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 WHAT IS THE PROBLEM? 1

In 2013-14, States funded 31% of what they spent from taxes, and local government funded 45%.  
While the addition of ‘sale of goods and services’ in each case raised their own funding contribution to  
41% and 78% respectively, this still left sub-national governments in Australia highly dependent on 
transfers (or grants) from the Commonwealth to make up for the vertical fiscal imbalance. 

With the Commonwealth now pushing for states to be more accountable and fund more of their health 
and education expenditure from own-revenue sources (as evident in the cuts to State long term grants in 
the 2014 and 2015 Commonwealth Budgets1), and the states themselves moving to find a clear and 
greater role for local government, the question now is how do we “reboot” funding in the Australian 
federation to ensure our federation exhibits flexibility, accountability and transparency at all levels of 
government. 

This question is undoubtedly challenging those currently drafting the Reform of the Federation White 
Paper2 and the Tax White Paper3.  The problem is that it involves four key questions: 

1. What assignment of functions across levels of government in the federation? 
2. What funding assignments in the federation? 
3. What fiscal equalisation transfers given (1) and (2)? 
4. What governance arrangements in the federation? 

                                                      

1 See Eccleston and Warren(2015) 
2 https://federation.dpmc.gov.au/  
3 http://bettertax.gov.au/  
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The response to assignment of functions (or roles and responsibilities) has traditionally been guided by 
the principle that responsibilities should be allocated to the lowest level of government that can perform 
those functions (subsidiarity principle) thereby allowing flexible and economically efficient approaches 
to be adopted.  A clear relationship between the functions of each level and their associated funding also 
ensures accountability and transparency.  If funding cannot be efficiently obtained by lower levels of 
government, then any resulting vertical fiscal imbalance (VFI) should be addressed with transfers from 
the national government.  If one sub-national government is disadvantaged in some way beyond their 
control relative to another then in this case any resulting horizontal fiscal imbalance (HFI) should be 
resolved through equalisation transfers across that particular level of government. 

The problem is however that resolution of any imbalances involves important trade-offs.  While 
decentralization might be beneficial in ensuring accountability as a subnational government seeks to 
match fiscal designs to community needs and priorities, too much decentralization can be at the cost of 
national economic efficiency and equity.  Equally, transfers across a level of government if not matched 
by comparable effort could undermine equity and efficiency in the federation. 

In response, VFI has traditionally been resolved through intergovernmental fiscal agreements (IGFA) 
aimed at three objectives: firstly,  equalizing the fiscal capacities of governments which have different 
revenue raising abilities and expenditure needs; secondly, by encouraging governments to spend on 
programs with spillover benefits to non-residents; and finally, by enabling the national government to 
influence subnational spending programs to achieve minimum national standards or to ensure equality 
of access across the nation. 

In practice, the problem is that these transfers themselves create trade-offs as they are delivered through 
a mix of equalization transfers, conditional general purpose block grants and conditional specific 
purpose grants, which combined can limit legitimate pursuit of subnational objectives such as 
decentralized decision-making.  Where these trade-offs arise, how they are ultimately resolved is unique 
to each federation and related to their constitution, politics, social values, history and demographics.  In 
the Australian federation, governance of the federation and resolution of trade-offs and conflicts occurs 
through the Council of Australian Government (COAG4) which is the peak intergovernmental forum. 

Historically, COAG has been dominated by the Commonwealth which sees fairness, equality of access 
to basic services and the efficient functioning of national markets as its paramount responsibilities.  This 
has in large part been facilitated through a combination of a High Court narrowly interpreting state 
taxing powers in the Constitution and a Commonwealth which has been able to use intergovernmental 
grants to direct state policies.  What has resulted is state governments which are dependent on the 
Commonwealth for over 40% of their revenue.  With local governments being a construct of State 
governments, they too have become highly dependent on states and the Commonwealth for a substantial 
part of their funding. 

