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Introduction

Australia’s Commonwealth and State governments
share power over key state-based services – notably
human capital (such as health and education) and
infrastructure. These services are increasingly seen
as crucial national policy areas. And demand for
them is growing faster than GDP.

The incoming Rudd government has made
federal–state relations an early and pro m i n e n t
element of its agenda. The government has pro m-
ised “a new model of cooperation” with the states, to
put an end to “the blame game and buck passing” .
The Council of Australian Governments (COAG )
has been given a central role in the pro c e s s .

The result is increased attention on how the
C o m m o n wealth and State governments jointly
manage their relationship. In particular, many
observers currently argue that:
1. we have had, or will soon have, too much federal

g overnment invo l vement in traditional state
fields of activity

2. the states should implement uniform policies
3. the states should minimise duplication and

overlap with federal government programs
4. the states should prevent further growth in their

outlays
5. richer states should cease to subsidise poorer

ones – horizontal fiscal equalisation is outdated
6. Australia should seek to reduce the gap between

state spending and the revenue that states raise
themselves – vertical fiscal imbalance.

Each of these points is either wrong or overstated
in the current debate. In particular:
• The Commonwealth has an important role to

play in:
– coordinating policies
– fostering c o m p e t i t i o n among states, and betwe e n

states and the Commonwealth to find the best
policies, even where this results in overlap and
d u p l i c a t i o n

– centralising where appropriate.
• State budgets will come under growing stress over

coming years, even if states merely aim to main-
tain current service levels.

• Some horizontal fiscal equalisation is justified,
though the present system delivers too much
equalisation in too complex a fashion.

• The traditional argument against vertical fiscal
imbalance – that the states will spend more
wisely the revenue which they raise themselves –
has a very weak basis in logic or data. The current
arrangements, with the Commonwealth raising a
large portion of the states’ funds, brings substan-
tial advantages.
The Australian federal system must be judged as

one of the most successful in modern history. T h i s
paper argues that a key to its success is the evo l u t i o n
of Australian federal arrangements in response to
changing circumstances. Federalism can continue
to assist Australians in achieving their aspirations in
the twenty-first century, by encouraging the choice
of good public policies, and facilitating their effi-
cient implementation.

Federal-state financing expert Jonathan Pincus argues

that much of what we think we know about federalism

is wrong or overstated – and that Australian federalism

has succeeded.
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Sources of budget stress

In 2005 the Productivity Commission estimated
the effects of an ageing Australian population on
the budgets of Australian governments. Assuming
that tax collections will not rise as a proportion of
GDP, the Commission found that, without policy
changes by governments, the gap between govern-
ment revenue and government spending will reach
around 6.4 percentage points of GDP by 2044–45.
It expected much of this would be borne by the
C o m m o n wealth, but with significant potential
burdens facing state and territory governments.1

Changes in the age structure of the population
represent only one source of budgetary stress,
particularly for state governments, in the years
ahead. By far the largest likely source of increase is
the very process of economic growth itself. As
citizen-voters grow richer, they tend to demand
from government more services and better quality
services. This includes more and better roads,
public transport, public parks, public schools,
public hospitals, police, courts, jails and so on.2

Currently, many of these are provided by state (or
state and local) government, frequently with
Commonwealth money supplementing the states’
own revenue sources. The Commonwealth also
faces its own expenditure pressures, in part due to
social security spending.3

A third factor can also increase the unit cost of
provision of many state services, whatever the
source of their funding. States provide services in
health, education, justice and the like. These are
intensive users of labour – often highly trained
labour. In many of these services, it is hard to raise
productivity simply by replacing people with non-
human inputs such as information technology.
Even with their workers efficiently deployed (not
always the case), these services can be productivity
laggards over time. The wage rates of state employ-
ees, however, tend to rise with the general increase
in the economy’s productivity, causing a kind of
cost squeeze .4 Similar comments apply to
Commonwealth expenditures, and especially to
human services (but not to cash transfers).

Additional state or Commonwealth expenditure
does not have to be financed exclusively from taxes
and charges; that is, appropriate accounting
conventions and strong financial discipline should
not pre vent governments from borrowing for
i n vestment purposes. Howe ve r, the re c u r re n t
spending will be largely tax funded, and that
implies there will be pressure for taxes to rise as a
share of GDP.

