





Tasmania’s main concern, however, is that the new terms of reference imply that HFE should be
used as a mech&m to create incentivesr disincentives for states to behave in particular ways,
employ particular policies or raise revenue in a given manner. It is highly questionable whether it is
desirable to pursue these goals in the first placeven more so whether HFE is an appropriate
mechanism to do so.

The Tasmanian Premier and Treasurer, Lara Giddings MP, wrote to her Commonwealth
counterpart in December 2011, expressing her disappointment at the revised terms of reference
and noting that tesemayunderminethe integrity of the process and diminighe credibility of the
Reviewoutcomes.A copy of tis letter is enclosed as an attachment to this submission

HFE as a policy instrument

Tasmania is strongly opposed to suggestions that b-Hsed to achievether exogenous policy
objectives. This would substantigl complicate HFE,overburden the system and lead to
compromised outcomes. It woulthvolveimpossiblejudgements and debate about what as is
not, desirablepolicy. It would significantlyrestrict the ability of a state’s residents to elect a
government to deliver policy in line with their preferencedefeating the purpose of a federal
system of government

If the Commonwealth and all states agree that a particular policy objective is desirabéartland
should be pursued outside the HFE systdrhe recent Nitional Health Reform Agreement and the
Intergovernmental Agreement on Federal Financial Relations demonstrate that the Commonwealth and

the states can cooperatilyeagree on, angursue shaed policy objectives.At no stage has any

party made a convincing case that HFE could be used to enhance this process or better achieve
these objectives.

Likewise, if there is a demonstrated need for large scale state tax reform, this should be pursued
cooperatively and as part of a completely separate process. Entangling tax reform with the HFE
process would reduce transparency, making it much harder for the public, and even for

governments, to understand proposed reforms or their expected outcomes.

RESPONSE TO SUPPLEMENTARY ISSUES PAPER QUESTIONS
I) Does HFE provide a disincentive for States to undertake State tax reform?

Tasmania does not consider that HFE acts as a disincentive to tax reform. There is a much stronger
argument that, by promoting risghaing and equalising incentiyesBIFE actually encourages tax
reform by reducing the associated risks.

In its previous submission, Tasmania noted that HFE is efficiency n&ttsails because HFE allows

states to provide equal services wheperaing at average efficiencyf a state can deliver services

or raise revenuemore efficiently tharthe averageit retains most or all of the savings associated
with this. Likewise, a state with poor efficiency bears fillécostof this



HFE is also policy neutreOnly those disabilities that are clearly outside of a state’s control are
assessednderthe CGC’s methodslf a state implements policies that result in economic ftine

HFE process will nocompensate that state for the greater demand on its services thalteln
contrast, if a statehasan above average proportion of a particular population group, and if it has
been demonstrated nationally th#tis group is a greater user of government services, the CGC
may undertake an assessment recognising this. Sth&sfore bear the costof poor policy
decisions, and retain the benefits of effective policy and best practice

This is also true in respect of revenue policy. For most revenue souvdesre a state chooses to
make an above average effart raising revenue, by applying a higher tate, it retains this
additional revenue. There is no direchpact on its GST share, except through its influence on the
Australianaveragetax rate. Likewise, low taxing states are not compensated through addlition
GST revenue, and their choice to apply low tax rates hasdirect impact on the assessed
revenue raising capacity

In some cases, taxation policy can indirectly affect the size of a statesue raising capacitiyor
example, a mineral rich state whiclgmsificantly incre&s state royalty rates for minerals may
reduce mining profitability, leading to less mining activity and a smaller mining revenue base.
Conversely, educed tax rates can theoretically boost a stateisiing revenue base. This ddu

mean that there are situations in which revenue policy can indirectly affect a state’s GST revenue
share.

However, even in such case# is urlikely that the indirect GST impacts would influence the
behaviour of governments in setting tax rates. Goveemts generally have multiple objectives in
mind in setting tax policy. For example, in setting mining revenue paboyell as raising revenue,

a state governmenmightbe seeking to promote economic development and growth, to encourage
regional develoment and to provide employment opportunities for workelsaving less buoyant
sectors, such as manufacturifithe specific objectives of a state government’s taxation policy will
be heavily influenced by the prefeces of the electorateThese consideratns directly influence
the living standards angellbeing of a state’s residents, and therefore drive tax policy. The indirect
GST impacts of changes in tax policy on any one state are generally very minor and not readily
guantifiable. It seems unlikelyathsuch GST impacts would be a major consideration in developing
tax policy, and even less likely that they would alter @esign

The principle of policy neutrality also applies to tax reform. If a state unilaterally introduces a new
tax, expands the sq@e of a tax base, or removes a common exemption, this will have no impact on
its assessed revenue raising capadihe reverse is also true. For exampléetCGC continues to
assess the Northern Territory’sevenue raising capacity fandtax, despite lhe Territory’s choice

not to levy this tax. The Territory bears the full cost of this decisionf-t were to suddenly
introduce land tax, it would receive the additional revenue through this measure, but its GST share
would remain virtually unchanged.

