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Introduction

This submission responds to two questions asked by the Productivity Commission in its issues paper.

• Do the 2018 GST distribution reforms strike the right balance between responding to changing circum‐
stances and providing certainty around revenue?

• Have the GST distribution arrangements since the 2018 legislative changes delivered a reasonable level
of horizontal fiscal equalisation?

In summary, this submission contends that the answer to both questions is ‘no, the methods used to achieve
horizontal fiscal equalisation could be improved’.

All analysis in this document can be accessed at https://github.com/zerogetsamgow/cgcRelativities. The R
package available at this link provides the CGC data used in my analysis in tidy formats (and example code to
tidy additional data contained in the CGC’s update releases). Commission staff may find the data and code
useful for their own analysis.

Do the 2018 GST distribution reforms strike the right balance between responding to changing circum‐
stances and providing certainty around revenue?

In its Issues Paper, the Productivity Commission asked ‘whether the [current approach to horizontal fiscal
equalisation] strike[s] the right balance between responding to changing circumstances and providing cer‐
tainty around revenue’.

This submission contends the CGC’s attempts to smooth variation in GST payments over time undermine
the objective of horizontal fiscal equalisation and by doing so risk creating mismatches between state and
territory revenue and expenditure requirements. Horizontal fiscal equalisation should aim to match revenue
with expenditure needs in a given year, rather than revenue from year to year. If the CGC adopte a measure
that did this, it would increases certainty about each state and territory’s total revenue, rather than a single
source, and better match total revenue to expenditure needs.

The CGC’s current approach involves three features that aim to provide additional certainty about each state
and territory’s GST payment revenue:

• recommended relativities are provided prior to the commencement of the year they apply ‐ by provid‐
ing its recommendations for 2025‐26 before the start of that year, the CGC reduces uncertainty about
how much each state will receive when they are preparing their 2025‐26 budgets (some uncertainty
remain as the total amount of GST and the population estimates used to calculate payments won’t be
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determined until the second half of 2026). However, by doing so the CGC must base its assessments
of fiscal capacity and need on data further removed from the year they will apply.

• the recommended relativities (prior to any application of a floor) average the CGC’s assessment of
state fiscal capacity in three previous years known as ‘annual relativities’. Averaging over three years
smoothes variations in the series of recommended relativities. For 2025‐26, the recommended rela‐
tivies averaged the CGC’s assessment of state fiscal capacities in 2023‐24, 2022‐23, and 2021‐22.

• since 2022‐23, the CGC’s recommendation have been limited by a floor initially set at 0.70 in 2022‐23
then increased to 0.75 from 2024‐25.1

By making GST payments more predictable in this way, the CGC is making them less effective at equalising
fiscal capacity. The case for reducing uncertainty of GST payments is unclear. State budgets are also affected
by many other sources of uncertainty. State treasurer’s may be more certain about the amount of GST
payments they will receive due to these features, but overall this approach increases the risk of them not
having the fiscal capacity in a given year to provide the average level of services. It also risks amplifying
fluctuations in own source revenue.

For example, if a state’s revenue raising capacity drops between the assessment period and the application
year, the GST payment calculated using the CGC’s current methodology will result in them having insufficient
fiscal capacity to fund services at the average level. As such, increasing certainty about GST payments comes
at the expense of equalising fiscal capacity and is likely to make budgeting harder, not easier.

Increasing the predictability of GST payments to the states should be treated as a secondary consideration
to the CGC’s principal objective ‐ fiscal equalisation ‐ if not abandoned altogether.

Combined the first two features listed above result in CGC recommendations that can poorly reflect the fiscal
capacity of states in the year they apply. This can be seen in the chart below, Western Australia’s strong fiscal
capacity through 2020‐21 and 2021‐22 wasn’t reflected in the relativities recommended (yellow dots) for
those years, and would have taken effect in 2022‐23 if a floor had not been introduced. As a result, Western
Australia receivedmuchmore revenue thanwas required tomeet its fiscal needs in 2020‐21 and 2021‐22 and
anticipated receiving insufficient revenue to meet those needs in 2022‐23. The anticipation of this shortfall
likely inspired that state’s argument for a floor.

1This submission does not deal with the latter featurewhich is clearly flawed and is likely to be the subject ofmultiple submissions
that will make strong arguments for its removal.
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Different approaches to calculating relativities

Fiscal equalisation could be improved if the CGC’s recommendations:

• applied in the year they are provided ‐ that is, the recommendations made on 14 March 2025 would
apply to 2024‐25 payments.

• were based only on an assessment of the most recent year data is available for, rather than an average
of three years.

Effectively this would result in recommended relativities using only themost up to date actuals data available.
This would increase uncertainty about state GST payment revenue, but improve fiscal equalisation.

The chart above shows the relativities based on this approach as pink dots. In general, they are a better
reflection of the actual fiscal capacity (green dots) when theywould apply than the current recommendations
(blue dots). This can be seen in the chart below, where the assessed fiscal capacity for the prior year has
generally been closer to actual fiscal capacity than the CGC’s recommendations.
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Fiscal capacity in the prior year is a better predictor than the CGC’s recommendations

As shown in the table below, relativities calculated using this method would have been closer on average to
actual fiscal requirements in the year of application than the current approach for most states and territories
over the period 2019‐20 to 2024‐25.

