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Abstract

After a century of Audrdian fiscd federdism, while the problems posed by
horizonta fiscd imbdance have largey been resolved, the thorny issue of verticd
fiscd imbdance remans After reviewing the evolution of economic doctrine on
fiscd federdism, this paper examines the hidoricd evolution of verticd fiscd
imbaance in the light of the views expressed by Audrdian economists over the past
century. It is argued that the perceptions of Audrdian economiss largdy reflect
wider currents in mandream economics, with an ealy “pragmaic’ view, an
orthodoxy based aound the dominant economic theory of fiscd federdism and a
“dissenting” school associated with Groenewegen.
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A CENTURY OF VERTICAL FISCAL IMBALANCE IN AUSTRALIAN
FEDERALISM

1. INTRODUCTION

Although Austrdians are accustomed to thinking of themsdlves as ditizens of anew nation —
atheme even emphasised in the nationd anthem - in fact the Commonwedth of Audrdiais
amongs the oldest continuing federd systems in the world, after the United States (1789),
Switzerland (1848) and Canada (1867) (Wetts, 1999). Given the comparativelongevity of the
Audrdian federation, its remarkable sability, and the pivotd position federdism playsin the
politicd life of Audrdia, it seems reasonable to expect that that this would have engendered
consderable scholarly interest amongst econamidts in investigating the economic properties
of Audrdian federdism. Somewhat surprisingly this has not been the case. Indeed, severd
commentators have bemoaned the neglect of Audtrdian federdism by Audraian economigts.
For example, in areview of the literature on Audrdian federaliam, Galigan and Wash

(1990, p.3) have refearred scathingly to “the rdaively few Audtrdian economists who care
about federdism”. Smilarly, Peter Groenewegen (1979, p.51) has drawn attention to the
“lack of intereq in the federal system in the 1950s and 1960s’ as a“fact of academic life’
with “little or no research carried out in the universtiesin this period’. Moreover, in the
preface to their edited volume entitied The Development of Australian Fiscal Federalism
Wilfred Prest and Russall Mathews (1980, p.xi) pointedly pay tribute to the “smdl band of
academic economists’ who contributed to the evolution of Audtrdian federdism, especidly
L. F. Giblinand R. C. Mills

Thisisnot to suggest that Austrdian economists have not made significant contributions to

both the development of federd indtitutions in Austrdia and our understanding of the

operdion of Audraian federdism. Russell Mathews, the founding Director of the now

defunct Centre for Research on Federd Financid Reaionsin 1972 and first Chairman of the
Audrdian Coundil for Inter-governmenta Relationsin 1976, iswithout doubt Audrdid's
pre-eminent scholar of fisca federdism. Together with Robert Jay, in 1972 he co-authored
Federal Finance: Inter-governmental Relationsin Australia since Federation, the first mgjor
sudy of Audrdian fiscd federdism, covering the period from federation until the end of the
McMahon government. A companion volume entitled The Public Sector in Jeopardy (1997),
written with Bhgian Grewd, dedls with the period beginning with the Whitlam adminigration



until the end of the Keeting era. Together these two texts thus provide a continuous andys's

of Audrdian fiscd federdism from 1901 to 1996 and condtitute an invaluable resource for
economigts interested in inter-governmentd financid inter-relationshipsin Audtrdia

Mathews aso made numerous other contributions to Australian fiscd federalism (see Grewa
(2000)) and was honoured inter alia by a festdhrift entitted Taxation and Fiscal Federalism:
Essays in Honour of Russell Mathews (Brennan, Grewd and Groenewegen, 1988) containing
papers by leading internationa public finance scholars.

In the modern era, saverd other Austrdian economists have made sgnificant contributionsto
our understanding of fiscal federdism. Quite agpart from his coauthorship of The Public
Sector in Jeopardy, Grewad has written extensvely on the topic. Smilarly, Cliff Wash hes
added subgtantialy to the debate, especidly on impact of the federd financid system on
urbanisation. In his textbook Public Finance in Australia (1990) and additiond writings,
Groenewegen has contributed much and set out an dterndive view to the prevailing
conventiona wisdom. Christine Hetcher, Norm Thomson, and others have further enhanced
knowledge of Augtrdian fiscal federdism. At the theoretical level, Geoffrey Brennanisa
mgjor internationd figure with his public choice perspective on federdism in the co-authored
The Power to Tax (1980) and rdated work. Together with Brennan, Jonathan Pincus has so
mede important theoretical contributions:?

In common with many other federa systems of governance, Audtrdian federalism has been
dominated by two mgor characteristics (Ter-Minassian, 1997). Firdly, the assgnment of
expenditure functions and revenue-raising cgpacitiesin the Audtrdian Condtitution and its
ubsequent interpretation, have resulted in severe verticd fiscal imbal ance consegquent upon
the fact that the Commonwedlth government collects funds in excess of its expenditure needs
whereas Sate and loca governments are unable to finance their activities. In principle,

verticd fisca imbaance can be remedied in four main ways. Expenditure responsibilities can
be transferred between the different tiers of government, taxation powers can be re-alocated,
inter-governmental grants can be introduced to redistribute funds, and indtitutionalised
revenue-sharing arrangements can be developed. Since federation in 1901 dl of these
methods have been employed in Augtrdia

Secondly, the phenomenon of horizontd fiscal imbaanceis evident a both the state and local
government levels snce these governments differ in both their revenue-raising abilitiesand
the codts of delivering service arrangements. In Audtrdia, the problem of horizonta fiscal



imbaance was initidly addressed by specid grantsto financidly distressed state and loca
governments and from 1933 onwards through equalisation procedures administered by the
Commonwedlth Grants Commision (CGC), which sought to adjust revenue rlaivitiesin
federd government transfers and determine specific purpose payments.