Because the CGC is guided by “what states do” in establishing its assessment methods,
cooperativestate tax reform can have an impact on the CGC’s assessments. For example, if all

states agreed to implement a new tax to address increasing costs associated with the ageing
population, this would lead to a new CGC assessment of this tax. If twere differences between

the states in capacity to raise revenue from the new tax, then the assessment would redistribute

some GST revenue so that, ultimately, adltes ©uld enjoy the same benefifsom the new tax, if

they applied average effort and efficiency



The fact that the new tax would be subject to equalisation would actually increase, rather than
decrease, the likelihood that states would jointly undertaée reform. The equalisation process
ensures that, in the long run, each state has the capacity to raise its population share of any revenue
source. This means thaprovided it applies average tax rates to its own base, every state has an
equal incentivao apply a particular taxin this sense, HFE ensures that all states always have an
incentive to introduce a new tax, regardless of expected differences in revenue raising capacity.
This may seem countantuitive until it is considered that, without HFBtates would have unequal
incentives to introduce a new tax asrae states would be able to raise meorevenue from it than

others.

This logic is just as applicable to the decision to abolish or reduce taxation. If all states elect to
abolish an ineffient tax, they will each bear similazosts in terms of overall lost revenue
(own-source revenue plusr minus their netGST redistribution), but they will all gain the local
economic benefits associated with the reform.

In practice, states apply varyingtes to their tax bases and thgill mean that their incentives to
introduce or abolish a tax will not be perfectly equal. However, HFE ensures that the incentives will
be more equal thn would otherwise be the case.

In addition, elativerevenue raising capacity changes over time and is driven very much by local
conditions, so that it is quite possible for a statebe assesseds having@bove average capacity in
one year andbelow average capacity in another. The knowledge that HFE promotes such risk
sharing can actually act as an additional incentive to undertake coopetativeform, rather than

asa deterrent.

It is possible to argue that, in specific circumstances, some states camdifwation in which a tax
policy changevould result in an inease or decrease in their GSTFor example, a state could be in

a position where its decision to abolish a tax would result in that tax no longer being average state
policy, leading to the CGC ceasing its assessment. This may result in a redistributiGisof
revenue to or from this state, meaning that the state has a theoretical incentive or disincemtive
abolish the tax.

Arguments such as this generally ignore the fact thate are many far more important factors

that influence state tax policy demas. Even minor adjustments to tax rates and policies can have
significant economic andommunityimpacts. In considering tax reform, a government is far more
likely to be concerned with the impact on current and potential taxpayers. Any theoretical HFE
impacts of tax reform, assuming they could even be identified or quantified, would clearly operate
at the margin. It is difficuliotenvisage a situation in vl HFEimpactswould alter a governmeris
eventualdecisionin relation to tax reform

This is denonstrated through historical experience. There have been occasions in the past where
the GST impacts of tax reform have been identified and considered by states. For example, states
were aware of the GST distribution impacts of theéaxes scheduld for abdition under the
1999IGA. At the time, some states arguably had an incentive or disincentiabtdish or retain

these taxes which, in theory, may have affected their decisions. In practice, the states and the
Commonwealthagreedto a schedule for aboltn of inefficient taxesvith the broadHFE impact of
abolishing these taxes considered ammnpensated accordingly. Howevehig did not deter some

states from subsequenthibolishing taxes ahead of schedule, despite the fact that the HFE impacts
of early abolition were not compensated.



Most of the debate that ensued in the years that followde 1999 IGA related to whether
“review” taxes (ie those taxes scheduled for review rather than abolitisinpuld be abolished.
States were far more concerned abotlite direct budgetary impacts of abolishing (or not) a tax,
and these budgetary impacts were the primary factor which determined the timing of the abolition
of these taxesHFE did not at any pointact as a barrier to agreeing and implementing the 1999
IGA, nor did it slow the process of reform

HFE has been practised in Australia, in one form or another, since the 1%@tes have
continually madeboth major andincremental changes to tax policy overighperiod Some
important recent reforms includeas mentioned abovehe abolition of inefficient taxes under the
1999 IGA(including the abolition of some taxes ahead of schedpkeyroll tax harmonisatiorand
the introduction of stamp duty concessioasd other incentives for first home buyers

Wide scale tax reform is challengiramd here are many significant factors which can act as a
barrier, includingtaxpayer inertiathe role and influence of interegfroups;administative and legal
complexity;cost and many othersHFE is not one of thesadtors.