Meandifference between fiscal need and recommended relativity using newmethod and as recommended,
2019‐20 to 2024‐25

State or territory New method Recommended

Australian Capital Territory 0.07251 0.06558
New South Wales 0.07561 0.08094
Northern Territory 0.24629 0.22503
Queensland 0.08140 0.10923
South Australia 0.12035 0.09799

Tasmania 0.11641 0.11828
Victoria 0.07577 0.09286
Western Australia 0.16590 0.20608

If I was a state treasurer, I would prefer this outcome to the certainty over one source of revenue provided
by the current approach. It would better help to ensure the state has the fiscal capacity to provide services
at the average level. There are other options for states to smooth revenue over time (borrowing and saving)
or better plan for changes (improving forecasting methods) that don’t detract from fiscal equalisation.
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There is also no evidence that increasing certainty of GST payments leads to better fiscal decision making.
The evidence available suggests states and territory may spendwindfall payments or cut spending in the face
of shortfalls.

Have the GST distribution arrangements since the 2018 legislative changes delivered a reasonable
level of horizontal fiscal equalisation?

The current approach to assessing state own‐source revenue is not delivering a reasonable level of horizon‐
tal fiscal equalisation. Replacing the current approach (aggregating assessments of individual own‐source
revenue streams) with a simpler measure (like state final demand) would be more efficient both in terms of
administrative effort required and the tax system that might arise from removing disincentives for tax reform.

The Commonwealth Grants Commission calculates revenue and expenditure ‘needs’ to determine the rela‐
tivity that is applied to state populations to determine their share of GST.

These needs needs reflects each state’s capacity to raise revenue and the amount each would spend to de‐
liver similar levels of service (as well as assessments of borrowing and investment costs and Commonwealth
payments other than the GST). A summary of these calculations for 2023‐24 is shown below.

Summary of CGC assessment calculations for 2023‐24

assessment category NSW VIC QLD WA SA TAS ACT NT

Assessed expenses 12059.21 11376.95 12726.88 13066.629 12402.80 14088.03 11495.38 25560.09
plus: Assessed investment 2256.30 2272.71 2236.54 2710.316 1775.39 1427.58 1729.14 3781.62
Assessed expenditure 14315.51 13649.67 14963.42 15776.945 14178.19 15515.61 13224.52 29341.71
less: Assessed net borrowing (a) 1919.42 1994.05 1978.45 2061.700 1861.85 1696.59 1892.80 1781.84
less: Assessed revenue (b) 7262.46 6018.01 7649.38 10494.580 5422.41 5038.55 5305.59 5950.01

Total requirement for assistance 5133.63 5637.61 5335.59 3220.665 6893.94 8780.46 6026.13 21609.86
less: Commonwealth payments 2231.40 2019.20 2499.81 2475.353 2255.04 2662.15 2095.99 4648.32
GST requirement 2902.24 3618.41 2835.78 745.312 4638.90 6118.31 3930.14 16961.54
Per capita assessed relativity (c) 0.91 1.14 0.89 0.235 1.46 1.93 1.24 5.34

The importance of revenue capacity can be seen in Western Australia’s assessment. They were assessed as
being able to raise nearly $3 000 per person more than any other state. Compare this to the amount of GST
per person to be shared, and we see much of Western Australia’s relative fiscal strength came from revenue.

Western Australia’s fiscal strength resulted in a decision to place a floor under each states relativity. Instead
of imposing a floor, another option to address Western Australia’s declining GST share could have been to
make sure the CGC’s assessments better reflected capacity. The ‘assessed’ that prefaces each category in
the table above is an important qualifier. GST relativities are based on the CGC’s assessment of each state’s
capacity to raise revenue, not the amounts they raise.

I, and others, consider the current assessments to be flawed. The reasons for this view can be seen by
comparing the CGC’s assessment of payroll tax revenue with actual revenue as shown below.
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Payroll tax revenue per capita, actual versus assessed

Your gaze might be drawn to the ACT in this chart. Not surprisingly. The ACT raises 50 per cent more revenue
per person from payroll tax than the CGC assessment1. The gap between the ACT’s actual and assessed
revenue reflects the assessment assuming limits on the ACT imposing payroll tax on the largest employer in
the capital, the Australian Government, reduce their capacity. As a result of these limits, the CGC considers
the ACT to have a similar or smaller payroll tax base per person than most other states.

So, why is the ACT’s actual revenue so much higher? Defenders of the current approach would suggest
it results from a policy choice to impose a higher tax rate, not capacity. The CGC’s methodology avoids
penalising jurisdictions for such choices, but, while the ACT does impose the highest payroll tax rate, this
policy choice likely reflects capacity not captured in the current methodology.

While payroll tax is legally imposed on employers, it is generally accepted that the economic incidence of
the tax falls on workers (in the form of lower wages) and/or consumers (in the form of higher prices). ACT
employers likely can’t pass the tax on to workers (they are competing with the Australian Government who
don’t pay the tax after all), so it is more likely passed on to consumers in the form of higher prices.