Though this section has focused on budgetary
stress, much more is at stake. Through regulation,
taxing and spending, governments help to create
the social and economic environment or habitat
within which Australians can best pursue their
individual and collective goals. Although produc-

tivity isn’t everything, it can facilitate the creation
of that environment. Therefore, this paper gives
some attention to schemes of micro e c o n o m i c
reform designed to improve national productivity.

Policy responses in a federal system

Our constitution has, over time, evolved to deliver
the Commonwealth greater constitutional and
fiscal power than the states. This gives the
Commonwealth the scope to choose between:
• excluding the states from policy determination

and implementation5

• co-opting the states, as agents of the Common-
wealth

• cooperating with the states, as partners
• leaving matters entirely to the states.

In its term so far, and notably at the 20 Decem-
ber 2007 meeting of COAG, the Rudd govern-
ment has opted for cooperation.6 This section
discusses the grounds for choosing between these
options, but gives most attention to the grounds
for cooperation.

Centralisation and decentralisation 

A functioning Australian federalism requires a
balance between centralisation and decentralisa-
tion. Ultimately, the balance is decided by demo-
cratic politics – reflected in the unilateral decisions
of the Commonwealth, or in inter-governmental
agreements – and by the High Court. However,
political philosophy and economic analysis can and
should give some guidance.

The decentralisation–centralisation debate is also
a debate about competition between governments.
Centralisation is anti-competitive: the full central-
isation of a government function brings to an end
any competition between domestic governments
(though not an end to competition betwe e n
governments in a globalised world). Decentralisa-
tion, in contrast, is competitive. Agre e m e n t s
between governments for coordinated action are in
the middle – they tend to lessen competition, but
can leave room for it.

Centralisation of government decisions or
administration can achieve citizens’ collective and
individual goals better than would decentralisation
of government in many areas of governmental
action. The right course depends on specific
circumstances.

The Constitution offers the Commonwealth the
power to centralise – that is, to exercise exclusive
powers over – not only defence, external affairs and
trade, immigration and other matters not directly
relevant to this paper, but also the laws and regula-
tions needed to create national markets; for
example, telecommunications, weights and meas-
ures, currency and coinage, bankruptcy, copyright,
insurance, and banking. As the Australian society
and economy has grown and changed, strong cases
have arisen for the extension of central power over
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Australian federalism

requires a balance

between centralisation

and decentralisation.

management of the national economy and the
financial security of its citizens.

Decentralisation works to the best advantage of
Australians when the framew o rk has been
c o r rectly set for pro d u c t i ve competition betwe e n
g overnments. As the section on competitive
federalism will suggest, the continued health of
the federation re q u i res the decentralisation of
fiscal capacity, and of policy framew o rks, policies
and their implementation, unless there are stro n g
reasons to centralise them.

Synergies and spillovers 

This section now turns to the principles behind the
adoption of the intermediate arrangement: inter-
governmental agreements to cooperate and coordi-
nate. When is there a case for Commonwealth
grants to smooth the process of cooperation?

The work of national reform will involve coordi-
nated and cooperative efforts of gove r n m e n t s .
Coordination of reform is advantageous when
there are synergies in joint action, and when there
are spillovers.

The 1995 National Competition Policy provides
an example of synergies. One state reforming just
its local electricity industry could not reap the full
benefits of that reform. But increased interconnec-
tion of electricity grids in south-eastern Australia
delivered substantial benefits to every state. Coor-
dinated reform produced what no state could
immediately gain acting alone.

Sp i l l ove r s p resent a slightly different case. He re a
reform by one state acting alone can produce bene-
fits not only for residents of the reforming state, but
also for residents in other states. When there are
significant and uncompensated beneficial spillove r s
a c ross state boundaries, no one state has sufficient
i n c e n t i ve to put in the full reform effort that would
be warranted from a national point of view.

A state will tend to capture less of the total bene-
fits of its own efforts when reforms have long
maturation periods, as from early childhood educa-
tion, included in the 2006 National Re f o r m
Agenda. Because Australians are very mobile, and
because of the importance of income tax in the

PHOTOS: iSTOCK
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revenue system, the benefits of reforms made by
one state or territory government will not be
confined within its own boundaries. More gener-
a l l y, the effects of enhanced competitive n e s s ,
i n c reased labour productivity and improve d
labour-force participation – the 2006 National
Reform Agenda – will be widely felt throughout
the economy and society.