It is noted that New South Wales has aeglin this forumthat HFE provides disincentiveo alter

its tax mix from less efficient to more efficient taxes, noting that it would lose GST revenue were it

to abolish conveyance duty and replace thithvhigherland taxrates Tasmania considers it much

more likely that the factors mentioned above aren@re significant barrier to states changing their

tax mix. Any change in tax policy, even when it is revenue neutral from a government perspective,
creates winners and losers. Losers typically demand compensation for such changes, and it is rarely
feasible for a government to fund such compensation from the proceeds accruing to the winners of
any reform. These are the factors that challenggaernmentwhenundertaking tax reform, rather

than the theoretical HFE impacts.

Tasmania’s decision to cancel its own unilateral State Tax Review was influenced by current
economicand fiscakircumstances in Tasmania and the difficulty of implementing signifecant t
reform under these conditions. At no stage was HFE a consideration in initiating this review or in
the decision to cancel it.

Further, it is rmotable that the AustralianGovernmert, which is not bound by the supposed
disincentives oHFE, elected not to implement most of the recommendations of the AFTS Review.

Common arguments in other submissions

In response to the Review’s July 2011 Issues Paper, some submissions raised concerns about the influence
of HFE on tax efficiency and policy. As some of these arguments are related to discussions about
disincentives and tax reform, Tasmania has summarised the common arguments, and provided comments
in response.

Some submissions argued that HFE acts as a disincentive to tax reform, since any reform
which increases a state’s tax revenue or tax base is equalised away.

For the reasons outlined above, Tasmania does not agree with this claim.

In dissecting these argumentsisi important to distinguish between policies that result in changes
in the rate of taxation, andchangesn the revenuebase.



A state’s policy decision tohangets tax rates usuallyhas no direct influence on its GST share. By
adjustinga tax rate,a stde is simplyvarying its revenue raising efforith no likely impact on the

tax baseAs noted above, this has no impact on the GST redistribution except through its minimal
influence on the Australiaaverage tax rate.

There may be circumstances where tax rate changes can have a small indiredt omphe
revenue base. For example, the CGC has previously acknowledged that mining royalty rates can
affect mining activity, and has hence made an elasticity adjustment in the past. Likewise, there are
other policy changes which can affect the size of a state’s tax base. Generally, the purpose of any
substantial tax reform is to expand or conttea government’s revenue base. pblicy change

which does result in aelative change in a state’s tax basan influence its GST share. For this
reason it is sometimes argued that states have a disincentive to undertake any policy which may
expand its tax base.

This argument neglects the fact that, in pract&tateshave very limited control ovetheir revenue

base. States do not control the main macroeconomic leverfsthe Australian economymeaning

their ability to influence their own economies is limited. States can influence some of their revenue
base indirectly through economic development and growth, but theare obviously manienefits
associated with economic growthnd these benefit@ppear to bea far greater priority for
governmentsthan GST grant seeking behaviolerhaps the greatest incentivier pursuing
economic growth is that it results in improdeliving standards and employment prospects for
residents Constituents would be unlikely tdolerate a government whictavoided economic
growth in order to accrue theoretical, unspecified GST rents three to five years later.

Tasmania is yet to encounter a genuine example of HFE acting as a disincentive to pursuing desired
tax policy Western Austilia citedone “real-life” example in its submission, this being its

“...decision in 2010 to remove a long standing royalty rate concession available to State
Agreement Act producers of iron ore ‘fines’... Had this led the CGC to reclassify iron ore fines
from ‘low rate’ to ‘high rate’ Western Australia would have faced a loss in GST grants equal to
about three times (about $1 billion per annum) the additional royalty revenue raised (about $300
million per annumy.

Assuming that Western Australia’s estimateStbe GST revenue impact are correct, Tasmania
does not deny that the incentive problem identifiedgenuinein this case. However, a$pite the
apparent magnitude of the GST impact in this situation, it did not dissuaelat Australiafrom
removing theconcession. More importantly, the incentive problem in this situation was not a result
of HFE per se. Instead was an outcome of a design flaw in the specific CGC assessment method
for the mining revenue category. This problenmeidremely rare and pdly resulted in Tasmania’s
view, from attempts to ovesimplify the mining assessmeiihe issue was readily addressed
through amendments to the terms of reference for the CGC’s annual update. The amergitnent
the terms of reference were both an acknowledgement that the incentive problems were created
by the assessment design and not HFE jtseifl an illustration that even the most extreme
examples of incentive problems can be readily fixed through small method chdimgedesign
problens with the mining assessmentan, and will be, permanentfiked as part CGC’s current
regular method reviewThe CGC is vigilant in avoiding the creation of such scenarios, and succeeds
in doing sowith very few exceptions



However, the incident above does highlight that there are issues that Ugigtfect the assessment

of mining revenue. Unlike other revenue sources, the mining revenue base is currently distributed
very unequally among states. As a result, a state which has a very large share of the revenue base,
swch as Western Australia, has a far greater capacity to impact on the assessment results than is
normally the case. There is therefore perhaps greater scope and incentive for large mining states to
alter their behaviour to affect their GST share than is taese for any other assessment.