If the focus of any “rebooting” of funding in the federation is focused on reducing VFI, then four 
questions must be addressed: 

1. Should the assignment of functions to state and local governments in the federation be 
reviewed? 

2. Should funding assignments in the federation be reviewed? 
3. Should fiscal equalisation arrangements be reviewed? 
4. Should governance of the federation be reviewed? 

                                                      
4 https://www.coag.gov.au/  
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This paper will side-step (1) on the basis that it would not be acceptable politically for the states to 
substantially change function assignment as it goes directly to the role and relevance of states.  While 
this assumption is contestable, it is a reasonable starting point for any discussion. This paper will 
therefore focus on (2), (3) and (4). 

In relation to (2), we assume the extreme position of matching own-funding to function by level of 
government and examine the “outrageous” funding options available to states and their implications 
(Section 2).  Section 3 then examines outrageous responses to (3) – fiscal equalisation – and (4) – 
governance of the federation.  

 WHAT IS THE OUTRAGEOUS FUNDING IDEA?: RADICAL TAX BASE REASSIGNMENT 2

The outrageous tax idea proposed is: 

If function assignment in the Australian federation is assumed unchanged and that funding should 
match function by level of government (so that VFI is no longer an issue), then States should raise 
substantial own-revenue from an income tax – not a GST, not a payroll tax and not property taxes – 
and (a multi-layered) local government should be funded through substantial broad based property 
taxes. 

For the purposes of this outrageous tax idea, the focus will only be on major tax revenue sources, not 
user-pay fees and charges, hypothecated (or earmarked) taxes (such as road-user charges) or regulatory 
fees and charges. 

2.1 Theory 

Principles guiding tax bases and their assignment 

Traditionally, the view is that: 

 Sub-national levels should not levy customs duties or tax trade between levels. 

 Resources whose differential taxation leads to inefficient factor mobility (such as rent seeking by 
firms) or funds an over provision of goods and services (since they are location specific), should be 
taxed nationally. 

 Base sharing may be justified using any of three approaches: (a) own legislation; (b) subnational 
‘own’ surcharges on common base; and (c) revenue sharing across levels.  The extent will be related 
to compliance and administrative issues, equity and economic efficiency, and the degree of 
interjurisdictional tax shifting (as when a tax at one level is deductible/offset against a tax at another 
level or when sub-national governments tax non-residents). 

 Enforceable intergovernmental agreements can go a long way to facilitating devolution which might 
not otherwise initially meet the above criteria such as shared administration and intergovernmental 
transfers based on tax effort and agreed outputs. 

 If the available tax bases include income, consumption, wealth, and resources, then given the 
preceding principles, the taxation of capital (stock and income), consumption and labour income 
should take into account the attributes of the various levels of governments and the mobility of the 
tax bases.  The table below summarises the typical finding for their tax assignment in federations. 

Level of Government National Sub-national Local 

Tax base by 
decreasing mobility 

Financial capital (stock 
and income (personal 

and corporate) 
(mobile) 

Income (labour), 
consumption 

Physical capital 
(immobile) 
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Principles guiding tax rates 

 Fiscal sovereignty (and associated accountability) requires a level of government to have the power 
to set rates and thereby, determine its level of public services.  

Principle of tax collection 

 Any tax collection arrangements must ensure that administrative and compliance costs are 
minimized by each level and across all levels.   

 Influencing what level of government should collect a given tax are factors such as which is the 
highest level collecting the tax; which originated the tax; whether one level trusts others to collect 
their taxes; the cost of any collection arrangement; and the compliance costs (for business) of any 
arrangement. 

2.2 Current practice 

Clearly, taxes such as customs duties should not be available to sub-national governments while some 
taxes should have a substantial national presence to ensure equity such as with a progressive personal 
income tax imposed to fund social transfers and public goods (as with defence). However, in very few 
cases should one level of government have exclusive access to different tax bases.  