Of the new elements in the December 2007
COAG reform agenda – climate change and water,
infrastructure, housing, and funding for treating
Indigenous alcohol and substance abuse – probably
only the first two also satisfy the criteria of synergy
and spillovers.

This is not to say that the policy decisions on
housing and Indigenous funding are consequently
bad and that the other two are good. Rather, the
point is that these may be two instances in which
national goals have been set by the central govern-
ment unilaterally, and that the Commonwealth
will be relying on the states merely for assistance in
their implementation.

The case for incentive payments 

The case was sketched above for compensatory
payments to be made when a state’s own re f o r m
e f f o rt produces significant beneficial spillovers to
other states and to the Commonwealth. Su c h
“s p i l l ove r” payments act as an incentive to
contribute appropriately to the jointly beneficial
result. For practical reasons, it is sensible for these
payments to be arranged as Commonwealth grants.7

There is a fiscal side to the spillover case for
Commonwealth-funded, reform-based payments
to the states.8 The fact that the Commonwealth
stood to gain fiscally whenever a state privatised a
publicly-owned utility was an important argument
made for the Commonwealth to share the fiscal
gains of the 1995 National Competition Policy.
And the recent quantitative estimates made by the
Productivity Commission indicate that the fiscal
benefits of implementing the 2006 Na t i o n a l
Reform Agenda will be shared between the
Commonwealth (mostly through rises in income
tax receipts) and the states and territories.

And there is also the matter of everyday state
politics. Despite the case for coordinated reform,
political and economic circumstances may tempt a
state government to renege on previous agree-
ments, or backslide. Incentive payments can be
wielded as a stick, as well as offered as a carrot.

The 1995 National Competition Policy intro-
duced the concept of incentive payments to the
states and territories in return for implementing
agreed reforms. The payments seem to have facili-
tated the reform process.

The same would probably have held true for the
2006 National Reform Agenda. Howe ve r, the
Howard government was reluctant to go down that
route. In contrast, the Rudd government at the

December 2007 COAG meeting proposed that
incentive payments will be a pervasive feature in
the pursuit of the new reform agenda.

A redistribution of the fiscal benefits of the 2006
National Reform Agenda and its 2007 COAG
extension would add to the financial strength of
the states – this will be examined later in this
paper – unless the Commonwealth offsets them in
some way.

Recent federal state co-operation

Over the past 13 years, Australian governments
have gone through three rounds of cooperation on
economic reform.

National Competition Policy, 1995

After a review led by Professor Fred Hilmer, the
states and the Commonwealth agreed in April
1995 to a nationally coordinated program of
microeconomic reform. Among other things this
program extended competition laws to govern-
ment businesses and the professions, reformed
public monopolies and introduced third - p a rt y
access regimes for monopoly infrastru c t u re
providers. It made specific pro-competition and
pro-market reforms to the electricity, gas, water
and road transport industries.9 The Common-
wealth made payments to the states and territories
on the achievement of agreed reform targets or
milestones. According to Productivity Commis-
sion estimates, the changes in infrastructure indus-
tries associated with National Competition Policy
added 2.5 per cent to Australian living standards.10

National Reform Agenda, 2006

In its review of National Competition Policy and
s u b s e q u e n t l y, the Productivity Commission
outlined a series of further nationally coordinated
reforms and recommended the use of incentive
payments.11 The Council of Australian Govern-
ments meeting of February 2006 agreed to a
National Reform Agenda to further reform compe-
tition, regulation and “human capital” develop-
ment in health, education and work incentives.12

The Productivity Commission estimated that gains
to GDP from these reforms could be substantially
larger than those from the 1995 National Compe-
tition Policy. Potential increases in government
revenues were to be shared between the Common-
wealth and the states and territories, However,
during 2006 and 2007 under the Coalition the
Commonwealth did not agree to make incentive
payments to the states and territories, of the kind
that drove National Competition Policy.

