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Foreword from the Panel

It is apparent from submissions on the second Issues Paper that many States and Territories are concerned about the Review’s extended Terms of Reference.  Most say that the Review should not be examining the use of the GST distribution system to promote efficiency in tax design or reform, and some fear that the Review has been compromised by the new Terms.  Resource taxation is a particularly sensitive point.  
State tax reform was brought up at the 2011 National Tax Forum and there were concerns about the potential for the equalisation system to affect incentives for States to reform their taxes, but this is not a consensus view.  Some States do not see the current GST distribution system as an impediment to reform, and some go so far as to say that it already encourages cooperative tax reform.  
We therefore believe it is important to be clear about the Panel’s intentions in relation to the extended Terms of Reference.  As the starting point, States can be assured that we will make up our own minds and come to our own conclusions about the issues before us, and that we will not treat our Terms of Reference as an undue constraint.  However, we all need to recognise that, for reasons of history and constitutionality, under our Federal system the States’ taxing powers are relatively limited and their spending responsibilities exceed what they can raise by a considerable amount.  By contrast, the Commonwealth’s revenue greatly exceeds its own spending ‘obligations’.  
This fiscal imbalance is set to become even more acute in future.  As the population ages, the States’ spending responsibilities, particularly on health, are likely to grow faster than their ability to raise revenue from their existing taxes.  The answer is not as simple as merely increasing rates of existing State taxes — at some stage the structure of State tax systems will need to be reformed.  This process needs to be a cooperative national one in order to reap maximum benefits from it.
So, while the Commonwealth continues to have the stronger position on fiscal matters and continues to grant (that is, give) the States billions of dollars each year, it is reasonable to expect it to have some involvement in tax reform directions, even at State level.  As such, it is important that the Panel has the opportunity to examine the full range of options relating to the interaction between horizontal fiscal equalisation and tax policy issues.  
For these reasons, and because almost everyone acknowledges that the only solution likely to succeed is a cooperative one, we encourage States to engage fully with the Panel, and the States and Commonwealth to engage productively with each other, to solve these challenging problems.  We trust that the reports of this Panel make a contribution to that objective.  
[image: image2.png]


The Hon.  John Brumby

Mr Bruce Carter

    The Hon.  Nick Greiner AC
Introduction

What has the Review been asked to do?
 

The initial Terms of Reference

On 30 March 2011 the Commonwealth announced a review of Australia’s system of distributing the GST amongst the States and Territories (collectively referred to as ‘the States’).  The Panel conducting the Review has been asked to consider whether the current arrangements for distributing the GST will ensure Australia is best placed to respond to the expected significant structural changes in the economy and will maintain public confidence in the financial relationships within the Federation.  

The Panel’s first interim report, released by the Treasurer on 23 April 2012,
 outlines the Panel’s thoughts on the matters set out in the initial Terms of Reference, taking into account the various positions and ideas put forward by States, academics and other interested parties in response to the initial issues paper.

Supplementary Terms of Reference

Supplementary Terms of Reference were issued on 17 November 2011, asking the Panel to examine and make recommendations on possible changes to the form of equalisation to achieve the following objectives:

· ensuring that HFE does not provide a disincentive to State tax reform

· utilising HFE to provide incentives and disincentives to promote future State policy decisions which improve the efficiency of State taxes and mineral royalties 

· examining the incentives for States to reduce Minerals Resource Rent Tax (MRRT) or Petroleum Resource Rent Tax (PRRT) revenue through increasing State mineral royalties.

This second interim report therefore outlines the Panel’s thoughts on these matters, again taking into account such views as have been put by States and others in their submissions responding to the supplementary issues paper released in December 2011.

The Panel believes that State tax reform must be pursued, and that the supplementary Terms of Reference properly fit as part of a broader discussion of long‑term tax reforms.  However, the Panel believes that meaningful reform will only be achieved through cooperation between the States, with the support and assistance of the Commonwealth.

The context for tax reform

Before embarking on an examination of various ideas about how Australia’s equalisation system might affect the tax reform process, it is important to take stock of where we are and how we got here.  

The Constitution provides the Commonwealth with exclusive rights to impose customs and excise duties — the largest taxes at the time of federation — and sets out its powers with respect to other taxes.
  At federation the six States lost their ability to impose tariffs and, as a transitional measure, the Constitution required the Commonwealth to pass three‑quarters of the net revenue from customs and excise duties to the new States for ten years.
  

Over time, the relative ability of the Commonwealth to raise revenue has grown.  Although between 1915 and 1942 income taxes were levied by both the States and the Commonwealth, income tax was ceded to the Commonwealth in 1942 as a war‑time measure in exchange for Commonwealth grants to the States.  More recently, in 1997, the High Court declared State business franchise fees to be invalid, representing a major loss of revenue autonomy for the States.

The largest taxes (including personal and corporate income tax) are imposed under Commonwealth legislation.  The States raise the majority of their revenues from taxes on payrolls, land, certain transactions (such as land and other property sales) and gambling.  They also impose royalties on minerals extracted in their jurisdiction.