The very uneven distribution of natural resource endowments across the states emphasises the
importance of undertaking a mining revenue assessment. According to the CGC’s assessments,
mining revenue is the single greatestuusme of discrepanes in state fiscal capacity. Aining
revenue assessmerd therefore essential if states are to have equal capa&cityrovide services

and infrastructure to their residents.

Tasmania does not consider that there is a case for altetfiegtreatment of mining under HFE
unless there is evidence th#te assessmernis influencing state government behaviour to such an
extreme extent that it is leading to significant inefficiency or a misallocation of resources.

To date, there is no evidere that the dominance of the mining base by some states influences their
behaviour in respect of their revenue base. To the contrary, resource rich states have pursued
mining development aggressivetythout relent. In regard to tax rates and their inflnee on the

base, we note that Western Australia in particular has actually provided specific tax concessions on
some mining activity in the past.

Some submissions argued that some states have grown their tax bases through their own
efforts and at considerable cost. HFE redistributes the additional revenue base to other
states but not these costs. This creates a disincentive to invest in infrastructure to grow
these bases.

There is no evidence that states with strong fiscal cajacihave achieved this thugh any
extraordinary State Government effort. Afitatesspendsignificant sums of moneyn economic
developmentand providing economic infrastructureHowever, each state’s relative fiscal capacity
has far more to do with its geographic, population and natural endowments than economic
development activityThose states with fewer natural endowments arguably face a greater task in
developing other sectors of their economy.

Mining is often cited as an example in this instance, given the infrastructureeraguats of large
mining projects.tlis questionablevhether the provision ofnfrastructure forprivate miningactivity
sector is really a public responsibility. Most of the benefits of mining production accrue to private
mining companies -this was an mportant consideration underlyinghé¢ AFTS Review's
recommendation to introduce a resource rent tax for mininfduch of the investment in mining in
the resourcerich states is actuallgomprised ofprivate investment.

RecentABS national accounts datalearly demonstrates that private investment is rapiogng
drawn to the resource sector from other sector®rivate investment in mining is forecast to
exceed investment in all other sectors I2012.The rapid growth of the resources sector is so
significat that it is severely affecting the allocation of economic resources in Australia, at the
expense of most nomesource sector§and hence less resource endowed states)

! Australian Bureau of Statistics, Australian NatibAccounts: State Accounts (cat no 5220.0).



The CGC'’s investment assessment, introduced in the 2010 Review, recognises each state’
infrastructure needs upfront. The assessment redistributes a very significant amount of GST
revenue from nonresource states (which generally have relatively sipowing populations) to the
resource rich stategwhich have faster growing populatiodsie to the influx of labouyr This
provides fast growing states such as Western Australia and Queensland with sufficient funding to
ensure that they are able to invest in infrastructure in line with growth in their population

If there is a case that mining states have to incur additional costs, these should be captured within
the regular CGC process. During the 2010 Review, Western Austraigued that it incurred
miningrelated economic development expenses over and above those of other states. The CGC
did not undertake an assessment of these costs because Western Australia was unable to produce
any evidence that this was the case.

Some submissions claimed that HFE creates incentives to game, including in tax policy (for
example, a state can increase its payroll tax rate with the aim of reducing its base and
therefore receiving increased GST revenue).

This is similar to previous arguments that HFE acts as a disincentive to tax rejorem the
theoretical impacts of changes in tax policy. As noted absueh arguments ard@ighly theoretical
and completely at odds with evidence artle way governmentsictuallythink or act. There are
many more important considerations affecting tax policy, incluthegvery significaneconomic
employmentand political impctsof any tax policy changes

In reality, if a state wanted to influence its GST revenue share, the easiest and most certain way to
achieve this would be through refusing to accept Commonwealth National Partnership Payments.
For every dollar in tied fundg that a state receives from an NPP, it loses all but its population
share of the same amount in GST revenue at a future point. From an individual state’s point of
view, there is a theoretical incentive to refused funding through NPPs in order to maximise
untied funding through additional GST revenue. Of course, states do not engage in such behaviour.
On the contrary, state governments and public sector agencies actively pursue Commonwealth
funding, despite the adverse impacts on their GST revenuesha

If a state government wasisguided enough to engagegaming behaviour, we note that there

would be a delay of three to five years before the GST distribution would reward such gaming —
period longer thanthe electoral cycle Moreover, there is no certainty that this gaming would be
successful, because of the many unpredictable factors which influence a state’s GST revenue and
which could counter the impact of gaming behaviour, including the actions of the other seven
states.

