistributed $2 billion in the case of PSPs (see Table 6) and $5
billion in the case of mining (see Table 9). The size of the redistribution is an
indication of how the lags in the HFE system are affecting States’ GST distributions.
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ATTACHMENT A: CHANGING THE TREATMENT OF
HEALTH CARE GRANTS

In the 2008 Update, the Commission was asked for relativities appropriate for
distributing a pool of GST revenue and Health Care Grants (HCGs). In the 2009
Update, the Commonwealth changed the treatment of HCGs and asked the
Commission for relativities appropriate for distributing a pool of GST revenue only.

In its 2009 Update report, the Commission provided information on the impact of this
change in treatment. It calculated the impact for the 2008-09 year. This attachment
sets out the derivation of these amounts.

Treating HCGs by inclusion

3 When HCGs are treated by inclusion, GST revenue and HCGs are treated as separate
revenue streams in the years of assessment. The resulting (inclusion) relativities are
applied to an application year pool comprising GST revenue only.

4 Table A-1 shows:

. the distribution of GST revenue
. State’s HCGs
° the combined assistance appropriate for each State.
Table A-1 Combined assistance, inclusion relativity
2008 Update Distribution 2008-09
inclusion 2008-09 Adjusted of GST Health Care
relativity (a) population population revenue Grants Total
Mill Mill Sm Sm Sm

NSW 0.887 7.0 6.2 12 184 3084 15268

Vic 0.913 5.3 4.9 9 545 2248 11793

Qld 0.962 4.3 4.2 8157 1811 9968

WA 0.858 2.2 1.9 3667 935 4 602

SA 1.232 1.6 2.0 3885 760 4 645

Tas 1.663 0.5 0.8 1629 197 1827

ACT 1.256 0.3 0.4 853 119 971

NT 5.258 0.2 1.2 2280 106 2 386

Total 21.5 21.5 42 199 9259 51459

(a) Inclusion relativities are relativities appropriate for distributing a pool of GST revenue only.

Source: As published in the 2009 Update.
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Treating HCGs by absorption

5 When we use the absorption approach, we change the composition of the application
year pool. In this case, Treasury expanded it to include HCGs. Consequently, we
needed to change the composition of the pool in the years of assessment.

6 When HCGs are treated by absorption, the GST revenue and HCGs are combined as a
single revenue stream in the years of assessment. The resulting (absorption)
relativities are applied to an application year pool comprising GST revenue and HCGs.

7 Table A-2 shows the assistance the Commission would have recommended for each
State. This table also shows the difference between this distribution and the
distribution in Table A-1. The difference was small.

Table A-2 Combined assistance and difference, absorption relativity

2008 Update

absorption 2008-09 Adjusted Distribution of

relativity population population combined pool (b) Difference
Mill Mill Sm Sm
NSW 0.911 7.0 6.4 15248 20
Vic 0.925 5.3 4.9 11793 0
Qld 0.965 4.3 4.2 9981 -13
WA 0.883 2.2 1.9 4602 0
SA 1.209 1.6 1.9 4648 -3
Tas 1.530 0.5 0.8 1827 -1
ACT 1.172 0.3 0.4 970 1
NT 4.518 0.2 1.0 2390 -4
Total 21.5 21.5 51459 21

(a) These absorption relativities are relativities appropriate for distributing a pool of GST revenue and

Health Care Grants.

(b) The 2008-09 combined pool comprised $42 199 million of GST revenue and $9 259 million of HCGs.

Source: As published in the 2009 Update.

8 The figures in Table A-1 and Table A-2 invite three questions:
. Why did the relativities change?
° Why was the difference small?

° What would happen if we applied absorption more widely?

Why did the relativities change?

9 When we change the treatment of a PSP (in this case, HCGs), we produce different
relativities.

10 When inclusion is used:
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° HCGs are assumed to be available to meet States’ expense needs in the year of
assessment. The greater the share of HCGs a State receives in these years, the
lower its inclusion relativity.

° Inclusion relativities are net of the contribution of HCGs to States’ fiscal
capacities.
11  When absorption is used:

° HCGs are treated as part of the combined pool to be distributed. A State’s share
of the HCGs in the years of assessment is not relevant.

° The distribution of HCGs in the years of assessment plays no role in the
calculation of absorption relativities.

12 Under absorption, the combined pool is bigger. So, absorption relativities tend to be
closer to the average relativity (1.000).

Why is the difference small?

13 There are two factors that determine whether a State benefits from changing the
treatment of a PSP from inclusion to absorption:
° the interstate distribution of the PSP in the application year compared to its

distribution in the years of assessment. If its application year share is bigger, it
benefits from using the lower historical PSPs (inclusion) and vice versa

° the rate of growth of the PSP compared to the rate of growth of the GST. If the
PSP is growing faster, State’s with an above average share of the PSP benefit
from using the lower historical PSPs (inclusion) and vice versa.

14  Changing the treatment of a PSP would have no effect if the rates of growth of the
PSP and the GST were the same and the interstate distribution of the PSP did not
change.

15 In our example, the impact of changing the treatment of HCGs was small because
HCGs grew at about the same rate as the GST (6.6% versus 6.7%) and their interstate
distribution changed marginally — a little more to New South Wales and a little less
to Queensland and the Northern Territory.

What would happen if we applied absorption more widely

16 Changing the treatment of all PSPs to absorption is likely to be big because:

° many PSPs grow at different rates than the GST. For example, some PSPs may
be discontinued.

° the interstate distribution of all PSPs can change markedly over time (for
example, transport PSPs).

17  Attachment B provides information on the impact of changing the treatment of all
(included) PSPs since the 2010 Review.
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ATTACHMENT B: TREATING ALL PSPS BY ABSORPTION

Attachment A provided an example of changing one PSP (Health Care Grants). In this
attachment, we report on the impact of changing the treatment of all PSPs from
inclusion to absorption. We have changed their treatment for each inquiry since the
2010 Review.

The PSPs paid in the application year can differ from those paid in the years of
assessment because:

° new PSPs are created

° previous PSPs are discontinued

° the Commonwealth can change the interstate distribution or rate of growth of
PSPs

° some PSPs are subject to backcasting.14

For that reason, we cannot simply use the PSPs paid in an application year. The
absorption approach requires us to align the PSPs in the application year with those
that existed in the assessment years. At the time we are constructing the absorption
relativities, we need to consider the application year PSPs that correspond to those
existing in the years of assessment.?

Treating PSPs by inclusion

4

Table B-1 shows:
° the distribution of GST revenue using the inclusion relativities
° our estimate of State’s PSPs in the application year

° the combined assistance appropriate for each State.

14

15

The new Intergovernmental Agreement on Federal Financial Relations 2008 (the IGA) changed the way
National SPPs were distributed amount the States. These SPPs were to be transitioned to an EPC
distribution over five years commencing 2010-11. The Commission responded to these changes by
determining the proportion to be assessed EPC in the application year and treating that proportion of
National SPPs in the assessment year(s) EPC. For the absorption exercise, we undid this backcasting.
We ensured the proportion assessed EPC in an application year was the same as in the relevant years
of assessment.

The application year PSPs for each inquiry were estimated by comparing the payments in the years of
assessment with those in the corresponding application year. If the PSP existed in the application year,
those amounts were used. If the PSP had ceased, the amount of the PSP in the last year of assessment
was used. New PSPs were omitted from the analysis. We addressed the backcasting of National SPPs
by ensuring the proportion assessed EPC in an application year was the same as in the relevant years
of assessment.
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5 The number of PSPs changes from year to year. The PSPs shown in Table B-1 are not
the same as those reported in Budget Paper No 3. We derived these PSP amounts
because, for this analysis, we are interested in PSPs paid in the application year that

were:
° paid in the years of assessment
° treated by inclusion in the years of assessment.

Table B-1 Treating PSPs by inclusion

NSW Vic Qld WA SA Tas ACT NT Total
GST revenue Sm Sm Sm Sm Sm Sm Sm Sm Sm
2010-11 14 158 10736 8494 3236 4337 1688 853 2385 45887
2011-12 14 232 10341 8592 3511 4286 1678 849 2552 46040
2012-13 14734 11004 9551 2 866 4492 1704 956 2754 48061
2013-14 15850 11508 10892 2500 4652 1824 1031 2834 51090
2014-15 17020 11990 11824 2241 5027 1944 1106 3190 54342
2015-16 17311 12 755 13 046 1935 5525 2236 1040 3351 57200
2016-17 17598 13881 14348 2037 6110 2299 1155 3291 60720
PSPs (a)
2010-11 15564 11157 9799 5241 3799 1501 751 1150 48962
2011-12 15 705 11814 10336 5276 4184 1084 713 1111 50223
2012-13 13404 10282 8613 4587 3097 986 660 728 42355
2013-14 16575 12642 11075 5421 4106 1169 824 1124 52936
2014-15 15019 11294 9898 5102 3248 1040 735 867 47204
2015-16 13185 10113 8 662 4576 3027 950 700 775 41988
2016-17 14 656 10 506 9550 4894 3236 980 754 758 45334
Combined
2010-11 29721 21893 18 293 8477 8135 3189 1605 3535 94849
2011-12 29937 22155 18 928 8786 8469 2762 1562 3664 96263
2012-13 28137 21285 18164 7453 7589 2690 1616 3482 90416
2013-14 32425 24150 21967 7921 8758 2993 1855 3957 104026
2014-15 32039 23284 21723 7 343 8275 2984 1841 4057 101546
2015-16 3049 22868 21709 6511 8552 3186 1740 4126 99 188
2016-17 32254 24388 23898 6931 9 346 3279 1909 4049 106054

(a)

Source:

These are not the PSPs reported in Budget Paper No 3. Footnote 15 explains how they were

derived.

Commission calculation.
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Treating PSPs by absorption

6 When PSPs are treated by absorption, the Commission treats GST revenue and PSPs
as if they are one revenue stream in the years of assessment. It applies its
(absorption) relativities to the combined revenues in the application year.

7 Table B-2 shows the assistance the Commission would have recommended for each
State. It also shows the difference between these amounts and the combined
distribution in Table B-1.

Table B-2 Treating PSPs by absorption

NSW Vic Qld WA SA Tas ACT NT Total
Combined Sm Sm Sm Sm Sm Sm Sm Sm Sm
2010-11 290804 22218 18690 8038 8225 2 885 1579 3410 94849
2011-12 30085 21872 19221 8786 8263 2923 1591 3521 96263
2012-13 28140 20699 18493 7751 7 685 2746 1559 3344 90416
2013-14 32353 23804 21901 8490 8788 3108 1798 3784 104026
2014-15 31704 23330 21466 7774 8512 3027 1788 3946 101546
2015-16 30155 23246 21592 6 687 8 657 3134 1699 4019 99188
2016-17 31810 25236 23611 6938 9236 3290 1865 4069 106 054
Difference (a)
2010-11 82 325 397 -439 90 -304 -26 -125 894
2011-12 149 -283 293 -1 -206 161 29 -143 633
2012-13 3 -586 329 298 96 56 -57 -138 781
2013-14 -72 -345 -66 569 30 115 -57 -174 714
2014-15 -335 46 -257 431 237 43 -53 -112 757
2015-16 -341 378 -116 176 104 -53 -42 -107 658
2016-17 -444 848 -287 7 -109 10 -44 20 885
Total -958 383 292 1041 241 29 -249 -779 1986
(a) This is the difference between the combined assistance shown in this table and the combined

assistance shown in Table B-1.

Source:  Commission calculation.

8 Table B-2 shows that had the Commission treated PSPs by absorption since the 2010

Review around $2 billion would have been redistributed with:

Victoria, Queensland, Western Australia, South Australia and Tasmania
receiving more

New South Wales, ACT and the Northern Territory receiving less.

9 In most cases, States gaining from absorption were those receiving proportionally less
PSPs in the application year compared to the years of assessment.
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ATTACHMENT C: TREATING MINING REVENUE BY
ABSORPTION

1 Under the relativity approach, States’ shares of assessed mining revenue in the years
of assessment influence their relativities and, therefore, their share of GST.

2 Attachment B illustrated how the Commission could change the treatment of PSPs by
absorbing them into the pool. This created new relativities, which were applied in the
application year to a combined pool of GST revenue and PSPs. States’ GST revenue
would be derived by subtracting the PSPs they were to receive in the application year.

3 In this attachment, we apply the same treatment to mining revenue. We add mining
revenue to the GST in the assessment years. This creates new relativities, which
would be applied in the application year to a combined pool (of GST revenue and
mining revenue). States’ GST revenue would be derived by subtracting its assessed
mining revenue in the application year.

Calculating States’ assessed mining revenue in the application year

4 States mining revenue comprises two parts:

° Royalty revenue. We assess States’ capacity to raise royalties using their share
of value of production. While there are eight separate mineral assessments, for
this attachment we use total value of production onIy.16

. Grants in lieu of royalties. They are revenue sharing payments made by the
Commonwealth to Western Australia (for North West Shelf) and the Northern
Territory (for uranium). These States publish forward estimates of these grants.

5 When revenue base data are unavailable for the final assessment year, the
Commission estimates the missing data by grossing up the revenue base data in the
second last year by the growth in State’s actual revenue:

Revenuef

Revenuef™?

t—1

RevenueBase} = RevenueBasef ™' x

Where:

16 This will produce similar GST outcomes if States’ composition of value of production does not change

much between the last year of assessment and the application year.
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An individual State

Data used to assess States’ revenue capacity (for example, value of production)

RevenueBase

tandt-1 = The last and second last year of assessment respectively.

6 We have applied this approach to estimate total value of production data for the
application year.

Cay . Revenue”
ValueOfProduction;” = ValueOfProduction; ¥ ———
Revenue;
Where:
AY = Application year
7 If a State understates (overstates) its forward estimate of royalty revenue, this

approach would understate (overstate) its assessed mining revenue in the application

year. A correction adjustment (such as a completion grant) is likely to be required if

this approach were adopted, to remove any incentive for States to game the system.

8 Two States receive Grants in lieu of royalties (Western Australia and the Northern
Territory). These States provided forward estimates of these grants, so they did not
have to be estimated.

Treating mining revenue as own source revenue

9 Table C-1 shows:

° the distribution of GST revenue in the application year using the existing
approach (these are the same numbers as in Table B-1)

° our estimate of States’ assessed mining revenue in the application year

° the combined revenue appropriate for each State.

10 A States’ assessed mining revenue was derived by adding their:

. Royalty revenue. We estimated each State’s share of total value of production
in the application year and used it to distribute royalty revenue in that year.

° Grants in lieu of royalties. This was based on forward estimates published by
Western Australia and the Northern Territory.
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Table C-1

Treating mining revenue as own-source revenue

NSW Vic Qld WA SA Tas ACT NT Total
GST revenue Sm Sm Sm Sm Sm Sm Sm Sm Sm
2010-11 14158 10736 8494 3236 4337 1688 853 2385 45887
2011-12 14232 10341 8592 3511 4286 1678 849 2552 46040
2012-13 14734 11004 9551 2 866 4492 1704 956 2754 48061
2013-14 15850 11508 10892 2500 4652 1824 1031 2834 51090
2014-15 17 020 11990 11 824 2241 5027 1944 1106 3190 54342
2015-16 17311 12755 13046 1935 5525 2236 1040 3351 57200
2016-17 17598 13881 14348 2037 6110 2299 1155 3291 60720
Assessed mining revenue in the application year (a)
2010-11 1308 122 1462 4129 188 17 0 90 7 316
2011-12 1481 41 2878 5066 239 35 0 145 9 883
2012-13 2022 41 3148 6420 394 56 0 119 12 200
2013-14 1992 77 3153 7419 375 59 0 94 13169
2014-15 1652 75 2989 7507 382 78 0 109 12792
2015-16 1462 73 2729 6393 354 33 0 168 11213
2016-17 1563 67 2362 5201 373 41 0 117 9723
Combined
2010-11 15466 10858 9 956 7 365 4524 1705 853 2475 53203
2011-12 15713 10381 11470 8576 4524 1713 849 2697 55923
2012-13 16755 11045 12700 9286 4 886 1760 956 2873 60261
2013-14 17841 11585 14045 9919 5027 1883 1031 2928 64259
2014-15 18672 12066 14813 9748 5409 2021 1106 3299 67134
2015-16 18773 12828 15776 8328 5880 2270 1040 3519 68413
2016-17 19161 13949 16 710 7 238 6483 2340 1155 3408 70443
(a) Estimated by grossing up value of production in the last year of assessment by the change in State’s

royalty revenue between that year and the application year. States’ forward estimates of grants in

lieu of royalties were used unchanged.

Source: Commission calculation.

Treating mining revenue by absorption

11  For this option, we added the royalty revenue and Grants in lieu of royalties to the

GST revenue in the years of assessment. This generated new relativities. These

relativities were applied to an application year pool comprising GST revenue, royalty
revenue and Grants in lieu of royalties.
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12 Table C-2 shows the combined revenue the Commission would have recommended
for each State. It also shows the difference between these amounts and the

combined distribution in Table C-1.

Table C-2 Treating mining revenue by absorption

NSW Vic Qld WA SA Tas ACT NT Total
Combined Sm Sm Sm Sm Sm Sm Sm Sm Sm
2010-11 15351 11004 10966 6122 4594 1755 866 2546 53203
2011-12 16099 10955 11688 6970 4 688 1809 890 2824 55923
2012-13 16958 11690 13261 7 497 4968 1851 1007 3030 60261
2013-14 18180 12223 14435 8 045 5196 1981 1083 3116 64259
2014-15 19055 12351 15138 8543 5477 2 049 1128 3392 67134
2015-16 18673 12634 15544 9 080 5773 2253 1022 3434 68413
2016-17 18605 13535 16290 9014 6276 2277 1118 3329 70443
Difference (a)
2010-11 -115 145 1010 -1243 69 50 13 72 1359
2011-12 386 574 218 -1 607 163 96 42 127 1607
2012-13 203 645 561 -1789 82 91 51 157 1789
2013-14 338 638 390 -1874 169 98 52 188 1874
2014-15 382 285 325 -1205 68 28 23 93 1205
2015-16 -100 -194 -231 752 -107 -17 -19 -85 752
2016-17 -556 -413 -420 1776 -207 -63 -37 -79 1776
Total 539 1679 1854 -5191 238 282 125 473 5191
(a) This is the difference between the combined assistance shown in this table and the combined

assistance shown in Table B-1.

Source:  Commission calculation.

13  Table C-2 shows that had the Commission treated mining revenue by absorption

since the 2010 Review around S5 billion would have been redistributed from Western
Australia to the other States.

14  Absorption is a more contemporaneous approach. Compared with the current

approach, it would have delivered less GST to Western Australia in the 2010 Review

to 2014 Update.'” The recent fall in iron ore prices, however, means absorption
would have delivered more GST to Western Australia in the last two inquiries. In

those inquiries, its application year mining capacity would have been lower than its

assessed capacity in the years of assessment (when iron ore prices were higher).

17

In these inquiries, its GST would reflect its mining capacity in the application year rather than its lower
assessed capacity in the years of assessment (when its mining revenue was increasing).
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INTRODUCTION

1 States have recently brought down their 2016-17 budgets. This paper provides a high
level summary of State expectations and intentions for that year and over the
forward estimates period. While 2016-17 is not the application year for the 2017
Update, this information will provide some guidance to the Commission on how
States see their budgetary and fiscal positions changing in the future.

2 The paper provides information on:

State economic and budget outlooks
main spending and revenue initiatives
State expectations in relation to their GST shares

information on how States regard the HFE system and outcomes.

STATE ECONOMIC AND BUDGET OUTLOOK 2016-17

Economic growth and its drivers

3 All States are expecting positive but modest economic growth in 2016-17.
Queensland expects growth of 4%, New South Wales and Victoria are expecting
about 3%, South Australia, Tasmania and the ACT about 2% and Western Australia
and the Northern Territory about 1%.

Gross State Product (GSP) growth in New South Wales is forecast to be 3 per
cent in 2016-17, up from 2%% in 2015-16. Household consumption, dwelling
construction and public investment, especially in urban rail, are expected to
continue to make strong contributions to growth. Wages are forecast to grow
by 2.5%.

GSP growth in Victoria is expected to be 3%, up from 2.5% in 2015-16.
Household consumption and business investment are expected to remain
above trend, but dwelling investment is expected to ease, with a levelling of
house prices. Employment and population are both expected to grow strongly.
Wages growth is expected to pick-up in 2016-17 also.

Following a weak result in 2014-15, the Queensland economy is expected to
rebound to a growth of 4% in 2016-17, with Queensland expecting the
strongest economic growth of all States over the budget period. The rebound is
underpinned by a surge in overseas exports, as liquefied natural gas (LNG)
production ramps up. Sectors that previously suffered during the resources
boom are now strengthening. In particular, low interest rates, underpinned by
strong investor demand, are supporting housing construction, particularly in
medium-to-high density housing in the south-east corner of the State. The
lower SA is expected to boost tourism and education exports. In contrast to
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exports, the domestic economy is expected to remain subdued, with slow
wages growth, subdued population growth and soft labour market conditions.

The Western Australian economy is experiencing a period of below trend
growth, following an unprecedented expansion underpinned by business
investment that lasted more than a decade. GSP is expected to grow by 1.25%
in 2016-17, gradually recovering to reach 3% by 2019-20. Growth is
underpinned by a pick-up in consumer spending and an eventual return to
modest growth in business investment, as well as the continued expansion of
LNG exports.

South Australia forecasts GSP to be steady at 2% in real terms in 2016-17, then
rising to 2.25% across the forward estimates. This is despite the challenges the
State will face over the next few years from the significant structural
adjustment task when car manufacturing ceases in 2017 and from the effect of
falling commodity prices on resource and related industries. Private new
business investment remains subdued, declining by 11% in the year to March
guarter 2016. Mineral and petroleum exploration spending has declined from
recent highs, falling by 73% in nominal terms in the year to March quarter 2016.
The Government’s significant infrastructure program will support construction
industry activity and jobs, as will the Dept of Defence’s new continuous
shipbuilding program from 2017. Employment is forecast to grow by 0.75% in
2016-17 (up from 0.5% in 2015-16), then by 1% across the forward estimates.

Tasmania expects its economic growth to fall from 2.5 % in 2015-16 and
2016-17 to 2% by 2017-18. Hobart is experiencing a construction boom, the
tourism industry is buoyant and the State's business confidence is at a national-
high, with international exports growing. However, the January 2016 bushfires
cost $31 million, and record-low rainfall combined with a broken Bass Strait
electricity cable created an energy supply crisis, costing more than $100 million.
Employment growth is flat. Population growth is at its long term trend rate of
0.6%.

The ACT is expecting its GSP to grow by 2% in 2015-16, 2.25% in 2016-17 and
2.5% from 2017-18 onwards. This is due to the end of the Commonwealth
Government’s hiring freeze on 1 July 2015, the lower Australian dollar, low
interest rates and the ACT’s significant infrastructure investments. Employment
is expected to grow between 1% to 1.5% annually from 2015-16 till 2019-20.
The unemployment rate in April 2016 is 4.1%. Population is anticipated to grow
by 1.5% from 2015-16 onwards.

The Northern Territory is expecting its economic growth to fall from 10.5% in
2014-15to 1.5% in 2016-17, before improving from 2017-18. This is largely due
to a decline in private sector investment related to the Ichthys LNG project.
Public sector investment, including Commonwealth defence capital works, is
expected to partially offset the decline in private sector investment.
Employment growth was negative in 2014-15 but this is expected to improve in
2015-16 then soften over the forward estimates due to a slowdown in





engineering and dwelling construction activity. Population growth in 2015-16 is
lower than previous years and is expected to remain below historical averages
in 2016 and 2017 (at 0.1%).

Net operating balances and net debt

4

While New South Wales, Victoria, Queensland and South Australia are predicting
budget surpluses in 2016-17 and over the forward estimates, Western Australia and
the ACT are predicting deficits over the period. Tasmania and the Northern Territory
expect surpluses in 2016-17 but deficits after that. Net debt is expected to increase in
all States but Queensland and Tasmania over the forward estimates period. The level
of net debt appears likely to remain above average in Queensland, Western Australia,
the ACT and the Northern Territory.