The stronger tax raising capacity of the Commonwealth has led to a large ‘vertical fiscal imbalance’ (VFI) between the levels of government — the revenue raised by the Commonwealth is considerably larger than its own‑purpose outlays and, by contrast, the States’ own‑purpose outlays greatly exceed their own‑source revenue.  This imbalance would be larger but for action taken to reduce it from time to time, including:

· transferring tax powers to the States (for example, payroll tax was transferred to the States in 1971‑72)

· shifting expense responsibilities to the Commonwealth (for example, the Commonwealth took financial responsibility for tertiary education in 1974)

· dedicating specified Commonwealth taxes to the States (for example, since its inception in 2000‑01, revenue from the GST has been transferred to the States).

The report from the Australia’s Future Tax System (AFTS) review in 2009, the National Tax Forum in 2011 and various State reviews
 have all laid the groundwork for further reform, including at State level.

AFTS recommended a longer term shift from existing State taxes to broader land taxes, a business cash flow tax, road user charges and a resource rent tax.

State taxes were one of six significant areas addressed by the 2011 National Tax Forum.  A main outcome from the forum was that New South Wales and Queensland (initially, now New South Wales and South Australia) agreed to lead the creation of a State tax reform plan, looking at some of the more inefficient State taxes.  The first iteration of the plan is due to be completed by the end of 2012.  

The thrust of the national tax reform debate is that, in the long term, it may be better if:

· taxes are able to be rationalised, removing the ‘worst’ ones and placing greater reliance on the ‘best’ ones

· States are able to match their expenditures more closely with their own revenues and become less dependent on the Commonwealth, while the Commonwealth matches its revenue more closely to its own needs.
While acknowledging the broader reform agenda, there are limits to what will be covered in this Review.  We have not been asked to express a view on the preferred direction of tax reform — that is, which taxes to remove and which to expand — or on inter‑governmental tax sharing arrangements.
  We have not been asked to find a ‘cure’ for VFI.  Our role is to examine the interaction of State royalties and the Commonwealth’s resource tax arrangements and consider ways that the GST distribution system can be made to complement desirable tax reforms, or at least not act as an impediment.  

The Panel’s approach

The consultation process

To date the Panel has met with and consulted States (including Premiers, Treasurers and Shadows, as well as officials), the Commonwealth Grants Commission, academics with known interest in Commonwealth‑State financial arrangements and others.  

Following the release of this second interim report, consultations will continue.  A round of further meetings is planned for the end of June, and any submissions prompted by our interim reports or these consultations will be examined.  The Panel will draw together its recommendations in a final report later this year.  

The structure of this report

In the Panel’s view, it is not possible to fully understand the options for, and ramifications of, changes to the equalisation system to assist reform without first having a good understanding of how Australia’s tax and HFE systems currently operate.  Therefore, the first two Chapters address these subjects, but only in sufficient depth to allow the reader to grasp the essence of the key issues.

Chapter 3 considers whether the current GST distribution approach provides disincentives to State tax reform, while Chapter 4 reviews the interaction of State mining royalties and the Commonwealth’s resource tax reforms and examines how these systems might best work together.

Chapter 5 begins the process of considering whether changes can be made to the GST distribution arrangements to provide incentives for State tax reform (or disincentives for the absence of it).  Chapter 6 draws the various ideas together.  

The Panel’s considered but preliminary views are presented in boxes throughout the report.  Largely in the absence of specific proposals put forward by the States, the views outline the Panel’s current thinking.  The Panel encourages the States to respond to our preliminary views and assist us to refine and develop them.

How to respond to the interim reports

Interested parties are invited to provide final submissions on the approaches and proposals outlined in the two interim reports by 27 July 2012.  

	Provide your comments and ideas 

By email:
gstdistributionreview@treasury.gov.au
By post:

The Secretary
GST Distribution Review
The Treasury
Langton Crescent
PARKES  ACT  2600

All submissions will be available for reading and downloading from the Review website at http://www.gstdistributionreview.gov.au unless confidentiality is specifically requested.  


1 The tax system in Australia

This Chapter provides a basic outline of the tax system in Australia, briefly explaining the classes of revenue collected by different levels of government, the economics of taxation, and setting out information on recent tax reforms.  

In Australia, taxes are defined as ‘compulsory, unrequited [meaning one sided or unreturned] transfers to the general government sector’.
  Taxes fund general government expenditure and provide public services, but also serve other purposes, such as deterring certain types of behaviour.
  

The Australian tax system is a federal one — Commonwealth, State and local governments all levy taxes of different kinds.  The revenue raised by different taxes in Australia is illustrated in Figure 1.1.  

Figure 1.1:
 Ranking of Australian taxes by revenue raised, 2009‑10
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At the last count,
 the Commonwealth levied 99 taxes,
 the States levied 25 and local governments were responsible for one.  Ninety per cent of total tax revenue is raised from 10 taxes, with the remaining 115 accounting for only 10 per cent of tax revenue.  

The ability of different levels of government to impose taxes is subject to the Australian Constitution.
  The High Court’s interpretation of the Constitution has been pivotal in assigning taxing powers between the Commonwealth and States.