COAG communiqué of 20 December 2007

The Council of Australian Governments meeting
on 20 December 2007 agreed to push ahead with
microeconomic reform, starting with areas previ-
ously agreed for further enhancement, but on
which not much seemed to be happening. New
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areas have been added, some of them with a
broader focus than microeconomics. COAG itself
is to become a more important forum, with four
COAG meetings to be held in 2008. The meeting
established seven working parties to look at:
• health and ageing
• the productivity agenda – including education,

skills, training and early childhood
• climate change and water
• infrastructure
• business regulation and competition
• housing
• Indigenous reform.

Importantly, the Commonwealth will drive the
process with incentive funding to the states and
territories. In March 2008 COAG is also scheduled
to consider reform of specific purpose payments –
a large array of payments by the Commonwealth,
contingent on the satisfaction of conditions
imposed by the Commonwealth. These payments
are primarily in health, education and transport,
but also in many other areas. They amount to over
$30 billion, or over 40 per cent of Commonwealth
payments to the states and territories.13

T h ree election promises of the new federal
government are to receive immediate attention:
additional funding to cut waiting times for elective
surgery; provision of funds for student computers;
and a doubling of funding available for substance
and alcohol rehabilitation and treatment services
for Indigenous Australians.

Competitive federalism14

The previous section was about cooperation to set
and achieve national goals. This section is about
competition and is motivated by the belief that
monopolies, even in government, can be bad for
citizens.

Just as competition among firms safeguard s
consumers against high prices and shoddy goods
and services, so competition among governments
can safeguard citizens against bad government and
encourage good government. We are used to elec-
toral competition: periodically, the governments in
power in Canberra and in each state or territory
“go to the people”. Federalism re i n f o rces the
strength of electoral competition, by pitting the
central government against the states and territo-
ries, individually or collectively. This is vertical
inter-governmental competition, and it is unique
to federal systems.

Discussions of federalism often disparage the
existence of “overlap and duplication” between the
C o m m o n wealth and the states and territories.
However, overlap can be a sign that vertical compe-
tition is operating.

Vertical governmental competition in a federation

It is difficult to argue that waiting times for elective
surgery in, say, Queensland are matters of great

importance to most residents of Western Australia
who are themselves not waiting in line, or with
relatives and friends in line. Waiting times do not
seem to satisfy the criteria suggested in this paper
for an inter-governmental or national reform effort
– they offer little by way of synergies and few
spillovers across state boundaries. Rather, their
inclusion in the 20 December 2007 COAG agree-
ment delivers ve rtical competition within the
federal system. The state public hospital systems
have not delivered the kinds of waiting times that
are acceptable to citizens, and so there is a political
payoff for the Commonwealth to step in. The
Rudd government is in competition with the states
for political support and voter approval, via
Commonwealth intervention in a field generally
regarded as a state responsibility. Such competition
is only available to citizens in a federal system.

Although vertical competition can result in one
level of government vacating the contested field,
more commonly the Commonwealth comes to
share the field with the states, in areas formerly
regarded as state responsibilities. This is happening
now in the area of hospital waiting lists. (The states
risk High Court action if they attempt to encroach
too boldly on areas that the Commonwe a l t h
believes its own. But state competition with the
Commonwealth in shared fields is common.)

Overlap and duplication

The simultaneous involvement of more than one
government in a single area is often criticised as
wasteful overlap and duplication. Because no single
government is clearly responsible, vertical competi-
tion is also criticised as the source of blame shifting
and a reduction in political accountability.

These are costs – although they may have been
exaggerated.15 But they need to be weighed against
the benefits of vertical competition.

Competitive processes and a rationally planned
monopoly produce different results. The overlap
that arises from inter-governmental competition
may be worth the cost if the inter-governmental
competitive process sufficiently enhances govern-
mental responsiveness to citizens’ preferences; for
example, by promoting improvements to service
delivery.

The alternative, often advocated, is a clear and
unassailable assignment of responsibilities within
the federation. This would, almost by definition,
completely eliminate ove r l a p, duplication and
blame shifting – but only by completely eliminat-
ing the possibility of vertical competition itself.

What specific federal division of governmental
powers and responsibilities best suits Australia and
Australians, today and in the coming decades,
cannot be determined completely on general prin-
ciples. Competitive political processes influence
that division, and rightly so. However, competition
yields better outcomes when the playing field is

Competition among

governments can

safeguard citizens

against bad

government.
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l e vel, and currently the national gove r n m e n t’s
political power is backed by vastly superior finan-
cial resources, enabling it to “go it alone” or to
make grants to the states contingent upon the
actions or performance of the states. The excessive
financial dominance of the Commonwealth over
them is detrimental to vertical competition – an
issue for the section below dealing with the fiscal
capacity of the states.