Given the growing magnitude and chronic neture of fiscd imbaance in the Audrdian
federation, it is not surprisng that debate amongst economists during the twentieth century
focussed the best methods of dedling with this difficult question. Indeed, it is hardly
remarkable Austraian economigts directed their efforts at the problems engendered by the
assgnation of fiscal functionsin the Audtrdian federation snce in microcosm thisis atheme
as old asfederdism itsdlf. Mathews and Grewd, 1997, p.767) have identified a key festure of
the ongoing debate on Audtrdian fiscd federdism when they lament that “ ... .theimbaancein
Audrdiais extreme, judged by ether what is gopropriate for these purposes or the degree of
imbalance in dl other economicaly advanced countries’.

It seems reasonable to describe the century-old debate on Audrdian federdism in generd,
and Audrdian fiscd federdism in particular, as echoing the controversid deliberations
conducted during the design of the United States Condtitution in the eighteenth century.
Inman and Rubenfedt (1997, p.73) have spdt out the universdity of the American dilemma
asfalows
“The framing in 1887 of the United States Condtitution marked the beginning of the
contemporary debate, pitting Montesquieu’s ided of a decentralised ‘ confederate
republic composad of sovereign dity-dtates againg the vison of Madison and the
other Federdigts of a*compound’ republic with an overarching centra government
responshility to the union’s common citizenry. The tensgon between the confederate
modd of independent city-states each with an effective veto over centrd government
actions and the compound modd of acentrd government capable of acting againgt
local interests remains a the centre of today’ s debates over the design of federdist
condtitutions’.

A second, if somewheat sublimina theme, can dso be detected in the debates over Austrdian
fiscd federdism, epecidly since the Second World War. Groenewegen (1979, p.67) has

highlighted this theme in the post-seventies period by observing that “it should be pointed out
that behind most of these changesin federadism in the 1970s lie different attitudes to therole



and the size of the public sector, and to the use of public expenditure in the solution of socid
problems’.

Various approaches to along-run andysis of verticd fisca imbaancein Audradiaseem
feasible. For example, it is possble to describe the changing historicd dimendons of verticd
fiscal imbaance and then atempt to gauge the impact of these “externd events’ on the
perceptions of Audtrdian economigts. Following this procedure, we can, in ginciple a lesdt,
try to determine how the course of Audrdian fiscd hisory might have influenced what
academic or policy economists made of the “problem” of verticd fisca imbaance and how it
might be “solved”. Alternively, we can examine the evolution of economic doctrines on the
nature of fiscal federalism and seek to ascertain how these affected the manner in which
Audrdian economigts sought to conceptudise the “dilemmeas’ posed by verticd fisca
imbalance and congtruct “solutions’ to it.

Inthis paper we shdl adopt the latter perspective and atempt to show that the deve opment
of economic doctrine on fiscd federalism has had a pronounced impact on the way in which
Audrdian economigts have tackled with the question of verticd fiscal imbaancein the
Audrdian federation. We will argueinter alia that Australian perceptions of vertica fisca
imbaance have echoed maingream thought in Anglo-American economic discourse. Thus
early concerns by Audralian economists over the growing degree of vertica fiscd imbaance
in the aftermath of federation seem to reflect the more generd pragmétic public finance
concerns over prudent fisca management as well aslong-standing anxieties over political
autonomy and the powers of taxation which can ke traced back to antiquity. Moreover, the
dominant view of vertica fiscal imbaance as a problem requiring urgent attention, associated
in Augrdiawith Mathews and his followers, seems to have emerged in concert with the
development of the modern econorric theory of federalism, which has been daborated in
detail by Wallace Oates (1972). At the sametime, dissdent internationa economic opinion
seems d 0 to have had its voice in Audrdian economics in the form of Groenewegen, who
argued that far from verticad fiscd imbalance representing a problem in the Austrdian milieu,
it in fact expressed arationd ingtitutiond response to Audraian circumstances (Dallery,
2002).

The present paper is thus concerned with way in which Augtraian economigts have
concelved of verticd fiscal imbalance as a consegquence of the interplay of received economic
doctrine and the higtorica evolution of actud verticd fiscd imbaancein Audrdia The



paper itsdf isdivided into five main parts. Section 2 briefly dedls with definitiond issuesin
the economic andlysis of federdism. Section 3 provides a synoptic review of the devel opment
of economic doctrine on fiscal federdism and verticd fiscal imbalance. The historical
emergence of verticd fiscd imbaance in Audrdiais discussed in section 4, together with the
evolving views of Austraian economists on this phenomenon. Section 5 seeksto place
Audrdian verticd imbdance in internationa perspective. The paper ends with a summary of
the main arguments in section 6.

2. THE MEANING OF FISCAL FEDERALISM

Asa conditutiona and politica arrangement federdism is notorioudy difficult to define with
any degree of precison. Preston King (1982, p.19) has only been able to classify “the
doctrine of federalism” as oneof saven “badc varieties of plurdism” which itsdlf has
numerous “variations’. Other writers are even less sanguine about establishing any rigorous
definition of the term. For instance, Beer (1977, p. 21) despairing observes thet “three
hundred years of dscusson of the topic have produced a multiplicity of meanings — so many
indeed that one authority (Earle, 1964) can subtitle abook on federdism Infinite Variety in
Theory and Practice”.

Fortunatdly, in their investigations of federal solutions to Richard Musgrave' s (1959)
dlocative, digributive and sabilisation problems pasad by economic and politica
decentrdisation, economists have never felt congrained by the condtitutiond and indtitutional
difficultiesinvolved in defining federdiam and have smply proceeded to contrast

“centralised” with “decentrdised” or federd solutions to these problems. Indeed, in this sense
virtudly al countries can said to be federd in character in o far as resource dlocation occurs
a more than one tier of government. Wallace Oatex(1977, p.4) has explicitly recognised this
proposition and argued that “the term federdism for the economigt is not to be understood in
anarrow conditutiona senss’” since “in economic terms, al government systems are more or
lessfederd” and differ only *aong some multi-dimensiona spectrum in the degree to which
fiscd decison-making is decentralised”. Audtrdian economists have typicaly aso adopted
thisingrumentaist perspectivein their andyses of Austradian fisca federadism over the past
one hundred years.