2) If so, how could an alternative form of GST distribution be designed that would
remove (or at least reduce) this effect? Would this alternative arrangement be
desirable overall?

As explained above, Tasmania does not consider that these effects or incentives exist in practice.
Moreover, Tasmania considers that equity should be the overriding objective of the GST
distribution and thataltemative forms ofthe GST distributionare likely toerode this objective.

While HFE is focussed on equalising the capacity of statpsrtartly it is not about redistributing
capacity from high income/wealth states to low income/wealth states. Rather, it ensures that
citizens of Australia have access to comparable levels of government services regardless of which
state they live in.



The Reviewterms of reference state that the GST distribution wabbntinue to provide the states

with equal capacity to provide infrastructurand services, and that GST payments will remain
untied. It is difficult to see how these principles could be preservedamadny of the alternative

GST distribution arrangements so far suggested. For example, if a segment of GST revenue was
conditional upon a state undertaking prescribed revenue policy actions, it could no longer be
argued that GST panents are untied. Instdathe GST pool may begin to resemble a specific
purpose payment.

All of the alternative models for the GST distributipmoposed so famould significangl reduce the
transparency of HFE and increasecomplexity,despitecomplexity being a chief criticism of HFE
from its detractors.

The additional terms of reference for the Review imply thatsaime point, someone (as yet
un-nominated) would be requigkto makearbitrary judgement about what is, or is not, desirable
tax policy and practiceThis would bea hugely contested task, and it is unlikely that states would
agree on all points.

Cooperativeand sensible state tax reform is a desirable objective in itself and should be pursued
outside of the HFE process. Not only does this preserve the integrity oftéxereform process,

but it is also far more likely that states would agree on a program of collective state tax reform if
this can be separated from debates about the principles and practice of HFE. Tasmania simply
cannot see any advantage in entangling state tax reform or other aspects of tax policy with the HFE
process.

A GST model that seeks to control state tax policy ligtite right of voters in any state to elect a
government which delivers a tax systepolicies, and services csistent with ther preferences.
This right is oneof the main purposes of a federal system of governmims questionable whether
Australia’s federal system could still function und#rcumstancesn which these rights we
removed or usurped.

Proposed alternatives in other submissions

In response to the Review’s July 2011 Issues Paper, some states suggested alternative GST distribution
models, some of which the Panel may examine in relation to this latest question. Tasmania has summarised
potentially relevant models suggested, and provided comments in response.

Some submissions proposed partial equalisation, such as equalisation that delivers
comparable services.

Tasmania des notsupport a model of HFE which seeks to deliyartial equalisation. This implies
that other principles, such as efficiency or simplicity, shawerride the principle of equity. This is
inconsistent with the guiding principles of the terms of reference for the review, which instruct that
states must have capacity to deliver equal infrastngcand services.

Tasmania acknowledges that equalisation operates in an imperfect world, and that it is not possible
to achieve exact equalisation. Materiality thresholds, data limitationsiargificatiormean that, in
effect, partial equalisation is already practisgte CGC has previously acknowledged this:



“Commissions have always sought to achieve equalisation subject to the quality of the analysis and
data available to them. They have implemented proximate equalisation in practice. They have
soughtto provide all States with the same capacity to deliver services after recognising material
disabilities. We do not think equalisation would be improved by including disabilities that cannot
be proven, cannot be measured with sufficient confidence, ochwvitiake only marginal changes to

how the pool is distributed, at the cost of greater complexity and possibly reduced transparency.”

In this sensgpractical concessienare already made in the HFE process to maximise transparency
and avoid unnecessary cptaxity. Tasmania doemt consider that HFE could be further simplified
under a partial equalisation objective without making considerable tradeoffs in terms of achieving
equity.

Some submissions proposed relativity floors.

Tasmania strongly opposes thencept of a relativity floor. This arrangement woubdt deliver
equity and wouldherefore be inconsistent with the Review terms of reference.

In addition to eroding the achievement of equity under HFE, a relativity floor introduces an
asymmetry into the equalisation process which clearly advantages some states over others. It
creates a situation in which two states in equal circumstances may not be treated eguedly

due to timing issues. For example, a state which experiences a major increasésoait€apacity

for one year (and therefore falls below the floor) would receive more than its required share of
GST revenue, whila state with a similar increase in fiscal capacity, but spread over a Ipeged

(and therefore not falling below the floor for any given y@aeceives a different treatmenSuch
asymmetricalscenarig are highly likelyto occur under such a modejiven the currently very
strong fiscal capacities of the resource rich states.