1.1 Revenue raised by States

States raise revenue from a variety of sources, both through taxes and by non‑tax means.  The amount raised by the States from various sources will depend on local economic conditions.  For example, revenue from payroll tax depends on a number of factors, which can change from year to year, such as employment rates and business growth.  Hence, the relative importance of a specific source will change over time, reflecting the changing economic circumstances of States.  

As shown in Table 1.1, the largest components of State tax revenue are payroll taxes and conveyance duties.  

Table 1.1: 
State own‑source revenue, 2010‑11

	$ million
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	ACT
	NT
	Total

	Payroll tax
	6,399
	4,354
	3,023
	2,623
	951
	286
	286
	164
	18,086

	Conveyance duty
	4,045
	3,910
	1,933
	1,140
	784
	145
	272
	102
	12,331

	Motor vehicle tax
	2,444
	1,503
	1,768
	946
	495
	139
	119
	47
	7,461

	Land tax
	2,289
	1,398
	1,042
	516
	576
	75
	110
	‑
	6,006

	Gambling tax
	1,757
	1,652
	945
	191
	404
	95
	53
	50
	5,147

	Insurance tax
	2,035
	1,456
	546
	468
	371
	65
	60
	33
	5,034

	Other taxes(a)
	1,448
	584
	718
	656
	250
	55
	344
	1
	4,056

	Royalties
	1,240
	58
	2,722
	4,213
	161
	49
	‑
	155
	8,597

	Sales of goods and services(b)
	4,838
	5,944
	4,172
	1,754
	1,879
	362
	428
	205
	19,582

	Interest income
	468
	420
	2,365
	320
	168
	40
	180
	80
	4,041

	Dividends and 
income tax equivalents
	2,110
	408
	1,232
	1,066
	403
	159
	266
	26
	5,670

	Other non‑tax revenue(c)
	2,656
	1,762
	1,219
	454
	389
	80
	137
	46
	6,743

	Total
	31,729
	23,449
	21,685
	14,347
	6,831
	1,550
	2,255
	908
	102,754


(a) The taxes in this category differ from State to State and include a range of minor taxes.

(b) Includes use of government provided services such as hospitals, and public safety user charges.  
(c) Includes revenue from fines, regulatory fees, licences etc.
Source: ABS Taxation Revenue Australia, 2010‑11, cat. no. 5506.0, ABS Government Finance Statistics, Australia, 2010‑11, cat. no. 5512.0 and State financial statements.
As can be seen from Table 1.1, apart from taxes, States raise revenue from sales of goods and services and collect a variety of non‑tax revenues, such as fines and regulatory fees.  Royalties are a relatively large source of revenue for Western Australia, Queensland and the Northern Territory, but comprise a much smaller share of revenue for the other States. 

States are responsible for the delivery of a variety of services, such as health care and education and States’ expenditure is much larger than their own‑source revenue.  The funding gap between State expenses and own‑source revenue is largely made up by transfers from the Commonwealth, including GST payments totalling $46 billion in 2010‑11
 and other Commonwealth grants totalling $53 billion in 2010‑11.

Figure 1.2 shows the main State expenses compared to own‑source revenue.  

Figure 1.2: 
Total State expenses and revenue, 2010‑11
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1.2 A brief history of taxation in Australia

When the Commonwealth of Australia was established in 1901, the Constitution gave the Commonwealth exclusive power to impose duties of customs and excise and duties on goods traded between States were removed.  Over time, the mix of taxes imposed by the States and Commonwealth has changed, with the Commonwealth either taking over or relinquishing some tax bases.  Key developments affecting States include changes to income tax, land tax, payroll tax, franchise fees and the GST.  

Tasmania was the first State to introduce income tax in 1880 and by 1907 all States had some form of income tax.  The Commonwealth first introduced income tax in 1915.  Between 1915 and 1942 income taxes were levied by both the States and the Commonwealth.  Income tax was ceded to the Commonwealth in 1942 as a war‑time measure in exchange for Commonwealth grants to the States.  

Land tax is another field in which the Commonwealth and the States had concurrent taxes in the past.  Victoria introduced the first land tax in 1877.  South Australia was the first State to tax the unimproved value of land in 1884 with most of the other States following suit over the next two decades.  The Commonwealth introduced land tax in 1910.  Concurrent State and Commonwealth land taxes were in place until 1952, when the Commonwealth abolished its land tax.
  Currently, the Northern Territory is the only State that does not impose a land tax.  
In 1971, after the States requested access to income tax to supplement their tax base,
 the Commonwealth passed authority over payroll tax to the States.  Initially payroll tax was uniformly applied, but over time various States have changed both the rate and the base to which their payroll taxes apply.  This has led to payroll tax being applied to a narrower base than in 1971.  

In 1997, the High Court declared business franchise fees levied by the States to be invalid, resulting in a major loss of revenue for States.
  Victoria estimated that it would have raised $1.2 billion from business franchise fees in 1997‑98 and that more than $5 billion overall would have been collected by the States that year.
  To replace the lost revenue, at the request of the States, the Commonwealth increased taxes on petrol, alcohol and tobacco, and passed the revenue from the increases to the States.
  The resultant payments to States were known as revenue replacement payments.