In the present context, it isworth noting that this functiond definition of fiscd federaiam
dlows usto view the phenomenon of vertical fiscal imbaance as generic to dl forms of



democratic government that embody adivison of powers, regardless of whether they are
federated or unitary sates. It follows that the possibility of verticd fiscd imbaance isthus
not vaid criticism of federdism per se as ameans of organising government. As Albert
Breton (1996, p.199) has argued “vertica fiscd imbaance is, therefore, not areflection of a
condtitutionaly entrenched divison of powers that istoo codly to change, either because of
therigiditiesin the amending formula or because of alack of sufficient consent anong
decisonmakers’ sncein unitary states these powers are necessarily vested in central
governments and il coincide with vertical fiscd imbalance.

3. EVOLUTION OF ECONOMIC DOCTRINE ON FISCAL FEDERALISM

The condtitutiond arrangements of Audtraia, the United States and other long-gtanding
federa countries were designed well before the advent of modern public finance and its
recently established doctrine on fiscd federdism. In any event, reakworld condtitutional
development typicaly owes little to abstract economic reasoning and much to the real politik
concerns of congtitutional designers (Musgrave and Musgrave, 1973). In generd, prior to
World War |1, most economigtsinterested in questions of intergovernmentd finance were
largely cancerned with practica issues surrounding “sound” finance and the fiscal viability of
ub-nationa governments rather than in the devd opment and refinement of the principles of
fiscd federdism (King, 1984). Aswe shdl see, this pragmatic policy-orientated gpproach
was echoed in the views of Audtrdian economidts to the growing magnitude of verticd fiscd
imbaance in the Audrdian federation.

The development of aformal theory of fiscal federdism had to await the aftermath of World
War 1l and the increasing “professondisation” of economics as adiscipline. Since then the
notion that a decentraisation of spending responghilities can generate subgtantia welfare
gains has won broad consensus in the economic literature (See, for example, Tiebout (1961),
Musgrave (1969) and Oates (1972)), at least in terms of the dlocative functions of
government. The theoretical gpparatus of fiscd federdism congructed by Oates (1972)
hinged on the now famous * correspondence principle’ which holds that “the jurisdction thet
determines the level of provision of the public good indudes precisdy the set of individuds
who consume the good”’ S0 asto “interndize the benefits from the provision of each good’



(Oates 1972, p. 34). Accordingly, each public good (or, mare generdly, each function of
government) should be provided by the smdlest (i.e. lowest leve) of government consistent
with no spatid spilloversinto adjacent adminigtrative regions. The concept of a bendfit region
isthus crucid to the assgnment of functionsin afederd sysem. Almost dl public goods
have limited geographica areasin which they confer benefits on citizens. Some
governmenta functions are such thet the incidence of their bendfits is nationwide (like
nationa defence or monetary policy) whereas others are geographicaly limited (asin the
case of fire brigades or dreet lighting). If the patid benefit arealis limited, then obvioudy the
benefits of some public good will be confined to resdents of that area. Moreover, if the costs
of provision of the public good are aso met by these residents and would be the same for any
leve of government, then economic efficiency will be atained when this good is provided by
the lowest possble level of government (Oates (1972 p. 35 and pp. 54-63).

Oates (1972, p. 13) himsdf identified three “economicaly desirable characteridtics’ of a
decentralized public sector. Frstly, multiple jurisdictions are likely to be more responsve to
gpatid varidionsin the demand for public goods. Secondly, competition between different
jurigdictions and the potentiad mobility of ditizens dong the lines envisaged by Tiebout
(1956) should enhance both gatic productive efficiency and long-term dynamic efficiency.
Findly, asysem of decentraized governments may promote “better public decison-making
by compdlling amore explicit recognition of the costs of public programs’ (Oates 1972, p.
13).

Despite its emphasis on the advantages flowing from decentralised government, the economic
literature ds0 Sresses the codts attendant upon decentrdisation, especidly in terms of
digtributiona equity and macroeconomic stability (see, for ingtance, Tanzi (1996)). Even for
the dlocative functions of government, powerful arguments aso exist againg the
decentralisation. For example, severd authors have advanced Tiebout-style logic of
competitive federdism arguments. Thus it has been daimed that tax exporting, or shifting
some of the burden of locd taxes onto non-residents, results from decentraized government.
Where intergovernmenta grants augment the revenues of sub-nationd governmentsin
proportion to their own taxraisng efforts, the problem of tax shifting will be compounded
since ajurisdiction’ stota revenues will be further artificidly inflated. Smilarly, from a
competitive federdism pergpective, “beggar-thy-neighbour” polidies, in the form of tax
rebates, low cost land, etc., often deployed to atract (or retain) firms to pecific jurisdictions,



can lower aggregate revenues and terminate in sub-aptimal levels of service provision
(Breton, 1996).

Other economists have devel oped public choice arguments againgt decentrdisation. For
ingance, fiscd illuson amongst loca government voters may result in excessive expenditure.
King (1984, p. 25) has doserved that ‘there is the possibility that over-provision would occur
if taxes levied by sub-centrd authorities were not perceptible to citizens, because they might
them underestimate the cogts of service provison'. Smilar argumentsinvoking amedian
voter modd aso stress the dangers of excessive expenditure. For example, some writers
maintain that where revenues depend on taxes with a limited demographic incidence,
attempts to woo median voters can mean excessive expenditure by local governments snce
these citizens only bear asmdl fraction of the cost of public expenditure (Boyne, 1998).
Alternativdy, rapidly populaing jurisdictions, or those with ahighly mobile populaion,

might well resort to debt financing and an attendant over-provison of services since current
voters know they will bear relatively few future costs. Other public choice arguments focus
on the phenomenon of “bureaucratic falure’” (Boyne, 1998).