The strong variation and rapid rate of change ielativies in recent years is actually a
demonstration that HFE works effectivelgnd responds appropriately to changing state
circumstances, albeit with a lathe decline in the relativities of Western Australia and Queensland
are completely unsurpsing in the context of the exponential boom in mining investment and
production in these states in recent years.

Some submissions advocated removing the mining assessment from the HFE process.

Tasmania strongly opposes removing the mining assessment,yootl@r material revenue or
expense assessment, from the HFE process. This would meaagh#ywould not be achieved. It
would also reduce the transparency from the HFE process without resulting in any simplification

Similar to the comments above abaaitrelativity floor model, the removal of the mining assessment
would introduce significant asymmetry into the HFE process, compldtstgrting the delivery of
equity.

2 Commonwealth Grants Commission, Principles, Interpretation and Scope of Horizontal Fiscal Equalisation, Commission
Information Paper 2007/12.
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While Tasmania acknowledges that it is more difficult to design a perfectly politsahsuning
assessmenthere is nothing special that distinguishes mining revenue from any other state revenue
sourcefrom an equity point of viewlt is clearly inequitable to have an arrangement in which a state
with a strong conveyance duty base inigeg year sees a portion of this base redistributed to a
resource rich state with more modest conveyance duty receipts, but in which the resource rich
state’s mining revenue base is not subject to equalisation. This would completely undermine the
fairnessrinciple that underpins HFE.

3) Several submissions have suggested the use of broader indicators to assess revenue
raising capacity. If this was to be done, what indicators should be used?

Tasmania does not support the use of broad indicators to assesnte raising capacity. Broad
indicators simply do not capture, even in a rough way, the differing fiscal capacities of Istates.
would not be possible for an HFE process based on broad indicators to deliver equity.

The use of broad indicators would be appropriate if states actually raised revenue from these bases.
But this is not what states do, nor is it something they can do. For constitutional and practical
reasonsthe range oftax bases available to states is very narrow. Broad indicators, sucloss gr
state product or household income, do not have a strong relationship to these narrow and
irregular base¢Chart 1).

Chart | - Per capita ratios of state revenue raising capacity and GSP, average from
2006-07 to 2010-11
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While GSP per capita appeas link closely to the revenue raising capacities of a number of states,

it significantly overstates the capacities of the AustrallapitalTerritory and the
Northern Territory. Even the difference between revenue raising capacity and GSP for Queensland,
while it may appear relatively small on this chart, would translate to millions of dollars difference in
terms of GST revenue redistributed. This would suggest that GSP as a broad indicator would not
deliver an accurate equalisation outcome.

The CGC'’s curent revenue assessments are robust. Statesetimes dentify comparability issues

in tax policy or data, but in most cases the CGC is able to readily address these and most such
instances are minor and operate at the margiherefore, the outcomes of tree assessments are
highly accurate and reliable and the fact that broad indicators would produce significantly different
resultsfor several stateslemonstrates that broad indicators would not achieve equity. As such, the
use of broad indicators is incosgent with the Review terms of reference.

One argument for the use of broad indicators is that they are less affected by state policy, and
therefore provide a more policy neutral indicator. It is also argued that they are more efficient,
since they are leslikely to influence state behavioor impede efficient state tax policy.

In reality, a state can influence GSP, household income and other indicators, arguably at least as
much as it can influence its land tax, payroll tax or mining revenue aisgstax policy can itself
influence GSP, by increasing or reducing economic efficiency in a state’s economy.

As noted previously, there is no convincing evidence that the current assessment of state revenue
bases has any impact on state behaviour, decisidmignar tax policy. Hence, there appears to be

no justification for moving to the use of broad indicators, since these will not deliver greater
efficiency or policy neutrality.

Because broad indicators have no relationship to what states do, their useEwuld reduce the
transparency of the process. Broad indicators add another layer of “logic” to the CGC process and
make it more difficult, rather than easier, for a nspecialist to understand.

Much of thesuggested broad indicataiata isalsounreliable particularly for small state$he ABS

GSP serieds not intended to provide the same acaay as the national GDP series. Some
components of the series are estimated based on very small sample surveys with high relative
standard errors, while other components are estimated using allocators, such as population shares.
The GSP(E) series for each state also contains a large “balancing item”, which has a significant
impact on the estimated level and annual growth in GSP. This balancing item is mduedbstl

partly on very old data.