New South Wales is forecasting a budget surplus of $3.7 billion in 2016-17, with
an average of $2 billion in the forward years. Revenue (4.4%) is expected to
grow faster than expenses (4.2%) in 2016-17. However, net debt is expected to
increase to $7.5 billion in 2016-17 and is projected to increase to $24.0 billion
(3.7 per cent of GSP) by the end of the forward estimates. This is due to
increased capital expenditure.

Victoria is predicting a budget surplus of $2.9m in 2016-17, with revenue (3.4%)
growing faster than expenses (3.3%). Surpluses are expected in the out years.
Net debt is forecast to decrease to $18.6 billion (4.7% of GSP) in 2016-17,
increase in 2017-18 and 2018-19 to $22.3 billion, then reduce in 2019-20.

Queensland expects to run operating surpluses in 2016-17 (5152m) and the
out-years (peaking at $1.2b in 2017-18). The Queensland budget outlines a
strategy to lower debt, provide additional funds for investment without the sale
of government owned corporations, without increases in taxes and without cuts
to services. The strategy involves:

- surplus repatriation from defined benefit superannuation scheme

- storing short term cash balances within the general government sector
rather than with government owned corporations

- regearing government owned corporations.

Net debt peaked at $43.1 billion in 2014-15 and is expected to reduce to
$38.7 billion in 2019-20.

Western Australia is forecasting a deficit in 2016-17, reflecting a projected
shortfall between revenue (of $25.7 billion) and recurrent spending (of

$29.6 billion). General government revenue is expected to decline in 2016-17
for the third year in a row, with mining royalties at their lowest level in this year
(although still about $4 billion per annum over the forward estimates).
Operating deficits are said to be ‘unavoidable in the near term’. Net debt at

30 June 2016 is estimated to be $27.9 billion and, with projected operating
deficits combined with substantial infrastructure investment, is forecast to





increase to $40.2 billion by the end of 2019-20. This result does not include
anticipated proceeds from Western Australia’s asset sales program, with which
it intends to materially pay down debt and finance new infrastructure projects.

° South Australia expects a budget surplus of $254 million in 2016-17 which is
expected to increase significantly over the forward estimates. Real growth in
revenue is expected to be 3.8% and real growth in expenses 3.9%. Both are
expected to slow significantly over the forward estimates. Net debt is expected
to increase in 2016-17 by 57.8% from its 2015-16 level (to $6.2 billion),
principally due to the recognition of the $2.8 billion finance lease for the new
Royal Adelaide Hospital. This level is not expected to change much over the
forward estimates.

° Tasmania expects a budget surplus of $77 million in 2016-17, partly the result of
TT-line (Bass Strait Ferry) contributing $80 m over the next two years to a
special ship replacement fund. However, deficits are expected in the following
years largely due to Tasmania’s reducing GST share. Net debt is expected to rise
to $0.3 billion in 2016-17 and to fall in each of the out years, reaching $0.1
billion by 2019-20.

° The ACT has forecast an operating deficit of $94.3 million in 2016-17, a deficit in
2017-18, and return to balance in 2018-19 and 2019-20. Net debt is expected to
increase by 40% over the period 2015-16 to 2019-20 from $1.8 billion to $2.6
billion.

° The Northern Territory expects a budget surplus in 2016-17 but deficits in
2017-18 and 2018-19 due to reduced GST revenue, lower taxation revenue and
a moderation of economic growth. A return to surplus is expected in 2019-20. A
reduction in public sector net debt in 2015-16 is expected due to the leasing of
the Port of Darwin; however, net debt is expected to increase again over the
forward estimates (from $2 to $3.1 billion) to fund substantial infrastructure
investment.

MAIN SPENDING AND REVENUE INITIATIVES

5 Most States are planning to increase spending on education, health, welfare
(domestic violence), custodial services, police and transport. They are also focusing
on programs to provide a boost to their economies (to support industry and
employment). As well there is a heavy emphasis on capital expenditure on
infrastructure — mainly on schools, health facilities, housing and transport (road and
rail).

6 The main revenue initiatives relate to increases in payroll tax thresholds (Vic, WA,
ACT) and increases in taxes on foreign owners of property (NSW, Vic, Qld). Other
initiatives include the following:





- SA abolished stamp duty on non-real property from June 2015 and is
phasing in the abolition of stamp duty on non-residential real property
transfers. It has introduced a 15% tax on net wagering revenue received
from persons located in South Australia by all Australian based wagering
operations from 2017-18.

- The ACT has abolished insurance tax and introduced a Safer Families Levy
of $30 per annum (applied to all residential and rural properties) from
1 July 2016 to support family violence prevention initiatives. None of
these changes will affect the 2017 Update.

STATE 2016-17 BUDGET FORWARD YEAR GST ESTIMATES

7 Table 1 below shows the estimated GST revenue to be received by each State over
the period 2015-16 to 2019-20, as included in State 2016-17 budget papers. The
majority of States apply their own modelling to derive these estimates, rather than
use the projections included in the Commonwealth 2016-17 budget (which explicitly
project constant relativities to future population and pool estimates). The States all
use slightly different models, as shown by the aggregated State totals not matching
the Commonwealth’s estimates of GST revenue, particularly in the out years.

Table 1 State GST revenue estimates, 2016-17 budgets

2015-16 (a) 2016-17 2017-18 2018-19 2019-20
$m Sm $m $m $m
NSW 17 619 17 634 17 644 17768 18243
Vic 13032 13885 14 609 15770 16 534
Qld 13122 14 297 14 927 14 825 15189
WA 1886 2035 2906 4698 6 003
SA 5573 6101 6424 6479 6574
Tas 2246 2299 2332 2336 2394
ACT 1049 1154 1216 1279 1335
NT 3274 3263 3306 3474 3698
Total 57 801 60 668 63 364 66 629 69 969
Commonwealth 57792 60 660 63 940 67 350 70 370
(a) Includes 2014-15 balancing adjustment of $342 million for all States except Tasmania and the
Northern Territory.
(b) Tasmania’s estimates for 2015-16 and 2016-17 are based upon its previous budget and the CGC

U2016 Report respectively, not the Commonwealth BP3.

Source: Australian Government 2016-17 budget paper no. 3; State 2016-17 budget papers.

8

Figure 1 shows the GST estimates as State GST shares. The changing shares reflect the
expected changes in State fiscal circumstances over time as captured in each State’s
relativity models. While not all States show relativity estimates in their budget
papers, it is their modelled relativities which underlie their GST revenue estimates.





9 Changes in each State’s estimated share of GST revenue are explained in their budget
papers as follows:

New South Wales’ GST relativity is expected to decline to historic lows by
2019-20, reflecting stronger than average growth in its transfer duty revenue
and weaker Western Australian royalty revenues.

Victoria’s GST relativity is expected to increase, in part as a result of it having
above average population growth, leading to an increased need to invest in
new infrastructure. However, Victoria’s robust economic and revenue growth,
relative to some States, will place some offsetting downside pressure on
Victoria’s relativity by the end of the forward estimates.

Queensland’s historically high 2013-14 assessment year relativity will continue
to affect its GST share until 2017-18. However the factors driving the 2013-14
result are short term. Net expenses for natural disaster relief and recovery
arrangements (NDRRA) are expected to remain low, and Western Australia’s
mining revenue has been adversely affected by a fall in iron ore prices.
Queensland’s relativity can be expected to move closer to 1.0 once the
short-term effects of 2013-14 factors have worked through the equalisation
system.

Western Australia’s relativity is forecast to rise to 0.76 by 2019-20, following
the lagged response to the sharp reduction in iron ore royalties and North West
Shelf grants in recent years, along with weak growth in taxes compared to other
States. Staff have tested the plausibility of such a large increase in Western
Australia’s relativity and found such a result is not completely implausible. It is
based on the effects of steady (or falling) mining revenues in nominal terms
being more than offset by growth in the pool of around 6% per annum (so that
the redistribution due to mining becomes a much smaller share of the pool).

South Australia notes it expects its GST relativity to fall because of increases in
payments for specific purposes (particularly for road and rail infrastructure), the
decline in mining revenue in Western Australia and the new data flowing into
the wage cost assessment.

Tasmania’s relativities are expected to return to trend levels across the budget
years, from a high in 2015-16 resulting from the additional royalty revenue
generated in Western Australia and the other mining States during the mining
boom.

The ACT GST revenue estimates have been taken directly from the
Commonwealth (which holds the most recent relativity constant across the
budget years). That is, the ACT does not model changes to its relativity for the
purposes of estimating future GST revenue.

The Northern Territory observes that generally the four large States have a
greater influence that the smaller States on the revenue and expenditure
against which all States’ fiscal capacities are assessed, so that consequently it is
difficult to forecast its relativity movements. As a result, the Northern Territory





has adopted a conservative approach to estimating its relativity, continuing the
recent downward trajectory in its recommended relativities.

Figure 1 State estimated GST revenue shares, 2015-16 to 2019-20
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Source: Australian Government 2016-17 budget paper no. 3; State 2016-17 budget papers.

STATE COMMENTS ON THE HFE SYSTEM AND THE COMMISSION’S
WORK

New South Wales

10 As noted above, New South Wales expects substantial falls in its GST:

° in 2016-17, GST revenues are expected to be $850.5 million lower, compared to
the distribution of funding in 2015-16, following the reduction in the State’s
GST relativity.

° reductions of similar magnitude are expected in 2017-18 and 2018-19 as strong
growth in NSW transfer duty revenue and large falls in Western Australia’s
mining royalty revenue feed into the Commonwealth Grants Commission’s
calculations.

11 It notesinits 2015-16 budget papers that the NSW Government has long called for
reform of the current HFE system. It refers to its submissions to the CGC’s 2015
Methodology Review which argued that ‘the current system of HFE is complex, non-





transparent, subject to decisions based on the CGC’s judgment and discouraged State
initiative and tax reform’.

12  New South Wales also notes that it continues to believe that the current system of
HFE should be replaced by a distribution based on an equal per capita share of the
GST pool, with the Australian Government providing separate equalising payments to
the fiscally weaker States.

Victoria

13 Victoria notes in its 2016-17 budget papers that GST is Victoria’s single largest
revenue source. It welcomes a number of important adjustments to the formula for
distributing GST revenue between States made by the Commonwealth Grants
Commission in its 2015 Methodology Review - the Commission’s recognition of the
additional costs of providing critical infrastructure in urban centres such as
Melbourne, and its more consistent treatment of Commonwealth funding for road
and rail projects. It says these changes represent ‘a substantial improvement to the
model for allocating GST revenue’.

14 However, because ‘Victorians continue to subsidise other States’, in the longer term
Victoria supports re-examining the system to ensure that it is more transparent,
simple and fair for all jurisdictions.

Queensland

15 The Queensland budget has 5 pages describing its GST share, largely repeated from

the 2015-16 budget. This is a detailed explanation of both the principles of HFE as
well as an assessment of the impact of averaging and a lag on Queensland’s share.
The section is articulate but bland. The primary implication is that:

In the longer—term, Queensland’s fiscal capacity can be expected to
be nearer to the average of states (that is, a relativity of 1.0).
However, many of the factors impacting Queensland’s relativity are
volatile, such as transfer duty, mining revenue, natural disaster
relief and other Australian Government payments.

The significant impact of volatile factors means that while
Queensland’s relativity may be nearer to the average of all states in
the longer—term, on an annual basis it will continue to fluctuate,
and be above 1.0 in some years and below in others.

Victorian Budget paper No2 2016-17, p18.





Western Australia

16

Western Australia provides a factual statement about the process. It notes the
following.

After reaching a record low of 30.0% in 2015-16, Western Australia’s
GST ‘relativity’ has remained virtually unchanged in 2016-17, at
30.3%. This reflects the substantial time lags used in the
Commonwealth Grants Commission’s assessments.

The above factors have combined to contribute to a ‘perfect storm’
for Western Australia’s revenue over the three years to 2016-17.
These circumstances have led the Commonwealth Government to
provide GST ‘top-up’ payments of $499 million in 2014-15 and $490
million in 2015-16.

If all time lags were removed from the CGC process, Western
Australia’s GST grants would be $7.4 billion higher across the four
years from 2016-17 to 2019-20 ($3.2 billion higher in 2016-17).

The time lags also mean that the GST losses in 2016-17 associated
with Western Australia’s historic royalty revenues are expected to
exceed Western Australia’s 2016-17 royalty collections by around
$900 million.

As the reduced royalties and other changes in the years 2014-15 to
2017-18 flow (with a time lag) into the relativity calculations,
Western Australia’s relativity is expected to improve. However,
although projected to reach 75.9% in 2019-20, this still remains
below the lowest relativity faced by any other State except for
Victoria in 1992-93 and prior to 1950-51. Western Australia’s
relativity during the period 2012-13 to 2018-19 is expected to
remain lower than ever faced by another State since 1942-43.2

South Australia

17

18

The budget contains a page and a half describing how the State’s GST share is derived
and the Commission’s recommendations for 2016-17. It also contains a description of
the changes to the wages assessment in the 2016 Update. It notes it expects its GST

relativity to fall and identifies the reasons.

South Australia has replicated the Commission’s ratios of actual to assessed tax
revenue (formerly assessed revenue raising effort ratios), with adjustments to
remove the land tax paid by the South Australian Housing Trust, to demonstrate that
it is a relatively low taxing State.

Western Australia budget Paper No 3 2016-17, p84.





Tasmania

19

ACT
20

Tasmania strongly supports retaining the principles of HFE. It says the following.

HFE is a cornerstone of the success of Australian society. It has
served Australia well by responding and adapting to changing state
circumstances, and allowing for the mobility of labour and capital
across the national economy. Without HFE, certain states within the
Federation, including Tasmania, would be significantly
disadvantaged due to unavoidable differences in fiscal capacities
and the cost of providing government services, given factors such as
the composition of the State's population.

Except for Western Australia, all states and territories supported the
Australian Government adopting the Commission's independent
recommendations for 2015-16 and were strongly opposed to any
'one-off' changes to address the issue of Western Australia's
declining mining royalties through the GST distribution system.
Tasmania argued that HFE is a fundamental characteristic of the
success of Australia's Federation, and that using the GST distribution
to address an issue for a specific state would materially undermine
the fabric of the HFE system. >

In its 2016-17 budget documents, the ACT commented only on major issues arising in
the CGC 2016 Update.

The ACT noted the wage cost assessment was favourable to the ACT and
distributed $76 million, or $191 per capita, above an equal per capita share in

GST to the ACT in 2016-17.

The reclassification of the Majura Parkway as a National network road made as

a result of arguments presented by the ACT.

Northern Territory

21

In its 2016-17 budget documents, the Northern Territory sets out the HFE process in a
factual manner and notes the outcome of the 2016 Update, It notes that GST revenue
is its largest revenue source and that it has reduced. However, it offers no criticism of

the Commission’s work. It uses much of our data such as revenue effort ratios, in

other parts of the budget documents.*

Tasmanian Budget Paper No 1 2015-16, pp 91, 92.
Northern Territory Budget Paper No 2 2016-17, p10, 23.
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CONCLUSIONS

22

23

24

25

26

While the Western Australian and Northern Territory economies are facing tough
times because of falling revenues, the New South Wales, Victorian and Queensland
economies are expected to strengthen, with their revenues growing. As a result, the
later three States are expected to run budget surpluses from 2016-17 and over the
forward estimates. Western Australia, Tasmania, the ACT and the Northern Territory
are mostly predicting deficits over the period.

Net debt is expected to increase over the forward estimates period in all States but

Queensland and Tasmania. The level of net debt per capita appears likely to remain

relatively high in Western Australia (515), the Northern Territory (512), Queensland

(58) and the ACT (S7) compared with that of New South Wales and Victoria at about
S3 per capita.

Spending in all States appears to be focused on health, education and supporting
industry and jobs growth, with also a heavy emphasis on investment in infrastructure
(again health and education and roads and rail). Revenue changes appear minor.

Interestingly, most States seem to have a reasonable understanding of how the
changes in their fiscal circumstances will influence their GST shares.

Their positions in relation to the HFE system (supporters or detractors) appear to
reflect the likely GST outcomes for their own States into the future.

12






Agenda paper: 2017-21

Purpose: Decision

Inquiry: 2018 Update

Prepared for meeting of: 26 July 2017
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REASON

In its 2015 Review report, the Commission said it would monitor developments in State
mining policies to:
° ensure its mineral by mineral assessment was not influencing State behaviour
. check whether other minerals had become material

° ensure the mining revenue base it observed was consistent with average policy.

In that review, the Commission assessed mining revenue capacity on a mineral by mineral
basis using States’ value of production. States that banned the exploitation of certain
minerals were assessed to have zero revenue capacity as they had zero production.

The Commission included coal seam gas and uranium royalties in its mining assessment
despite there being bans in several States. Since the 2015 Review, more States have
imposed bans on these minerals. They are now banned in a majority of States. This paper
asks whether the Commission should change its treatment of banned minerals in the
2018 Update.

ISSUES

° Should States that ban mining be assessed to have zero revenue capacity?

° If a mineral is banned in the majority of States, should all States be assessed to
have the same per capita revenue capacity?

RECOMMENDATIONS

Staff recommend the Commission:
° raise this issue with States in the 2018 Update new issues paper

) consider the issue once State comments have been received.
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BACKGROUND

Staff Research Paper 2017-04-S reported on developments in State mining policies
since the 2015 Review. Table 1 reproduces information from that paper showing the
differing State policies in relation to coal seam gas (CSG). It shows Victoria (in 2017),
Tasmania (for five years from 2015) and the Northern Territory (in 2016) have
imposed moratoriums or bans on unconventional gas mining.1 Victoria (in 2017) also
imposed a five year moratorium on onshore conventional gas mining.

Table 1 State policies in relation to coal seam gas

State

Policy

New South Wales Freeze on CSG exploration and development. Buyback of licences. Narrabri gas project

environmental impact statement lodged.

Victoria Ban on onshore exploration for unconventional gas and hydraulic fracturing. Ban on

conventional drilling until 2020.

Queensland No restrictions. CSG makes up more than 90% of the State’s natural gas supply.

Western Australia No restrictions. Labor opposition says it will ban fracking across large parts of the

Southwest if elected.

South Australia No restrictions. Liberal opposition announced a policy for a 10 year fracking moratorium

in the State’s Southeast.

Tasmania Ban on fracking. There is no onshore gas activity and no proposal for any.

Northern Territory  Independent scientific review. Moratorium on fracking.

Source: The Australian, Wednesday 8 February, 2017, page 11.

2

Since the 2015 Review, new governments in two States have reinstated bans on
uranium mining. They were restated in Queensland in 2015 and in Western Australia®
in 2017. These developments mean these two minerals are now banned in a majority
of States.

In the 2015 Review, the Commission assessed mining revenue capacity on a mineral
by mineral basis using States’ value of production. States that banned the
exploitation of certain minerals were assessed to have zero revenue capacity as they
had zero production.

There have been concerns expressed by some States and some media that the
Commission’s treatment of banned minerals provides a disincentive for States to
mine minerals and an incentive for them to ban minerals. That is, Queensland is being

Unconventional gas is gas formed in complex geological formations. The term ‘unconventional’ refers
to the methods used to extract the gas. Forms of unconventional gas are shale gas, tight gas and CSG.
The new government will allow three uranium mines approved by the preceding government to
proceed. http://www.abc.net.au/news/2017-03-27/uranium-mines-will-be-allowed-to-proceed-labor-
minister-confirms/8389622




http://www.abc.net.au/news/2017-03-27/uranium-mines-will-be-allowed-to-proceed-labor-minister-confirms/8389622

http://www.abc.net.au/news/2017-03-27/uranium-mines-will-be-allowed-to-proceed-labor-minister-confirms/8389622



penalised for mining CSG while most other States ban it — on the basis that any
revenue benefits it accrues may simply be offset by a reduction in its GST share. The
issue is prominent in submissions to the Productivity Commission inquiry.

5 This paper asks whether recent developments, culminating in these two minerals
being banned by a majority of States, warrant a change to the treatment of banned
minerals the 2018 Update.

TREATMENT IN THE 2015 REVIEW AND SUBSEQUENT UPDATES

What is the average policy?

6 The Commission set out its approach to average policy in its 2015 Review report:

Average policy now reflects the average of what all States do, regardless
of how many States make a zero effort. If even one State does something
(raises a revenue or provides a service), that becomes a part of what
States do collectively on a weighted basis, but only if an assessment will
have a material impact on the GST.?

7 This means that if any State raises revenue from a mineral, that revenue would be
included in the equalisation budget and assessed if material. The effect of State bans
is to limit the amount raised, thereby affecting the materiality of any assessment.

Applying the average policy to coal seam gas

8 Table 2 shows the level of CSG royalties in the 2017 Update.

Table 2 Coal seam gas royalties, 2017 Update
NSW Vic Qld WA SA Tas ACT NT  Total
Sm Sm Sm Sm Sm Sm Sm Sm Sm
2012-13 0.9 00 262 0.0 0.0 0.0 0.0 00 271
2013-14 0.7 00 308 0.0 0.0 0.0 0.0 00 315
2014-15 0.5 00 259 0.0 0.0 0.0 0.0 00 264
2015-16 0.8 00 217 0.0 0.0 0.0 0.0 00 225

Source: State data returns.

9 The low level of royalties meant a separate CSG assessment was not material in the
2015 Review.* Staff recommended including CSG royalties in the Onshore oil and gas
component. Their share of component revenue was between 15% and 20%.

Report on GST Revenue Sharing Relativities, 2015 Review, Volume 2 — Assessment of State Fiscal
Capacities, Chapter 1, page 9.
In the 2015 Review, an assessment was material if it redistributed $30 per capita or more for a State.





10 Revenue capacity for this component was assessed using value of production. States
that banned CSG mining had no production and were assessed to have zero revenue
capacity. States with bans tend to justify them on environmental and political
grounds. Assessing a zero capacity for these States would be consistent with treating
‘bans on environmental grounds’ as average policy.’

11 Table 3 shows the materiality of the Onshore oil and gas component in the
2017 Update. It moved $130 million compared to an EPC distribution.

Table 3 Redistribution of the Onshore oil and gas component, 2017 Update

Redistribution NSW Vic Qld WA SA Tas ACT NT Redist
Dollars million 59 47 -23 17 -102 4 3 -5 130
Dollars per capita 7 8 -5 6 -59 8 8 -20 5

Source: 2017 Update.

12 Inthe 2017 Update, Queensland queried the Commission’s CSG assessment. It said it
was assessed to have CSG capacity, whereas States with bans in place were assessed
to have zero capacity. It said Queensland was making an above average effort in this
area and queried the policy neutrality of the Commission’s approach.

13 The difficulty of making an assessment is that there is no policy neutral measure of
State capacity. If we use actual revenue, it advantages States that ban mining because
they have no revenue. Similarly, if we use value of production, it advantages States
that ban mining because they have no production. We could use the value of known
deposits, but that is not what States tax.

14  Nevertheless, staff compared the 2017 Update Onshore oil and gas assessment with
separate assessments of CSG and the remaining Onshore oil and gas royalties. The
latter were assessed using value of production. The CSG royalties were assessed using
three different capacity measures:

° the value of CSG production®
° Geoscience Australia data on the value of known reserves’

° the value of coal production.

Recently, the Western Australian Environmental Protection Agency rejected two iron ore mines in
conservations areas. It said the areas provided specialised habitats for plants and animals and once
mined, could not be restored.

For some States, the Commission imputed the value of onshore oil and gas production (including CSG)
by dividing the revenue raised by their legislated rate of tax. Queensland was one of those States.
Geoscience Australia (GA), Australia’s identified mineral resources 2009, GA, Canberra, p. 22, viewed
16 December 2010, http://www.ga.gov.au/image_cache/GA16805.pdf and ‘Coal bed methane fact
sheet’, Geoscience Australia website, viewed 9 February 2011,
http://www.australianminesatlas.gov.au/education/fact_sheets/coal bed methane.jsp.




http://www.australianminesatlas.gov.au/education/fact_sheets/coal_bed_methane.jsp



15 Table 4 shows a separate assessment of CSG was not material® and it would not have
been practical to separate it from the Onshore oil and gas component. Staff provided
that advice to Queensland.