Various other arguments have been advanced againg the decentralised governance. For
ingance, numerous commentators have clamed that sub-nationa governments cannot regp
the full benefits of economies of scale and economies of scope in the ddlivery of many
sarvices, dthough this remains hotly contested terrain (Boyne 1998). Peacock (1977) hes
argued lower tier governments might sometimes provide services, and especidly new
sarvices, rdaivdy inefficiently due to inexperience or lack of “learning by doing”. Others
have argued thet locd authorities will ignore pogtive externdities to non-residents and
consaquently under-provide loca public goods (King, 1984). An additiond and somewheat
more generd argument for centralised provision of services may be found in the
adminigrative cogts of decentralised provison. For example, in real-world federations sub-
nationd governments usudly differ in their revenue-raisng capacities and adminigratively
expengve sysems of equaising inter-governmental grants become necessary.

Since centrdl governments typicaly collect most mgor sources of revenue in multi-tiered
governance systems, verticd fisca imbaance characterises dmost dl reakworld federations.
This has necessitated inter-governmentd financid flows from centrd to lower levels of
government. Extant economic literature has focussed on three aspects of verticd fisca
imbaance. Frdly, scholars have examined the distortions in expenditure patterns by
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recipient jurisdictions (see, for example, Scott (1952)). A second strand has examined the
excessive expenditure that may flow from the bifurcation of expenditure and revenue-raisng
decisions (see, for ingtance, Hicks, (1978)). Findly, economists have andysed the way in
which monetary flowsto lower levels of government have fostered fiscdl illuson and
bureaucratic manipulation (see, for example, Courant, Gramlich and Rubinfed (1979)).

An interesting countervailing theory exists which shows that the specidisation of various
functions at different levels of government can minimise production, coordinetion and
contractud enforcement cogts in amulti-tiered system of governance through vertica and
horizontd inter-governmental competition (see Breton, 1996, pp.203-227). According to this
view, different governmentsin afederation specidise in the production and provison of
certain goods and services. Specidisation necessarily requires inter-governmental
coordination based on implicit and incomplete contacts which cannot be enforced by third
parties. For example, some kinds of tax collection, like motor vehicle regidration duties, may
exhibit large economies of scae and high coordination costs and thus lead to alower degree
of concentration than would otherwise be the case for cost minimisation. Thiskind of tax
would therefore be most efficiently collected by severd lower-tier governments.
Alterndtively, income taxes may be characterised by subgtantial economies of sce and low
coordination cogts and thus generate a high degree of concentration in their collection. This
could explain why these taxes are typicaly collected by the centrd government in afederd
system. It follows that vertica fisca imbaance may thus represent an optima method of
capturing the comparative advantages at tax collection and expenditure of different levels of
government in afederation. Aswe shdl see, this dissenting view on verticd fiscd imbaance
has an articulate Audtralian exponent in the form of Peter Groenewegen..

4. THE EVOLUTION OF VERTICAL FISCAL IMBALANCE

The Condtitution of the Commonwedth of Audrdiacameinto force on 1 January 1901 after
adecade of intense effort and brought six salf-governing British coloniesinto union. In
essence, the founders of the Austrdian federation followed the American modd by
enumerding ardatively limited lig of federad exdusve powers, together with a consderable
number of concurrent powers, leaving various unspecified resdua powersto Sate
governments (Waits, 1999). The Commonweelth government was given sole responsibility
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for activitiesin the internationd arena, like defence, trade, and immigration, while the Sates
controlled important public services, such as education, hedth, and law and order. At the
time, it was generdly anticipated that the Condtitution would guarantee the financid
independence of the states from the Commonwedlth government. This belief was soon
shattered.

In any andysis of economic and socid trends of the long term, the thorny question of
periodisation inevitably arises. In common with other countries, many aress of Audtrdian
history cannot be readily reduced to finite stages, and periodisation is necessarily arbitrary.

For example, in their sandard economic history of Audrdia, Dyster and Meredith (1990)
employ afour-stage structure, without offering any judtification: pre-1914, 1914 to 1941,

1942 to 1959 and post-1960. However, because fiscd federdism is so closaly linked to
legidative changes tha regulate taxation and expenditure patterns, the problems posed by
periodisation are much less savere. In the present context, the chronologicd divisons
developed by Mahews and Jay (1972) and Mathews and Grewd (1997) are broadly followed
since they are based largely on different legidative regimes.®

The Period 1901 to 1909

Under the new Condtitution, the states had surrendered their main source of revenue, which
lay in customs duties. However, under section 87 (the “Braddon Clausg’) the Commonwedlth
was obliged to return three quarters of these funds to the states without any obligations on
their expenditure. Moreover, sections 89, 93 and 94 of the Conditution provided thet al
“aurplus’ revenue not required by the Commonwealth government be returned to the States
for aspecified period of ten years and theregfter a the behest of the Commonwedth
Parliament. This sysem was followed in the Six finencid years from 1901/02 to 1906/07,
despite growing opposition in the Commonwedth Parliament since it could not fund other
schemes, notably socid security. Under these arrangements, the states received 93 per cent of
totd revenue in 1901/02 (OGC, 1995, p.5). Negotiations on a satisfactory method of

replacing the Braddon Clause took place over the period 1906 to 1909.