Because of a constitutional constraint,
 the Commonwealth was required to impose uniform rates of taxes on petrol, alcohol and tobacco across all States.  This led to higher rates of taxation in a few States than was previously the case.  Some States, such as Queensland, returned the extra revenue to consumers for a time to avoid price rises.  Revenue replacement payments ceased in 2000 with the introduction of the GST.  

In 2000, the introduction of the GST (partly to replace the Commonwealth’s Wholesale Sales Tax) — with the arrangement that the States receive the GST revenue — gave the States another broad revenue base.  The GST arrangement was also used to implement a range of tax reforms that saw the removal of several inefficient State taxes, such as financial institutions duties and stamp duties on marketable securities, as well as other minor taxes, such as bed taxes.

A timeline of major changes to the tax system is included in Appendix B.

1.3 Incidence and bases of tax

Ultimately all taxes are borne by individuals regardless of the entity or product that the tax is applied to.  For this reason, economists will often refer to the ‘economic incidence’ of a tax — meaning where the burden of the tax ultimately lies — by way of comparison with the ‘legal incidence’ of a tax — meaning who has the legal obligation to pay it.  
For example, the economic incidence of a tax on company profits can fall on the shareholders (through lower profits), workers (through lower wages) or consumers (through higher prices), even though the company is the legal ‘taxpayer’.  Similarly, although the GST is liable to be paid by GST registered enterprises, the economic incidence of GST also falls on the consumer of the product or service on which the GST is levied.  Where the individual (whether shareholder, worker or consumer) is a foreign resident, the tax consequences may differ from those for a domestic resident.  For example, overseas consumers of Australian goods do not always pay GST, and are usually subject to personal taxes in their country of residence.  
While individuals ultimately bear the burden of all taxes, they use their income (in the broadest sense of that term) to pay these taxes.  This income is derived from earnings on three factors of production — labour, capital and land (including natural resources).  
Earnings from land, capital and labour are subject to a number of taxes.  Once these taxes have been paid, the remaining income is saved, or used to consume goods and services, which may also be taxed.  Hence, economists generally agree that consumption taxes, such as fuel, tobacco and alcohol taxes, and transaction taxes such as stamp duties also target earnings from the three factors of production.  
1.4 Impact of taxes on behaviour

Taxes affect the behaviour of individuals and firms by creating incentives that would otherwise not be present.  For example, when goods are taxed more heavily and prices go up, individuals may shift consumption away from them.  Taxes can also have an impact on work incentives, through income tax, or on savings behaviour, through taxes (or tax concessions) on capital income.  A tax on capital income may reduce investment in firms.  Firms may also avoid certain projects or investments if the returns to capital from them are highly taxed compared with other projects.  

The behavioural effects of a tax lead to efficiency losses referred to as the ‘dead weight loss’ or ‘excess burden’ of a tax.  Figure 1.3 illustrates the excess burden of a tax using demand and supply curves.  In this example, before the introduction of the tax, markets are in equilibrium with demand for the good equal to its supply.  Introducing a tax increases the price paid by consumers, lowering their demand for the good, which in turn lowers the return received by suppliers of the good.  
Figure 1.3: 
Excess burden (or dead weight loss) of a tax
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After the introduction of a tax:

The excess burden is a result of the fact that the loss to consumers and producers is greater than the revenue collected by the tax.  Even if all tax revenue is returned to individuals, society as a whole would be worse off because the tax has distorted individual and firm behaviour.  The size of the excess burden depends on factors such as the tax rate and the price responsiveness of demand and supply.  

Taxes with lower excess burdens are regarded as more economically efficient.  

Estimates of the average excess burden of major Australian taxes and resource royalties are shown in Figure 1.4.  

Figure 1.4:
 Average welfare loss from selected taxes
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Source: KPMG Econtech (2009), CGE Analysis of the Current Australian Tax System, 2009 for the AFTS review, page 44.

Figure 1.4 suggests that several State taxes are amongst the least efficient and that considerable welfare gains may arise from replacing them or improving their design.  

1.5 Tax reform and the GST 

A significant reform to State taxes took place in 2000 with A New Tax System (ANTS).  The Commonwealth introduced the GST (replacing the Commonwealth’s Wholesale Sales Tax), and allocated the revenue from it to the States, on certain conditions.  In exchange for revenue from the GST, the States agreed to abolish a number of their least efficient taxes.  

A timetable for phasing out 10 State taxes was outlined in the Intergovernmental Agreement (IGA) on the Reform of Commonwealth‑State Financial Relations, signed by the Commonwealth and all States in 1999.  From 2000, GST grants replaced financial assistance grants and revenue replacement payments from the Commonwealth.  The Commonwealth provided transitional budget support to the States following the introduction of the GST and State tax reform.
  Revenue collected by the GST was to be distributed to the States on the basis of HFE, as had been the case with financial assistance grants.  In return, the States abolished accommodation tax, financial institutions duty, quoted marketable securities and debits tax by 1 July 2005.
  It was agreed that the relevant Ministerial Council would review the need to retain non‑quoted marketable securities duty, lease duty, mortgage duty, credit arrangement and rental duties, cheque duty and real non‑residential property conveyance duty by 2005.  