Table 4 Redistribution of onshore oil and gas component, various options
NSW Vic Qld WA SA Tas ACT NT Redist
(a) Redistribution Spc Spc Spc Spc Spc Spc Spc Spc Spc
2017 Update 7 8 -5 6 -59 8 8 -20 5
Separately assessing CSG 7 8 -5 6 -58 8 8 -20 5
Based on known reserves 7 8 -5 6 -58 8 8 -20 5

Based on coal value of
production 6 7 -2 6 -59 8 8 -20 5

(b) difference
Separately assessing CSG -0 0 -0 0 0 0 0 0 0
Based on known reserves -0 0 0 0 0 0 0 0 0

Based on coal value of
production -1 -0 2 -0 0 -0 0 0 0

Source: Commission simulation.

Applying the average policy to uranium

16  Since the closure of the Ranger mine in the Northern Territory in 2015, Australia has
only four operating uranium mines’, all are located in South Australia. Table 5 shows
the estimated level of uranium royalties in the 2017 Update.

Table 5 Estimated uranium royalties, 2017 Update

NSW Vic Qld WA  SA(a) Tas ACT  NT(b) Total

sm sm sm sm sm sm sm sm sm
2012-13 0.0 0.0 0.0 0.0 20.1 0.0 0.0 0.0 20.1
2013-14 0.0 0.0 0.0 0.0 17.5 0.0 0.0 0.0 17.5
2014-15 0.0 0.0 0.0 0.0 17.3 0.0 0.0 0.0 17.3
2015-16 0.0 0.0 0.0 0.0 27.8 0.0 0.0 0.0 27.8
(a) The level of uranium royalties were estimated by applying South Australia’s legislated rate to the
value of its uranium production.

(b) Uranium mining in the Territory is taxed by the Commonwealth.

Source: State data returns.

Compared with the existing assessment, a separate assessment of a mineral would need to change at
least one State’s GST shares by $30 per capita to be considered to be material.
They are the Olympic Dam, Beverly, Four Mile and Honeymoon mines.





17 The low level of royalties meant a separate uranium assessment was not material in
the 2015 Review. Staff recommended including uranium royalties in the Other
minerals component. Their share of component revenue was between 3% and 5%.

18 Revenue capacity for this component was assessed using value of production. States
that banned uranium mining had no production and were assessed to have zero
revenue capacity.

19 Table 6 shows the materiality of the Other minerals component in the 2017 Update.

It moved $251 million compared to an EPC distribution.

Table 6 Redistribution of the Other minerals component, 2017 Update

Redistribution NSW Vic Qld WA SA Tas ACT NT Redist

Dollars million 147 93 -75 -80 -10 -10 10 -75 251

Dollars per capita 19 15 -15 -30 -6 -19 24 -306 10

Source: 2017 Update.

20 Staff compared the 2017 Update assessment of Other mineral component with
separate assessments of uranium and the balance of minerals in that component.
Both parts were assessed using the relevant value of production. Table 7 shows a
separate assessment of uranium was not material'® and it would not have been
practical to separate it from the Other mineral component.
Table 7 Redistribution of other minerals component, various options
Redistribution NSW Vic Qld WA SA Tas ACT NT  Redist
Spc Spc Spc Spc Spc Spc Spc Spc Spc
2017 Update 19 15 -15 -30 -6 -19 24 -305 10
Separately assessing
uranium 19 15 -15 -30 -6 -19 24 -305 10
Difference 0 0 0 0 -1 0 -0 1 0

Source: Commission simulation.

SHOULD THE COMMISSION CHANGE ITS TREATMENT IN THE
2018 UPDATE?

21

Under its Update protocols, the Commission can change assessment methods in an
update, provided it discusses the change with States before implementing it. The
guestion is whether the Commission would wish to consider a possible change to its
treatment of banned minerals in this update.

10

This outcome reflects that the effective rate of uranium was similar to the effective rate of the balance
of other minerals.
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The Commission could:
° defer the issue until the 2020 Review

. ask staff to raise the issue with States in the New Issues paper for consideration
in the 2018 Update. After its consideration, an option would be to defer the
issue until the 2020 Review

° decide to change its treatment and ask staff to raise the issue with States in the
2018 Update New Issues paper prior to implementing a change.

Attachment A sets out the discussion staff would include in the New Issues paper if
the issue is to be raised with States.

Staff Research Paper 2017-04-S said the Commission would review what average
policy was in the 2020 Review. This would include what average policy meant in cases
where States banned an activity. In these situations, there is no policy neutral
measure of State capacity. In considering this issue, the Commission will need to
balance policy neutrality and fiscal capacity considerations. The paper foreshadowed
the Commission might:

° estimate the missing value of production for the States that banned a mineral
. assess zero capacity for States that banned a mineral (the current approach), or

° assess States to have equal capacity in relation to the banned mineral. This
would be implemented by applying an equal per capita (EPC) assessment.™

The current approach and an EPC assessment*? are easy to implement. Estimating the
missing capacity is more difficult. It would require staff to estimate the value of
production for States that have banned an activity. It would also involve a departure
from the principle of ‘what States do’ and may imply that the Commission’s
assessment was based on what the Commission considers States could or should do.

Table 8 shows the change in the 2017 Update had an EPC assessment been applied to
CSG and uranium. It shows an EPC assessment of either mineral would not have
materially changed the Mining revenue assessment.

11

12

Normally, an EPC assessment has no effect on State’s GST shares. However, moving from the existing
assessment to an EPC assessment would have an effect (see Table 8).

Under this approach staff would ask States to provide their coal seam gas and uranium data
separately. We would create a new Mining revenue component and include the royalties there. This
component would be assessed EPC.





Table 8 Change in GST distribution if States are assessed to have the same capacity

for CSG and uranium, 2017 Update

Redistribution NSW Vic Qld WA SA Tas ACT NT  Redist

Spc Spc Spc $Spc $Spc $Spc Spc Spc Spc
Coal seam gas -1 -1 5 -1 -1 -1 -1 -1 1
Uranium -1 -1 -1 -1 13 -1 -1 -1 1

Source: Commission simulation.

Implications for other assessments

27

28
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Mining is not the only area affected by States bans. Western Australia bans poker
machines outside its casino; the Northern Territory does not impose land tax. Even
within a mining context, unwinding State bans will be complicated. New South Wales
bans uranium mining but not uranium exploration. In 2012, Western Australia
banned coal exploration near the Margaret River township. This month, New South
Wales purchased a controlling interest in a coal exploration licence to prevent an
open cut coal mine on prime agricultural land in the Liverpool plains.

Any solution should have a consistent approach to a State decisions to ban activity
and thereby forego the revenue that would be generated by that activity. Any
solution should also limit the scope for States to ‘free ride’ or game the HFE system.

The difficulty is that there is unlikely to be a single assessment approach that will
work in every case. In situations where the majority of States ban an activity and
revenue raising is low (CSG and uranium mining) the solution might be to assess every
State to have the same per capita revenue capacity (an EPC assessment). This

solution might not be appropriate where bans affect a small portion of the taxable
activity (such as the New South Wales and Western Australia partial coal bans).
Similarly, it may not be the best solution when only one or a minority of States ban
the taxable activity (such as land tax in the Northern Territory).

Given the bans on the exploitation of certain minerals are not currently material, the
Commission could defer consideration of this issue until the 2020 Review.

Is a change in assessment prior to 2020 warranted?

31

32

The Commission may consider a change in the assessment approach is warranted if it
judges its average policy approach does not work in a policy neutral way in the
presence of bans. However, the 2015 Review approach is based on the materiality of
an assessment. Table 8 showed a change to a separate assessment or an EPC
assessment was not material. On that basis, staff do not consider a change in the
Mining assessment method is required before the 2020 Review.

This issue could become more pressing if the assessment of a banned mineral was to
become material. Staff Research Paper 2017-04-S noted that Queensland’s 2016-17





Mid-Year Fiscal and Economic Review projected its petroleum royalties (which
include CSG royalties) would increase from $36 million to $250 million over the next
five years. Staff will continue to monitor the materiality of a separate CSG
assessment. The issue could become more pressing given its prominence in
submissions to the Productivity Commission inquiry.

33  Staff recommend the Commission raise the issue with States in the 2018 Update. This
would allow the Commission to consider the issue in the update and to decide
whether a change in its assessment method is required and, if so, whether it should
be made in the update or deferred until the 2020 Review.

Recommendations

Staff recommend that the Commission

° raise this issue with States in the 2018 Update new issues paper

. consider the issue once State comments have been received.

CONCLUSION

34
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38

In the 2015 Review, the Commission included CSG royalties in the Onshore oil and gas
component and uranium royalties in the Other minerals component. This reflected
the application of average policy in that review.

The capacity measure for Mining revenue was the value of production. States that
banned CSG or uranium had no production and were assessed to have zero revenue
capacity. This may be consistent with treating bans as average policy on
environmental grounds. However, not every ban is for environmental reasons.

The Commission could assess:

° States that ban an activity to have zero capacity (the current approach),

° all States to have the same per capita revenue capacity (an EPC assessment), or
° the missing value of production for States that ban an activity.

The low level of royalties means neither an EPC assessment nor a separate
assessment of CSG or uranium would have produced a materially different outcome
in the 2017 Update. Thus, the issue could be deferred until the 2020 Review.

Given the issue is prominent in submissions to the Productivity Commission inquiry,
staff propose raising it with States in the 2018 Update New Issues paper. That paper
is due to be despatched to States in mid-August.





ATTACHMENT A: NEW ISSUES DISCUSSION

ASSESSING REVENUE CAPACITY WHEN A STATE BANS ACTIVITY

1 In the 2015 Review, the Commission introduced a mineral by mineral assessment for
Mining revenue. It used value of production as its revenue base measure for each
mineral. At the time the Commission was aware some States had bans on the
exploitation of certain minerals. Under its assessment method, those States would be
assessed to have zero capacity because they had zero production. The Commission
did this because bans did not have a material effect on the mining assessments.

2 In the 2017 Update, Queensland asked about the treatment of coal seam gas (CSG). It
said it was being penalised for mining CSG while most other States banned it — on
the basis that any revenue benefits it accrued were offset by a reduction in its GST
share.

3 Staff Research Paper 2017-04-S discussed this issue. In that paper, staff said:

° the current bans in relation to coal seam gas and uranium do not have a
material effect on the Mining revenue assessment

. the Commission would review what average policy was in the 2020 Review.

4 In that review, the Commission will consider what average policy means in cases
where States ban taxable activity. In such situations, there may be no policy neutral
measure of State capacity. In the Staff Research Paper, staff foreshadowed the
Commission could:

° estimate the missing value of production for the States that banned a mineral
° assess zero capacity for States that banned a mineral (the current approach), or

. assess States to have equal capacity in relation to the banned mineral. This
would be implemented by applying an equal per capita (EPC) assessment.

5 The current approach and an EPC assessment™ are easy to implement. Estimating
missing capacity is more difficult, it would require staff to estimate the missing value
of production for States that have banned an activity. This might be viewed as a
departure from the principle of ‘what States do’ and may imply a mining assessment
based on what the Commission considers States could or should do.

6 Any solution will need to involve a consistent approach to State decisions to ban
mining activity and to forego the revenue that would be generated by that activity.

B Under this approach staff would ask States to provide their coal seam gas and uranium data

separately. We would create a new Mining revenue component and include the royalties there. This
component would be assessed EPC.





Any solution will also need to limit the scope for States to ‘free ride’ or game the HFE
system by banning activity.

The Commission seeks State views on:

° whether this issue should be reconsidered in the 2018 Update

° if so, how the Commission should assess revenue capacity in situations where
some States ban some or all mining activity?

For those States that currently ban mining activity, the Commission is also seeking
information on its reasons for imposing the ban.

10
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INTRODUCTION

1 All States have now brought down their 2017-18 budgets. This paper provides a high
level summary of State expectations and intentions for that year and over the
forward estimates period. While 2017-18 is not the application year for the
2017 Update, this information will provide some guidance to the Commission on how
States see their budgetary and fiscal positions going forward.

2 The paper provides information on:

State economic and budget outlooks
main spending and revenue initiatives
State expectations in relation to their GST shares

State comments on federal financial relations.

STATE ECONOMIC AND BUDGET OUTLOOK 2017-18

Economic growth and its drivers

3 All States are expecting positive but modest economic growth in 2017-18.
New South Wales, Victoria and Western Australia are expecting about 3% growth in
Gross State Product (GSP), Queensland and the ACT, 2.75%, South Australia and
Tasmania about 2-2.5% and the Northern Territory about 1%.

New South Wales’ GSP is forecast to grow by 3% in 2017-18 and 2.75% for the
following two years. The forecast reflects growing export demand, low interest
rates, strong population growth and continued investment in public
infrastructure. Wages are forecast to grow by 2%, moderated by excess labour
capacity, largely in the rest of Australia, with above trend migration into

New South Wales expected to slow any decline in the unemployment rate.

GSP growth in Victoria is expected to be 3% in 2017-18, down from 3.3% in
2016-17. Household consumption, business, dwelling and government
investment and exports continue to contribute to strong growth. Population
growth is expected to slow but employment is expected to continue to grow.
Wages are increasing modestly.

The Queensland economy is expected to grow 2.75% in 2017-18 and strengthen
further in later years. Growth has been subdued due to Cyclone Debbie but is
expected to be driven by a renewed mining boom, including Adani, conditional
on sustained commodity prices as well as tourism and education exports.
Dwelling construction will peak in 2016-17.

Western Australia’s economy is forecast to grow 3.0% in 2017-18, after an
estimated record low of 0.25% in 2016-17. The economy is showing signs of
recovery following a prolonged slowdown in economic growth over the past





five years. Growth is underpinned by modest growth in business investment, as
well as the continued expansion of liquefied natural gas (LNG), iron ore and
gold exports. Employment is expected to grow 1.5% across a range of
industries.

South Australia expects GSP to grow by 2.25% per annum from 2017-18
through to 2020-21. Employment growth is expected to be 1% from 2017-18
(down slightly from 1.25% in 2016-17). The lower Australian dollar is expected
to continue to support economic activity in the trade-exposed sectors of the
South Australian economy, including tourism, international education, and
premium food and wine. The new shipbuilding program centred near

Port Adelaide will support the development of advanced manufacturing in the
State and will contribute to job opportunities in 2017. Further support will
come from public investment projects, including road upgrades and new
investment arising from the South Australian Government’s Energy Plan. These
positive developments are expected to mitigate the impacts of the cessation of
automotive manufacturing.

Tasmania's economic (2.5%) and employment (1.4%) growth over 2017-18 is
expected to be significantly stronger than in recent years. The tourism and
agricultural sectors are growing strongly, with forest industries and mining
showing some recovery. Business confidence is increasing and the construction
sector and housing market are strong. Public wage rises are to be kept within
2% a year and population growth is at its long term trend rate of 0.6%.

The ACT economy is expected to grow at 2.75% in 2017-18. The growth is
expected to be broad based, with continued expansion of dwelling construction
and service exports such as education, business services and tourism.
Employment is expected to grow 1.5% annually in 2017-18 and the future.
Population is expected to grow by 1.5% annually from 2016-17 onwards.

The Northern Territory is expecting economic growth to moderate (1.0% in
2016-17 and 2017-18), with private investment to return to historical levels and
State final demand to contract in 2017-18 (-2.8%) and 2018-19 (-5.0%).
Population is expected to decline (-0.3%) in 2017 and employment growth will
be subdued while unemployment increases.

Net operating balances and net debt

4

While New South Wales, Victoria, Queensland, South Australia and Tasmania are
predicting budget surpluses in 2017-18 and over the forward estimates,

Western Australia, the ACT and the Northern Territory are predicting deficits over the
period. Net debt is expected to fall in New South Wales and South Australia, remain
stable in Victoria and Tasmania, and increase in Queensland, Western Australia, the
ACT and the Northern Territory.

New South Wales is forecasting a budget surplus of $2.7 billion in 2017-18,
declining to $1.5 billion by 2020-21. Over the budget and forward estimates





(2017-18 to 2020-21), revenue is forecast to decline as a proportion of GSP as
property transfer duty inflows return to trend, GST growth falls to record lows
and National Partnership Payments decline. Expenses as a proportion of GSP
are expected to fall over the forward estimates years as New South Wales
intends to maintain control on expenses to match falling revenues. It is
estimating a net debt of -57.8 billion at 30 June 2017, the lowest since
comparable records began in 1996-97. However, net debt is expected to
increase to $18.6 billion in 2020-21 or 2.7% of GSP. This is due to increased
capital expenditure.

Victoria is predicting average budget surpluses of $2.4 billion over the forward
estimates, expecting revenue growth of 3.7% and expenses growth of 3.2%. Net
debt is expected to stay at 6% of GSP, about $24 billion in 2017-18.

In 2016-17, Queensland expects a $2.8 billion surplus due to a short term spike
in coal prices, and the timing of the cyclone Debbie payments from the
Commonwealth. With falling nominal revenues and growing expenses, this will
fall to $146 million in 2017-18, and fall marginally further in 2018-19. General
government debt is forecast to rise from 60% of revenue in 2017-18 to 70% in
2020-21.

Western Australia is forecasting a deficit in 2017-18, reflecting a projected
shortfall between revenue (of $28.5 billion) and recurrent spending (of

$30.8 billion). General government revenue is expected to increase in 2017-18
and over the forward estimates. Western Australia’s preferred metric for net
debt, ‘total public sector net debt’, is forecast to increase from $32.5 billion at
30 June 2017 to $43.6 billion at 30 June 2018 due to a subdued outlook for
revenue and increased spending on economic and social infrastructure.

South Australia expects a budget surplus of $72 million in 2017-18. The surplus
is expected to increase over the forward estimates to $462 million in 2020-21.
Real growth in revenue is expected to slow marginally to 2.8% in 2017-18 (3.7%
in 2016-17), while expense growth is expected to decline in real terms to 3.7%
(from 4.1% in 2016-17). Net debt to revenue ratio is down substantially from
46.1% in 2013-14 t0 31.7% in 2017-18.

Tasmania expects its net operating balance to be in surplus over the budget and
forward estimates period ($812 million in 2016-17 which includes the Mersey
hospital funding of $730 million and other one-off capital payments);

$54.3 million is predicted in 2017-18 and surpluses of about $50 million in
following years. However, the underlying net operating balance is expected to
be in deficit. A fiscal balance deficit is expected in 2017-18 improving to a
surplus in 2020-21. Net debt will be negative over the budget and forward
estimates period.

The ACT forecasts a headline net operating deficit of $73.9 million in 2016-17
and a deficit of $83.4 million in 2017-18, then surplus from 2018-19 to 2020-21.
It expects net debt to increase over the period.





° The Northern Territory expects significant budget deficits in 2017-18 and over
the budget cycle due to reduced GST revenue, lower taxation revenue and a
moderation of economic growth. Debt levels are forecast to increase due to the
reduction in GST, increase in interest payments on borrowing, increased
infrastructure investment and a requirement to maintain core government
services.

MAIN SPENDING AND REVENUE INITIATIVES

Most States are placing a heavy emphasis on infrastructure spending — mainly for
education, health and transport.

There are a range of revenue initiatives across the States. These relate to insurance
duty, taxes on foreign or absentee owners of properties and vacant properties, point
of consumption wagering tax (South Australia and Western Australia) and changes to
stamp duty (or grants) for first home buyers (New South Wales, Victoria and the ACT).
The other major initiative announced by South Australia is a major bank levy from

1 July 2017 on all deposit taking institutions that operate in the State and are liable
for the Commonwealth Government major bank levy. Western Australia has
introduced a new (temporary) progressive payroll tax scale for large employers with

a new marginal rate of 6% for businesses with payrolls above $100 million, and

6.5% for businesses above $1.5 billion. The gold royalty rate will also increase.

STATE 2017-18 BUDGET FORWARD YEAR GST ESTIMATES

7

Table 1 below shows the estimated GST revenue to be received by each State over
the period 2016-17 to 2020-21, as included in State 2017-18 budget papers. The
majority of States apply their own modelling to derive these estimates, rather than
use the projections included in the Commonwealth 2017-18 budget (which explicitly
project constant relativities to future population and pool estimates). The States all
use slightly different models, as shown by the aggregated State totals not matching
the Commonwealth’s estimates of GST revenue, particularly in the out years.





Table 1 State GST revenue estimates, 2016-17 budgets
2016-17 2017-18 2018-19 2019-20 2020-21
Sm Sm Sm Sm Sm
NSW 17 186 17 554 17 607 17 555 18 250
Vic 13 655 14 744 16 142 17 036 18 001
Qld 13939 14 871 14 490 15042 15772
WA 1944 2229 3030 3967 4 652
SA 5934 6303 6554 6786 7171
Tas 2299 2 387 2467 2 509 2578
ACT 1126 1225 1287 1325 1399
NT 3183 2 909 3030 3150 3302
Total 59 266 62 222 64 607 67370 71124
Source: Australian Government 2017-18 Budget paper no. 3; State 2017-18 budget papers.

8 Figure 1 shows the GST estimates as State GST shares. The changing shares reflect the
expected changes in State fiscal circumstances over time as captured in each State’s
relativity models. While not all States show relativity estimates in their budget
papers, it is their modelled relativities which underlie their GST revenue estimates.

9 Changes in each States’ estimated share of GST revenue are explained in their budget
papers as follows:

By 2020-21, New South Wales’ GST relativity is expected to decline to a historic
low of 0.79 — largely reflecting its strong economic performance.

Victoria anticipates that its GST revenue will grow by 8.0% to $14.7 billion in
2017-18 and to increase on average by 6.9% a year over the forward estimates.
This reflects an improvement in Victoria’s share of the national GST pool, in part
due to continued strong population growth relative to other States.

In 2017-18, Queensland expects to receive $14.871 billion of GST revenue,
$931.5 million or 6.7% higher than the amount received in 2016-17. This is due
to an increase in its relativity. It expects its GST share to fall over the forward
estimates but doesn’t explain why.

Western Australia’s GST grants are forecast to rise from $2.2 billion in 2017-18
to $4.7 billion in 2020-21, reflecting the lagged response of GST relativities to
the fall in iron ore royalties in 2014-15, as well as a reduction in North West
Shelf grants and weak growth in taxes after 2013-14. Western Australia is
predicting an increase in its relativity from 0.344 in 2017-18 to 0.617 in
2020-21.

South Australia’s GST share is expected to remain relatively constant over the
forward estimates period. The amounts primarily reflect the Commonwealth’s
2017-18 Budget downward revision of national GST pool estimates from
2016-17 to 2019-20, South Australia’s relative population growth being slower
than forecast and with a more than offsetting increase in South Australia’s





Figure 1

relativity in 2019-20. The latter is due to a decline in South Australia’s relative
revenue raising capacity and a lower projected share of Specific Purpose and
National Partnership payments.

GST payments to Tasmania are expected to be $2 387.4 million in 2017-18. The
growth in GST revenue over the forward estimates reflects GST pool growth,
offset by a gradual reduction in Tasmania’s GST relativity and lower than
average population growth. After rising during the mining boom, Tasmania's
GST relativity is forecast to return towards the long-term trend over the
forward estimates as a result of comparatively weaker own-source revenue
growth forecast in Western Australia and other resource-rich States; slow
population growth in Tasmania compared to the national average, which
reduces the CGC’s assessment of Tasmania’s need to invest in infrastructure;
and a slightly higher share of Commonwealth payments.

The ACT expects its GST share to remain constant over the forward estimates. It
expects actual revenues to increase due to changes in the GST pool and
population, but it has held its relativity constant.

In 2017-18, the Northern Territory is expected to receive $2 909 million in GST,
a decrease from the previous year. The decrease is caused by a reduction in the
Territory’s GST relativity and a reduction in the Northern Territory’s share of the
national population. GST revenue is projected to remain below 2016-17 levels
over the three year period to 2019-20.

State estimated GST revenue shares, 2016-17 to 2020-21
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STATE COMMENTS ON FEDERAL FINANCIAL RELATIONS

New South Wales

10

Victoria

11

New South Wales welcomes the Productivity Commission’s Inquiry into Horizontal
Fiscal Equalisation (the PC Inquiry), and supports reform that moves towards a

per capita distribution of GST. It says the current system for allocating GST penalises
New South Wales for having the nation’s strongest performing economy. It says its
share of per capita GST will fall, giving the State its lowest share of GST on record and
leading to New South Wales’ GST revenues declining in real terms.