The Period 1910 to 1918/19

After aniinitid High Court challenge, the Revenue Surplus Act 1908 (amended in 1910)
came into being which abolished payments of “surplus’ funds to the states. In a survey of
developments after the first 25 years of federaism, Professor Giblin (1926, p.48) of

12



Melbourne University was able to comment that “ after the first ten years, the control of
revenue from customs and excise was left dbsolutely in the hands of the federa Parliament”.
A system of equd per capita payments from the Commonwedlth to the states was introduced
in its place under the Revenue Surplus Act 1910, which endured until 1927. In 1915, the
Commonwesdlth government introduced persond income tax (aswell asatax on
undigtributed company profits), which meant that under concurrent taxation powers,
individuas were now obliged to pay both Commonweelth and state income taxes, Snce Sate
income taxes had dready existed prior to federation. The effect of the new arrangements on
inter-governmenta finendid relationships was subgtantia: over the period 1909/10 to

1918/19 totd government revenue had more than doubled, but the proportion accruing to the
dates had falen to 55 per cent (CGC, 1995, p.6). Mathews and Jay (1972, p.86) note thet
“the expenditure of the states was much larger than that of the Commonwedth during the
first decade, but declined from 9.9 per cent of gross nationa product in 1909/10 to 8.7 per
cent in 1918/19”, predominantly due to the impact of World Wer I.

The Period 1919/20 to 1932/33
The system of equd per capita payments, supplemented by specid grants to compensate
Western Audtrdiaand Tasmaniafor their high contribution to customs revenue, continued
during the ‘twenties, despite growing opposition from the states, especidly the less populous
South Audrdia, Tesmaniaand Western Austrdia. With the end of the Grest War,
Commonwedth expenditures hed dropped from 16.6 per cent of gross nationd product in
1918/19 to only 6.3 per cent in 1928/29, while the corresponding figures for the Sates rose
from 8.7 per cent to 11.8 per cent of the States over the same period (Mathews and Jay, 1972,
p. 101). However, thistrend was not matched from a revenue perspective, mainly because the
Commonwedth had to repay massive war loans. Whereas Sate taxesincreased from 2.2 per
cent of nationa incomein 1918/19 to 3.8 per cent in 1928/29, Commonwedth receipts hed
risenfrom 5.9 per cent to 11.6 per cent (Mathews and Jay, 1972, p. 103). The problems posed
by concurrent taxation represented the mgjor chalenge to policy makersin the decade
following the war. Smith (1993, p.46) has summarised the dilemma as follows
“For the Audrdian dates, the Sgnificance of the first world war lay in the federd
invason of direct taxation. Seven different governments taxing income, land and
deceased edtates set the scene for extended tax conflict between the two tiers of
government”.
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In 1927 aFinancid Agreement was struck between the states and the Commonwesdlth
government which replaced the equa per capita grants system with an annud payment to the
dates as a contribution towards interest on state debt. In addition, the Audtralian Loan
Council was established for the purpose of coordinating Commonwedth and sate borrowing.
It was now dear that the Commonwedth government represented the financidly dominant
partner in the Audtrdian federation. Moreover, the principle of special grants from the
Commonwedth government to less popul ous ates had become well established. However,
the method of determining the magnitudes of these grants remained paliticaly contentious.

Although the sates were largdly Hill salf -financed, the problem of verticd fiscd imbalance
between the Commonwedth and the states was nevertheless evident to informed
commentators. At the time, and in common with the pragmétic prefiscd federdism ethos
then prevaent in economics, Professor R. C. Mills (1928, p.73) of Sydney Universty
observed that “the sates find it increasingly difficult to meet their politica respongibilities
from the fields of taxation which they now share with the Commonwedth, whils the
Commonwesdlth finds it necessary to explore new fields of expenditurein order to dispose of
Superabundant revenue’.

The Period 1933/34 to 1941/42

A sies of gate government inquiries, a Roya Commission on the Conditution of the
Commonwedlth, Giblin's (1926) suggestion for a gpecific Commonwedlth kard to oversee
payments, and alarge mgority in favour of secesson in the 1933 Western Audrdia
referendum, al served to precipitate the passage of the Commonwedth Grants Commisson
Bill in 1933 that established the CGC. Under the damancy system established in terms of
the CGC, the premise was determined thet “it was the obligation of the Commonwedth to
make it financidly possible for any date to give its people a standard of service
goproximately equd to that of other Sates, without being for ced to tax more severely than the
average of other gates’ (Giblin, 1949, p.93). This principle has been maintained in a variety
of indtitutiona forms to the present day.

The early work of the CGC was subject to much criticism. For instance, Fisher (1936, p.215)
argued that whereas the CGC had determined a sound conceptua bass for the size of grants,
it had been much less successful in setting “anorma standard by comparison with which the
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positions of clamant states can be measured” aswdl as solving “the problem of devisng
reliable measuring rods for making the necessary comparisons’.

The Period 1942/43 to 1946/7
The 1975/76 Commonwedth Government Budget Paper No. 7 (p.2) provides a succinct
description of fiscd inter-relationships between the federal and state governments before
World Wear 11 asfollows:
“Since federation payments of various descriptions have been made to the dates. Prior
to World War 11, these payments were mainly of amargind character and were
confined, for the most part, to specid grantsto asss financidly wesker Sates, and to
certain specific purpose grants such as assstance for roads and for debt charges’.
From the watershed year of 1942 onwards, Commonwedth transfers to sates increased
sharply. Various factors can account for thisincrease, not least a Wagner's law effect on the
scope of services provided by state governments and the crucid introduction of asingle
“uniform” income tax system by the Commonwedth governmertt.

Under the uniform taxation legidation passed by the Commonwedth Parliament in May

1942, the Commonwed th government assumed sole power to impose taxes on income for the
period of the duration of World War 11, plus one additiond year. In terms of thislegidation
the states were compensated on the basis of average tax revenue of the preceding two years.
At a1946 Premiers Conference, Prime Minister Chifley indicated that the Commonwedth
government intended to continue with the uniform income tax system indefinitely. The
legidation survived various subsequent High Court chalenges and remainsin place to the
present day.