Most payroll tax in the ACT is raised from large national businesses (like the major supermarkets, banks and
the big four consulting firms) who pass the cost on to ACT consumers, both residents and other businesses
(including the Australian Government). They can do this as their customers have the capacity to pay ‐ ACT
residents have the highest average incomes in the country ‐ and likely limited choice but to do so. The current
methodology by looking at the size of the legal tax base fails to reflect the capacity of those who bear the
cost of the tax.
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So, perhaps, rather than assessing capacity to raise revenue by looking at the size of existing tax bases, the
CGC could be looking at other measures ‐ like the earnings of residents. I am not the first to make this ob‐
servation. This idea first came to my attention from Peter Abelson more than a decade ago. Peter later
brought raised them in his submission to the Productivity Commission’s inquiry into horizontal fiscal equali‐
sation. Peter argued state ‘revenue raising capacity is primarily a function of the real household disposable
income of residents after allowances for major cost of living differences’. At the time, assessments based on
this measure would lead to much higher assessments for the ACT and Victoria and much lower estimates for
Queensland and Western Australia.

Apart from its novelty, I suspect a reason Peter’s very good idea failed to capture the attention of the PC and
the CGC is that it would have required replacing an acceptedmeasure with one that would require new effort
to measure (and even more effort to agree on how it should be measured).

As a practitioner, I have always looked for simple solutions to challenging data problems. For example, I was
able to improve forecasts of GST relativities by eschewing the normal data‐rich option (which requires data
on every state’s revenue from each tax) and instead using the smallest possible set of data of past relativities
and forecasts of other Commonwealth payments. Similarly, I can see how Peter’s idea could be implemented
using available data contained in the state accounts prepared by the Australian Bureau of Statistics.

State and territory capacity to raise revenue under different methods

The chart above shows the CGC’s assessment of revenue raising capacity compared to a proposal to assess
revenue raising capacity using only state final demand. This model assumes each state’s capacity to raise
revenue is based on the size of its economy. Their capacity is then the average state revenue per dollar of
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gross domestic product per person multiplied by state final demand. Consistent with the discussion above,
the ACT’s assessed capacity is significantly increased, as is the capacity of the Northern Territory and to a
lesser extent the capacities of Victoria, South Australia and Tasmania.

The revenue ‘needs’ that arise from these twooptions are shownbelow. The changes in relative capacity from
using the proposed methods results in Western Australia’s share of GST being less affected by its revenue
raising capacity, though it would still be a donor state. The amounts received by the recipient state’s would
also be reduced, and in the case of the territories their revenue raising capacity would result in them going
from requiring additional GST payments to make up for a lack of revenue raising capacity to being donors
(though the Northern Territory’s expenditure requirements would still see it receive much more than an
equal per capita share of GST).

Comparison of GST revenue needs based on different revenue assessment methods

The results of adopting this proposed approach, or any equivalent improvement to assessing revenue raising
capacity, would have reduced the need to impose a floor under the GST relativities. Assessed state fiscal
capacities would have been much more consistent over time and, I would argue, much more reflective of
actual capacity.

Finally, one other benefit of adopting an approach to assessing revenue raising capacity based on a macro
measure like state final demand is that it would eliminate disincentives to tax reform that exist in the current
approach. Abolition of stamp duty is seen as an important economic reform. However, the current assess‐
ment methodology discourages individual states from abolishing inefficient taxes as they would continue to
be assessed as having capacity to raise revenue from the stamp duty base and risk their assessed capacity
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increasing as transactions of properties would increase in volume without the tax.

The final chart in this note shows assessed and actual stamp duty revenue, this includes stamp duty on
conveyances as well as other stamp duties. It shows the effect of the current method in the assessment of
the Australian Capital Territory’s revenue exceeding actual revenue. The Australian Capital Territory is in the
process of abolishing stamp duty, but this is ignored by the CGC. Assessments of revenue raising capacity
based on a macro measure like that proposed above would largely overcome this issue (there would still be
a smaller disincentive to the extent that state final demand per capita increased). To the extent that it does,
then it may help to unlock some barriers to productivity enhancing tax reform.

Stamp duty revenue per capita, actual versus assessed

A final note

GST relativities are ultimately a function of assessed fiscal needs per capita andGST revenue per capita. Much
of the focus on addressing perceptions some state’s shares are too high or too low has been on assessed fiscal
needs and bringing these closer to zero, a better alternative would be to increase GST revenue. For a given
set of fiscal needs, the larger GST revenue is the closer all relativities are to 1. As will be noted by many
submissions, the GST has not been the growth tax envisaged when introduced. Indeed, were it not for the
abolition of the guaranteed minimum amount as part of the introduction of the Federal Financial Relations
Act, GST payments would have fallen below the alternative ‘guaranteed minimum amount’ for some states
in 2009‐10 and potentially in latter years.

The best option to improve horizontal fiscal equalisation is to increase the amount of GST revenue shared.
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This could be done by broadening the base and increasing the rate of the GST.
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