Victoria makes no mention of the PC Inquiry but notes that there are three risks to its
GST — its population growth, slow growth in GST revenue and changes in prices and
volumes of iron ore in Western Australia.

Queensland

12

In her budget speech, the Premier focused fairly heavily on the Commonwealth not
providing sufficient support to Queensland. In addition, Queensland noted the
following.

The original intent of the Intergovernmental Agreement on Federal Financial
Relations was to limit the number of National Partnerships (NPs), allowing for
funding to flow to states for efficient service delivery and reduce the reporting
burden. Over time, the number of time-limited and low-value NPs has
increased, reducing budget certainty and raising community expectations for
ongoing services. When agreements expire, States are left with limited
opportunities to deal with the expiring NP as the final decision on continued
funding is made through the Australian Government’s budget process.

Queensland is concerned with the ‘conditions imposed on access to funding
such as for the Skilling Australians Fund and the new National Housing and
Homelessness Agreement. Such conditions are inconsistent with the principles
of the Intergovernmental Agreement on Federal Financial Relations.’

The Queensland Government intends to provide a submission to the PC Inquiry
in support of the principle that all States should have the fiscal capacity to
provide similar levels of services and infrastructure. It is also essential that the
different circumstances and challenges each State faces are recognised to
ensure similar levels of services can be delivered regardless of where someone
lives.





Western Australia

13

14

15

Western Australia notes the CGC uses a three-year average of the latest available
historical data on States’ fiscal capacities (GST grants in 2017-18 are based on data
from 2013-14 to 2015-16) and that if all time lags were removed from the CGC
process, Western Australia’s GST grants would be $7.7 billion higher across the five
years from 2016-17 to 2020-21.

It also notes that the GST subsidy from Western Australia to the other States is just
one part of the State’s overall annual net contribution to the Australian Federation,
which now stands at $21.7 billion for 2015-16, according to the Western Australian
Department of Treasury’s latest estimates.

In relation to the PC Inquiry, Western Australia notes it provided a submission which
outlines ‘its findings that the current system fails to achieve its equity objective, while
imposing significant budget costs and undermining economic growth.” Furthermore,
Western Australia:

[...] identified a package of reform options that would promote efficiency

and economic growth across Australia with all States benefitting from the
proposed reforms in the long run. These include:

. moving to an equal per capita distribution in the long run, with the
Commonwealth providing assistance for weaker States;

° a GST relativity floor;

. using a global revenue base to assess States’ revenue raising
capacity (instead of separate assessments for royalties, land tax,
stamp duty, payroll tax etc);

. discounting revenue assessments (allowing States to keep a
reasonable share of the revenue generated locally);

. better accounting for the costs of developing economies; and

. distributing GST on the basis of contemporaneous assessments of
revenues and costs (i.e. removing the time lags in the system).!

South Australia

16

17

The budget contains a description of how the GST shares are derived, and the main
factors influencing South Australia’s higher relativity in the 2017 Update compared
with that in the 2016 Update.

Under ‘Developments in Commonwealth-State relations’, the Budget describes the
PC Inquiry. South Australia strongly supports the continuation of the current HFE
arrangements. It says HFE is not detrimental to national productivity, does not restrict

From Western Australia’s Budget Paper No 3, 2017-18.





18

19

20

the appropriate movement of population and capital and does not act as a
disincentive to economic activity, including in the natural resources sector.

It is also noted that the CGC has received terms of reference for a 2020 Review. It
says it is possible that the findings of the PC Inquiry could influence the 2020 Review.

The Risk statement (Chapter 6) refers to the revenue risk of changes to HFE
methodology and data. It says changes recommended by the PC Inquiry could, if
implemented, result in negative or positive impacts on GST revenue grants to South
Australia. It says a 0.01 change in South Australia’s relativity (from the 2017 Update
relativity of 1.43997) would result in a change in GST revenue grants of about

S44 million.

As in previous budgets, South Australia has replicated the Commission’s ratios of
actual to assessed tax revenue (formerly known as the assessed revenue raising effort
ratios) to demonstrate that it is a relatively low taxing State.

Tasmania

21

22

ACT
23

Tasmania noted that GST Revenue is the largest single source of revenue for
Tasmania, representing 40.6% of Total General Government Sector revenue in
2017-18. It also noted the announcement of the PC Inquiry, and said that the inquiry
put at risk the distribution of the GST in accordance with the principle of HFE.

It goes on to say:

In 2017-18, the GST distribution will deliver $1.1 billion more revenue to
Tasmania than its population share. The Commonwealth Grants
Commission, in recommending Tasmania's GST share, recognises the
above average cost of providing services to Tasmania's smaller, more
regional and more disadvantaged population, and Tasmania's limited own-
source revenue base. This additional $1.1 billion in GST revenue
represents approximately 18% of Tasmania's total revenue in 2017-18 and
the [PC Inquiry] presents a significant risk to Tasmania's Budget over the
forward estimates period and beyond.

The ACT recorded the following views:
° the current approach to HFE achieves the goals of the equalisation system

° the concerns identified in the terms of reference for the PC Inquiry have, in
most cases, been thoroughly addressed in previous reviews, including the 2011-
12 Brumby/Greiner review, which validated the effectiveness and fairness of
the current approach to HFE.

From Tasmania’s Budget Paper No 2, 2017-18.
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Northern Territory

24

In its 2017-18 budget documents, the Northern Territory sets out the HFE process in a
factual manner and notes the outcome of the 2017 Update. It again reports revenue
effort ratios by jurisdiction.

CONCLUSIONS

25

26

27

28

29

While the Northern Territory economy is facing tough times, the other States are
expecting their economies to strengthen. New South Wales, Victoria, Queensland,
South Australia and Tasmania are predicting budget surpluses in 2017-18 and over
the forward estimates. The others are predicting deficits.

Net debt is expected to fall in New South Wales and South Australia, remain stable in
Victoria and Tasmania and increase in Queensland, Western Australia, the ACT and
the Northern Territory.

Most States are placing a heavy emphasis on infrastructure spending — mainly for
education, health and transport. Most revenue changes appear minor although the
South Australia’s bank tax and Western Australia’s changes to payroll tax and gold
royalty rate are more substantial.

Again, most States have a reasonable understanding of how the changes in their fiscal
circumstances will influence their GST shares.

Their positions in relation to the HFE system and the PC Inquiry (supporters or
detractors) are predictable.

11
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EXECUTIVE SUMMARY

Background and purpose of this paper

This paper presents the Commission’s interim positions on the objective of horizontal
fiscal equalisation (HFE), supporting principles and guidelines, and addresses associated
implementation issues. It has been informed by a first round of consultations with the
States and Territories as part of the Commission’s 2020 Methodology Review. The
positions taken in this paper will provide initial guidance for the Commission’s further
work on assessment methods, but will remain open to further consultation and possible
adjustment over the remaining course of the review.

The objective of HFE

The Commission will continue to recognise the ‘principle of HFE” using the same general
approach that has guided its work on general revenue sharing since 1978. For the 2020
Review, the Commission proposes to continue using the specific definition first
articulated in the 2010 Review:

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

Subject to terms of reference, the Commission will continue to consider HFE as the sole
objective that guides its choice of methodologies.

Supporting principles

The Commission’s view is that the four existing supporting principles should be retained,
but with some further clarification of their purpose and scope. The Commission
considers that, wherever possible, methods should be chosen having regard to all of the
supporting principles. The interaction and subsequent constraints between the
supporting principles requires a balancing of competing considerations when
determining the choice of methods. This balance may vary with the varying structural
elements of the Commission’s methodology and with the varying underlying
circumstances in each area of assessment. The Commission does not propose to
establish any prior ranking or weighting of the supporting principles.

What States do

This supporting principle ensures that the range of activities for which the States apply
GST (and other) revenue are reflected in the Commission’s recommendations. It applies





mainly to deciding the scope of assessments and to identifying relative needs. It refers to
what States collectively do (rather than what each does individually) because the
assessment of fiscal capacity is based on determining what State revenues and
expenditures would be under a common policy. The common policy assessed by the
Commission generally is the (weighted) average policy of all States combined.

What States do sets the standard, rather than an external judgment of what States
should, or could, do. As the roles, functions, priorities and circumstances of the States
change, so does the assessment of their fiscal capacities.

Policy neutrality

This supporting principle aims to ensure that State policy choices have minimal direct
influence on HFE assessments and, conversely, that HFE has minimal direct influence on
State policy choices.

Any equalisation has the potential to interact with policy choices, but these aims can be
achieved satisfactorily in most cases through assessing fiscal capacity on the basis of the
weighted average of the policies of the States. In most cases, each State has only a small
influence on the average policy of all States.

However, exceptions can arise, and over the past decade these potentially have become
significant in the case of State mining revenues. The Commission considers that its
current assessments of mining revenues appropriately support the achievement of HFE.
However, the assessment methods risk undue conflict with the policy neutrality principle
in some circumstances — the Commission will aim to modify the operation of its
assessments in those circumstances to secure greater policy neutrality. In particular, the
Commission wishes to ensure its assessment methods do not distort a State’s
consideration whether or not to make a tax rate change.

Where practicable, the Commission will ensure that future discretionary revenue policy
changes do not excessively change the GST distribution. It will do this by limiting the
extent to which any discretionary change in royalty (or tax) rates by a State which has a
dominant role in the production of a mineral (or tax base) flows through to the assessed
revenue capacity of that State. The result generally will be that, after consideration of
changes to its GST share, a dominant State will retain at least half of the own-source
revenue effects of its tax or royalty rate change.

The Commission will also aim to strengthen application of the policy neutrality principle
in two further ways. It will aim to ensure that assessments do not unduly penalise or
reward States which, in similar circumstances, adopt very different policies towards
potential mineral and energy developments (for example, coal seam gas production). For
revenue assessments generally, the Commission will aim to minimise, to the extent
practicable, tax reform disincentives arising from the effects on tax bases (elasticity
effects) of tax policy choices.





Practicality

This supporting principle means that assessments should be based on sound and reliable
data and methods and be as simple as possible, while also reflecting the major influences
on State expenses and revenues.

The Commission has decided to add a further element to the practicality principle,
namely ‘fitness for purpose’. States have emphasised to the Commission their need for
transparent, reliable and, where possible, reasonably predictable relativities in time for
their State budgets. The Commission therefore intends that this principle also support
methods that provide relativities that are practical for States to incorporate into their
budget management processes.

Contemporaneity

The main meaning of this supporting principle is that, subject to other practical
considerations, the Commission should seek to minimise the lag between the years in
which reliable data are available to make an assessment (for example by narrowing the
assessment window) and the year in which the resulting relativities will be applied (the
application year).

Since 2010, the assessment window has been the most recent three years for which
reliable data exist. Instead, one State argues in favour of using estimates of the
application year outcomes, on the basis that it seeks to have its GST share directly offset
volatility in its own source revenues, thereby assisting its budget management. However
the Commission is not attracted to using State, or independent, estimates or forecasts of
revenues in the application year. These are unlikely to be sufficiently reliable for use as
the basis of the GST distribution.

Conversely, most States support the current approach, on the basis that it provides
greater predictability of GST shares, and hence assists with their budget management.
Notwithstanding this, the Commission is not settled on whether the size of the
assessment window should be changed, and will give further consideration over the
course of the review as to whether the assessment window should comprise the most
recent one, two or three years.

Implementation issues

Subject to terms of reference, the Commission will retain its current guideline for the
assessment of Commonwealth payments to the States, namely that payments which
support State services, and for which expenditure needs are assessed, will affect GST
shares.

In support of simpler methods, the Commission will continue to assess State needs only
where doing so makes a material difference to the distribution of GST revenue for any
State. For this review, the Commission intends to increase materiality thresholds only to





the extent that they retain their value after adjusting for price and wages increases. The
materiality threshold for a disability will be set at S35 per capita (an increase of $5 since
the 2015 Review) while the threshold for data adjustments will remain at $10 per capita.

The Commission will continue its current approach of discounting its measurement of
disabilities where there are substantive concerns about the data available. Three levels
of discount may be applied — low (12.5%), medium (25%) and high (50%) — depending on
the Commission’s judgment about the reliability of the data for the purposes of the
assessment.

Next steps

For the remainder of 2017 and through 2018, the primary focus of the Commission will
be in applying the objective and principles to its specific assessments, identifying
material factors beyond the control of States that affect their revenue raising capacities
and expenditure needs. States will be invited to make further submissions on the
definition of HFE and the supporting principles and guidelines later in 2018, having
regard also to any Government decisions on the findings of the Productivity Commission
review of the system of Horizontal Fiscal Equalisation.





1. THE OBJECTIVE OF HFE

Background
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1.2

1.3

1.4

The Commonwealth Grants Commission (the Commission) makes recommendations
each year for the distribution of GST revenue among the States. It completed its last
comprehensive review of methods in 2015. On 28 November 2016, the Treasurer
gave the Commission terms of reference for a 2020 Methodology Review (the
review).!

Consistent with the Intergovernmental Agreement on Federal Financial Relations (the
IGA), the Commission is required by the terms of reference to base its methods on
the principle of horizontal fiscal equalisation (HFE). The first stage of the review is to
adopt a clear statement of the definition of this principle, and to specify the
supporting principles and guidelines that the Commission will use to develop its
specific assessment methods.

This paper presents the Commission’s interim positions on the definition of HFE and
the supporting principles and guidelines for its implementation. It has been informed
by a recently completed first round of consultations with the States.” The positions
taken in this paper will provide initial guidance for the Commission’s further work on
assessment methods, but will remain open to further consultation and possible
adjustment over the remaining course of the review.

The terms of reference direct the Commission “...to take into account the
Intergovernmental Agreement on Federal Financial Relations (as amended), which
provides that GST revenue will be distributed among the States in accordance with
the principle of horizontal fiscal equalisation.” An understanding of what HFE is and its
purpose in Australia’s fiscal federalism arrangements provides useful context when
considering the Commission’s approach to its task. This is discussed in the box HFE in
context.

The complete terms of reference for the 2020 Review can be found on the Commission’s website,
(https://cgc.gov.au/).

References to the States in this paper include the six States, the Northern Territory and the Australian
Capital Territory collectively, unless the context indicates otherwise.




https://cgc.gov.au/index.php?option=com_content&view=article&id=257&Itemid=534



HFE in context

HFE ensures that each State in Australia has the same fiscal capacity to deliver services.
Each State may pursue its own policies and priorities, but its fiscal capacity to do so is
equalised, taking account of the differences between jurisdictions in their tax bases and
their service delivery needs or costs. In practice most of the spending by the States
delivers a broadly similar set of services across Australia, and HFE makes this possible
because each State has the same fiscal capacity.

Major public services are delivered to Australians by both the Commonwealth and State
governments. The Commonwealth collects most of the tax revenue for both levels of
government. In addition to defence and customs, the Commonwealth also delivers most
of the social assistance transfers (pensions, family allowances, Medicare payments and
pharmaceutical benefits) and plays the major role in funding many service areas such as
universities, child care and aged care.

These policies are generally applied on a common basis in all States, so that in all these
areas there is effective fiscal equalisation operating throughout the Commonwealth.
More Commonwealth tax is collected from taxpayers in States with stronger tax bases,
and more Commonwealth spending occurs in States with higher needs, simply because
the same Commonwealth policies (obligations and entitlements) apply across all States.

Over 80% of State spending relates to programs in five broad areas — health (mainly
public hospitals), education (mainly public schools), justice services, roads and public
transport and some remaining welfare and social housing services. While the
Commonwealth has been playing an ever increasing role in most of these areas, the
States retain major roles, including responsibility for service delivery. HFE makes it
possible for every State to provide broadly similar standards of services in these and
other areas.

Thus HFE achieves the benefits of equalisation that would otherwise require transfers of
function to the Commonwealth, without losing the benefits of decentralised governance
and administration provided by sub-national jurisdictions. The payment of HFE grants as
general revenue assistance allows State governments to deliver services according to
State specific needs and circumstances. The combination of fiscal equalisation with
decentralised governance is a longstanding feature of the Australian federation (as well
as many other federations).

Where equalisation is absent or limited, substantial differences in service levels or tax
levels arise across States or provinces, with substantial consequences for spatial
inequality. This is evident in a few federations, notably the United States of America,
although even then there is some equalisation, either through federally funded support
programs in areas like schools, or through ad hoc spending proposals adopted through
legislative processes (described as ‘earmarking’).

Any substantial change in fiscal equalisation in Australia is likely to have far-reaching





consequences over time for the functioning of Australia’s federation, including the
relative roles of the Commonwealth and States.

The objective of HFE as now applied in Australia — that States should receive untied
transfers from the Commonwealth such that they have capacity to deliver comparable
levels of services after imposing comparable levels of taxation — has been in place for
decades, in one form or another, and almost certainly has underpinned the evolution
and current form of our federal arrangements.

Since 2000-01, the pool of funds set aside by the Commonwealth to achieve HFE
between the States is an amount equivalent to that raised through the imposition
nationally of the goods and services tax (GST).> Before 2000, a range of other pools of
funds were used, particularly after 1942 when the Commonwealth assumed the sole
right to levy income taxes, and 1978 when formal State tax sharing arrangements were
legislated (then later modified and extended to the Territories).

State views

1.5 The Commission released Staff Discussion Paper CGC 2017-02-S The principle of HFE
and its implementation on 12 May 2017, with submissions sought from States by
28 July 2017. Views attributed to States in this paper reflect the positions States
expressed in those submissions and in subsequent discussions between the
Commission and State Treasurers and State Treasury officials during August 2017.°

1.6 With the exception of New South Wales, States support the objective of HFE. Most
States note that the 2020 Review terms of reference and the IGA clearly require the
Commission to recommend a distribution of GST revenue in such a way as to achieve
HFE and this is the sole objective. Some argue that the achievement of HFE among
the States is a strength of the Australian federation, and translates into practice a
belief that Australians should have access to similar standards of State services, with
comparable levels of taxation, regardless of the jurisdiction in which they live.

1.7 New South Wales disagrees, arguing that the GST revenue should be distributed on a
population share (or equal per capita — EPC) basis. New South Wales’ view is that an
EPC distribution would still involve some equalisation (in that even under an EPC
approach, New South Wales would still receive less than its share of the consumption
tax base). However, an EPC distribution it says would be simpler, more objective,
more predictable and more easily understood. Further, New South Wales says that
the Northern Territory (and arguably the ACT) should be excluded from the HFE
process and funded separately by the Commonwealth.

Less an amount representing the administrative cost to the Commonwealth of raising the GST.

State submissions are available in full on the Commission’s website, (https://cgc.gov.au/). New South
Wales advised the Commission that its submission to the Productivity Commission (PC) Inquiry into
HFE represented its views on these issues. Accordingly, views attributed to New South Wales reflect
those expressed in that submission.




https://cgc.gov.au/index.php?option=com_content&view=article&id=264&Itemid=544



1.8 Most States supporting the objective of HFE accept this means equal fiscal capacities
should be the outcome. They therefore supported the continued use of the current
definition in the 2020 Review.

1.9 While Western Australia considers the current definition reasonable, it states that
assistance should provide States with the capacity to provide an ‘acceptable’
standard of service to their communities. This suggests Western Australia may not
support full equalisation, at least as currently understood.

1.10 Queensland argues that the word ‘same’ (standard of service or revenue raising
capacity) should be replaced. It argues that the ‘same’ is unattainable and the
definition should reflect what is possible. Queensland suggests replacing the word
‘same’ with ‘similar’ as this would create the potential for a simpler and more
transparent system.

Commission position

1.11 In 1978, the Commonwealth asked the Commission to review States’ shares of
general revenue grants. It specified the principle it wanted the Commission to apply
in section 13(3) of the States Personal Income Tax Sharing Amendment Act 1976.°

The respective payments to which the States 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 the other States, government services at
standards not appreciably different from the standards of the government services
provided by the other States.

1.12 This principle (the equalisation principle) was expressed in legislation or terms of
reference until the 1999 Review. It was the principle the Commission was asked to
implement when all States signed the Intergovernmental Agreement on the Reform
of Commonwealth—State Financial Relations in 1999.°

1.13 The Commission takes the view that the terms of reference are clear: it is to
recommend how the GST should be distributed in accordance with the ‘principle of
HFE’ as clearly understood and accepted by all governments when they signed the
1999, and subsequent, IGAs. Within the terms of reference, the Commission is not
asked, nor given the discretion, to decide when other policy objectives or agreements
between the Commonwealth and the States should moderate the achievement of
HFE, nor is it given discretion as to which States the principle of HFE should be
applied.

This was similar to the equalisation principle the Commission had used in its State claimancy inquiries.
Later IGAs signed in 2008 and, most recently, in 2011 also specified for the GST revenue to be
distributed according to the principle of HFE. In addition, the IGAs provide for the revenue collected
from the GST to be paid to the States for them to use for any purpose. That is, GST revenue is provided
to States as general revenue assistance. General revenue assistance was provided to States out of
Commonwealth general revenues prior to being hypothecated as GST revenue.





1.14

1.15

1.16

1.17

1.18

It is not clear that achieving HFE can be made consistent with also facilitating other
objectives, or at least minimising any perceived adverse impacts of HFE on the
operations of government and the economy, in ways other than those dealt with by
the supporting principles. Distributions that advantage certain revenue bases over
others (such as the calls for global discounting of mining revenue assessments), or
distributions based solely upon State population shares (as proposed by New South
Wales), are not consistent with equalising State fiscal capacities — the goal the
Commission has been set. As required by its terms of reference, the Commission
must seek to deliver as close as it can to “full’, not ‘partial’, equalisation. Accordingly,
the Commission does not consider discounting certain revenue bases or an EPC
distribution of GST revenue would deliver HFE or be consistent with the Commission’s
terms of reference. Rather, such a distribution would exacerbate differences in fiscal
capacity between the States and so likely increase disparities in the provision of State
services.

In summary, the Commission’s view is that it must recommend a distribution of GST
revenue on HFE grounds consistent with the IGA and its terms of reference. It intends
to retain the definition of the HFE principle adopted in the 2015 Review. That
definition is as follows:

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

The definition focuses on the main task of the Commission: to identify factors (also
referred to as ‘disabilities’) affecting State finances that are beyond their direct
control and which would cause their fiscal capacities to diverge. Using these factors,
the Commission recommends a distribution of GST revenue which removes the
impact of that divergence. As a result, States will have the same capacity to deliver
services, provided they deliver them at the average level of technical efficiency and
make the same effort to raise revenue.

The Commission does not consider there is any benefit in changing the wording to
‘similar’, or ‘acceptable’, rather than ‘same’, as it would potentially lead to debates
about how ‘similar’ standards of service and revenue raising capacity should be, or
what ‘acceptable’ means. ‘Same’ is aspirational but the Commission will deviate from
this only for reasons of practicality. The Commission prefers to have a clear objective
and does not consider changing the definition would lead to a simpler or more
transparent system.

The reference to material factors in the definition makes it clear the Commission does
not aim to achieve precise equalisation as not all disabilities are included, either
because they cannot be reliably measured or they have only a relatively small effect





on the GST distribution. This means that while precise (or complete) equalisation is
the aspirational goal, in reality the Commission achieves proximate equalisation.

1.19 Material factors affecting revenue and expenditures mean differences in State
circumstances outside their direct control that:

. give rise to differences in the capacities of States to raise revenue or differences
in the cost of providing services or infrastructure, other than those that result
from the policy choices of individual States

. can be measured or estimated reliably

. have an impact on the recommended GST distribution which differs from an
equal per capita (EPC) distribution by more than the materiality thresholds.”®

1.20 Capacity equalisation does not require States to follow any particular service or tax
policies or to meet any particular targets. States are free to use GST revenue as they
see fit. Capacity equalisation is consistent with the GST pool being untied assistance,
which States can spend according to their own priorities, as agreed in the IGA.

Under an EPC distribution each State would receive its population share of GST revenue.