Horizontal competition

Horizontal competition encourages governments
to get the economic fundamentals right in:
• laws and regulation
• i n f r a s t ru c t u re; human and non-human,

constructed and environmental
• social and economic services to persons and busi-

nesses
• revenue raising – both the rates and the struc-

tures of taxes and charges.16

Migration is the enforcer of horizontal competi-
tion. When government decisions really matter to
people and businesses, they can and do “vote with
their feet”, moving to a country or state offering a
political, social and economic environment more
to their liking.

Movement is easier within a federation than
between countries, and probably better informed,
because federalism makes it easier for citizens to
compare the performance of different governments
– a process the Productivity Commission calls
“yardstick competition”. Governments, of course,
also study these comparisons.17

Governments compete by experimenting with
novel policies, or with variations on what they or
others have tried. Naturally enough, this has costs,
including for firms facing different regulations in
different jurisdictions. And, paradoxically, to the
extent that horizontal competition works, differ-
ences between governments tend to vanish. But
don’t be fooled – without competition, there is a
weaker guarantee that the common result will be as
beneficial for people and businesses.

Tax competition 

In t e r - g overnmental competition to give people
good laws and regulation, and good value for their
taxes and charges, seems an unambiguous good.
Evaluating competition over tax rates and tax
bases, however, is more complicated.

As is often the case in federalism, there is a ques-
tion of achieving the right balance; this time
between the twin terrors of a tax “race to the
bottom” and a fully coordinated fiscal cartel. The
former would leave governments with revenues
inadequate to satisfy reasonable expectations for
public services; the latter would leave citizens too
little cash for the reasonable satisfaction of their
private wants.

The problem is well illustrated by the history of
payroll tax. After land taxes, payroll tax is regarded
by many economists as the second-best tax avail-
able to the states. It is a growth tax, in that payrolls
tended to grow along with national income. If a
payroll tax is levied on a broad base and at a
uniform rate, then most economists, against
popular and business opinion, will judge it to be an
economically efficient tax.

An important difference between the GST and
payroll tax is that the states and territories do not
control the base and rate of the GST. The GST tax
base and tax rate is set by the Commonwealth
parliament. The states can remit their GST
revenue in the form of tax relief – in fact, the
opportunity to reduce “bad” state taxes was part of
the motivation for the introduction of the GST.
Also, the states can and probably have used GST
revenue to further erode what most economists
think of as good or efficient taxes, like the payroll
tax and land taxes.

The states are widely regarded by economists as
having “abused” payroll tax – so much so that some
previous supporters of the tax have joined popular
and business condemnation of it.18 In 1971, the
C o m m o n wealth handed the payroll tax field to
the states. In i t i a l l y, the states all reacted by raising
rates of payroll tax, broadly in unison, from 2.5 or
3.5 per cent to over 6 per cent. Since then all states
h a ve eroded the payroll tax base by increasing the
t a x - f ree thresholds faster than the rate of wage
inflation. Since the early 1990s, various states have
p rovided payroll tax exemptions or reductions as a
general means to attract employers, especially
small employers, or to attract specific firms or
operations – for example, in the case of Qu e e n s-
land, the headquarters of Virgin Bl u e .

In an even more famous instance of Australian
tax competition, the states – led by former Queens-
land Premier Bjelke-Petersen – competed away
death duties, another tax regarded by many econo-
mists as relatively efficient. These inducements are
examples of what the Productivity Commission
calls “destructive” horizontal competition between
the States.19

If tax competition is too destructive, then sensi-
ble federations can centralise selected taxes, as did
Australia with the income tax and the GST. That
does not imply they should eliminate all tax
competition.

Fiscal capacity of the states

One prerequisite for a well-functioning federation
is continuing strong democratic support for the
states. In turn, this requires the states to maintain
adequate levels of fiscal capability and fiscal inde-
pendence, in a federal fiscal system that is compre-
hensible and transparent, so that citizens know
who is funding additional state spending.
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BOX 1:

Reforming fiscal equalisation

Reform is required to the objective and the method of distribution of the GST

revenues to the states and territories.