At the Ministerial Council meeting on 23 March 2005, the Commonwealth proposed a timetable for the abolition of the duties listed in the IGA.  The timetable was rejected by the States.  States proposed their own timetables which differed for each jurisdiction.  In 2008 the States and the Commonwealth signed a new IGA which gave the States until 2013 to abolish the taxes (other than real non‑residential property conveyance duty) listed in the original agreement.
  
1.6 The AFTS review

AFTS background

The AFTS panel was commissioned by the Commonwealth in 2008 to conduct a ‘root and branch review’ of Australia’s tax and transfer system, including State taxes.
  The review was tasked with making recommendations to position Australia to deal with the demographic, social, economic and environmental challenges of the 21st century.  The review panel was chaired by Dr Ken Henry AC, and included Dr Jeff Harmer, Professor John Piggott, Heather Ridout and Greg Smith.

The final report was delivered to Government in December 2009.  Of the 138 recommendations contained in the final report, around 20 related to State taxes.  
AFTS findings — general

The AFTS review found the broad architecture of the tax and transfer system was sound, but would face substantial challenges in the future.  The system needs to be robust, yet flexible enough to adapt to changing circumstances.

The AFTS broad vision for Australia’s tax system was that:

· revenue raising should concentrate on four robust, efficient, broad‑based taxes on:

· personal income
· business income 
· rents, including rents from natural resources

· consumption

· narrowly based taxes should only be used where they improve social outcomes or market efficiency through better price signals

· administration of the tax system needs to be more transparent and responsive to problems experienced by taxpayers.
In considering the mix of different taxes within this architecture, AFTS concluded that a good tax system should be based on the principles of:

· equity — meaning that individuals in similar circumstances should pay the same amount of tax and those with greater capacity should bear more of the tax burden

· efficiency — meaning that losses to social welfare and the administration and compliance costs of taxation should be minimised

· simplicity — meaning that the system should be easy to understand and simple to comply with, so that minimal resources are used to navigate it
· sustainability — meaning that the tax system should enable governments to meet changing revenue needs without resorting to inefficient taxes

· policy consistency — meaning that tax policy should be consistent with the broader policy objectives of government.

While all these principles are relevant when considering State tax reforms, the principle of efficiency is often highlighted due to the relative inefficiency of some State taxes, when compared with possible alternative taxes and tax designs.  
AFTS findings — State taxes

In relation to State tax reform, AFTS said that:

· States should have autonomy over how their revenue is raised.
· Existing State taxes are inefficient and increases in State tax rates are not a sustainable way of funding services in the future.
· States would be better placed to meet future cost pressures if they had access to a more efficient and sustainable revenue source, such as a broad based cash flow tax.
  This may be used to abolish a number of existing State taxes.  Tax base sharing options could also be considered, such as allowing States to levy a flat surcharge on personal income tax.
· State tax reform should be coordinated through intergovernmental agreements between the States and the Commonwealth to provide the States with revenue stability and to facilitate good policy outcomes.
  

As shown in Table 1.2, AFTS recommended a long term shift from existing taxes to a broader land tax, business cash flow tax, road user charges and resource rent tax.  

Table 1.2: 
Summary of AFTS findings on State taxes

	State tax
	Reform direction

	Payroll tax 
	Payroll tax should be replaced by a tax that better captures the value‑add of labour.  This could be a broad‑based wages tax or, preferably, a cash flow tax.

	Conveyance duty
	The removal of duty should be achieved through a switch to more efficient taxes, such as those levied on broad bases (including consumption and land).

	Land tax
	Land tax should be levied using an increasing marginal rate scale applying to the per‑square‑metre value of the land.  The tax should be calculated per land holding, not on an entity’s total holding.  There should be no specific exemption for principal place of residence or primary production.

	Insurance tax
	All specific taxes on insurance products, including the fire services levy, should be abolished.

	Motor vehicle tax
	State taxes on motor vehicle use and ownership, including motor vehicle registration transfer (stamp) duty and taxi licence fees, should be replaced with efficient user charges where possible.

	Gambling tax
	Options for reducing conflicts in policy‑making between regulation and revenue‑raising should be explored.

	Resource royalties
	Most existing output‑based royalty and resource rent tax arrangements imposed on non‑renewable resources should be replaced by a single rent‑based tax.  The Commonwealth and the States should negotiate an appropriate allocation of the revenues and risks from the resource rent tax.


Source: Australia’s Future Tax System, Report to the Treasurer, Part 2, Detailed Analysis, page 680.
The AFTS review also made a number of observations in respect of the impact of the current HFE system on State tax reform, namely:

· A multilateral tax change will change the relative revenue raising capacities
 of States, which will lead to a change in GST shares.
· Tax reform might be revenue neutral in an aggregate sense, but may not be revenue neutral for individual States.
· In theory, no State would have a financial incentive to resist or favour a revenue neutral tax reform if all States apply the same revenue raising effort.
· In practice, States have, and are likely to continue to have, different tax policies.  HFE will not compensate a State for revenue lost from a change in tax mix where it does not apply the average policy.  States may experience difficulties if they do not have the same ability to raise marginal revenue from the new tax base as from the old.