Materiality thresholds represent a minimum change to the GST distribution that must be met before
the Commission will recognise a disability. They are discussed in more detail in the section on
Implementation issues.
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2. SUPPORTING PRINCIPLES

2.1

2.2

The Commission has developed supporting principles to guide its approach to
achieving HFE. Clause 6 of the terms of reference asks the Commission to consider
whether the supporting principles it uses remain appropriate, including whether
different weights should be given to different supporting principles.

The supporting principles are neither separate objectives nor necessarily
pre-conditions for methodological choices. The Commission considers that wherever
possible, methods should be chosen with regard to all of the supporting principles.
The interaction and subsequent constraints between the supporting principles
requires a balancing of competing considerations when determining the choice of
methods. This balance may vary with the varying structural elements of the
Commission’s methodology and with the varying underlying circumstances in each
area of assessment. The Commission does not propose to establish any prior ranking
or weighting of the supporting principles.

State views

2.3

2.4

2.5

2.6

All States except New South Wales and Western Australia expressed support for
retaining the supporting principles from the 2015 Review. In addition, Victoria, South
Australia, Tasmania and the Northern Territory do not consider a hierarchy of
principles should be developed and argue the Commission should use its judgment to
determine the relative priority of the principles on a case-by-case basis. These States
consider the supporting principles assist the Commission to implement HFE in a
consistent and coherent way.

The ACT considers that there is already an implicit weighting built into the current
listing of the principles and that ‘what States do’ and ‘policy neutrality’ are the most
important. It argues the Commission should make trade-offs on the basis of HFE.

Queensland advocates a hierarchy (and supports renaming the principles as guiding
considerations) to help States better understand the Commission’s decision making
processes. It emphasises the importance of:

° practicality, particularly simplicity, which helps to build the credibility and
robustness of the system

° what States do, which is critical in determining the scope of HFE and the factors
affecting State finances

° policy neutrality, because the HFE process should not be allowed to be a
significant consideration for policy makers.

Queensland does not suggest how a hierarchy might be developed or used.
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2.7

2.8

2.9

Western Australia argues for a new set of principles and argues the following:

HFE cannot be achieved without policy neutrality, because it is integral to a GST
distribution that reflects States applying the same effort and not having their
policy decisions distorted

the way the ‘what States do’ principle is used leads to a micro approach to
assessments which increases complexity and bias, leading the Commission
away from HFE

the practicality principle is used to override HFE rather than guiding sensible
responses to assessment issues

contemporaneity is not achieved due to the use of average historical
assessments and this causes significant budget management difficulties.

Western Australia proposes the following fundamental principles.

Policy neutrality, proposing that broader indicators should be used, particularly
for revenue assessments, so that GST grants are not affected by revenue or
spending mixes or differences in policies that affect revenue bases and
spending needs.

Equity, so that underlying disabilities are recognised (rather than their detailed
manifestations), consistent with policy neutrality, broadly reflecting State
policies.

Western Australia further proposes the following principles to guide implementation.

Contemporaneity — by using forward estimates volatility would be recognised
as it occurs (using budget estimates and later corrections), or long run capacity
should be recognised.

Conservatism — a State’s fiscal capacity should be presumed to fully or partly
reflect its own effort if there is no, or partial, evidence to the contrary, so that
the Commission should use caution in redistributing away from EPC.

Accountability, simplicity and transparency

- High level implementation decisions should reflect a consensus view of
Governments or decisions of the Commonwealth Treasurer (where
consensus cannot be reached). The Commission should be responsible for
implementation, not policy.

- The Commission’s methods should undergo regular peer review, which
could possibly be made up of a number of independent experts
commissioned to conduct reviews.

- There needs to be full documentation of methods which should be clearly
described and simple.

2.10 New South Wales did not discuss the current supporting principles. Instead, it
proposes a new set of principles to guide an appropriate distribution of the GST.
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2.11

New South Wales argues that a well-designed and carefully targeted system of HFE,
achieved in its view by an EPC distribution, must be consistent with the following
principles.

. Fairness — the distribution of GST revenue should be fair in the eyes of
Australians. The system should provide sufficient revenue for States to provide
minimum levels of selected critical services — health, education, law and order
and infrastructure. No single State should bear an unreasonable burden that
would detract from their responsibilities towards their own constituents.

. Efficiency — the distribution of GST should not create disincentives for
economic adjustment and reform relating to expenditures or taxes. The
benefits of pursuing equity should be greater than the efficiency cost.

° Simplicity — the mechanism should be simple to understand and administer. It
should be easy to replicate.

° Accountability — should apply to both the body making the calculations of GST
distribution and to the Commonwealth and State governments who must be
responsible to their citizens for the spending and revenue choices they make.

° Stability — GST revenue distribution needs to be more predictable so that State
governments can confidently budget to provide essential services.

Commission position on the role of supporting principles

2.12

2.13

2.14

The Commission uses supporting principles through the course of a review to
evaluate alternative approaches to each of the structural elements of the
methodology. These elements include:

° decisions on scope (that is, identifying which revenues and expenditures to
assess and how to categorise them)

° decisions on disabilities (that is, identifying the conceptual case supporting the
existence of a disability)

) decisions on assessment methods (that is, how to give effect to, and measure,
the disability).

The supporting principles are guiding considerations for the Commission in
determining its methodologies. They are neither separate objectives nor
pre-conditions for methodological choices. In most cases all or most of the supporting
principles apply concurrently and so each is constrained by the others. Their
relevance and role inevitably varies according to the issues and circumstances under
consideration.

The Commission’s view is that for the 2020 Review the four existing supporting
principles should be maintained, but with some further clarification of their purpose
and scope. It considers that wherever possible methods should be chosen with regard
to all of the supporting principles. Accordingly it does not propose to establish any
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prior ranking or weighting of them. The balance of considerations may vary with the
varying structural elements of the Commission’s methodology and with varying
underlying circumstances in each area of assessment. The four supporting principles
are:

° what States do
° policy neutrality
° practicality

. contemporaneity.

Commission position on ‘what States do’

2.15 This supporting principle ensures that the range of activities for which the States
apply GST (and other) revenue are reflected in the Commission’s recommendations.
It applies mainly to deciding the scope of assessments and to identifying relative
needs. It refers to what States collectively do (rather than what each does
individually) because the assessment of fiscal capacity is based on determining what
State revenues and expenditures would be under a common policy.

2.16 Following the ‘what States do’ supporting principle means that the common policy
assessed by the Commission generally is the (weighted) average policy of all States
combined. What States do sets the standard, rather than an external judgment of
what States should, or could, do. As the roles, functions, priorities and circumstances
of the States change, so does the assessment of their fiscal capacities.

2.17 More specifically, as a result of following this supporting principle:

° the scope of the assessments reflect the average range of services provided
collectively by States and the average range of taxes and other general purpose
revenues imposed by them in order to fund them

° the level of services and associated infrastructure States are funded to provide,
and the revenue raising efforts they are presumed to make, are an average of
those actually provided or made

. the range of disabilities assessed reflects the material factors actually affecting
the cost of delivering State services and the capacity to raise State taxes.’
Scope of equalisation

2.18 The Commission intends to retain the existing scope of equalisation — general
government, plus urban transport and public housing public non-financial

Materiality thresholds represent a minimum change to the GST distribution that must be met before
the Commission will recognise a disability. They are discussed in more detail in the section on
Implementation issues.
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2.19

2.20

2.21

2.22

corporations (PNFCs) and excluding local government (except for the interactions
between it and the State sector).

The Commission considers neither the IGA, nor terms of reference, provide it with a
basis for discriminating between services or revenues. Therefore it considers there to
be no logical basis for excluding particular activities. A comprehensive coverage is
consistent with an aim of equalising (to the extent possible) the capacities of States to
provide services at the same standard. This would not be achieved if major revenues,
expenses or disabilities were omitted from the assessments. A comprehensive scope
does not, however, mean that all functions have to be differentially assessed.

A comprehensive scope is also fully consistent with a policy framework that
encourages innovation in service delivery or revenue raising. It would make no sense,
for example, for the Commission to consider only service delivery spending in the
general government sector where some of that category spending, in some States, is
delivered through PNFCs. A comprehensive scope limits the risk of inadvertently
favouring or prejudicing certain ways of doing things through the creation of artificial
distinctions.

The Commission intends to continue to equalise the fiscal outcome of States so that
they have the same average per capita net financial worth. That is, as in the 2015
Review, the equalisation objective will be implemented as follows.

Fiscal capacities are equal when each State has the capacity to hold the average per
capita value of net financial worth (and earn income from it) after recognising their
differential revenue raising capacities, different amounts received from
Commonwealth payments and differential costs of providing the average level of
services and holding the infrastructure necessary to provide them.

This approach explicitly states that equalising net financial worth means that income
from general government holdings of net financial worth is equalised. This means
that there is a simplifying assumption that all holdings of financial worth have the
same capacity to earn income, or else that State holdings of different mixes of
financial worth are their policy choice. Some States raised methodological issues
associated with this approach. These will be considered in more detail through the
development of the capital assessments.

Internal standards

2.23

The Commission continues to have a strong preference for internal standards.
However, in circumstances of extreme policy non-neutrality, where it is difficult to
determine what average policy would be, the Commission may consider the use of
external standards, if another suitable resolution cannot be found.

2.24 Average State expenses, infrastructure and revenues will be derived generally by

dividing the total collective State expenses, infrastructure and revenues by the total
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of State populations. Average revenue raising efforts generally will be derived by
dividing the total collective State revenue by the total collective State tax bases.
These averages will therefore be influenced by what States do, to the extent each
State undertakes the activity.

2.25 Inrelation to service delivery, the Commission intends to continue to observe what
the data tell it about the different spending patterns States adopt for different groups
in their populations — differentiated by characteristics such as age, socio-economic
status and location. In this way the Commission will recognise what each State would
need to spend if it spent these average amounts on its own population groups.

2.26 The Commission notes that, as changing internal standards in any way would destroy
the relationships it observes, it does not intend to discount or otherwise adjust
standards as a means of more actively encouraging efficiency. The Commission will
equalise States to the average cost of service delivery which incorporates the average
level of technical efficiency. If a State is more efficient than average, its own budget
benefits. If a State is less efficient than average, it must finance this above average
inefficiency itself.

2.27 The Commission observes that different tax bases in States attract different
(sometimes nil) rates of tax. These differences reflect constitutional, historical and
economic conditions over the course of the development of States. The Commission’s
view is that differences in States’ fiscal capacity cannot be appropriately recognised
without taking account of these differences.

2.28 The Commission acknowledges that the problems of data quality and policy neutrality
associated with a detailed approach could potentially be solved or reduced with the
use of a broad indicator. However, the Commission would only consider adopting a
broader indicator if it were judged to be a more reliable indicator of States’ capacity
to raise revenue than any alternative approach.

Weighted averages and average policy

2.29 Where States follow different policies, the Commission needs to determine the
average policy used as a benchmark for its assessments. If the Commission decides a
tax or service is part of what States do, it allows the differences in States’ underlying
capacities to raise the tax or deliver the service to affect their GST shares.

2.30 In adopting internal standards, States with a larger share of a revenue base or a
population group to whom services are provided will have a larger impact on the
average policy. The more populous States, New South Wales and Victoria, generally
have the largest effect on standards, but this is not always the case. A State with
more of a revenue base (for example, Western Australia in regard to iron ore and
Queensland in regard to coal) will have a larger effect on the average tax rate used to
calculate the relevant revenue raising capacity if these minerals are assessed
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231

2.32

2.33

2.34

2.35

separately. Similarly, States with the greatest number of Indigenous people (New
South Wales and Queensland) will have a larger effect on the average State spending
on services to Indigenous people.

In the 2015 Review, the Commission extended its approach to determining average
standards to also determining average policy. It said its aim was to use what the data
told it about what States do to decide what and how assessments were made. The
Commission intends to continue to adopt this ‘weighted average’ approach as its
general approach, where average policy reflects the average of what all States do,
recognising that some States may make a zero effort.

Under this approach to average policy, if even one State does something (raises a
revenue or provides a service), the revenue raised or spent becomes a part of what
States do collectively. However, a differential (to EPC) assessment will only be made if
it will have a material effect on the GST distribution. In this way, average policy is not
a switch, where States collectively either do, or do not do, an activity; rather it is a
continuum, where:

° the average effective tax rate on a base is a reflection of the share of the tax
base taxed by States™®

° the average per capita spending on a service will depend on the total amount of
money spent on that service, regardless of in which States that money is spent.

In this way, the more States there are taxing a base, the higher the average effective
rate will be; the more States providing a service, the higher is average per capita
spending on the service. The Commission then determines if a differential assessment
is to be made solely on the basis that it can be done reliably and would be materially
different from an EPC assessment.

The Commission observes that, where only one State raises a tax or provides a
service, the average effective tax rate or national per capita spending is most likely to
be very low and a differential assessment is unlikely to be material. However, if one
State raises a tax on a large tax base or spends a large amount on a service, a
differential assessment could be material, in which case the impact on State fiscal
capacities should be recognised.

The Commission notes that applying this approach to determining average policy
might at times need to be modified due to practical considerations; for example,
where reliable assessments cannot be made. Data limitations can mean the approach
may not always be implementable in a pure way. In these cases the Commission
intends to use its discretion in deciding the methods to be adopted.

10

The effective tax rate for a State is the actual tax raised by that State divided by the assessed tax base
from which that tax is raised. The average effective tax rate is the sum of the revenues raised by each
State, divided by the sum of the assessed tax bases from which that tax is raised by each State.
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Disability measurement

2.36

2.37

2.38

2.39

2.40

The Commission intends to continue to use the general approaches it has used in the
past and for its assessments to reflect what States do on average.

For revenue assessments, it can often do this easily. For example, in the case where a
revenue assessment uses the base that States actually tax, actual (national average)
tax rates can be applied to that base.

In expense assessments, the Commission typically relies on what the data tell it about
what States do, including the populations to whom they provide services. What
States spend on different population groups, such as Indigenous and non-Indigenous,
different age groups, people living in different socio-economic status areas or
different remoteness regions is calculated. The Commission then takes total spending
by States on different population groups and divides that by the national number of
people in each of those groups. The resulting expense per person in each group is
applied to the actual numbers of people in the group in each State to calculate what
each State needs to spend if it applied the average policy (if it spent the average
amount per person in each group).

While States may not develop or implement their policies by deciding how much to
spend per person in different groups, the data capture the result of how States have
implemented their policies. So, to that extent, the Commission measures what States
do. For example, the Commission observes that for admitted patient hospital
services, States spend twice as much per capita on Indigenous people as
non-Indigenous people, and nearly six times as much on people aged 75 years and
over as those under 15 years, based upon clinical need rather than explicit client
group policy goals. The Commission’s assessments reflect these observations.

There are population groups that the Commission may not include in any differential
assessment, for a variety of reasons. For example, some groups may:

. have a higher cost per episode of service delivery, but lower use of services, so
that overall the cost of servicing these population groups is not materially
different to other population groups. There is some evidence that overseas
born populations fall into this category.

° be high cost, but the numbers of them are not large, or the interstate
distribution is not sufficiently different from EPC to make a material impact.
There is some evidence that the population of recent refugees falls into this
category.

° be high cost, but the Commission does not have reliable data on their interstate
distribution. The population of students with disabilities currently falls into this
category.
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2.42

2.43

2.44

Under the 2015 Review approach there are some assessments where the relationship
between what States do and how the Commission assesses State needs is less direct.
For example:

° bulkbilled Medicare services are a proxy for non-State provided health services

° private sector wage levels for comparable employees are a proxy for the
pressure on public sector wage levels

° distances between towns are a proxy for the length of the rural road network
States would provide under average policy.

Population growth, and other aspects of the capital assessments, are proxies for the
pressures States face in their capital requirements.

The interstate location adjustment is a Commission judgment-based assessment that
proxies the costs of isolation of capital cities not captured by the regional costs
assessment.

In each of these cases, the Commission’s measurement is not directly tied to what
States actually do, but reflects real disabilities and differences between States in the
most reliable way it can measure them. Similar approaches in the 2020 Review will be
considered in detail over the course of the review as individual assessments are
developed.

Commission position on policy neutrality

2.45

2.46

2.47

This supporting principle aims to ensure that State policy choices have minimal direct
influence on HFE assessments and conversely, that HFE has minimal direct influence
on State policy choices.

Any equalisation has the potential to interact with policy choices, at least indirectly.
However, minimising direct influences can be achieved satisfactorily in most cases
through assessing fiscal capacity on the basis of the weighted average of the revenue
and expenditure policies of the States. The Commission does not consider that any
policy neutrality improvements that might flow from adopting a rotating State
average approach would offset the increase in complexity that would flow from
operationalising such an approach. A rotating standard approach was not supported
by any State.

Each State’s GST requirement will be based on average policies, so that a State’s
incentive to change its own policies in the expectation of gaining a greater share of
GST (that is, engage in grant seeking behaviour) is limited to the effect of its policies
on the average. Under the Commission’s policy neutral approach, no allowance is
made in calculating GST shares for the difference between the average policy and a
State’s own policy. To the extent those differences lead to increased costs, States are
responsible for funding those additional costs. To the extent those differences lead to
reduced costs, States retain the benefit of the cost savings.
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Dealing with policy neutrality of State revenue raising capacity

2.48

2.49

2.50

2.51

The Commission accepts that adoption of broader indicators, particularly for revenue
assessments, would improve policy neutrality, but it does not agree that this would
necessarily result in an improved HFE outcome when appropriate regard is had to all
supporting principles. The Commission does not agree with the view that HFE can
only be achieved with complete policy neutrality, and that policy neutrality can only
be achieved with a ‘long term view’ of what States do, as argued by Western
Australia."!

Western Australia has again raised the issue of its investment in the North-West shelf
as representing a policy influence on its mineral reserves that should be recognised in
the Commission’s mining revenue assessment. While the revenue associated with this
project can be identified, what cannot be determined is how much of the revenue
from the North-West shelf can be attributed to Western Australia’s efforts, and how
much of Western Australia’s efforts were above the average effort across all States.
Similarly, any additional revenue that may be attributable to various economic
development projects (reflecting above the average effort) in other States cannot be
identified.

In the absence of evidence that certain States have invested more, or invested more
effectively, in the development of their State’s economic base (leading directly to
enhanced State revenue bases), the Commission cannot separately identify revenue
raised due to the effects of above average effort on the revenue base. There is no
reason to assume that a discount (as proposed by some States) would produce a
more reliable HFE measure as this would assume that in all cases, States with higher
than average revenue raising capacity are in this position because of greater, or more
effective, historical State development policies. Similarly, a discount would assume
that States with lower than average revenue raising capacity have so because of
lesser, or less effective, historical State development policies. A discount would
assume, for example, that the ACT’s lack of a mining industry is due, at least in part,
to its own lack of effort to develop such an industry, not to a lack of mineral
resources.

Western Australia also argued that the current approach can result in a high loss of
GST grants from increased tax compliance. This is because increasing compliance will
increase the size of a State’s tax base, increasing its relative revenue raising capacity
for that tax. The Commission’s view is that States mainly settle on a level of
compliance activity that balances tax receipts with the costs of collection. It is more
likely that diminishing returns, resulting from when collection costs increase at a

11

Western Australia said that the effects of past policies on current revenue bases should necessarily be
recognised in some manner, including by applying a discount.
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2.52

2.53

faster rate than tax receipts increase, would have a larger effect on compliance policy
than GST effects.

Other assessment issues raised by States, such as proposals to determine revenue
bases as the sum of individual revenue bases, with adjustments to convert motor
vehicle numbers and land values from stocks to flows, will be considered through the
course of the review as assessments are developed.

The legislative incidence of State revenue raising policies affects rates of tax, as well
as the tax base to which those rates are applied. In applying a common policy to
determine States’ revenue raising capacities, the Commission adopts different
approaches depending upon the circumstances.

2.54 There are a number of circumstances where the Commission has had to address

policy neutrality concerns relating to the comparability of States’ revenue rates and
bases.

Dealing with policy neutrality concerns relating to revenue rates

2.55

In most cases, each State has only a limited influence on the average rate policy of all
States. However, exceptions can arise, and over the past decade these have become
potentially significant in the case of State mining revenues. Where a tax base is
concentrated in one or two States (such as iron ore in Western Australia and coal in
Queensland), the policies of those States have a dominant role in determining
average policy for assessments, particularly where minerals are assessed separately.

2.56 The Commission considers that its current assessments of mining revenues

appropriately support the achievement of HFE. However, the assessment methods
may conflict with the policy neutrality principle in some circumstances — the
Commission will aim to modify the operation of its assessments in those
circumstances to achieve greater policy neutrality. In particular, the Commission
wishes to ensure its assessment methods do not distort a State’s consideration
whether or not to make a tax rate change.

2.57 The Commission indicated in the 2015 Review that any policy change by States in the

case of mining revenue would lead it to review the assessment approach, but this
gives little guidance on how the Commission would respond. For the 2020 Review,
the Commission will make its approach clearer and more predictable. Where
practicable, it will ensure that future discretionary revenue policy changes do not
excessively change the GST distribution. It will do this by limiting the extent to which
any discretionary change in royalty rates by a State (which has a dominant role in the
production of a mineral) flows through to the assessed revenue capacity of that State
(see the discussion in the box on HFE and mining revenue policy for further details).

2.58 This recognises (as do the Commission’s methods more generally) that discretionary

changes in tax or royalty rates do not necessarily represent equivalent changes in
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fiscal capacity. The result generally will be that, after consideration of changes to its
GST share, the State will retain at least half of the own-source revenue effects of its
policy change.

Dealing with States applying a nil rate to a revenue base

2.59 A State may apply a nil rate to a revenue base in circumstances where reliable data

are available to estimate the revenue base for that State. This occurs in the case of
the Land tax assessment, where the Northern Territory does not raise this tax. For the
purposes of the Commission’s assessment of the Northern Territory’s capacity to
raise land tax if it followed average policy, the Commission imputes for it a land tax
base.

Dealing with uncertain distributions of State revenue bases

2.60 Revenue may be raised from a revenue base in circumstances where the distribution

2.61

2.62

of that revenue base across States is unclear because specific policies relating to that
activity are highly variable among the States. Gambling revenue is an example of this
circumstance, where the legal framework for gaming varies considerably across the
States, on the numbers and placement of gaming machines in particular. In the case
of gambling revenue the Commission has taken the view since the 2010 Review that,
because it cannot identify comparable revenue bases across States, it cannot
construct a reliable and materially differential assessment. Therefore it makes an EPC
assessment of gambling revenue (which does not influence GST shares).

The Commission in the 2020 Review will consider whether similar considerations
arise in certain potential mineral and energy developments. One such possibility may
occur in the case of the mining of coal seam gas (CSG).*? While Queensland and
South Australia currently have no restrictions on onshore oil and gas exploration and
development, New South Wales, Victoria, Western Australia, Tasmania and the
Northern Territory all at present either ban coal seam gas exploration and/or
development, in some or all areas, or have a moratorium on fracking.

In these circumstances, the Commission could take the view that all States that have
CSG have the opportunity to exploit it and whether they do or not solely reflects
policy choice. Similarly to gambling revenue, this view could lead to an EPC
assessment of States’ capacities to raise royalty revenue from CSG production,
meaning that the royalties raised on CSG gas would not lead to a redistribution of GST
revenue away from an EPC distribution. The Commission will address this issue in the
2018 Update (if it is material) and further in the relevant category assessment over
the course of the 2020 Review.*

12
13

Similar considerations also apply to the mining of uranium.
To date the Commission has not yet had to decide these issues because neither CSG nor uranium
royalty revenues have been sufficiently large as to result in a material assessment.
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2.63

In situations such as the CSG case, the Commission is not attracted to imputing a base
for the banning States, based say on known gas reserves. This is because where
exploration has been banned or discouraged known reserves may be incomplete, and
not all known reserves have the same economic value. The economic value of mineral
reserves depends upon a range of factors, such as the grade of the mineral deposit
along with the ease (or otherwise) of access to the deposit (affecting production
costs). The relevant commodity price is a major influence on whether a deposit is
viewed as economic.

Dealing with tax rate effects on a revenue base

2.64

2.65

2.66

For revenue assessments generally, the Commission will also aim to ensure, to the
extent practicable, tax reform disincentives arising from the direct effects on tax
bases (elasticity effects) of tax policy choices are minimised.