Australia has taken equalisation to the extreme, with complicated and opaque

calculations. As Ross Garnaut indicates, complexity and opacity harms inter-

governmental competition and is inconsistent with the principles of good

government.

Under Treasurer Costello, the Commonwealth Grants Commission was asked to

come up with a simpler system for fiscal equalisation. A better place to start

reform would be with a high-level independent inquiry into fiscal equalisation,

with the Commonwealth Grants Commission nat u r a l ly enough given the

opportunity to make a submission.

The inquiry should not be confined to methods, but must begin with redefining

the very objective of equalisation. The new objective should satisfy the Australian

ethos of fairness; be more conducive to economic efficiency; and be implemented

through a simple, transparent formula.
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Two remarkable features of the current fiscal
system seem inconsistent with these objectives:
• The degree of vertical fiscal imbalance – the

Commonwealth dominates tax collections, but
then hands a substantial portion of that tax
revenue to the states.

• The extent of horizontal fiscal equalisation –
poorer states get their tax revenues topped up.
The first of these, vertical fiscal imbalance, is a

false bogeyman. The second, horizontal fiscal
equalisation, has indeed damaged intergovernmen-
tal competition, but there are strongly mitigating
circumstances. Once these two features of the
system are acknowledged as having useful aspects,
then the debate over the states’ finances changes
substantially.

Alternative federal futures 

In one possible future for Australian fiscal federal-
ism, the states would cede further functions to the
central government. That would reduce pressures
on state budgets and also decrease the extent of
vertical fiscal imbalance, or moderate its increase.
In another possible future, the central government
moves further into sharing expenditure responsibil-
ities with the states in various fields. Yet a third
future blends these two possibilities, with the states
ceding functions and the Commonwealth relying
on the states to deliver new Commonwe a l t h
programs rather than centralising the provision of
such services. Such an arrangement is in operation
in a number of unitary countries; including
France, where the regional Departments deliver
many public services.

Full centralisation of power has happened less
frequently in Australia than many people believe.
Income support was centralised after the passage of
the 1946 social services amendment to the
Australian constitution, but no such centralisation
has occurred since the passage 40 years ago of the
1967 amendment regarding laws with respect to
people of the Aboriginal race, s. 51 xxvi. In recent
decades, cooperation and competition have been
more common than outright and complete central-
isation (with WorkChoices the notable exception).

In an environment dominated by cooperation
and competition, there are three ways to increase
the tax funds available for state spending:
• increase Commonwealth grants to the states,

funded largely by the GST and income tax
• raise the rates on the states’ taxes or extend their

tax bases, so as to increase state tax collections
from the existing set of state taxes

• extend the range of state tax sources to include
some taxes presently exclusive to the Common-
wealth, such as income tax.
The last of these three appears very unlikely, and

may be undesirable. This leaves us with two alter-
natives from which to choose. To evaluate them,
we need to decide how important is the problem of
vertical fiscal imbalance.

In defence of vertical fiscal imbalance

The Commonwealth collects much more revenue
than it spends for its own purposes. The state, terri-
tory and local governments, in contrast, do more
public spending that their own-source revenues
can cover. They depend on Commonwealth grants
for the difference. This is vertical fiscal imbalance.

Some commentators believe that any vertical
fiscal imbalance at all is a bad thing. Cliff Walsh,
adapting the American Revolutionary cry, coined
the slogan “No representation without taxation”,
to indicate that he thought that the States should
spend only what they earn. Along similar lines,
former Premier Bjelke-Petersen of Queensland is
alleged to have said that the only good tax is a
Commonwealth tax – the Commonwealth takes
the odium and the premier takes the credit for the
(presumably profligate) spending.

This paper argues the opposite: that some degree
of ve rtical fiscal imbalance actually benefits
Australian fiscal federalism, and that eliminating it
would damage the federal system and harm the
e c o n o m y. The GST arrangements, sometimes
claimed as a fix for vertical fiscal imbalance, are
neither a remarkable new beginning for federalism,
nor the harbinger of its demise, but rather a change
in how the Commonwealth is funding its grants to
the states.
Finding the revenue
It is clear that to retain relatively independent
control of policy determination and to afford to
deliver something like the existing range of state
services in the future, the states and territories will
need more revenue.

So, with a lump of state spending to fund from
taxes, from where should the taxes come? Who
should be levying them, and at what rates?