The Period 1947/8 to 1958/59

The effects of the uniform taxation scheme were profound. By the fiscd year 1948/49, the
Commonwedth was callecting 88 per cent of dl taxes levied in Audrdia, compared to 8 per
cent by the states and 4 per cent by locd governments (Mathews and Jay, 1972, p.191).
Referring to the sea change in fiscal inter-rdationshipsin the Audtrdian federation, Mathews
and Jay (1972) observe that “not only had the Commonwed th government, with its vast war-
time powers, become used to taking unilatera action with respect to decisons affecting the
prosecution and financing of the war, the control of the war-time economy and the
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arrangements for post-war recongtruction; its assumption of uniform income tax powers hed
given it the fisca supremacy to pursue the centripetd policies...”.

A second important reason for the enormous vertical fiscal imbaance that emerged in the
immediate pos-War period resides in Commonwedth domination of the Loan Coundil.
Hunter (1977, p.55) has argued theat from this time onwards Commonwesdlth restrictions on
date borrowing “...have forced the dates into a position of subservience and incressing
reliance on ad hoc federd assstance’. It ssems dear that heisinvoking the conventiona
wisdom of the theory of fiscd federdiam in thisandyss.

In the period up to 1958, numerous methods of determining both the meagnitude of
Commonwedth trandfers to the states and its distribution between them were deployed.
However, as aresult of this process net trandfers increased and adow trend towards
equdisation of transfer funding to Sateswas st intrain.

The Period 1959/60 to 1971/72

From the 1950s the problem of vertical fiscal imbabnce was addressed by three types of
grants (Groenewegen, 1979); namdly, financid assstance grants (previoudy cdled tax
reimbursement grants), specia grants and specific purpose grants. Moreover, increasing
weight was attached to specific purpose grarts, which escaated from 23.7 per cent of total
payments to the states in 1960/61 to 31.4 per cent in 1971/72 (Hunter, 1977, p.59). Reliance
on these conditiond grants led to charges that “ . ..the States are more and more becoming the
adminigrative spending agencies of the federd government” (Groenwewgen, 1979, p.53).

The Period 1972/3 to 1975/6

The Whitlam government came to power determined to reform Audrdian federdiism on the
basis four main pillars: remove the long-standing Labour Party aim of centrdisng Audrdian
governance; recognise the importance of the states; promote local and ensure regiond
governments, and Commonwedlth government coordination of public service provison
(Groenewegen, , 1979, p. 55). In fact, the Whitlam adminigtration wascharacterised by a
rgpid increase in public sector expenditure and a growing reliance on specific purpose grants
to the dates. Totd trandfers to the states from the Commonwed th government grew from 8.1
per cent of nationa product in 1972/3 to 11.2 per cent in 1975/6, with aggregate recurrent and
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capitd grants specid purpose expanding from 2.1 per cent to 5.4 percent over this period
(Mathews and Grewd, 1997, p.88). This lead to suspicion on the part of the Sates that their
independence was being compromised and led to much acrimonious palitica activity.

The Period 1976/7 to 1982/3

The advent of the Fraser consarvative government brought with it a“New Federdism Policy”
based fixed persona income tax revenue-sharing arrangements with the states, the right for
individud statesto place a surcharge or rebate on persona income taxes, reduced reliance on
specific purpose grants and local government assstance. As events transpired, the sates
never took up the option to vary income taxes, but aggregate specific purpose grants did fal
to 4.5 per cent of nationd income, athough this should be viewed within the context of any
overd| decline in net payments to the sates to 9.5 per cent from 11.2 percent at the end of the
Whitlam era (Mathews and Grewd, 1997, p.746). Many Sate governments were obliged to
run deficits as a result. Thus even though the Fraser government was perceived as more
committed to decentraised federdism than its Whitlam predecessor, from afinancid
gandpoint date governments were worse off.

The Period 1983/4 to 1995/6

In stark contrast to the Fraser adminigtration, which a least attempted revenue-sharing
between the Commonwed th and the states and reduced the earlier reiance on specific
purpose grants, both the Hawke and Keating adminigrations “used the Commonwedth's
fiscd dominance to enhanceits political power and its &bility to influence Sate policies’
(Mathews and Grewd, 1997, p.529). The gpproach of these two governments towards fiscd
federdism was essentidly two-pronged. Firdtly, aggregate payments to the sates were
sharply decreased. For example, by 1994/95 net payments to the states had falen to 6.7 per
cent of nationd product from 9.5 per cent in 1982/3 (Mathews and Grewd, 1997, p.754).
Secondly, spedfic purpose grants were steedily subgtituted for generd revenue funds over
which the states could exert control.

Important inditutiond changesin federd arrangements aso occurred during the period of the
Hawke and Kegting Labor governments that further undermined the Audtrdian federd
sysem. For example, the Advisory Coundil for Inter-governmental Relations was dismantled.
Smilaly, taxsharing arrangements ceased. However, the Council of Augtrdian
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Governments was etablished in 1992 and it has met annualy since then to consder policy
questions rather than financia issuesper se.

The Period 1996/7 to the Present

In March 1996, a Cadition government was eected to office and itsimmediate priorities
hinged on reducing the substantia budget deficit it had apparently inherited from its
predecessor. Although an increase in financia assistance grants were negotiated at the 1996
Premiers Conference these were conditiona on the implementation of Nationd Compstition
Policy by the states. Moreover, it was decided that given “thefisca challenge facing the
government, the states will contribute to the reduction of the Commonwedth’s deficit”
(Commonwedth of Audrdia, 1996/97, p.3) by means of deductions from Commonwedth
grants.