· The States will need to consider whether, and to what extent, differences from average policy should be reflected in their replacement taxes.

1.7 The Tax Forum and beyond
The Commonwealth convened a Tax Forum in October 2011, to discuss priorities and directions for further tax reform.

The Tax Forum covered a broad sweep of topics across six sessions: personal tax, transfer payments, business tax, State taxes, environmental and social taxes, and tax system governance.  Changes to the Commonwealth’s announced resource tax reforms and to the rate and base of the GST were excluded.  Reforms also had to be consistent with the Commonwealth’s fiscal policy.

More detailed consultation continues on many of the outcomes of the Forum:

· The State tax reform plan is examining some of the more inefficient State taxes.  The first iteration of the plan is due by the end of 2012.
· The Not‑for‑profit Sector Tax Concession Working Group is examining how existing taxation support for the sector can be provided in fairer, simpler and more effective ways.
· The Business Tax Reform Working Group is examining how the business tax system can be improved.
· The Superannuation Roundtable has the Commonwealth working with industry, community groups and other stakeholders to implement reforms to superannuation.
· There are ongoing consultations between Treasury, the Australian Taxation Office and the Council of Small Business of Australia on ways to reduce small business compliance costs.
Work is also being done by individual States to review their tax systems.  
Two States have recently completed reviews of their tax systems — the New South Wales Financial Audit (the Lambert Report) and the ACT Taxation Review.  

In relation to the tax system, the Lambert Report finds that:

The revenue base of the State, particularly the tax base, is in the main narrowly based, volatile and economically inefficient.  There are substantial opportunities to reform the tax base to achieve greater efficiency, equity and simplicity.

The report makes a number of recommendations in relation to tax reform, including:

· abolishing insurance duty (funded by a lowering of the payroll tax threshold)
· broadening the payroll tax base and reducing the payroll tax rate

· abolishing transfer duty and replacing it with a replacement tax on land value

· a feasibility study on congestion charging, with road user charges replacing vehicle taxes

· giving companies that develop new mines a choice between being charged royalties and being subject to a New South Wales resource rent tax.

The ACT Tax Review contains 27 recommendations, including:

· replacing (over 10‑20 years) stamp duty on conveyances with increased land taxes

· broadening the land tax base (achievable by abolishing the existing land tax and replacing lost revenue through higher general rates)

· abolishing general insurance and life insurance duties

· retaining payroll tax, pending a nationally agreed reform in this area

· retaining motor vehicle transfer duty, pending a nationally agreed shift to a road user charge system

· considering increasing gambling taxes, following the completion of the mandatory pre‑commitment trial period being pursued in cooperation with the Commonwealth.

2 The assessment of revenues in the current HFE system

One of the purposes of HFE is to assist States that are not as able to raise own‑source revenues as others.
  These revenue raising ‘disabilities’ represent circumstances outside a State’s direct control, such as a comparative lack of mineral endowments, fewer large businesses operating in the jurisdiction, or lower land values and house prices.  
Under the current approach to fiscal equalisation, GST shares are distributed so that States receive their population share of all ‘differentially assessed’ own‑source State tax (and mining) revenue raised, if they apply average revenue raising policy.  Not all revenue sources are differentially assessed by the Commonwealth Grants Commission (CGC), for reasons explained below.
Applying its principle of examining ‘what States collectively do’, the CGC considers State revenue raising capacities according to each head of revenue raised by any State and compares that to the average State policy.  The CGC considers whether there are likely to be material differences
 between States in their capacities to raise particular revenues and then decides whether these differences can be reliably measured.  Where both these conditions are met, the CGC makes an assessment of the amount of revenue that each State could raise from the head of revenue, if it followed ‘average’ policy.  This is known as a ‘differential assessment’.

Where the CGC does not believe it can effectively make a differential assessment for some reason, those State revenues are allocated on a population share basis, known as an equal per capita (EPC) assessment.  The effect of an EPC ‘assessment’ is to treat States as if they each have the same per capita capacity to raise revenue from these sources.
2.1 State revenues assessed by the CGC
Revenues differentially assessed
In its 2010 Review, the CGC decided that reliable assessments, producing material differences in the GST distribution, could be made for the following State own‑source revenues:

· Payroll tax — a broad based tax on wages and related benefits paid by employers.

· Land tax — a tax imposed by all States except the Northern Territory on the ownership of land used for income producing purposes.

· Stamp duty on conveyances — a tax on the transfer of ownership of property, based on the value of property transferred, paid by the purchaser.

· Insurance tax — a tax imposed on insurance premiums.
  

· Motor taxes — various charges including the annual motor vehicle registration, traffic improvement and number plate fees, stamp duties collected when new vehicles are registered and ownership of used vehicles is transferred.

· Mining revenue — mining royalties levied on mining production and fees collected for exploration permits.

Revenues not differentially assessed

Where the CGC thinks that calculating the average policy cannot be done, or would not give the right result, it groups revenues in an Other (or miscellaneous) revenue category.  This category covers:

· revenues for which a reliable and material assessment cannot be developed

· revenues collected only in a minority of States (that is, revenues that are not part of the average revenue raising policies)

· a balancing item to ensure that the total revenue included in the CGC assessments equals the total in the Australian Bureau of Statistics Government Finance Statistics (ABS GFS).