The answer is that a sensible federation draws on
both centralised and decentralised taxes to fund
state spending.

Two principles of efficient taxation can help us
decide the right tax mix:20

• if it stands, tax it
• if it moves, catch it first, and then tax it (but not

so heavily that it leaves).
From these two principles, we also get a recipe for

setting the various tax rates:
Utilise taxes so that the cost to the economy of an

extra dollar of tax revenue is (about) the same for
every type of tax being employed.

The story of US funding of state government
welfare exemplifies what happens when the second
point is ignored in a federal system. Heavier state
income taxes and state sales taxes, imposed to fund
m o re we l f a re recipients and/or more genero u s
welfare, led to US business and households not
dependent on welfare to move to states where taxes
were lower.
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Australia’s federal system has neatly avoided this
problem: the fields of sales taxes (that is, the GST)
and income taxes are both centralised.

It is worth noting that for the purpose of
federal–state financial relations, the GST and
Commonwealth income tax revenues look almost
identical to a recipient state. They differ only in
that the GST flows without negotiation with the
Commonwealth.

Commonly in economics, what matters is not so
much the average, but what happens on the margin.
C o m m o n wealth money, whether sourced fro m
income tax or provided automatically from a GST,
g i ves a base to state funding – about 40 per cent of
state re c u r rent spending. To fund extra state spend-
ing, the states need to find additional re venue fro m
their own sourc e s .

The ideal tax types to assign to the states are taxes
for which what you tax (in technical language, the
“tax base”) grows in response to state spending and
regulation, and taxes that are not likely to trigger
significant interstate migration to avoid them.
These include taxes on land values, and payrolls
(the latter not fully immobile, as the Virgin Blue
example shows.) And these are, of course, among
the taxes that the states have in Australia today.

In the light of this analysis, vertical fiscal imbal-
ance appears a good deal less sinister, and much
more an appropriate trade-off. In a federal system,
state government spending should be funded from
both centralised (that is, Commonwealth) sources,
and decentralised (that is, state) sources in a way
that maximises economic efficiency. Federal grants
to the states are likewise for public spending, and
should be calibrated to minimise the economic
costs of tax revenues.21

And a simple, transparent system for their distri-
bution is needed to ensure that electoral competi-
tion does its job. For this defence of vertical fiscal
imbalance (VFI) is most robust when there is
strong electoral competition.22

In defence of (some) fiscal equalisation 

The second feature of Australian fiscal federalism is
an almost obsessive attempt to equalise the fiscal
capacities of the states, through the distribution of
the GST revenues. The objective is to ensure that
each state, if it chose, could provide state services
equal to the average across the states, and finance
those from the proceeds of state taxes and charges
levied at the average rate across the states.

Some degree of horizontal fiscal equalisation is
beneficial to the efficient operation of the fiscal
system, and accords with Australian notions of “a
fair go”. But there is a strong case for reform to the
purposes and calculation of fiscal equalisation
grants.

As Ross Garnaut remarked,23 the extreme extent
of horizontal fiscal equalisation in Australia is
surprising:

“… when, of all of the federations amongst
d e veloped countries – Ge r m a n y, Canada, the
United States – Australia starts with the least
unequal distribution of income across States. Yet
we do far more, and far more elaborately, to
equalise … The only case that compared with it in
ambition was the former Soviet Union, but in
practice the former Soviet Union did not go as far
as Australia. … But one general point I would
make is that it is very hard for electorates, or for
commentators, or for anyone, to assess outcomes
of [inter-governmental] competition when right at
the centre of federal–state relations you have these
huge transfers on the basis of principles that prob-
ably only a dozen people in Australia outside
government understand.”

Australians are mobile, and it is best if they settle
where they can be provided government and other
goods and services at the least cost, and where, if
employed, they are most productive. However,
they can be induced by a poorly-designed federal
fiscal system to make inefficient settlement deci-
sions. Surprisingly, fiscal equalisation grants can be
designed to reduce inefficient mobility and settle-
ment.