As an example of the major problems with the GSP series, note the very significant revisions to
historical data that occur each and every year for Tasmania (Table 1). Each row in the Table
represents ABS estimates of GSP growth for a particular reference year. Each column refers to the
year that a particular growth figure was published.
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Table | — Tasmanian GSP growth revisions by year of publication

Year of State Accounts publication
1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11
(% change from previous year)

1999-00 T 07 4 s 19 N3 03 0.1 0.1 0.7 04 38
. 2000-01 0.5 0.5 0.7 0.9 2.2 1.8 0.9 0.9 1.1 15 1.9
€ 2001-02 3.3 3.9 4.4 5.5 5.6 4.2 4.2 5.1 5.1 3.9
7 2002-03 0.5 2.6 2.7 2.4 2.6 2.7 3.0 3.1 3.2
£ 2003-04 3.0 3.7 3.3 4.7 4.3 4.2 4.3 4.1
§ 2004-05 4.0 4.1 3.2 3.4 2.6 2.3 3.2
o 200506 2.4 2.8 2.1 25 2.7 3.0
O 200607 2.1 2.2 3.1 25 3.8
S 200708 3.4 4.1 4.4 3.8
< 2008-09 1.4 3.4 1.4

2009-10 0.4 2.3

2010-11 2.1

Source: ABS cat no 5220.0

For example, in 19990 (the row in bold), the ABS initially estimated that GSP growth in Tasmania
was 1.1per cent compared to the previous year. However, in the following year’s publication, GSP
growth for 1999-00 was revised down to minus @&rcent. By the time of the 2003-04
publication the ABS had revised this down furtherminus 1.9per cent. In its latest publication,

the ABS estimated that GSP growth in 1999-00 was a very strongeB&:nt. The extent of these
revisions suggests that GSP is not measured with much accuracy in Tasmania. Therefore, it is
doubtful that GSP could accurately capture Tasmania’s revenue bases, conceptually or in terms of
data quality.

Tasmania doubts that the ABS would declare the quality of the GSP series fit for purpose as a
broad indicator, even ignoring the very substantial conceptuablpros with such a measuréentil

recent years the ABS labelled its GSP series as “experimehialisehold incomelata is likely to

be subject to similar issues

It should be noted that the usef broad indicators magnifies the impact of any data errbrghe
unlikely event that state revenue base data contained a significant error, this would only affect the
assessment of this particular revenue base. In the likely event that there were significant errors in
broad indicator data, these will affect thetea revenue assessment, moving the outcome even
further from the appropriate equalisation outcome.

4) How could the GST distribution be designed in order to provide incentives and
disincentives for certain State policy decisions?

5) If the method of GST distribution was utilised to provide incentives to promote the
efficiency of State taxes and mineral royalties, what specific policy decisions should be
targeted?

6) What would be the appropriate institutional arrangements for determining the
State policy to which the incentives would be targeted and assessing States’ progress?
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As noted above, Tasmania does not consider it appropriate to use HFE as an instrument to achieve
exogenous policy objectivemcentives or disincentive§asmania considers that eggumust be the
overriding principle when examining the system of HFE. Introducing policy incentives and
disincentivesvould likely work against this principle. There is a high risk that using the HFE process
as a rewarding or sanctioning tool in this way would overburden theesystt would complicate

the HFE, completely unwinding the simplification of the CGC process achissgdecent years.

The additional terms of reference in the Review and the questions outlined in the Supplementary
Issues Paper appear to presume that there is something desirable about influencing the policy
decisions, particularly tax decisions the states. This is highly questionable. The policy control
implied in the new terms of reference would significantly impact on the ability of states to deliver
services in line with their constituents’ preferences. This is particularly the case if the “desirable”
policies are imposed by the Australian Government or a national institution, which is likely to
ignore regional conditions and preferencésick of understanding of local conditions and service
delivery models may also mean that there are high efficiency costs under such a model.

Intervention of this natureeduces government transparency amdhkes it almost impossible for
voters to assign accountability.

If the Commonwealth and all states agree that a particular policy objective is desirable, this can and
should be pursued outside the HFE system. Major tax reform has been successfully agreed and
implemented in the past without theeed for adjustments to HFE principlesthe most recent
example being the introduction of the GST and the abolition of inefficient state taxes under the
1999 IGA. The receniNational Health Reform Agreement and the Intergovernmental Agreement on

Federal Financial Relations provide similar examples of cooperativegreements between the
Commonwealth and the states in the pursuit of efficiency and other object&eso stage has
anyone made a convincing case that HFE could be used to enhance this pnobesi®oachieve

these objectives.

If there is a demonstrated need fduture large scale state tax reform, this should be pursued
cooperativdy and as part of a completely separate process. Entangling tax reform with the HFE
process reducetransparencymaking it much harder for the public, and even for governments, to
understand any proposed reforms or their expected outcomdsreover, it undermines HFE and
confidence in equalisation outcomes.