But the mgor development under the Howard government came with the Inter-governmental
Agreement on the Reform of the Commonwesal th-Sate Financial Relationsin April 1999,
which formed part of the federd government’s comprehensive policy to reform the
Audrdian taxation system by introducing a goods and services tax (GST). In terms of this
agreement, the states would receive GST and other revenues from the Commonwedth
conditiond upon inter alia state tax reform. In effect, states would Ssmplify and narrow the
range of taxesthey collect in exchange for GST funds. Under trangtiond arrangements no
gtate will be worse off than prior to tax reform (Commonweeth Government, 1998/99). The
GST came into operdtion on & the beginning of the fiscd year 2000/01. At this paint its
impact on verticd fiscd imbaance istoo early to determine.

Overview

The question naturally arises asto changesin the degree of verticd fisca imbaancein
Audrdiaover the past century. Although we have seen that the seeds of vertical fisca
imbalance were sown in the Audrdian Condtitution itsdf (Greenwood, 1949), with the
Commonwedth government charged with callecting and rembursing cusoms duties, it is
aoparent fiscd imbaance has grown more acute in the intervening years, especidly after
1942. Definitiond and data difficulties make any precise time-series estimate of the trendsin
verticd, fiscd imbalance exceedingly difficult. However, cdculations by Mathews and
Grewa (1997) do provide a ussful guideto higtorica developments. Using three
conventiona measures of actud revenues and expenditures, Mathews and Grewd (1997,
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Table 14.5) have demondrated they uniformly indicate a sharp deterioration in vertica fiscd
imbaance for both the centra and state governments after 1942. If relative measures are
employed, which use the concept of taxable capacity based on the gpplication of a
standardised tax rate to the revenue base for that tax, then an even greater degree of vertica
fiscal imbaance is evident after 1942 (Mathews and Jay, 1997, Table 14.6).

Notwithstanding definitional and data problems; it should be noted these measures of vertica
fiscal imbaance may aso be unsatisfactory in a conceptud sense. Any comparison of trends
in revenue and expenditure magnitudes, and the resultant need for intergovernmental
trandfers, establishes neither evidence for or againg “fisca need” on the part of Sate
governments. In this sense, where the magnitude of intergovernmenta transfersis smply
taken to indicate the degree of verticd fiscd imbaance, without reference to “ externd
events’, we may have atautologica definition of vertica fiscd imbadance.

The pivota podition of the uniform taxation legidation passed by the Commonwedth
Parliament in May 1942 can be further illustrated by an examination of the compostion of

date taxation revenue in Table 1;

Table 1: Composition of State Taxation Revenue

Income  Payroll Land Estate Stamp  Gambling  Motor Other Total
taxes taxes taxes Taxes duties taxes vehicle taxes
% % % % % % taxes % %
1901-02 278 .. 219 29.8 20.8 n.a n.a .. 100.0
1908-09 323 . 10.0 26.0 221 n.a n.a 97 100.0
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191819 51.2 99 152 15.8 n.a n.a 81 100.0
1928-29 49.2 58 12.0 123 33 130 43 100.0
1938-39 59.0 28 9.9 6.9 35 138 41 100.0
1948-49 0.7 35 27.7 18.8 12.9 282 82 100.0
1958-59 112 19.7 20.5 86 304 95 100.0
1968-69 95 171 26.2 136 28.0 55 100.0
197879 37.2 58 43 16.9 101 16.3 94 100.0
1988-89 270 55 294 9.0 123 16.7 100.0
1998-99 23.2 54 176 124 113 30.5 100.0

(a) Dataup to 1988-89 are on a cash basis and for 1998-99 they are on accrua basis, resulting in abreak in series

Source: Year Book Australia (2001, p.940, Table 27.21)

Therevolutionary change in the sources of gate revenue from 1942 onwards are clear from
Table 1, with sates forced to rely on indirect taxes, and especialy after 1978/79, on payrall

taxes.

5. AUSTRALIAN FEDERALISM IN INTERNATIONAL PERSPECTIVE

In comparison with thefisca federdiam in advanced economies, the Audrdian federation is
characterised by a substantia vertical fiscal imbaance between revenue and expenditure at
the nationd and sub-nationd levels of governance. Whereas the Commonwedth government
raises about 70 per cent of tota public sector revenue, it only accounts for around haf of all
public expenditure (Craig, 1997 p.175). Thefinandia problemsraised by this verticd fisca
imbalance are addressed in two main ways. Firdly, acomplex sysem of inter-governmental
grants and accompanying inditutiond arrangements transfers funds from the Commonwedth
government to state and local governments. And secondly, State, territory and locd
governments can borrow monies for specified purposes, subject to Commonwedth
government guiddines.

Someidea of the rdaive degree of verticd fiscd imbaance is provided in Teble 2, where
“vertica current balances’ refersto the ratio of “own source’ revenues by leve of

government to “own source’ current expenditures.

Table2: Vertical Current Imbalancest

Leve of Government

Central State or regional Locd
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Overdl Current  Capital Overall Current  Capital Overall Current  Capital
balance balance balance balance balance balance balance balance balance

Australia 145 148 18.56 053 0.59 2.77 0.83 1.05 0.44
Canada 1.05 1.08 533 0.88 0.93 -1.47 053 0.60 -3.57
Germany 103 1.08 148 0.96 1.09 0.73 0.75 0.%4 -0.08
United 0.93 0.97 -0.40 124 141 294 0.66 0.75 -2.05
States

The data show average ratios over selected periods for each country. The periods chosen are Australia, 1987-
91; Canada, 1985-89 (excluding 1987 for capital balance); Germany, 1983-91; and United States, 1987-97.

Source: Adapted from Ahmad and Craig (1997, Table 1, p. 75)

A perusd of Table 2 shows that, in comparison to Canada, Germany and the United States,
Audraia suffers from an acute degree of verticd fiscal imbaance at the federd and state
levels, but not in locd governance.