The general approach of the Commission is to assess revenues on the basis of a
common (average) revenue policy. It is reasonably straightforward to estimate the
average rate of tax to apply in such assessments, but it is less clear what the tax base
of each State would be under such a common policy. In the past, the Commission’s
assessments have in some cases reflected elasticity adjustments of tax bases, but
these have not been continued due to the difficulty of finding reliable and material
estimates of elasticity effects.

In this review the Commission is undertaking further research on this issue, and will
consider whether elasticity effects can be reliably estimated and are material and, if
they are, how they should be recognised, consistent with achieving HFE.
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HFE and mining revenue policy

This section addresses the issue of how the supporting principle of policy neutrality
should be reflected in the Commission’s assessment of mining revenues.

The changing fiscal role of mining revenue

Over the past decade, the role of mining revenues in fiscal equalisation has significantly
increased. States’ mining revenues, mainly from iron ore and coal, have increased more
than four-fold since the early 2000s. The expansion of mining has had major implications
for the structure of Australia’s economic development and for the distribution across
Australia of State fiscal capacities.

The expansion of Australia’s mineral and energy industries has been generated mainly by
the continuing emergence of China and other Asian countries as leading growth engines
of the world economy. Australia’s endowments have made it possible for it to enter into
the rapidly expanding Asian supply chain, mainly as a provider of raw materials,
particularly iron ore and coal.

While there has been some cyclical element in the price of commodities, the mining
expansion is largely long term and structural. The fiscal capacity of Western Australia, the
main mining State, has been transformed: while it received greater than average per
capita Commonwealth funding throughout most of the 20th century under fiscal
equalisation arrangements, it now requires much less than average funding under the
same arrangements, due overwhelmingly to its high share of State mining revenues,
which have greatly increased its fiscal capacity.

Applying the HFE supporting principles to mining revenues
Mining differs from most other State tax bases for the following reasons.
. Mineral activity is highly unequally distributed across the States.
° Each mineral product has long had a different effective tax (royalty) rate.

° The conceptual driver of the tax base is unclear — royalties probably are set
with regard to the underlying profitability of mining activities but the royalty
base itself is generally the gross value of production rather than profit. States
have adjusted some royalty rates in recent years to reflect the higher
profitability of many major mining developments, but royalty rates otherwise
have tended to be relatively stable over time.

The unusual features of the mining revenue base in Australia present unique challenges
in applying, and appropriately balancing, the supporting principles for HFE. In general,
the ‘what States do’ and practicality principles have been applied reliably to mining
revenues in much the same way as to other assessments, while the issues raised by some
States due to the interaction of the contemporaneity supporting principle with budget
management processes are well-known (and addressed separately in the
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contemporaneity section of this paper). However, the assessment approach has also
generated policy neutrality concerns in some circumstances.

The Commission’s judgment has been that differences in royalty rates for different
minerals mainly reflect differing circumstances, including underlying profitability, of the
different mining sectors, rather than discretionary policy choices. This favours assessing
revenue capacity separately for each major mineral, which is the approach the
Commission has adopted since 2015. The Commission considers that its current mining
assessments reliably assess fiscal capacity and contribute appropriately to achieving HFE.
However, where one State has a dominant role in the production of a mineral, this
approach means that State’s own royalty rate largely determines the average rate
applied in assessments of revenue capacity. This carries a risk to policy neutrality since
any future consideration of discretionary royalty rate changes in those circumstances
may be influenced by expectations of resultant off-setting effects on GST shares (that is,
a State’s choice of changes in own-source revenues may have differentially significant
GST effects).

The Commission was aware of this potential difficulty and therefore said in its 2015
report that it would review the assessment approach if there were any major changes in
State mining revenue policies. However, the Commission did not provide advance
guidance on what action it might take in the event of such policy changes.

Giving appropriate weight to policy neutrality

For the 2020 Review, the Commission considers that it should articulate more explicitly,
and in advance, how it would respond to discretionary changes in effective tax or royalty
rates applied to mining.14

In doing so, the Commission must ensure that the other supporting principles continue
to appropriately inform its method choices and that HFE is achieved. It must also retain
sufficient flexibility to deal in the future with possible major changes in mining industry
circumstances or the revenue policies States apply to the mining industry.

A key feature for almost all revenue assessments (apart from some mining assessments)
is that any State that makes a discretionary change in its tax rates retains the major part
of the net fiscal consequences of its decision. That is, the GST effects (positive or
negative) are small compared to the own-source revenue effects flowing from the policy
change. This contributes to appropriate fiscal incentives for policy choices in each State.
For fiscal capacity assessments, averaging rates across the States means that the GST
consequences of discretionary policy changes by any one State are rarely, if ever, more
than say half of the own-source revenue effect for that State, and most often much less.

In mining, particularly with mineral-by-mineral assessments, in the absence of any
adjustment to the assessment, cases may arise where the GST effect is much larger, for

Consistent with its position in the 2015 Review, the Commission may respond to discretionary changes
in effective royalty rates prior to completion of the 2020 Review.
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example exceeding 50% of the own-source revenue effect of discretionary policy change
for that State. For example, a State with 100% of a mining revenue base will find that
(apart from the temporary benefit of assessment lags), after equalisation, it retains only
its population share of any revenue changes. The smaller a State’s population share, the
larger the (negative) effects on its GST share will be. For example, where the State’s
population share is 10%, then 90% of the changed revenue will be redistributed through
the equalisation process.

For the 2020 Review, the Commission considers that its methods should ensure each
State retains, after equalisation, at least half of the own-source revenue effects of the
discretionary policy changes that it makes. This will ensure that for any discretionary rate
change, no more than half of the changed revenue will be affected by the equalisation
process, thereby removing the potential for cases to arise where the equalisation effects
outweigh the effects of discretionary policy change.

Existing weighted average policy methods already meet this objective in almost all cases
— with exceptions only being likely where a State with a small population is a dominant
producer of a separately assessed mineral. The Commission considers that ensuring that
this outcome is achieved in all major mining revenue assessments appropriately balances
the competing considerations, including due weight to policy neutrality, arising from the
several supporting principles and the HFE objective itself.

This approach to policy neutrality could be achieved for the mining assessments in
several ways. One possibility is to revisit options for grouping minerals, as was the
approach adopted by the Commission in the 2010 Review. The effect of grouping is that
any discretionary change in royalty rates by one State has a less than complete impact on
the average royalty rate used to assess revenue capacity — so the change in its royalty
revenues has a correspondingly lesser effect on its GST share. In the example above, in a
grouped assessment, a State with 100% of a particular mineral base may have only 60%
of the base of the group in which that mineral is placed. In this case, where the State’s
population share is 10%, then 50% of the changed revenue will be redistributed through
the equalisation process.

However, given the problems previously identified for grouping options, another
approach may be required, based on retaining the approach adopted in the 2015 Review
of mineral-by-mineral assessments. This could be done by directly reducing the effect of
a discretionary change in effective mining tax rates by the dominant State on the rate of
tax used for the calculation of revenue capacity. This would apply only to the extent
necessary to meet the at least 50% objective.

The specific methods to be adopted by the Commission to give effect to this approach
will be considered in consultation with the States over the course of the review.

The Commission may need to exercise its discretion and make changes to its approach in
the event of major changes in economic or policy circumstances. These could include a
major reform of mining taxation (for example, a shift to rent or profit based taxes could
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require a change in methods) or a major change in circumstances in the mining industry
such as a major long term fall in commodity prices (so that changes in royalty rates may
more fully represent reductions in fiscal capacity).

Commission position on practicality

2.67

2.68

2.69

2.70

2.71

This supporting principle means that assessments should be based on sound and
reliable data and methods and be as simple as possible, while also reflecting the
major influences on State expenses and revenues.

Practicality is an umbrella principle that covers the following.

° Simplicity — the Commission’s assessments should be as simple as possible
while being conceptually sound and reflecting the major influences on State
expenses and revenues.

° Reliability — the methods for making assessments should use reliable data,
including the use of discounting where there are specific concerns about the
degree to which data are fit for purpose.

. Materiality — assessments will only be made where they have a sufficiently
large impact on the GST distribution.

° Quality assurance — processes have been put in place to ensure data have
been used and methods developed in a robust way and in accordance with HFE
and the supporting principles.

. Fitness for purpose — the Commission’s relativities are practically useful for
States to incorporate into their budgets.

This principle originated from the emphasis in the 2010 Review terms of reference on
simplification, reliability, materiality and quality assurance and was continued in the
2015 Review. The practicality principle is put into practice in the Commission’s
assessment guidelines (including a discounting framework and determination of
materiality thresholds) and quality assurance plan, which are discussed in the section
on Implementation issues.

Practicality recognises that, while State fiscal capacities are affected by a wide variety
of factors, an improved HFE outcome may not be achieved by including factors when
sufficient data are not available to measure their effects or where effects are small.
This effectively limits the extent to which the Commission can achieve full fiscal
equalisation.

The Commission considers that the practicality principle applies in all stages of the
development of assessments, including:

° the scope of the revenue and expenditure that should be part of fiscal
equalisation and how they are grouped into categories and components
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2.72

2.73

2.74

2.75

° the disabilities that should be assessed — this covers the conceptual case and
the assessment of disabilities.

The terms of reference (clause 7) ask the Commission to aim to have assessments
that are simple and consistent with the quality and fitness for purpose of the
available data and to ensure robust quality assurance processes. The existing
practicality principle means the Commission’s assessments should comply with these
requirements.

Following consultations with States, the Commission has further developed its view
on the practicality principle, to make explicit the need also for recommendations to
be formulated and delivered in a way that is ‘fit for purpose’ for State budget
processes.

All States have identified the Commission’s recommended relativities as being a key
component in the preparation of their budgets, including across the forward
estimates. All States except Western Australia have said that what they seek in this
regard are fixed relativities available in February, prior to the presentation of State
budgets (for the following financial year) and which are to the extent possible
predictable and reasonably stable over the period of the forward estimates. These
States seek to minimise forecasting errors across the forward years, which could be
greater if relativities are based on a narrower assessment window, or are based upon
forecasts and estimates which are subject to correction. While the Commission does
not consider that stability or predictability are necessarily relevant to achieving HFE
itself, it recognises these considerations are of some practical relevance in its choice
of methods, through their impact on State budget processes.

In contrast, as a State subject to considerable volatility in own-source revenue (which
in turn affects its GST requirement), Western Australia would prefer GST outcomes
that are much more contemporaneous, to offset movements in its own-source
revenues, leading to greater stability in its overall revenues. It regards the lag arising
from the historical assessment window as creating difficulty for its budget processes.
Western Australia supports the use of forecasts (potentially updated during the
financial year) followed by a final correction in the following year to reflect final
outcomes. In setting out this view, Western Australia is also advocating a radical
change to current assessment methods more generally. These issues are addressed
further in the following section on contemporaneity.

Commission position on contemporaneity

2.76

The terms of reference ask the Commission to provide relativities for distributing GST
revenue in an application year (the year in which its recommended relativities are
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2.77

2.78

2.79

2.80

2.81

2.82

applied).15 Past Commissions have interpreted this as meaning recommending
relativities appropriate to equalising State fiscal capacities in the application year.

A fully contemporaneous approach would equalise State fiscal capacities in the
application year. However, implementing this approach would require application
year data, which are not available in a robust, tested way until the application year
has passed.16 In the absence of such data, past Commissions have based
recommendations on historical data, regarding that as providing a result which is
reasonably appropriate for the application year, notwithstanding that changes in
State circumstances are reflected in assessments only with some lag.

Since 2010 the assessment window has been the most recent three years for which
reliable data exist. In this review the Commission has considered a range of
alternative approaches. These have ranged from continuing to use historical data
while reducing the gap between assessment and application years, to treating volatile
revenues by absorption, or by using forecasts of conditions in the application year."

After consideration, the Commission’s view is that for this review, subject to other
practical considerations, it should continue to maintain the established approach
while seeking to minimise the lag between the years in which reliable data are
available to make an assessment (for example by narrowing the assessment window)
and the year in which the resulting relativities will be applied (the application year).

The Commission’s view is that, whatever the size of the assessment window, be it
one, two or three years, HFE can still be achieved albeit with different effects on the
accuracy and stability of GST shares depending on the quality of the data used under
the different assessment windows. However, as discussed in the practicality section,
the Commission will take note of what size assessment window is of most practical
use to States.

Accordingly, the Commission is not settled on changing the size of the assessment
window from the current (lagged) three years but will give further consideration over
the course of the review to whether the window should comprise the most recent
one, two or three years. In doing this, the Commission recognises the trade-off
between increased contemporaneity versus smoother, more predictable GST shares.

In the case where the assessment window is greater than one year, the Commission
also is not inclined to finesse the required average of years by applying any
differential weighting to them. The Commission does not consider that such fine
gradations would be useful or warrant the increased complexity.

15

16
17

For example, the application year for the relativities recommended by the Commission in its 2017
Update Report is 2017-18. These relativities were derived from the average of the relativities
calculated for the 2013-14, 2014-15 and 2015-16 assessment years (the assessment window).

It would require application year data on State revenues, spending and associated State disabilities.
Under an absorption approach the distribution of grants in the application year, rather than their
distribution in the assessment years, is used to derive State GST shares in the application year.
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2.83

2.84

2.85

2.86

The Commission is not attracted to using State, or independent, estimates or
forecasts of revenues and expenditure in the application year. These are unlikely to
be sufficiently reliable as the basis of the GST distribution. In addition, there is no
basis for forecasting what disabilities should be applied in the application year.
Historically, errors in forecasts have at times been large, particularly for volatile
revenues. The Commission’s view is that an approach using such unreliable data
raises a range of issues, including that it would almost certainly require consequent
GST adjustments in future to compensate for errors. This ex-post correction could, of
itself, undermine the contemporaneity of GST distributions in future years. Most
States expressed concerns that the use of forecasts would merely introduce
unwarranted complexity, uncertainty and volatility.

Currently, the Commission’s recommendations are expressed in the form of
relativities. The effect of applying relativities (based upon the assessment window) to
the application year is that States’ GST requirements are inflated by the growth in
GST revenue between the assessment window and the application year.

In principle, some other form of indexation (or no indexation) could be applied, such
as growth in gross State final demand expenditure or some similar deflator. However,
applying any indexation to State GST requirements other than growth in the GST pool
would mean that the sum of GST requirements in the application year would not
match the pool. That is, there would be a ‘gap’ and judgment would be required on
how that gap should be distributed amongst States.

As a matter of practicality the Commission considers that the relativity approach
continues to be the appropriate approach, regardless of the size of the assessment
window.

Commission position on applying the supporting principles

2.87

2.88

In general, wherever data are adequate, the Commission follows clear methods that
can be readily understood and replicated. However, the areas of difference between
the States are not always sufficiently clear cut and the data to measure these
differences not always sufficiently reliable. This means that judgments on what
constitutes the best equalisation outcome must continue to be made. The
Commission seeks to make its judgments as consistent and understandable as
possible, and rejects suggestions that its judgments are arbitrary or inexplicable.

Ideally all methods would embody the attributes of all the supporting principles. In
practice, the Commission often has to evaluate alternative methods which embody
mixtures of these principles and has to decide trade-offs between them — for
example, between methods that capture what States do in detail and methods that
are policy neutral.
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2.89 As in past reviews, as circumstances require, the Commission has no practical
alternative but to reserve the right to exercise its own judgment on how best to
achieve HFE. The Commission does not think that the impracticality of giving full
weight to all supporting principles in every situation is an argument, as some States
suggested, for diverging from HFE.

2.90 The Commission’s approach is to develop methods which achieve HFE, balancing the
principles to guide it among alternative methods. For example, the weighted average
approach to determining revenue and expenditure standards incorporates aspects of
all the supporting principles:

° what States do — the standards reflect the actual revenue raising or spending

practices collectively of the States, with each state contributing on the basis of
its weight in the tax or spending base

° policy neutrality — the averaging process means that (in the vast majority of
cases) no one State’s policy decisions directly drive the standards

° practicality — reliable and comparable data on State revenue raising and
spending practices are readily available when assessments are based on what
States do

° contemporaneity — the actual revenue and spending as revealed in the
assessment window are those upon which assessments are based, and are
updated each year.

2.91 The Commission considers that its supporting principles, together with the HFE
objective itself, are sufficient to guide all relevant methodological issues and that the
addition of further supporting principles, including those suggested by Western
Australia, would not be operationally useful. Particular issues are as follows.

° An equity principle incorporates elements of other existing supporting
principles, such as policy neutrality, while conservatism appears likely to be
interpreted as leading to partial equalisation. In both cases the Commission’s
Assessment guidelines (addressed later in this paper) act to ensure that
disabilities are only recognised where a conceptual case exists and where the
effects of the disability can be measured using sufficiently reliable data.

° Suggested accountability and transparency principles appear to relate more to
processes or governance of the arrangements (of the Commission or of other
bodies) rather than to guiding assessment methodologies to achieve HFE. As
distinct issues, insofar as they relate to the Commission’s task they are covered
separately in the terms of reference. For example, in accordance with clause 3
of the terms of reference, the Commission regularly consults the
Commonwealth and the States on its methods. Clause 7 directs the Commission
to aim to have assessments that are simple and consistent with the quality and
fitness for purpose of the available data, to use the latest available data
consistent with this and to ensure robust quality assurance processes. Some
matters (such as simplicity) referred to by Western Australia in suggesting these
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2.92

2.93

further principles may relate in part to assessment methods, but are already
covered in the existing practicality principle.

In the case of an EPC distribution, as proposed by New South Wales, supporting
principles are largely superfluous (perhaps other than contemporaneity), as such a
distribution does not meet HFE and so is not consistent with the Commission’s terms
of reference.'®

Specific implementation issues are addressed in the following section. Finally, a
number of States raised issues relating to administrative arrangements or the
Commission’s communication processes. These are not relevant to the supporting
principles for interpreting HFE discussed in this paper and (where within the scope of
the Commission’s terms of reference) will be addressed separately over the course of
the review.

18

Under an EPC approach, no consideration of either what States do, or policy neutrality, is required.
Reliable population estimates are available, negating the need for further practicality considerations,
while using the version of these estimates relating to the year in which the GST revenue is paid to
States, arguably negating the need for any further consideration of contemporaneity.
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3. IMPLEMENTATION ISSUES

Discounting assessments

3.1

3.2

3.3

3.4

3.5

3.6

The Commission is often in the position where it considers there is a conceptual case
for including a particular influence (disability) beyond State control that would
materially affect State fiscal capacities. The Commission has a choice of either letting
the data influence the GST distribution in proportion to their quality or ignoring the
data and the particular influence completely.

Measurement of the effect of a disability can be affected when the associated data
are incomplete, dated, unreliable, not fully fit for purpose or a combination of all
these factors. In these cases, the Commission has to exercise judgment about
whether to make an assessment of the disability or not. Judgment is guided by the
quality of the available data.

Discounting allows the Commission to partially recognise the influence of a disability
when the presumptive case for the disability has been established but there are
concerns with the measurement of that disability. In other words, discounting allows
the Commission to achieve the HFE objective while taking into account practical
issues which affect the measurement of State fiscal capacities.

In this review, the Commission intends to utilise the discounting framework adopted
in the 2015 Review. This framework consists of three levels of discounting — low
(12.5%), medium (25%) and high (50%) — depending on the Commission’s judgment
about the reliability of the data. The discounts are applied as follows:

° 12.5%, if there is not full confidence about the size of an effect because of a low
level of concern with the data on which it was based

) 25%, if there is a medium level of confidence about the size of an effect or a
medium level of concern with the data

° 50%, if an effect on States is known to be large and there is confidence about its
direction but there is limited confidence in the measurement of its size due to a
high level of concern with the data

) if there is little confidence in the direction of an effect or its size, no differential
assessment is made (100% discount).

The Commission notes that some States have concerns regarding the appropriateness
of having discounts and with the consistency of their application. These issues will be
considered as they arise over the course of the review as assessments are developed.

While the Commission considers discounting as a tool to better achieve HFE, there
are instances when the Commission does not consider discounting to be appropriate.
For example, the Commission does not intend to discount the best available
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3.7

3.8

estimates of national spending, such as those derived from ABS Government Finance
Statistics. Similarly to the 2015 Review, the Commission considers in this review that
discounting is also not appropriate for judgment-based estimates, such as the
proportion of expenses to which a disability should be applied, because in making
that judgment the Commission will already have incorporated all relevant information
and weighted it according to its reliability.

In addition, the Commission does not intend, as argued by some States, that the use
of discounts should be expanded to include issues which the existing framework is
unable to deal with adequately, such as policy neutrality or general uncertainty. As
discussed under policy neutrality, while conceptually differences in tax rates or State
development policies may affect the observed bases, the Commission’s view is that
discounting does not necessarily move assessments in a direction appropriate to
achieving HFE.

Other assessment issues raised by States, such as on the use of confidential data, will
be addressed as they arise over the course of the review. States will be encouraged to
share confidential data at the Treasury level to facilitate the review of assessments.

Materiality thresholds

3.9

3.10

3.11

3.12

Materiality thresholds were introduced in the 2010 Review to help achieve greater
simplicity. They were retained with higher thresholds in the 2015 Review. Materiality
thresholds were set with reference to the impact an assessment had on the

per capita GST distribution for at least one State.

The Commission considers that maintaining materiality thresholds is an effective way
of maintaining simplicity in its assessments and to ensure that attention is focused on
the major drivers of differences between the States. The large increase in the
disability threshold applied in the 2015 Review achieved its goal of reducing the
number of disabilities assessed by the Commission to those that have a substantive
effect on the GST distribution.

Therefore the Commission intends to increase the threshold only to the extent that it
retains its value after adjusting for price and wages increases. Consistent with this,
the Commission intends to use a disability threshold of $35 per capita (up from

S30 per capita) for any State for this review. As the increase is small, no change will
be made to the threshold for data adjustments, which will remain at $10 per capita.
The Commission views the materiality thresholds as a guide to making assessments.
Each case is considered separately.

In summary, the Commission intends to apply materiality thresholds to handle three
circumstances.

. Disability assessment. A disability will be considered material if it
redistributes more than $35 per capita for any State, across all categories. The
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disability will be included in all assessments where there is a conceptual case
for including it and this can be done reliably, regardless of its materiality in
individual assessments.

. Disability disaggregation. The Commission intends to apply a
S35 per capita materiality threshold for disaggregating a disability. For example,
the Commission may start with broad age groups (say 0-14; 15-64; 65 and over)
in an individual category and only disaggregate them further if it is material to
do so.

° Data adjustment. Data will be adjusted where necessary to improve
interstate comparability, but only if the adjustment redistributes more than
$10 per capita for any State.

Quality assurance

3.13

3.14

3.15

3.16

An important way of ensuring the Commission’s assessments are as reliable and as
accurate as possible is through a quality assurance process. As noted earlier, the
terms of reference for the 2020 Review ask the Commission to ‘ensure robust quality
assurance processes’ (clause 7d) are adopted in preparing assessments. The
Commission has responded to similar terms of reference in the past (in both the 2010
and 2015 Reviews) by undertaking a risk assessment and preparing quality assurance
strategic plans and action plans.19

The 2020 Review quality assurance (QA) strategy and its implementation will be
based on those adopted in the 2015 Review and the ensuing updates, along with
suggestions from the external audit of the Commission’s decision making and other
processes in the 2015 Review. The Commission wants to ensure assessment methods
are:

. conceptually sound

. based on robust and reliable data

° built using consistently applied principles

° implemented without error.

Staff will prepare the 2020 Review QA Strategic Plan and send a draft copy to States

for further comment. The Commission will then consider State comments and
produce the ‘final’ plan to be used in the 2020 Review.

The Commission’s view is that its terms of reference task it as the body, in
consultation with the States and the Commonwealth, to address all necessary
methodological considerations in developing the relativities the Commission
recommends for the distribution of GST revenue. Any additional accountability

19

The 2015 Review plans are on the Commission website, (https://cgc.gov.au/).
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controls over and above those put in place by the Commission, such as the Quality
Assurance Strategy, are at the discretion of the Commonwealth.