7) Do States have an incentive to reduce MRRT or PRRT revenue through increasing
State mineral royalties?

8) If there are such incentives, should they be removed, and if so, how?
9) What factors influence the structure of States’ royalty regimes?

States have the incentive to maximise revenue at émonomic or othe& cost. In so doing, states

do not have an interest, or an incentive, to reduce the revenue of other governmsuath as the
Commonwealth. However, in pursuing the objective to maximise thaimingrevenue, an indirect
consequence can be a reduction irRRIT or PRRT revenué&milar to previous arguments about

the use of HFE, Tasmania does not consider it appropriate or necessary to adapt the HFE process
to address this problem.
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The MRRTand PRRTfor simplicity, referred to hereafter as the MRRT) introduthe sharing of a

tax base between the Commonwealth and the States. While the taxes applied to the resources
base by each level of government are quite different in concept, they affect the same taxpayer and
they do interact. In particular, the MRRT prdes taxpayers (mining companies) with credits for
state mineralroyalties already paid in respect of mining projects covered by the MRRiltilised

credits can also be carried forwardvith generous indexationto future years. This ultimately
means thatjf a state increases theoyalty rate it applies to highly profitable mining projects, a
consequence can be that MRRT collections are less than otherwise.

Thisresultarises due to thalesign of the MRRT, which allows states to increase royalty collection
for some projects without necessarily impacting on mining production or the burden on taxpayers.
More broadly, this problem has arisen as a resulihef fact that atax base is being shared between
both levels of government.

Note that this is not uniqueto the MRRT. Because most tax bases are shared in one way or
another, dmost any increase in a state tax can result in lower receipts of a Commonwealth tax. For
example, a large increase in a state’s payroll tax rate could be expected to lower the inobmes
employed peopleand businesses in that state, leadingldaver Commonwealth collections of
income tax.Further, since payroll tax is a deductible expense for corporate income tax purposes,
the Commonwealth will indirectly bear a proportion of any payrax increase through reduced
corporate income tax receipts.

An important difference is the extent to which the MRRT impacts Commonwealth revenues
compared to other taxes. For every dollar of additional royalty revenue a state collects from a
MRRT liablemine, the Commonwealth effectively loses a full dollar. This is not the case for other
tax regimes

The terms of reference for the Review assert that the MRRT provides a more efficient approach to
charging for Australia’s nemenewable resources than mineral royalties, and states that the Review
should be guided by this principle. It should be noted that, even if a state significantly increases its
mineral royalty rates, this does not decrease the efficiency of the MRRTON the contrary, it is the
recogniion of state royalties as a credit which theoretically ensures that the MRRT is effi€lent.
design of the MRRT ensures that, from the taxpayer’'s perspective, an increase in state mineral
royalties does not alter any of its incentives regarding productprovided the company is making,

or soon expects to make, aufficientprofit. The Supplementary Issues Papmtes thateconomic

rent can be taxed, theoretically at varying ratesthout distorting investment behaviour. Under

the MRRT, states may belalto increase their royalty revenue collections at the expense of the
Australian Government, but this does natffect the behaviour of the taxpayer and therefore does

not have any efficiency implications.

Tasmania acknowledges that this represents a negearsk for the Australian Government. If this
problem requires addressing, thegical solution is to address problems withe design of the
MRRT.As simple solution would be to cap, at current levels, the state royalty rate that can be
treated as a cred for MRRT purposesUnder this scenario, the burden of any increase in state
royalty rates thenfalls upon the taxpayer rather than the Australian Governmetthough this
would have efficiency implications
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Alternatively, the Commonwealth could consimastate access tdunding via mining development
grantsor funds where a state increases mining royalties beyond a predetermined level. Such action
was recently announced in relation to the Regional Infrastructure Fund. While Tasmania would not
necessarily endorse this approach, it does have the benefit of penalising states rather than
taxpayers.

Alternatively, the Australian Government could seek to find another way to share the tax base less
likelyto influence the behaviour of states

However, this isse is not related toHFE and should be addressed outside of the GST distribution
system One implicationof the revised terms of reference is th#te GST distributioncould be

used to sanction states which raise royalties or otherwise engage in indffigieimcreases. If it is
agreed that such disincentives are required and justified, there are many alternative ways of applying
sanctions. The GST distribution would be a highly inappropriate tool for imposing such sanctions,
given that it would interferevith HFE’s equity objectives, increase complexity, reduce transparency,
and set an undesirable precedent in Commonwe8&ithate relations.

There will be occasions where states will adjust mineral royalty and other tax rates in line with
their policy and reenue needs, regardless of the presence or not of the MRRT or other incentives.
It is important that states are still provided with flexibility to adjust their own taxation systems in
these circumstances.
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