The following classes of revenue are included in the Other revenue category:

· taxes that are to be abolished under the Intergovernmental Agreement

· gambling revenue 

· fees and fines

· user charges (such as property titles user charges and public safety user charges) — but not those associated with admitted patients, housing and functions usually performed by public trading enterprises

· contributions by trading enterprises

· interest and dividend income.
Further explanation for the treatment of these revenues, which collectively comprised $47.5 billion in 2010‑11, or about the same as the GST revenue, is given below.

Gambling revenues

In the 2010 Review, gambling revenues raised by States ceased to be differentially assessed because the CGC judged that it could not develop a reliable and material assessment for those revenues.

In its first submission to the GST Distribution Review, Western Australia said:

… it is ironic that Western Australia is penalised for increasing royalties (by pricing minerals more appropriately) but would keep all of the additional gambling revenue if it lifted its socially‑responsible ban on poker machines.

Gambling revenue was differentially assessed prior to the 2010 Review.  In the 2004 Review, the measure of capacity to raise gambling revenue was Household Disposable Income (HDI), discounted by 50 per cent because factors other than gamblers’ incomes influenced the level of gambling activity.  Queensland, South Australia and Tasmania were assessed to have below average capacity to raise gambling revenue.  

The GST share effects of gambling revenue in the 2009 Update are shown in Table 2.1.

Table 2.1: 
Effects on GST distribution from the gambling revenue assessment, 2009 Update

	
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	ACT
	NT
	Total

	Gambling revenue ($m)
	‑32
	‑15
	48
	‑2
	13
	9
	‑22
	‑0
	70

	Gambling revenue ($pc)
	‑5
	‑3
	11
	‑1
	8
	18
	‑62
	‑1
	3


Source: CGC, 2009 Update Report supporting tables, Tables F‑1 and F‑2.

Further analysis by the CGC in the 2010 Review indicated that the relationship between HDI and gambling was weaker than presumed in the 2004 Review, suggesting that a discount of more than 50 per cent was required.  The CGC also found that the literature identified personal income as not being a good indicator of gambling expenditure, providing only limited guidance in determining which socio‑economic and behavioural factors influence gambling activity.  In part, this was due to a disproportionate amount of gambling expenditure being undertaken by a small proportion of problem gamblers.

In addition, the CGC found that the link between gambling expenditure within a State and gambling revenue raised by a State was becoming less clear as a result of growth in on‑line gambling, which facilitates gambling by interstate and overseas residents.

The States that would benefit from an EPC assessment of gambling revenue supported gambling revenue not being differentially assessed, while States that would benefit from a differential assessment (Queensland, South Australia and Tasmania) did not.  These three States argued that the CGC should make a differential assessment of gambling revenue because substantial revenues were collected (around eight per cent of State own‑source revenue) and there were differences in the capacities of States to collect them.  However, the CGC did not agree that either of the approaches suggested by the three States would produce a reliable assessment.
  Further submissions on the treatment of gambling revenue would ordinarily be reviewed by the CGC in the course of its regular methodology reviews.

Remaining revenues not differentially assessed

The remaining revenues in the CGC’s Other category are a mixture of:

· revenues which it is not average policy to raise

· revenues for which the CGC believes an EPC assessment to be the appropriate outcome

· revenues that are equalised elsewhere in the system.

Where States have agreed to abolish taxes, no differential assessment of them is made by the CGC from the year those taxes no longer represent average policy.  
Where there are no underlying drivers that vary across States, such as when levying fees, fines and certain user charges (such as property titles user charges and public safety user charges), the revenue raised depends solely on the policy discretion of States.  In these cases, the CGC considers an EPC assessment appropriate.  

An alternative explanation for an EPC treatment of such user charges (based upon the views of academics such as Professor Cliff Walsh and others) is that where:

… state fiscal activities correspond to the benefit taxation principle where residents are taxed according to the benefit received … there is no need to equalise on horizontal equity grounds.

User charges for admitted patients and housing are treated differently to other user charges, because the CGC concludes that there are underlying drivers affecting the ability of States to raise these charges.  For example, some demographic groups are more likely than others to have private health insurance, and public housing user charges will vary with the need to provide public housing.  These user charges are netted off their corresponding expenses and therefore the net impact on States’ budgets is included in the HFE calculation in that way.

Revenues from contributions from Public Trading Enterprises, along with other interest earnings and dividends, are equalised through the net lending assessment and consequently no further equalisation need be applied to them.
2.2 The CGC revenue assessment process
Tax bases and rates

For the six own‑source revenues that are differentially assessed (payroll tax, land tax, stamp duty on conveyances, insurance taxes, motor taxes and mining revenue), the CGC aims to assess each State’s relative revenue raising capacity.  To do this, the CGC works out the appropriate tax base for each State for each revenue head and, using the total revenue raised by States for that revenue source, the average rate to apply to that base.