Table 1 details tax assignment in the Australian federation.  In the case of the GST, this revenue is 
distributed to States as a general purpose grant allocated on horizontal fiscal equalisation principles.  
With State expenditure in 2013-14 being $221,354m, only 31% came from taxes, 26% from non-tax 
own-source funding and some 43% from Commonwealth transfers including the GST revenue and 
specific purpose grants. In the case of local government, 45% of revenue came from taxes (local rates) 
and 33% from the sales of goods and services, most of the remaining 22% coming from Commonwealth 
and state grants.  It is in regard to VFI that the Australian federation is very different from the 
federations in Canada, United States, Germany and Switzerland as evident in Table 2. 

 

Table 1  Total Taxation Revenue: 2013–14 
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Table 2  Tax Share by level of Government in Federations: 2012 

 

2.3 Outrageous tax reassignment 

Any move to have funding “match” function at the state and local level in the Australian federation 
would have major implications for state and local tax design.  As provocation, the following tax base 
reassignment “end game” is proposed. 

State funding re-assignment 

1. States hand back: 
a. GST revenue to the Commonwealth for economic efficiency, equity and  

administrative/compliance reasons 
b. Payroll tax to Commonwealth (which was acquired from it in 1971) 

2. States repeal: 
a. insurance taxes  
b. motor vehicle taxes and then transform into road-user charges and environmental levies 
c. other business activity taxes 

3. States reform: 
a. recurrent conveyancing duty substantially reduced and: 

i. transform into anti-cyclical transactions tax (for speculation/economic management 
objectives);  

ii. with “tax space” transferred to local level property taxes 
b. land tax transferred to local level  

4. States have access to: 
a. personal income base with: 

i. own rate schedule with “tax space” made in Commonwealth schedule 
ii. top-up rates (surcharge or additional rates) 

iii. compensation options such as credits. 
b. property based emergency service levies 
c. wealth/estate taxes: intergenerational equity (gift and death duties) 
d. fiscal dividends from reforms (through sharing increased income tax revenue) 
e. resource-based taxes 

5. States taxes retained: 
a. gambling taxes 
b. regulatory and user-pays fees and charges 

Local level access to tax bases: 

a. Highest and Best Use (HBU) land value based tax (replacing State land tax and part of 
conveyancing duty) as base for equitable property based service charges 

b. Value capture for infrastructure funding from regional specific benefits/betterment 
c. Income tax base (to facilitated compensation for land tax (to make progressive) and to 

access fiscal dividends) 
d. Externality-related levies(and subsidies) 

  

Supranational Federal State/ Regional Local
All Goods and 

services
Property Personal 

Income
All Property

Australia 0.0% 81.4% 15.3% 5.0% 5.3% 0.0% 3.4% 3.4% 0.0% 100.0%
Canada 0.0% 41.2% 40.0% 15.8% 1.4% 14.4% 9.5% 9.2% 9.3% 100.0%
Germany 0.4% 31.5% 21.6% 8.9% 1.2% 10.2% 8.2% 1.2% 38.3% 100.0%
Switzerland 0.0% 35.3% 24.6% 1.9% 3.2% 15.4% 15.3% 2.1% 24.9% 100.0%
United States 0.0% 41.9% 20.6% 11.6% 0.4% 7.4% 15.2% 11.0% 22.3% 100.0%
Source: http://stats.oecd.org/index.aspx?DataSetCode=REV

Social 
Security

Total
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Commonwealth Funding Assignment 

1. Personal Income Tax with “tax space” made for state and local governments while ensuring:  
a. Equity through progressive  rate schedule; and 
b. Use of tax for economic management (eg automatic stabilizer and discretionary changes) 

2. Corporations tax (on mobile capital) 
3. Gift and death duties (to address intergenerational equity) 
4. Speculative: stamp duties on transactions (for speculation/economic management objectives) 
5. Resource: stock (assets) and flow (rents) (for national efficiency objectives) 

Table 3 details what the above reforms might mean for the mix of taxes imposed at the state and local 
levels of government.  These proposals are not too different from those proposed in Australia’s Future 
tax System (AFTS 2009) for states.  