Backcasting

3.17

3.18

3.19

In the 2015 Review there was a limited exception to the use of historical data in
assessments, which was in the case of backcasting major changes in Commonwealth-
State financial arrangements. The Commission’s view was that reflecting a major
change in Commonwealth-State arrangements in the application year was desirable if
the relativities were to give meaningful and contemporary outcomes. However this
approach was applied only where the Commission considered the change was reliably
known, while noting the considerable difficulties in extending this approach beyond
such cases.

Most States continue to support backcasting, where changes can be made reliably
and they are material.

In this review the Commission intends to use backcasting but, to avoid situations
where renegotiations of Commonwealth-State agreements can lead to uncertainty in
application year funding distributions, only in exceptional circumstances. These
circumstances include where there are major changes in Commonwealth-State
relations, such as transfers or changes in function, and where the budget implications
of any such changes are known.

Treatment of other Commonwealth payments to States

3.20

3.21

The terms of reference (clause 8) direct the Commission to take account of
Commonwealth payments in making its assessments. They asked the Commission:

° to treat National specific purpose payments (SPPs), National health reform
(NHR) funding, project National partnership payments (NPPs) and general
revenue assistance (GRA), other than the GST, so that they would affect GST
shares, but treat facilitation NPPs so that they would not

° to ensure that some specified payments (usually referred to as quarantined
payments), including all reward NPPs and payments for which the Commission
has been directed to apply a 50% discount (certain infrastructure payments),
have no (or the appropriately reduced) impact on the GST distribution.

However, the terms of reference (clause 8d) also give the Commission discretion to
vary the treatment of the first group of payments where it considers appropriate,
‘reflecting the nature of the particular payment and the role of the State
governments in providing particular services’. The Commission interprets this clause
as meaning that in exercising its discretion, it will be guided only by the purpose of
the GST distribution, which is the objective of HFE.
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3.22

3.23

3.24

3.25

In this review the Commission intends to adopt the following guideline, as in the
2015 Review, to decide the treatment of all payments on a case by case basis:

‘Payments which support State services, and for which expenditure needs are assessed,
will have an impact on the relativities.’

Under this approach, all Commonwealth payments which could be used to
completely or partially offset the fiscal consequences of disabilities leading to
differential assessed expenses will be recognised in assessing State GST requirements.
Similarly, Commonwealth payments not used to address differences the Commission
has taken into account in its calculations will not affect the GST distribution (that is,
not redistribute GST revenue away from an equal per capita share).

In considering whether needs are assessed for the activity for which the payment has
been made, the Commission will have regard to the rationale (or driver) applied by
the Commonwealth in determining the distribution of the payment. Where there is a
particular driver applied by the Commonwealth for the distribution of the payment
among States, the Commission will consider whether this driver is sufficiently
reflected in its assessments as to warrant that ‘needs are assessed’. Where this is not
the case, the payment will not affect GST shares.

Most States support this continuation of the current treatment of other
Commonwealth payments. The Commission notes that some States have raised
issues in relation to the varied treatment of infrastructure payments, with some such
payments quarantined from affecting GST shares, some having a 50% effect on GST
shares and some fully affecting GST shares. The Commission will consider the
appropriate treatment of Commonwealth payments as they arise over the course of
the review.

The Assessment guidelines

3.26 Since the 2010 Review, the Commission has used guidelines to assist in the

implementation of HFE. The guidelines allow the Commission to give effect to the HFE
objective having regard to the supporting principles. They have been developed in
consultation with the States. The Commission intends to maintain the Assessment
guidelines developed in the 2015 Review in this review. The Assessment guidelines
for the 2020 Review are included in the following box.

3.27 The guidelines also form a key part of the quality assurance process. They allow the

Commission to be confident all relevant steps in the decision-making process are
followed. They allow external parties to follow the Commission’s decision processes
and to form conclusions about whether due process has been observed.

3.28 The guidelines cover the following implementation processes:

° the steps for establishing and measuring disabilities
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° when and how discounting decisions are made and applied

° the threshold change in the GST distribution for recognising a disability.

3.29 While the guidelines are used to inform the Commission’s decision-making processes,
the Commission retains the right to exercise judgment if its best endeavours to build
a reliable assessment do not lead to an outcome consistent with its observations and
understanding of State circumstances. Where the Commission deviates from the
guidelines, it will aim to clearly explain its reasoning. The Commission notes the views
expressed by some States that it could improve the way its deliberations and
decisions are documented by providing additional information on how the supporting
principles are applied to reach conclusions for individual assessments including
discounting decisions.
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Assessment guidelines for the 2020 Review

The Commission organises its work by making assessments for individual categories.
Separate assessments will be made when they are materially different from other
assessments or if the assessment is easier to understand if undertaken in a separate
category.

The Commission will include a disability in a category when:
° a case for the disability is established, namely:
- a sound conceptual basis for these differences exists

- there is sufficient empirical evidence that material differences exist
between States in the levels of use and/or unit costs in providing
services or in their capacities to raise revenues

. a reliable method has been devised that is:

- conceptually rigorous (for example, it measures what is intended to be
measured, is based on internal standards and is policy neutral)

- implementable (the disability can be measured satisfactorily)
- where used, consistent with external review outcomes
° data are available that are:

- fit for purpose — they capture the influence the Commission is trying
to measure and provide a valid measure of States’ circumstances

- of suitable quality — the collection process and sampling techniques
are appropriate, the data are consistent across the States and over time
and are not subject to large revisions.

Data will be adjusted where necessary to improve interstate comparability. The
Commission will not make data adjustments unless they redistribute more than
$10 per capita for any State.

Where a case for including a disability in a category is established but the Commission is
unable to make a suitable assessment of its impact, the options are:

° to discount the impact that has been determined
. to make no assessment.

The option chosen will reflect the specific circumstances of the assessment. It will
depend on:

° the particular concerns about the assessment

° the strength of the conceptual case for assessing the category or the
disability

the reliability of the method and data

the sensitivity of the assessment to the data used, measured in terms of the
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likely impact on State GST shares of an error in the data
° consistency with State circumstances.

When the assessment is to be discounted to improve the equalisation outcome, a
uniform set of discounts will be used, with higher discounts being applied when there is
less confidence in the outcome of the assessment or more concern attached to the
information. The discounts are:

) 12.5%, if there is not full confidence about the size of an effect because of a
low level of concern with the information on which it is based

) 25%, if there is a medium level of confidence about the size of an effect or a
medium level of concern with the information

) 50%, if an effect on States is known to be large and there is confidence about
its direction but there is limited confidence in the measurement of its size
due to a high level of concern with the information

° if there is little confidence in the direction of an effect or its size, no
differential assessment would be made (100% discount).
The Commission will include a disability in its final assessments if:

° it redistributes more than $35 per capita for any State in the assessment
period (the materiality test will be applied to the total impact the disability
has on the redistribution of funds across all revenue or expense categories in
which it is assessed)

° removing the disability has a significant impact on the conceptual rigor and
reliability of assessments.

However, the disability may not be assessed in a category, if the amount redistributed in
that category is very small and it is impractical to do so.
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BACKGROUND

This staff research paper provides additional analyses of issues raised in Staff Discussion
Paper 2017-02-S The principle of HFE and its implementation. Its purpose is to provide
material States may find helpful in preparing a response to the staff discussion paper.

Commission staff are not seeking State submissions on the issues raised in this staff
research paper.

1 One of the Commission’s supporting principles is policy neutrality. This principle seeks
to ensure that, as far as possible:

° a State’s own policies or choices (in relation to the services it provides or the
revenues it raises) do not directly influence its share of GST revenue

. Commission methods do not influence State decision making.

2 Policy neutrality was a major consideration in the development of the mining
assessment in the last two reviews. In its 2015 Review report, the Commission said it
would monitor developments in State mining policies. This research paper reports
changes in State mining policies since that review and identifies two circumstances
which raise issues about how the Commission develops its mining assessment.

THE 2010 REVIEW MINING REVENUE ASSESSMENT

3 In devising its 2010 Review Mining assessment, the Commission sought to find a
balance between measuring States’ mining capacity and doing so in a policy neutral
way. This was in the context of the policies of one State (Western Australia)
accounting for 97% of all iron ore production and 99% of iron ore royalty revenue.
The Commission decided to classify the royalties raised from all minerals into two
groups to mitigate the influence of State policies on the royalties raised from the
production of any one mineral. It said its approach achieved an appropriate balance
between equalisation and policy neutrality.

4 The two groups were royalties raised from minerals with high royalty rates and
royalties raised from minerals with low royalty rates. The Commission classified:
° oil and gas, bauxite, lump iron ore and export coal to the high (royalty rate)
group
° the remaining minerals, including iron ore fines and domestic coal, to the low
(royalty rate) group.

5 The composition of the groups was not fixed. A mineral could move between groups
if its royalty rate changed.





6

While the Commission considered the assessment might ideally be based directly on
profit levels, it was unable to overcome the data deficiencies to allow it to make such
an assessment.

Removal of iron ore fines concession

7

Shortly after the 2010 Review, Western Australia announced it would remove a
concession applying to around half of iron ore fines production in the State. From

1 July 2010, it applied the standard rate of 5.625% to all fines production, up from the
concessional rate of 3.75% that applied to the operations of BHP Billiton and Rio
Tinto.

As part of the development of its 2011 Update report, the Commission considered
whether to move fines to the high group. It concluded a better equalisation outcome
was achieved by leaving fines in the low group, but said it may move minerals
between groups if States changed royalty rates.

The Commission subsequently received 2011 Update terms of reference, directing it
to leave iron ore fines in the low group.

Increase in iron ore fines royalty rate

10

11

12

Inits 2011-12 Budget, Western Australian announced it would increase its royalty
rate on fines. A first increase took effect from 1 July 2012 and a second from

1 July 2013. After the second increase, its rate on fines would align with its rate on
lump iron ore (a high group mineral).

Terms of reference for the 2012, 2013 and 2014 Updates instructed the Commission
to leave iron ore fines in the low group.

The Commission’s mining revenue assessment was one of the areas considered by
the GST Distribution Review.! The Panel considered the major issue with the
assessment was the potential for a State to lose more in GST revenue than it gained
from an increase in its royalties. This could happen when a mineral moved from the
low rate group to the high rate group (potentially such as for iron ore fines). The
Panel’s view was that this appeared to be a perverse and inappropriate side-effect of
the two-tier mining revenue assessment.’

The GST Distribution Review was established by the Commonwealth Treasurer in May 2011,
comprising a Panel including Messrs Brumby, Carter and Greiner. The Panel provided its Final Report to
the Treasurer in October 2012.

GST Distribution Review, Final Report, October 2012, page 111.





THE 2015 REVIEW MINING REVENUE ASSESSMENT

13

14

15

16

In the 2015 Review, the Commission again considered the balance between
measuring States’ mining capacity and policy neutrality. It decided to separately
assess the minerals that individually redistributed material amounts of GST revenue
and to assess the remaining minerals in one group.3

The Commission said mining was an area where it had to balance competing
supporting principles. It chose a mineral by mineral approach because it concluded
policy neutrality was not the only issue and it believed a mineral by mineral approach
provided a better reflection of States’ underlying mining revenue raising capacity.

In its report, the Commission said it intended to retain its mineral by mineral
structure until the next review. However, if there were a major change in
circumstances — such as another mineral becoming material or one of the material
minerals becoming immaterial — it would exercise its judgment on whether
equalisation would be improved by changing the structure of the assessment.

The mineral by mineral approach avoids most of the GST Distribution Review Panel’s
policy neutrality concerns over the two-tier structure. It is still possible for a minor
mineral to move from the residual group if there was a big enough increase in
legislated royalty rates to make it material.

MONITORING STATE MINING POLICIES

17

In its 2015 Review report, the Commission said it would monitor State mining
policies:

° to ensure its mineral by mineral assessment was not influencing State
behaviour

) to check whether other minerals, such as coal seam gas, became material,
requiring a change to the minerals separately assessed

° to ensure the revenue base it observed with respect to say, coal seam gas, is
consistent with average policy.*

The individually assessed minerals were iron ore, coal, gold, onshore oil and gas, copper, bauxite and
nickel.
Report on GST Revenue Sharing Relativities, 2015 Review, Volume 1, page 12, paragraph 30.





Has the mineral by mineral approach influenced State behaviour?

Changes in mining royalty rates since 2013-14

18

19

Information on royalty rates was obtained from State budget documents and
Western Australia’s Overview of State Taxes and Royalties.”

There has only been one royalty rate change since 2013-14. New South Wales had a
concession on petroleum royalty rates where the rate was nil for the first five years,
increasing from 6% to 10% over the following five years. It ceased its concession on
1 January 2013.

Changes in mining policies since 2013-14

20

21

22

In September 2015, New South Wales amended its State Environmental Planning
Policy (Mining, Petroleum Production and Extractive Industries) 2007, which sets the
legal framework for assessing projects relating to its mineral and energy resources. It
repealed clause 12AA which required the consent authority to consider the relative
significance of a resource and the economic benefits of developing the resource.®

States also changed their mining policies in relation to minerals that are the subject of
bans or moratoriums. At the time of the 2015 Review, there were bans or
moratoriums on three minerals:

. Uranium mining was banned in New South Wales and Victoria. It was permitted

in Queensland, Western Australia, South Australia, Tasmania and the Northern
Territory.

° New South Wales had a ban on unconventional gas mining within 2 kilometres
of existing and future residential areas and in the Upper Hunter equine and
viticulture industry clusters.

° Western Australia had a ban on coal mining in an area 230 square kilometres
around the Margaret River township.
Since the 2015 Review, the following changes have taken place:

° Queensland (in 2015) and Western Australia (in 2017)” have reinstated bans on
uranium mining.

° Victoria (in 2017), Tasmania (for five years from 2015) and the Northern
Territory (in 2016) have imposed moratoriums or bans on unconventional gas

See the Western Australian Treasury website
(www.treasury.wa.gov.au/Treasury/Publications/State_Taxes/).

Under clause 12AA in Part 3 of the Act the significance of the resource was to be the consent
authority’s principal consideration.

The new government will allow three uranium mines approved by the preceding government to
proceed. See the ABC website (www.abc.net.au/news/2017-03-27/uranium-mines-will-be-allowed-to-
proceed-labor-minister-confirms/8389622).




http://www.treasury.wa.gov.au/Treasury/Publications/State_Taxes/

http://www.abc.net.au/news/2017-03-27/uranium-mines-will-be-allowed-to-proceed-labor-minister-confirms/8389622



23

24

mining. Victoria (in 2017) also imposed a five year moratorium on onshore
conventional gas mining.

Commission staff will continue monitoring State mining policies and royalty rates over
the course of the 2020 Review.

There is no evidence the mineral by mineral approach has influenced State behaviour.
There were no legislated rate changes like those observed after the 2010 Review. The
only change was the removal of a concession.

Policies in relation to coal seam gas

25 The Commission said it would monitor developments in coal seam gas (CSG). CSG
production is currently assessed in the onshore oil and gas component.

26 Table 1 shows the differing State policies in relation to CSG. Currently around one
fifth of onshore oil and gas royalties relate to CSG production. It is unclear the extent
to which, if at all, the Commission’s mining revenue assessment influenced States’
introduction of bans on coal seam gas (CSG) development.

Table 1 State policies in relation to coal seam gas

State Policy

New South Wales Freeze on CSG exploration and development. Buyback of licences. Narrabri gas project

environmental impact statement lodged.

Victoria Ban on onshore exploration for unconventional gas and hydraulic fracturing. Ban on

conventional drilling until 2020.

Queensland No restrictions. CSG makes up more than 90% of the State’s natural gas supply.

Western Australia  Currently no restrictions, although the new government said it would ban fracking

across large parts of the Southwest.

South Australia No restrictions. Liberal opposition announced a policy for a 10 year fracking moratorium

in the State’s Southeast.

Tasmania Ban on fracking. There is no onshore gas activity and no proposal for any.

Northern Territory  Independent scientific review. Moratorium on fracking.

Source: The Australian, Wednesday 8 February, 2017, page 11.

Have other minerals become material?

27

There is no evidence that another mineral has become material enough to be
separately assessed.?

In its 2015 Review report, the Commission said it would monitor the minerals that are not separately
assessed. It would test whether any of them had become sufficiently large to warrant being separately
assessed. Compared with the existing assessment, a separate assessment of a mineral would need to
change at least one State’s GST shares by $30 per capita to be considered to be material.





28

29

A separate assessment of CSG is not currently material. Queensland’s 2016-17
Mid-Year Fiscal and Economic Review projects its petroleum royalties (which include
CSG) to increase from $36 million to $250 million over the next five years.
Commission staff will monitor the materiality of separately assessing CSG.

Royalties from uranium mining are around $11 million per annum and are assessed in
the Other minerals component. A separate assessment is not currently material.

Is the revenue base consistent with average policy?

30

In the 2015 Review, the Commission said its mineral by mineral approach was
consistent with average policy. Nevertheless, there are two cases of constructing the
average policy that it may revisit as part of the next review:

° when a State dominates a tax base

° when a State prohibits a tax base being accessed.

When a State dominates a tax base

31

When a State dominates the tax base for a mineral, its legislated rate practically
becomes the mineral’s effective rate and the State’s actual revenue virtually becomes
its assessed revenue. The implication is that there may be a negative incentive for the
State to increase its royalty rate and a positive incentive for it to decrease its rates so
as to affect its GST share.

When a State prohibits a tax base being accessed

32

33

34

At times, State governments impose bans or moratoriums on exploration and mining.
States mostly cite environmental reasons for imposing a ban.

In the 2015 Review, States were assessed to have no capacity in relation to any
banned activity. This is consistent with treating bans on environmental grounds as
average policy. In the 2017 Update, Queensland said bans in other States meant it
was being penalised for permitting CSG production. Western Australia also made a
similar claim. The existing moratoriums and bans do not currently have a material
effect on the relevant State’s assessed mining capacity.

As part of the 2020 Review, the Commission will reconsider what average policy is in
the case where exploitation of a mineral is banned in a State. This could involve the
Commission estimating the missing capacity, assessing no capacity for the State that
bans a mineral (the current approach) or assessing no capacity for any State for the
banned mineral. In considering this issue the Commission will need to balance the
competing supporting principles of policy neutrality and fiscal capacity. The issue
would become more pressing if an existing moratorium or ban were to become
material.





CONCLUSION

35

36

37

38

In its 2015 Review report, the Commission said it would monitor State mining

policies:

° to ensure its mineral by mineral assessment was not influencing State
behaviour

° to check whether other minerals, such as coal seam gas, became material,
requiring a change to the minerals separately assessed

° to ensure the revenue base it observed with respect to say, coal seam gas, is
consistent with average policy.

The mineral by mineral assessment does not appear to have influenced State
behaviour. There have been no legislated royalty rate changes, although New South
Wales did remove a concession.

None of the minerals included in the Other mineral component have become
material enough to be separately assessed. However, Queensland has forecast a big
increase in its royalties from CSG. Commission staff will continue to monitor
developments in this area.

The Commission said that the mineral by mineral approach was consistent with
average policy. Nevertheless, there are two cases of constructing average policy that
it may revisit as part of the next review:

° when a State dominates a tax base

. when a State prohibits a tax base being accessed.
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To provide detailed reference material on how States collect mining royalties that will
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Other recommendations
It is recommended that the Commission:

° note that the mining revenue assessment will continue to have large impacts on
the GST distribution in forthcoming updates but this impact may moderate in
the 2020 Review

° consider the impacts of the mining assessment in the context of further
research on contemporaneity -

° approve a program of future research which would examine the best way of

assessing average policy for resources where there are production bans in some
States
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° approve a program of research on elasticity effects and options for making
adjustments in the assessment

° approve a program of research on the impact of grants in lieu of royalties to
inform a decision on whether they should be treated as mining revenue or a
Commonwealth payment.

Contact officer lohn Barber

Confidentiality statement

This document contains the following confidential material:
° Table 3 — State onshore oil and gas royalties data
° Table 4 — State onshore oil and gas value of production data
° Table 6 — Assessed onshore oil and gas data.

Statement provided by John Barber.
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INTRODUCTION

6 This paper provides background information on how States collect mining royalties. It
explains the royalties systems used by States to generate revenue as well as the
differences in their natural resource endowments,

7 States may wish to provide comments on our findings.

OVERVIEW OF ASSESSMENT

What is included in the assessment?

8 The Mining revenue category includes mining royalties levied on mining production.
Royalties represent a payment to the owners of a resource for the right to sell,
dispose of, or use the resource.

9 The category also includes payments in lieu of royalties. These are payments received
under revenue sharing arrangements with the Commonwealth. Western Australia
receives a payment in relation to royalties from offshore oil and gas production
{predominantly from the North-West Shelf) and the Northern Territory receives a
payment in relation to royalties on uranium,





10  Table 1 shows States raised $9.3 billion from mining rovalties in 2014-15. Western
Australia raised 60% of those royalties while the ACT generated no mining royalties as
there were no operating mines within its borders.’

Table 1 States’ mining revenue, 2014-15
NSW Vic Qid WA SA Tas ACT NT Total
$m $m $Sm  Sm $m $m $m $m $m
Mining revenue 1274 38 2007 5573 237 27 0 162 9318

Source: 2016 Update,

11  Table 2 shows that mining revenue accounted for 7.8% of total State own-source
revenue in 2014-15. However, there was considerable variation between States, with
Western Australia collecting a substantially higher proportion than other States.

Tabie 2 Mining revenue share of State own-source revenue, 2014-15
NSW Vic Qld WA SA Tas ACT NT  Total
% % % % % % % % %
Mining revenue 3.4 0.1 83 30.4 3.3 1.6 0.0 9.5 7.8

Source; 2016 Update.

12 Mining revenue has fluctuated with the swings in commodity prices during the mining
boom. Figure 1 shows the recent drop in bulk commodity prices (iron ore and coal)
has resulted in mining revenue’s share of total own source revenue dropping from
10.2% in 2013-14 to 7.8% in 2014-15.

: The ACT has production from quarries but no mines.





Figure 1 Mining revenue as percentage of total own-source revenue
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Source: 2016 Update,

Overview of the assessment method

13

14

15

16

The assessment recognises that a State’s capacity to raise mining royalties is related
to the vaiue of mining production. While States may take account of the profitability
of different minerals when setting and adjusting their royalty rates, the majority of
States’ royalties are imposed on an ad valorem, or value, basis. Therefore, value of
production is used as the revenue base for the mining revenue assessment.

Value of production data are scurced directly from States for the assessment. As
States value mineral production in different ways, value of production data are
requested on a ‘Free on Board’ (FOB) or sale value basis for minerals and 'gross value
at the well-head' basis for onshore oil and gas.

In the 2015 Review, the Commission separately assessed the minerals that generated
most royalty revenue and where it was material to do so. Separate assessments were
undertaken for iron ore, coal, gold, onshore oil and gas, copper, bauxite and nickel.
All other minerals were grouped into a single component labelled ‘other minerals’
which included minerals such as zinc, lead, siiver and mineral sands. Payments in lieu
of royalties were included as a separate component and assessed on an actual per
capita basis because States’ shares of these payments were determined by the
Commonwealth.

Table 3 shows the mining rovyalties, by resource, collected by States in 2014-15.





Table 3 Mining royaities by mineral, 2014-15

NSW Vic Qid WA SA Tas ACT NT Total
Sm S$m sm sm s$m $m sm sm Sm
Iron ore ' - i oo S 4 050
Coal 2817
Gold 374
Onshore oil and 166
gas
Copper 246
Bauxite 200
Nickel 76
Other minerals 405
Grants in lieu of 934
royaities L :
Total 1274 38 2 007 5573 237 27 0 162 9318
Source: State data returns.

17  Table 4 shows the value of production data collected from States for 2014-15.

Table 4 Value of production by mineral, 2014-15
NSW Vic Qld WA SA Tas ACT NT Total
Sm Sm sm Sm Sm Sm sm Sm Sm
Iron ore - SRR : - 55469
Coal 36 337
Gold 13792
Onshore oil and 1643
gas
Caopper 6947
Bauxite 1970
Nickel 3243
Other minerals i 10755
Grants in lieu of n/a
royalties Sl I TN VPR R TRt
Total 19538 1329 28758 71335 5638 906 O 2652 130154

Source: State data returns,

18  States have different royalty regimes. The mining assessment deals with their policy
choices by calculating an average effective rate for each mineral and applying it to
States’ value of production. The average effective rate for a mineral is derived by
dividing the total royalty collected by the total value of production. Table 5 shows
State’s effective rate and the average effective rate for each mineral group.