Consider the tax side of the equalisation
problem. Prominent among the tax bases suitable
for assignment to states are land and resource taxa-
tion, and the payroll tax. In states rich in taxable
natural resources, wage earners would enjoy a
lower rate of payroll tax, or more state spending.
Therefore, a mobile worker could find some finan-
cial advantage by moving to a resource-rich state,
even if his or her productivity and wage rate were
lower in the destination state. In effect, through
the state fiscal system, such a worker would
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become a part owner of mineral resources without
buying into the stock market. Migration for such a
purpose would be inefficient and would reduce
national output.

Calibrating the GST grants so as to “compen-
sate” the budgets of resource-poor states, as occurs
in Australia, removes this incentive for inefficient
migration.

A parallel argument arises on the expenditure
side. Tasmania, with the highest proportion of
elderly residents, needs higher per capita tax
revenue to fund the same level of state services to
its elderly folk as New South Wales. If this means
higher Tasmanian tax rates, then some taxpayers of
Tasmania may be induced to leave. If Tasmania
receives additional GST monies to compensate,
this problem is avoided. (The Tasmania govern-
ment is not required by the Commonwealth to
actually spend the extra grants on elderly folks.)

Funding additional state grants 

Accepting, then, that state spending should be
funded in part from Commonwealth grants, how
should these grants be financed? On the marginal
principle set out earlier, the answer is from both
income tax revenue and GST revenue.

The first main effect of the introduction of the
GST was that it enabled the Commonwealth to
reduce income tax collections.24 For economic effi-
ciency, this was an advantage. The cost to the
economy of an extra dollar of income tax revenue
was high, relative to the cost of an extra dollar of
GST revenue, because the GST is a tax on spend-
ing, not earning and saving, and has a broad base
and a uniform rate (especially when compared with
the sales taxes it also replaced).

Since the implementation of the GST, overall
Commonwealth tax receipts have powered ahead,
growing faster than GST receipts. Some rebalanc-
ing, there f o re, may be needed within the
Commonwealth’s tax sources.

T h e re is a second consequence of the intro d u c-
tion of the GST, of some importance for my argu-
ment. Pre v i o u s l y, from the same pool of general
C o m m o n wealth tax re venue, the Commonwe a l t h
funded two kinds of grants to the states – uncondi-
tional grants and conditional grants. Un c o n d i t i o n a l
grants are for the states to spend as they wish.
Conditional grants are for the states to spend as the
C o m m o n wealth wishes. The change is that the
GST monies are hypothecated to the states and
territories, and fund unconditional grants. Bu oy a n t
GST re venue gives some scope for state autonomy,
but at the expense of reducing their incentives to
raise more of their own tax re venues, through the
redesign of payroll taxes and land taxe s .

More specific purpose grants?

This paper has defended the idea of revenue grants
from the Commonwealth to fund state spending at
the states’ discretion. Another possibility – more a
probability – is that the states will come to rely
more heavily on specific purpose payments (SPPs).
These are currently subject to review by treasurers,
under COAG. To the extent that such payments
accord with the principles of coordination and
competition set out above, then they pose no great
threat to the long-term vitality of the states. (The
payments contemplated in the COAG statement
of 20 December 2007 are of this type, offering
payment on achievement of outcomes or outputs
that the states would, in any case, generally want to
achieve.)

But SPPs can be used to induce the states to
spend on things they would not want to spend
their own money on, and for which there is no
valid coordination or competition purpose.25 At
that point, the expansion of SPPs re p re s e n t s
centralisation by stealth – and can pose a long-term
t h reat to the satisfactory operation of the
Australian federal system.

Conclusion 

Contrary to received wisdom, Australia has got
most of the big things right in the financial rela-
tionship between its states and its central govern-
ment. The federation has achieved a good – though
not perfect – balance between centralisation, coop-
eration and competition between governments. It
has managed to realise significant microeconomic
reforms over recent years as a result of governmen-
tal cooperation and central coordination. T h e
major sources of tax re venues have been
centralised, avoiding exc e s s i ve tax competition
among the states. And fiscal equalisation occurs
across the states, albeit too comprehensively and
too opaquely.

Both the Commonwealth and the states will
need additional tax revenue as the population ages
and incomes rise. For the states, part of that extra
revenue is likely to continue to come in the form of
C o m m o n wealth grants. Despite what many
analysts claim, that is not a calamitous result.

Thanks to David Walker, Margaret Mead and Ian
Gibbs for valuable comments. The opinions expressed
here are my own, and should not be attributed to any
organisation.
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