Table 3  State and Local Taxes Redesigned 

 

p.a. growth 
rate: 

2000-01 to
 2013-14

$m Share

AFTS(2009) Recommended Reforms

$m Share

STATE TAXES

Employers payroll taxes 6.4% 21,377 31% Broaden base by removing threshold, 
harmonise rates, increase revenue take 
but eventually repeal tax and replace with 
State CFT(a)

Taxes on property
Taxes on immovable property
Land Based Taxes 8.9% 6,364 9% Broaden base to include all land taxes at 

property level and with no threshold
22,340 33%

Other 11.6% 2,369 3% Consider introduction of a bequests tax 2,369 3%
Total 9.5% 8,733 13% 24,709 36%
Taxes on financial and capital transactions

Government borrowing guarantee levies 12.4% 1,041 2% 1,041 2%
Stamp duties on conveyances 8.8% 15,976 23% Abolish and integrate into reformed Land 

Tax
Other stamp duties -13.2% 294 0% Abolish all Stamp duties
Total 4.5% 17,311 25%

Total 5.9% 26,044 38% 25,750 37%
Taxes on the provision of goods and services

State Business Cashflow Tax NEW State Business Cashflow Tax 26,844 39%
Levies on statutory corporations 17.3% 112 0% 112 0%
Taxes on gambling 3.3% 5,434 8% 5,434 8%
Taxes on insurance

Insurance companies contributions to fire brigad 2.0% 740 1% Abolish the fire services levy part of 
insurance stamp duties

Third party insurance taxes 8.6% 490 1% Set charges based on risk (not revenue or 
flat)

Taxes on insurance n.e.c. 7.8% 4,433 6% Abolish all insurance stamp duties
Total 6.8% 5,663 8%

Total 4.9% 11,209 16% 32,390 47%
Taxes on the use of goods and performance of activities

Motor vehicle taxes
Road User Charge/Congestion Levy/Market Based Vehicle Charge 9,382 13%
Stamp duty on vehicle registration 4.6% 2,499 4% Set motor vehicle charges based on 

market not 'public service' (fee for service) 
considerations

Other 7.0% 6,393 9% Replace other motor vehicle taxes with 
new road pricing arrangements

Total 6.3% 8,891 13% 9,382 13%
Other 3.7% 1,199 2% 1,199 2%
Total 5.9% 10,090 15% 10,581 15%

Total Taxes 5.9% 68,720 100% 68,720 100%
Total State Revenue 6.3% 225,227
GOODS AND SERVICES TAX (GST) 5.9% 51,090

SPP/NPP Grants (Specific Purpose Grants SPG) 45,742

LOCAL RATES 6.4% 14,338 100% 36,678

INCOME TAX LEVIED ON INDIVIDUALS 5.9% 170,313

Pre-Reform Post-Reform
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2.4 Outrageous numbers – there’s the challenge! 

Table 4 summarizes what the reforms could mean overall for state and local governments – and the 
changes are significant and the challenge of communicating the benefits of this change cannot be 
underestimated.   

Important here must be a clear statement of the benefits of greater devolution of roles and 
responsibilities to state and local governments and from the own-funding which goes with this.  
Especially important is an articulation of the efficiency benefits to the national economy from more 
transparent, accountable and responsive governments.   

Particular attention must also be given to what this might mean for equity and how progressivity is to be 
maintained in this more devolved overall funding system.  This is especially an issue with reforms to 
state and local taxes.  While it is generally accepted that most state taxes are inefficient and inequitable 
and that there are real benefits from a greater reliance on recurrent property taxes at the sub-national 
level, there are two good reasons why this reform has not been pursued in the past. Firstly, there are real 
short term transitional issues in any move away from property conveyancing duties to a recurrent 
property taxes (especially double taxation) and secondly, in the longer term, how do we ensure the 
resulting system is equitable when taxpayers might not have the income stream to meet recurrent tax 
liabilities.  

What is widely accepted though is that the future must be different if Australia is to have a national tax 
system which is capable of efficiently, equitably and sustainably meeting future revenue demands and 
here sub-national governments must step up to a great role by taxing relatively undertaxed bases.   