Ahmad and Craig (1997) have identified three basic gpproaches to the genera problem of
fiscd imbaance in afederd sysem. Firdly, “the vertica imbaance at each levd isresolved
by tax-sharing or grant arrangements’ (p.76) and then horizontd transfers are made from rich
to poor regions, a system employed in Germany. Secondly, countries can atempt to correct
for verticad fiscd imbaance and smply ignore horizontal imbaance, asin the case of the
United States. Findly, “the vertica and horizontal imbaances are dedlt with Smultaneoudy
through a system of grants, including equalisation payments and specid purpose grants’ - the
method used in Audtrdiaand Canada. Since the extent of vertical current imbaancesin Table
2 do not gppear to vary sysematicdly with the method employed to ded withverticd fiscd
imbalance, it would not gppear that the system per se can adequately account for the high
degree of vertica fiscd imbdancein Audrdia

6. CONCLUDING REMARKS

In our earlier review of the evolution of economic doctrine on fiscd federalism and the
question of verticd fiscd imbaance, we saw that contemporary writing emphasised the
digortions in expenditure patterns, excessve public expenditure and fiscd illuson as
potential outcomes of vertica imbalance. An acerbic commentator has summearised the
normative implications of this literature by observing thet it would gppear thet centrd
governments have “wilfully created interjurisdictiond spill-overs that demand inter-
governmental trandfers that cause vertical imba ance and, one srould not doubt add, thet
foder digortions, irresponghility, illuson, and manipulaion” (Breton, 1996, p.200).
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In the specificaly Audrdian literature on fisca federalism, verticd fiscd imbalance and the
concomitant existence of inter-governmental grants have been repeatedly identified as the
root cause of the worst features of Audtrdian federalism. Austrdian economidts, like Fisher,
Giblin and Mills, writing in the days before the orthodoxy of the theory of fiscd federdiam,

al emphasised the gowing politica power of the Commonwedth vis-a' -vis the Sate
governments attendant upon vertica fiscd imbaance. In this respect, they were products of
their time and adopted a“pragmatic”’ view of fiscd federd reations then ascendant in Anglo-
American mainstream economics.

So too later commentators clearly reflect the economic orthodoxy of their own time. For
example, Mathews (1982, p.15) has argued that “the Audtraian fiscal systlem which has
evolved since World War 11 may then be seen as one which maximises the amount of
political noise and minimises the degree of dectord accountability, financid respongbility,
economic efficiency and effective public choice”. Smilarly, Wash (1988) has maintained
that vertica imbalance in Audtrdian federalism encourages “grant seeking” thet engenders
the wasteful deployment of scarce state resources in competing for limited federd grants.
Other commentators, like the Coallins Report (1988), have argued that vertica fisca
imbalance has encouraged the levying of amyriad of economicaly inefficient and regressve
taxes by financidly sraitened state governments. The Officers Report (1987) identified the
problem of tax evason and avoidance of Sate taxes as pervasve. Moreover, Gramlich
(1984), amongdt others, has argued that the compliance and adminigrative costs associated
with state taxes are inordinately high rdative to revenue collected. The pervasive influence of
the orthodoxy of the theory of fiscd federalism seems clearly evident in these views of
Audrdian economists.

Without wishing to deprecate the adverse effects of verticd fiscd imbaance in Audrdian
federdiam, it is possible to identify some Austrdian commentators who have eschewed the
prevailing fisca federdism orthodoxy and articulated the potentialy postive attributes of
Audrdian fiscd federdism. Although there gppears to be no textud evidence of his direct
influence on dissdent Audtrdian economigts, Canadian economist Albert Breton's (1996)
theoretica views on vertica fiscal imbalance seemto have a least Some Audtrdian
counterparts. In essence, Breton (1996, p.213) argued that under congtant returns to scale
“high coordination cogts cdl for high concentration”, the concentration of revenue-rasing
powers & the leve of the centrd government can be economicaly rationd in the sense that



the coordination cogts of tax collection may be minimised. An andlogous line of reasoning

has been devel oped by Groenewegen for Audtraian federdism. Arguing that the received
theory of fiscd federdiam is smply “atheoreticd rationde for the system that exigts’ in the
United States and that “tax decentraisation the result of the particular historical framework”
of American federdism, Groenewegen presents an dternative conception of the efficiency of
fiscd arrangements in Audrdia (Dallery, 2002, p.24). Groewenewegen contends thet
adminigretive efficiency of adminigtering income (and some other) taxation is maximised by
Commonwedth control and digtribution to the States The higtorical evolution of Audtrdian
fiscal federd arrangements can thus be said to reflect rational economic motives.

Notwithstanding the conceptua eegance of the dominant theory of fiscd federaism,
arguments like those proposed by Groenewegen have undoubted force. Given the
predominance of palitical and historical considerations in the development of reabworld
condtitutions, it is hardly surprising thet the Austraian Congtitution (and other most other
federad systems) do not replicate the theoretical niceties of normative fiscd federdism
(Inman and Rubinfeld, 1997). Moreover, in the find andys's, despite ther financid reliance
on the Commonwedth, exigting state governments “ enjoy firmly entrenched legd powersand
condtitutional safeguards’, “retain their distinctive status as separate governments’, maintain
“the politica loydties of thelr dectorates’ and “embody digtinctive inditutiond traditions
(Painter, 2001, p.138). Accordingly, notwithstanding growing vertica fiscd imbaance over
the firgt century of the Commonwedth of Audrdia, Audrdian federdism retains much of its
vibrancy.
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FOOTNOTES
*  Theauthor would like to thank two anonymous referees for their most hepful comments
on an erlier draft of the paper.

1. Seg foringance, Hetcher (1992) and Thomson (1976). Thislist is by no means complete
and does nat include some important contributors, like Hunter (1977) and Smith (1993),
amongs others.

2. See, for example, Brennan and Pincus (1990).

3. Detaled chronologies of taxation and expenditure in Austrailan federdism can be found
in Smith (1993) and Smith (1992) respectively.
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