Table 5 Effective royalty rates by mineral, 2014-15

ACT

NSW Vic Qld WA SA Tas NT Ave
% % % % % % % % %
Iron ore 0.3 0.0 2.5 7.5 1.3 3.2 0.0 2.7 7.3
Coal 7.5 6.5 8.1 4.4 2.0 1.9 0.0 0.0 7.8
Gold 2.8 0.0 2.8 2.5 3.7 3.4 0.0 54 2.7
Cnshore oil and 10.0 9.5 10.0 10.0 10.0 0.0 C.0 1312 10.1
gas
Copper 3.0 0.0 3.1 4.4 3.9 3.9 0.0 0.0 35
Bauxite 2.9 0.0 10.3 9.4 0.0 0.0 0.0 131 10.2
Nickel c.0 0.0 0.0 2.4 0.0 0.0 0.0 0.0 2.4
Other minerals 2.5 1.6 3.8 4.0 2.4 2.8 0.0 6.0 3.8
Grants in fieu of nfa nfa n/a n/a nfa n/a n/a nfa n/a
royalties

Source: Commission calculation,

19 For each mineral, a State’s assessed revenue is the amount the Commission assesses
it could raise if it applied the average effective rate to its value of production. States’

assessed revenues are shown in Table 6.

Table 6 Assessed revenue by mineral, 2014-15
NSW Vic Qld WA SA Tas ACT NT Total
" Sm Sm Sm Sm Sm Sm Sm sm 5m
Iron ore S : : : : ' ; o 4030
Coal Ty
Gold s 3
Cnshore oil and 166
gas Ll
Copper : 246
Bauxite RS 200
Nickel o 76
Other minerals R 405
Grants in lieu of e 984
royalties 3 S : AR E s
Total 1336 64 - 1946 5495 310 43 0 124 9318
Source:  Commission calculation.
Note: Grants in lieu of royalties are assessed on an actual per capita basis.





Ratio of assessed to average revenue

20  Table 7 shows each State’s ratio of assessed to average revenue? for the mining
revenue category. It is derived by dividing a State’s assessed revenue per capita by
the Australian average revenue per capita.

° A ratio of 100 suggests a State has no assessed disabilities.

° A ratio greater than 100 suggests it has above average capacity — it could raise
more than the average revenue if it applied the average rates of tax.

e A ratio less than 100 suggests it has below average capacity — it could not raise
the average revenue if it applied the average rates of tax.

Table 7 Ratio of assessed to average revenue

NSW Vie Qld WA SA Tas ACT NT Ave

2011-12 53 5 147 448 40 28 0 98 100

2012-13 51 4 125 487 46 22 0 103 100

2013-14 44 3 108 531 51 23 0 141 100

2014-15 50 3 116 497 52 24 0 142 100

Source: State data returns and Commission calculation.

21

Table 7 shows Queensland, Western Australia and the Northern Territory were
assessed as having above average capacity from 2012-13 to 2014-15. The very high
ratio for Western Australia is mainly due to its substantial revenue from iron ore. In
recent years, iron ore prices have fallen from the highs seen during the peak of the
mining boom. Growth in production volumes has partially offset the price falls and
moderated the decline in both the tax base and the royalties collected in Western
Australia.

Ratio of actual to assessed revenue

22

Table 8 shows each State’s ratio of actual to assessed revenue for the category. It is
derived by dividing a State’s actual revenue per capita by its assessed revenue per
capita.

® A ratio of 100 suggests a State is raising revenue at average levels.

e A ratio of greater than 100 suggests it is raising more than the average, given its
revenue base,

° A ratio of less than 100 sug’gests‘it is raising less than the average, given its
revenue base. -

This is also known as the State’s revenue raising capacity ratio.





Table 8 Ratio of actual to assassed revenue

NSW Vic Qld WA SA Tas ACT NT Ave
2011-12 95 61 102 102 63 0s 0 160 100
2012-13 96 53 104 101 66 84 0 158 100
2013-14 98 66 102 102 68 59 0 118 100
2014-15 93 58 105 102 78 61 0 101 100

Source: State data returns and Commission calculation.

23 Differences between actual and assessed revenues can be due to State policies,
efficiency of revenue collection, disabilities not assessed {either because they could
not be reliably measured or because they were not material), lack of reliable data, or
discounting applied where there was uncertainty surrounding the resuits.

24 In 2014-15 Western Australia, Queensland and the Northern Territory had actual
revenue that was higher than assessed revenue. These States tend to impose higher
royalty rates on the minerals they produce.

The GST distribution in the 2016 Update

25  inthe 2016 Update, the mining assessment moved $6 042 million compared with an
equal per capita distribution {Table 9). Over the three assessment years, States
assessed to have an above average capacity (Queensland, Western Australia and the
Northern Territory)} required less than an EPC share of GST, while those with below
average capacity required more than an EPC share of GST.





Table 9 GST distribution due to the mining assessment, 2016 Update

NSW Vic Qid WA SA Tas ACT NT Redist
Sm Sm Sm Sm 5m sm sm Sm sm
tron ore 1728 1356 1088 -4 653 274 94 89 23 4653
Coal -341 858  -1304 369 249 73 59 37 1645
Gold 81 g4 43 -237 14 6 7 -8 245
Onshore oif and
gas
Copper 38 72 -30 -28 -59 G 5 3 118
Bauxite 63 50 -47 -62 14 4 3 -26 135
Nickel 33 26 21 -91 7 2 2 1 91
Other minerals 197 147 -108 -63 -114 -5 12 -65 356
Grants in lieu of
royaities 426 334 268 -1181 g4 28 22 8 1181
Totat 2227 2936 -70 -5 946 479 203 198 ~27 6042
Source: 2016 Update.
Note: Redistribution is the total GST revenue not distributed on an EPC basis as a result of this

assessment.

WHAT STATES DO

How do States raise mining revenue?

26  States collect mining royalties in exchange for allowing private companies to extract
mineral and petroleum resources within their borders. There are a number of
different methods used by the States to collect royalties. These include:

° ad valorem rovyalties, which are based on a percentage of the value of
production

e specific royalties, which are based on a fixed rate per volume of production

° profit-based royalties, which are based on a percentage of profit (value of
production less allowed expenses associated with extraction)

° hybrid systems, which incorporate two of the above.

27  The royalty systems and rates used vary between States as well as within States for
different minerals. For example, Queensiand applies an ad valorem royalty to coal but
a hybrid system to bauxite. While States’ royalty policy choices differ, these systems
are generally designed with a view to extracting a share of the industry’s profitability.
Table 10 summarises the royalty systems used by States for key mineral and
petroleum resources.





Table 10 State royalty regimes

CNSW Vic Qld WA SA Tas ACT NT
Ad Ad Ad Ad

Iron ore valorem  valorem Hybrid  valorem  valorem Hybrid na Profit
Ad Specific Ad Specific Ad

Coal valorem rate  valorem rate  valorem Hybrid na na
Ad Ad Ad Ad

Gold valorem Nil  valorem  valorem  valorem Hybrid na Profit

Onshore oil Ad Ad Ad Ad Ad Ad Ad

and gas valorem  valorem  valorem  vaforem  valorem  valorem na  valorem
Ad Ad Ad Ad Ad

Copper valorem  valorem  valorem  valorem  valorem = Hybrid na Profit
Ad Ad Ad Ad Ad

Bauxite valorem  valorem  valorem  valorem  valorem Hybrid na Profit
Ad Ad Ad Ad

Nicket valorem Nil  valorem  valorem  valorem Hybrid na Profit

Source: 2015-16 Overview of State Taxes and Royalties, Government of Western Australia.
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Value based royalties are the most common method in States’ royalty systems, but
there are differences in the way States calculate the value of production and in the
royalty rates they set. States also charge different royalty rates depending on the
level of processing undertaken, because processing creates a higher value product.
For example, Western Australia charges a 7.5% royalty on lump and fines iron ore
{less processing) but a 5% royalty on beneficiated product {more processing).
Similarly, Queensland applies a 3.5% royalty to metallic copper but a 5% royalty on
copper contained in concentrate. Attachment A summarises the different royalty
rates used by States.

Attachment A also shows the different methods States use to value mine production,
such as ex-mine, net mine production and net sales. The difference between these
methods is mainly around whether allowances for costs of production are removed
from the value of production and, if so, which costs. These allowances have the effect
of lowering the value of production to which the royalty is applied. Thus, the revenue
raised is affected by States’ different policy choices on royalty systems and methods
of valuation.

States have tended to undertake royalty reviews when commaodity prices rise. For
example, in 2011-12 Western Australia announced an increase in its iron ore royalties
and Queensland announced increases in coal royalties in its 2012-13 budget — both
of which occurred near the peak of the latest commodity price cycle. Similarly, during
the peak of the commodity price cycle the Commonwealth introduced Mineral
Resource Rent Tax (MRRT) on iron ore and coal to raise additional revenue. Mineral
royalties were fully creditable against the tax and increases in royalty rates may have





31

32

33

34

35

36

contributed to it raising less revenue than originally expected. The MRRT was
repealed in September 2014,

Western Australia announced a further review of its royalty system in its 2012-13
Budget. Released in 2015, after a substantial fall in commodity prices, the Mineral
Royalty Rate Analysis recommended increasing the royalty rate on minerals to 10%.
However this was not supported by the government and has not been implemented.

As States” mining revenue is mostly based on the value of production it is highly
correlated with fluctuations in commodity prices. The mining boom that commenced
in the early years of the 21st century resulted in record high prices for many
commodities and subsequently led to revenue increases for resource rich States.
However, the commodity price downturns over the past three years have now
resulted in falls in mining revenue for these States.

The Commonwealth is responsible for imposing royalties on offshore oil and gas.
Australia’s offshore oil and gas production principally occurs in two regions — off the
coast of Victoria in the Bass Strait and the north-west of Western Australia.

Prior to 1 july 2012, the Commonwealth imposed a Petroleum Resource Rent Tax
(PRRT) on oil and gas production. Production in Bass Strait and the North West Shelf
was not included in the Petroleum Resource Rent Tax {(PRRT) when the
Commonwealth introduced it in 1988 to replace its royalties and crude oil excise
regime. The Commonwealth continued to collect royalties and crude oil excise for
Bass Strait and the North West Shelf. Production in Bass Strait switched to the PRRT
from 1990-91.

From 1 July 2012, the Commonwealth has extended the PRRT to North West Shelf
projects, onshore oil and gas, oil shale and coal seam gas projects. Under the
extension, all Federal and State resource taxes will be creditable against current and
future PRRT liabilities. Crude oil excise will continue to be collected from North West
Shelf projects, but it will be creditable against PRRT liabilities.

The Commonwealth has an agreement with Western Australia for sharing royalties on
onshore and offshore oil and gas. Under this agreement it provides revenue to
Western Australia, which the Commission treats as Grants in lieu of royalties.
Royaities from the North West Shelf are shared between the Commonwealth and
Western Australia (in the ratio 33:67). The Commonwealth also has a revenue sharing
agreement with Western Australia for production at Barrow Island® (in the ratio
75:25).

Under the agreement made in 1985, Western Australfa collects resource rent royalties on Barrow
Istand production and shares the revenue with the Commonwealth. In return, the Commanwealth
exempts production from crude oll excise.

10





37 Grantsin lieu of royalties are a large source of revenue for Western Australia and

were worth $981 million in 2014-15. This was 17% lower than the previous year due

to the fall in petroleum prices. While lower petroleum prices have continued to
impact this revenue source, production volumes are expected to increase
substantially over the coming years with the Gorgon and Wheatstone liquefied

natural gas {LNG) projects coming on line. The combined outputs of these projects
will double the LNG production capacity of Western Australia and under prevailing

Commonweaith policy lead to higher grants in lieu of royalties for the State.

38 The Commonwealth is also responsible for imposing royalties on uranium production
in the Northern Territory. It provides the Territory with a share of these revenues,

which the Commission also classifies as Grants in lieu of royalties.

39 Under a 1978 Memorandum of Understanding with the Northern Territory, the
Commonwealth has made biannual payments to the Northern Territory in lieu of

royalties on uranium mining. The cessation of ore extraction at the Ranger mine in
the Northern Territory is likely to bring these payments to an end in coming years.

40  States can also raise revenue from mining related activities. These include charges for
exploration rights, rehabilitation funds and compliance fines. These are not as large

as royalty revenue and are assessed as part of other revenue.

Are there differences between States in the revenue they raise?

41  There are substantial differences between States in the mining revenue they raise.
Table 11 shows the total amounts collected by States and the impact of the mining

boom over the past 15 years.

Table 11 Total mining royalties by State
NSW Vic Qld WA SA Tas ACT NT Total
T o = o P - - =
1999-00 215 19 609 775 77 12 0 27 1733
2004-05 396 22 993 1337 101 19 0 45 2913
2009-10 985 47 2 036 3177 126 39 0 161 6570
2014-15 1274 38 2 007 5573 237 27 0 162 9318

Source: State data returns. ABS GFS Data.

42 All States that raise mining revenue have experienced substantial growth in the
amounts coilected with total mining revenue increasing 438% from 1999-00 to
2014-15. Western Australia’s revenue increased the most in this period and was
619% higher. This has resuited in Western Australia’s share of mining revenue
increasing from 45% in 1999-00 to 60% in 2014-15.

43 The main factors affecting a States’ capacity to raise mining royalties include:

11
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] its endowment of resources, which are not evenly distributed across Australia

° the quality of its resource endowment, which affects the economic viability of
developing a mining operation

® its mining policy.

Resource endowment. Australia has substantial mineral and petroleum resources
but they are not evenly distributed among States. For example, Western Australia
accounts for 89% of Australia’s economically demonstrated resources of iron ore and
South Australia contains around 80% of Australia’s uranium resources.*

States typically collect royalties in different proportions to each other, based on their
relative endowments. Western Australia collects very high proportions of Australia’s
iron ore, gold and nickel royalties as it has substantial shares of Australian deposits.
Its coal royalties are considerably less as its endowments are less abundant compared
to Queensland and New South Wales, States that have larger deposits of higher
quality coal.

Quality of resources. A State’s ability to raise mining revenue is influenced by the
quality of its resources. The presence of deposit is no guarantee they will be
developed. Private sector investment decisions to develop mineral deposits are
influenced by factors such as ore grade, mineral type and deposit depth. These
factors affect the cost of extracting the mineral and thus the economic viability of a
mining operation.

Quality also affects the price received for a resource. Higher ore grades typically
attract higher prices and tend to have lower production costs due to less processing.
In royalty systems based on value and profit measures, both the production costs and
prices received affect the royalties collected. For example, iron ore resources in the
Pilbara region of Western Australia have attracted large investments during the
mining boom due to their high ore grades which allow the extracted material to
undergo minimal processing before shipping. With many mines producing direct
shipping ore with iron content above 60% they aiso attract premium prices and
subsequently higher mining royalties under value based systems. By comparison, iron
ore produced in South Australia and Tasmania is extracted with lower iron content
that requires additional processing to make it a marketable commodity that is
competitive in international markets. These mines have higher operating costs
compared to the Pilbara which under their respective States’ royalty regimes that are
net of costs, raise relatively less revenue”.

State mining policies. The mining industry is regulated and assisted through a
range of both State and Federal government policies and programs. These include

Source: Geoscience Australia,
The mining assessment recoghises the difference in vatue of production by collecting data from States
on a free on board basis to calculate the average effective royalty rate and assessed revenue,

12
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environmental management policies, business activity reporting and trade assistance
as well as establishing laws governing workplace relations and land access. While
resource endowments are a key determinant of mining activity the degree to which
States facilitate mining investment with their policy settings also affects private
sector investment decisions.

The annual Fraser Institute Survey of Mining Companies assesses the impact of public
policy factors on mining company exploration investment decisions and rates mining
regions investment appeal using a Public Policy Perception Index (PPE)B. The
importance of government policy is highlighted by survey respondents consistently
indicating that roughly 40% of their investment decision is determined by policy
factors.

Western Australia has historically scored the highest among States in overall
investment attractiveness both for its resources endowment and because of a more
favourable perception of its mining policies. In the 2015 report it scored 91.53 {out of
100) on the public policy perception index which was the highest in Australia and 8"
highest internationally. The public policy perception index for all States is shown in
Table 12.

Table 12 Fraser Institute Public Policy Perception Index {PPI)

NSW Vie Qld WA SA Tas ACT NT

PPt score 69.12 7291 79.19 91.53 8550  78.34 nfa 8515

PPI rank 51 43 32 8 20 34 n/a 21

Overall rank 38 62 16 1 10 30 n/a 7

Source:  Fraser Institute Annual Survey of Mining Companies 2015

Note: Rank is out of 109 international mining regions considered in the survey.

51 One of the key policy areas considered in the Fraser Institute survey is environmental
regulation. States have a variety of environmental policies that cover land, water and
air use as well as impact on surrounding flora and fauna. These can vary in both the
number of regulations and the degree to which environmental impacts will be
accommodated. These policy choices can be both supportive of the development of a
State’s natural resources or limit investment in them by encouraging investors to seek
opportunities in other regions.

52  Insome cases environmental policy decisions completely prevent the mining of

certain resources and subsequently this reduces a State’s mining revenue. For
example, Queensland currently produces large quantities of coal seam gas, but States

The annual Fraser Institute report rates several factors to assess a region’s overall Investment
Attractiveness index. This includes the Policy Perception index which is a composite index that
measures the effects of government policy on attitudes toward exploration investment. The report is
available at www.fraserinstitute.org,
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such as New South Wales and Victoria have placed moratoriums on its exploration
and production. Queensland’s capacity to raise royalties from this coal seam gas
production could be said to be the result of its mining policy and the lack of royalties
in New South Wales and Victoria a result of theirs, Whether or not revenues are
raised, these two States have a capacity to raise revenue from coal seam gas
production. However, the lack of royalties in New South Wales and Victoria may also
be due to the location of the resource in more environmentally sensitive regions
compared to the Queensland resources.

Policy decisions also have a large impact on uranium mining with reguiations in
several States banning the development of uranium mines. South Australia is
currently the only State with operating uranium mines while Western Australia and
the Northern Territory have policies that permit but no operating mines’. Policies in
other States in some way limit the development of uranium mines. Policies on the
storage of radioactive waste may also need to be considered in future reviews. The
revenue assessment does not yet consider any revenue raised by States in relation to
the storage of nuclear waste material though this may become an issue for the
Commission to consider in the future if South Australia proceeds with building a
storage facility.

State policy and investment in transport, electricity and water infrastructure varies
and can greatly impact the decisions of private companies to invest in greenfield
mineral regions. For example, previous State government investment in transport
infrastructure in both Queensland and New South Wales has played a key role in the
establishment of their coal industries.

Are there elasticity effects?

55

Economic theory suggests that lower profits resulting from higher royalty rates can
affect the size of the mining revenue base. Higher royalties could create a
disincentive for investment in mines, particular ones with less favourable commercial
viability, and lead to relatively lower production volumes over time. The short term
effects of royalty increases are hard to quantify as existing mineral producers are
likely to continue operating but find alternative cost savings to offset the increase in
royaltiesg. As royalties are typically not the largest cost driver for a mining operation
increases in rates are unlikely to be the key factor in a company’s decision to shut
down.

ERA's Ranger mine in the Northern Territory ceased the extraction of ore in 2012 but has been
processing stockpiles previcusly produced.

Most mining companies are price takers in competitive markets and could not raise prices to cover the
cost of higher royalties. Since closing down mines or placing them on care and maintenance comes
with additional costs but ends revenue streams, most owners attempt cost cutting exercises to remain
viable.
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There is some evidence of elasticity effects on mining revenue and the revenue bases
as measured by the Commission may be contaminated by State policy choices on
royaity rates. For example, a KPMG Econtech report commissioned by the Henry Tax
Review found very high excess burdens for mining royalties’. Taxes with high burdens
are those that distort economic activity to a greater extent.

Conceptually, the Commission should remove these effects. A simple elasticity
adjustment was made for mining revenue in the 1993 and 1999 Reviews'®, but it was
discontinued in the 2004 Review due to the lack of reliable estimates of elasticity
effects. The Commission considered elasticity adjustments in the 2015 Review, but
decided that it would not assess them because the adjustments would need to be
large to be material {larger than those suggested in economic literature) and because
it did not have reliable data that would allow it to make an assessment of these
effects.

CONCLUSIONS

58

59

All States except the ACT raise mining revenue by charging royalties on the extraction
of natural resources within their borders. States raise different amounts of mining
revenue due to differences in their resource endowments and royalty systems. Other
policies may also have an influence but finding a way of measuring the impact of
these in a reliable manner is a challenge.

Value based, or ad valorem, royalty systems are the most commonly used by States
but they have different methods of vaiuing production and imposing rovalties.

CURRENT ASSESSMENT IS5UES

60

The mining assessment is the main driver of Western Australia’s low relativity. Thus,
the mining assessment remains a key issue in the GST distribution. In the 2015
Review Western Australia said the mining assessment needed to provide an incentive
for States to develop their mining sectors and this could be achieved by applying a
discount. It also said a discount should also be considered because of the failure to
assess mining-related expenses, policy non-neutralities and other concerns with the
mining assessment methodology. The Commission was not convinced that a discount
was appropriate. It concluded that trying to untangle the impact of differences in
State efforts on production levels was too difficult. It was also concerned that a

10

See CGE Analysis of the Current Australian Tax System, KPMG Econtech, March 2010,
A simple elasticity adjustment was made in the 1993 and 1999 reviews. The tax base in these reviews
was based on adjusted value added of the mining industry rather than value of production.
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discount would imply States with relativity high production were all pro-development
States.

Contemporaneity has also been an issue in the mining assessment. in the 2015
Review Western Australia favoured introducing a contemporaneity adjustment for
the mining assessment, particularly iron ore and grants in lieu of royalties for the
North West Shelf gas project, which would only use the most up to date relatives in
order to capture structural and cyclical shifts in timelier manner. Contemporaneity in
the mining assessment is likely to remain an issue in the 2017 Update as the peak
year of the mining boom for State royalties (2013-14) wilt remain in the assessment
period. For subsequent updates and the 2020 Review this is likely to become less of
an issue after the peak year drops out of the assessment period.

The 2015 Review considered the possible impact of different policies on establishing
a mining revenue base. It determined that while there was a conceptual case for
removing their impact, determining an average policy was a challenge that prevents a
practical method for the mining assessment. Given that a large number of factors
that determine mining investment, the Commission concluded that speculating as to
whether certain mineral deposits would be developed under different policy settings
would not produce a reliable assessment.

There remains a question of how the Commission should determine average policy in
situations where States’ environmental policies prohibit the exploration or mining of
a resource. The Commission has expressed its concerns in relation to the impact of
differences in States’ mining and environmental policies, but has been unable to
develop a way of adjusting for them. This issue is impacting on coal seam gas
production, with large quantities being produced in Queensland but bans beingin
place in other States. Low gas prices means the royalties collected by Queensland are
small and so this issue is so far not material. However, on the question of how to deal
with differences in State mining and environmental policies could become material in
the future.

Elasticity may be an issue for the mining assessment in the next review. If it is, the
Commission would need to undertake research on elasticity adjustments. The
purpose of the research would be to set out options for calculating the
responsiveness of tax revenue to tax rate changes. This research would be the basis
for determining the size of any elasticity adjustments.

Changes in Commonwealth policy on the PRRT can affect the grants in lieu of
royalties Western Australia receives. With large increases in the volume of petroleum
being produced expected to start soon the Commission should consider whether
grants in lieu of payments should continue to be part of the mining assessment or
treated as a payment for specific purposes.

Data quality for the mining revenue assessment is quite good with most of it
collected directly from the States. The Commission continues to work with States to

16





estimate some data such as the value of production for bauxite and offshore
petroleum.

RECOMMENDATION

. Commonwea'th Pavment [ ._
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