Table 4  Summary of State and Local Tax options: 2013-14 

 

 OUTRAGEOUS FISCAL EQUALISATION REDESIGN 3

No state or local governments is equal in terms either of their access to potential funding sources or in 
the cost of delivering comparable services to their citizens, resulting in horizontal fiscal imbalance.   
This can arise because of institutional arrangement such as agreed function and funding assignment set 
out in a constitution or due to geographic, demographic, socio-economic and natural resource 
endowments. 

Addressing horizontal fiscal imbalance directly and transparently is crucial to ensuring a harmonious 
and fair federation but design of any horizontal fiscal equalisation arrangements is controversial. In 
Australia, at the state level, horizontal fiscal equalisation (HFE) principles are applied to both the 
revenue5 and expenditure side of governments based around the average (“what is”) experience of 
states.  In contrast, while horizontal fiscal equalisation principles are also applied to Commonwealth 

                                                      
5 Warren(2006, 2008, 2010c) 

Repeal FROM TO % Change Index Implications

Local Rates Land Tax/Convey SD 14,338 36,678 156% 2.558 160% increase in Local Rates

Land Tax/Convey SD/LG grants 14,338 48,479 238% 3.381 240% increase in Local Rates

GST Payroll 51,090 72,761 42% 1.424 42% increase in GST (14.2% rate)

Payroll/Insurance 51,090 77,934 53% 1.525 53% increase in GST (15.3% rate)

Payroll/Insurance/SPP/NPP Grants 51,090 123,676 142% 2.421 142% increase in GST (24.2% rate)

SPP/NPP Grants 51,090 96,832 90% 1.895 90% increase in GST (19.0% rate)

State Income Tax SPP/NPP Grants 0 45,742 0.269 27% share in Personal Income Tax
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funding for local government, this is done in a way which ensures all local governments receive some 
minimum6. 

There is considerable debate about the merits of the current state HFE arrangements but in none of this 
debate is its abolition being countenanced – only its design. 

The outrageous proposal in the paper is that HFE at both the state and local levels should move from 
being founded on the funding side on “what is” to “what ought to be” some agreed minimum tax base 
and rate design and on expenditure side, on some agreed output and cost structure. This way the states' 
“effort” in seeking their own funding and providing services with that funding is recognised and made 
transparent.   

 OUTRAGEOUS GOVERNANCE PROPOSAL 4

In the Australian federation, the Council of Australian Governments (COAG) is the pre-eminent 
consultative body with in the federation7.  However, there is nothing forcing states to adhere to 
intergovernmental agreements reached through the COAG process.  Moreover, if funding is to follow 
function, there must be constraints imposed which limit a state’s ability to breach agreements without 
any consequences such as when they receive grants and do not spending it on a related purpose or 
deliver programs to agreed standards. 

Two complements to the COAG process could improve governance in the Australian federation.  
Firstly, the reconstitution of the recently abolished COAG Reform Council (COAGRC) which oversaw 
in part state performance against intergovernmental agreements on reform.  Secondly, the introduction 
of a national “independent non-government fiscal institution” which is independent of national and state 
politics and provides independent monitoring of government performance at all levels – federal, state 
and local8.  This institution could not only combine Commonwealth and State budget offices but also the 
roles performed by the COAGRC and by various reform oversight organisations such as the National 
Competition Council which was active in the 1990s9.   

It could also enforce agreed fiscal consolidation rules in the federation and could serve as both an inter-
state grants commission (with oversight of HFE across states as currently undertaken by the 
Commonwealth Grants Commission) and an intra-state grants commission designed to replace the role 
current State Grants Commissions have in distributing Commonwealth grants across local governments. 
It could also make transparent predatory actions by states which are anti-competitive or involve tax 
shifting or tax base erosion,  and ensure the production of a standardised set of tax expenditure 
statements (“what we have purposely given away”) and tax gap estimates (“what was 
negligently/unavoidably given away”).  This independence might be especially important if we move 
away from cooperative or coercive (Commonwealth dominated) federalism to competitive federalism. 

Given the prevalence of Budget Offices now across governments in the Australian federation, the outcry 
with the abolition for the COAGRC, and concerns about the need to enforce intergovernmental 
agreements, the proposal for an independent non-government fiscal institution with broad governance 
responsibility within the federation may not be that outrageous.   

                                                      
6 Warren(2012f) 
7 https://www.coag.gov.au/  
8 Warren(2013) 
9 http://ncc.gov.au/about/about_us  
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 WHY IS IT A GOOD IDEA AND NOT OUTRAGEOUS?   5

Against the criteria of good funding and governance design in a federation, the above reforms perform 
strongly. 

Criteria Description Implication 

Accountability Responsibility must be 
able to be attributed to 
specific levels of 
government 

Vertical fiscal imbalance removed through a mix of tax base-
sharing and revenue sharing so that “funding follows 
function”.  General Purpose Grants (GPG) are therefore 
unnecessary with specific purpose grants (SPG) designed to 
achieve national priorities. 
Independent fiscal institution monitors all fiscal budgets; 
enforcing all intergovernmental agreements (with penalties); 
and advising on horizontal fiscal imbalance related transfers. 

Transparency Who does what must be 
clear 

State and local government be considered as one level of 
government by the Commonwealth 
States devolve more responsibilities to variable 
coverage/function regional organisations/joint organisations 

Incentives States must be 
encouraged to do the 
right thing for the State 
and the national 
economy 

Horizontal fiscal imbalance across a level of government can 
be addressed through intergovernmental agreement (IGA) 
based on tax effort and agreed minimum output standards (ie 
“what ought to be; not what is” forms basis of horizontal 
fiscal equalisation (HFE)).  
States have access to fiscal dividends from reforms 

Fairness States must have scope 
for compensation of 
losers 

States have access to taxes through which they can 
compensate taxpayers 
State and local governments have scope to capture 
externalities/benefits of actions 

 Commonwealth must 
retain ultimate 
responsibility for equity 

Commonwealth must retain the capacity to ensure 
progressivity of the overall tax system.  

 

The fact is also that at least the proposal above is transparent.  After all, at the present moment such 
reforms are being enacted which should be given “F” for transparency.  Take for example the current 
Commonwealth strategy of cutting states adrift in Budget 2014, 2015 through cuts to long-term State 
health and education funding.  Take also the case of state governments pushing for council 
amalgamations while supporting and acknowledging the value of variable coverage/function regional 
organisations/joint organisations.  

In terms of the state funding reforms, these are not really that outrageous, Fightback! in 1991 made 
proposals for the payroll tax (acquired by the states from the Commonwealth in 1971) to be subsumed 
into the GST.  Furthermore, various tax inquiries have supported state and local government sharing 
revenue from the personal income tax, as was the case in the late 1970s. 

On the GST, states were never enamoured by this tax – only persuaded to be by an overly generous 
Commonwealth.  The problem is that as currently configured, the base and rate are not those of a growth 
tax and so it is best placed with the Commonwealth.  In relation to capital taxes, taxing on transfers and 
on a recurrent basis as well as on intergenerational transfer is not new for states or the Commonwealth.  
Clearly this is a base which cannot be ignored for its substantial potential. 
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 WHAT NEXT – IS THIS WHAT IS POTENTIALLY OUTRAGEOUS?  6

What may at first sight seem outrageous need not necessarily be the case if the benefits are clearly 
articulated.  Where contention is likely to arise is with questions like “How much diversity/difference 
(and possible inequity) should we tolerate in the federation to achieve efficient outcomes?” and “how do 
we manage the process of reform and transition to the new tax system”.  

Australians need to have a dialogue about our federation and whether this 1890s arrangement still works 
in 2015.  Moreover, we must have a frank and rational discussion about the options – even if at first they 
seem outrageous and politically charged.  In fact, maybe being outrageous is the best starting point – at 
least then we have focussed minds with some end-point on which to focus. 
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