Tax bases are measured using the value of transactions, assets or goods that would be taxed by that State under the average tax policy.  For example, the tax base for stamp duty on conveyances is the value of property sold in a State and the base for mining revenue is the value of the State’s mining production.  
Once the CGC has established the appropriate tax base and average rate, it calculates how much revenue that State could raise if it applied the average tax rate to its tax base.  This is called its ‘assessed revenue’.
If a State’s assessed share of the revenue raised is greater than its population share of the revenue, it has above‑average revenue raising capacity for that particular revenue source, and this will act to decrease its GST share.  Conversely, having a below‑average revenue raising capacity will increase its GST share.

Policy neutrality

As explained in the Panel’s first interim report, the CGC aims to make its assessments in a policy neutral way.
  Policy neutrality is intended to ensure that neither the actual policies of an individual State, nor interstate differences in policies, directly affect GST shares.  It is also intended to ensure that the GST distribution process does not provide the States with direct incentives to vary their policies.  However, the policies of each State will have some effect on the averages.  

A further aspect of the policy neutral approach is that the CGC makes no explicit or implicit judgments about what States could or should do.  No revenue source is treated differently to any other on the grounds of it being more or less economically efficient, fairer, or otherwise worthier.  The tax mix constructed by the CGC reflects the actual average mix of taxes across the States, not a theoretical optimised version.  Similarly, no account is taken of the potential changes in the level of activity that would be caused by the differences between the tax rates actually imposed by the States and the average tax rate (tax elasticity effects).
Policy neutrality can be difficult to achieve where one State has much more than its per capita share of a revenue base.  The CGC tries to deal with such cases by grouping together similar activities that have similar tax treatments, but this approach is not always successful in achieving policy neutrality, and can sometimes produce unintended consequences.  The Panel’s first interim report noted the potentially perverse effects which might follow royalty rate changes in the current mining assessment.

2.3 Determining the average revenue policy
At the simplest level, the average policy is encapsulated in the State average per capita revenue for each tax.
  Those averages are a weighted average of the per capita revenues of each State, where the weights are determined by the State populations.  While this ensures the policies applicable to each person have the same weight in determining the average, the policies applied by the more populous States have a greater impact on it.

The average per capita revenues can be considered as reflecting the outcome of applying the average policies to the average circumstances.  They seek to capture the average tax rates, average concessions, average anti‑avoidance efforts and the average level of taxable activity as defined by the average scope of the tax base.  
Determining the average policy for any particular revenue head is easier when all States are active in the field on a similar basis and the activity can be measured accurately.  However, determining the average policy is more difficult when some States do not impose the tax, States impose it on different terms, or there are measurement comparison problems.  In these cases, the CGC aims to distil the main thrust of State polices from their often disparate policies in as neutral a way as possible.

The CGC does this by first applying a threshold test.  The CGC considers that it is not average policy to impose a tax unless a majority of States do so, and the tax affects a majority of the aggregate tax base or relevant population.  If that threshold is not met (that is, average policy is not to raise the tax) revenues are not differentially assessed (that is, they are assessed EPC).  If the threshold test is met, the CGC bases the average policy on the average observed effective tax rate.  
Some examples of the CGC’s approach are outlined below:

· The imposition of land tax is considered to be the average policy because it is imposed in all States except the Northern Territory and the average is derived by treating the Northern Territory as if it levied the tax at a zero rate.  In this way the Northern Territory’s policies do not directly affect its GST share, and its budget bears the burden of its decision not to levy land tax.

· For taxes that the Commonwealth and the States have agreed to phase out, the tests are based on the tax policies expected to apply in the year the relativities are to be used.  If it appears the tax would not apply in a majority of States and to a majority of the aggregate tax base in the application year, the CGC concludes that the average policy is not to impose the tax.  Any revenue raised from the tax during the assessment years is not assessed differentially and States continuing to raise these revenues are treated as making above average efforts to raise revenue.
  
· If only a few States raise a tax but all, or the vast majority, of the tax base is located in those States, such as with royalties on iron ore, the CGC’s usual approach is to group that activity with activities in other States which receive a similar tax treatment.
  Under this approach, disparate mining activity is grouped across commodities in the mining revenue assessment.

If it is average State policy to exempt a particular group of taxpayers, this will be reflected in the CGC’s assessment of the appropriate tax base.  

Where some, but not all, States exempt transactions from a tax, the exemption is treated as average policy only if it applies in a majority of States and they have a majority of the tax base.  If an exemption forms part of average policy, but the definition of the exemption varies between States, its level is often determined using a weighted average of the exemptions in all States, with the weights reflecting each State’s contribution to the aggregate tax base.  This happens, for example, with the exemptions from payroll tax for employers with small payrolls.
In some cases the tax base is not treated as a whole, but is segmented, with different average rates calculated for each segment.  This approach is referred to as a value distribution adjustment (VDA) and is used by the CGC in cases such as property taxes, where States have progressive tax scales.  

The accuracy of the CGC’s assessments depends upon the available data.  The CGC makes a judgement as to the ‘fitness for purpose’ of data used in its assessments, in particular the reliability and comparability of data across States.  Where the CGC has concerns about the ‘fitness’ of data, it may introduce a discount.  For example, the land tax assessment includes a discount due to some concerns over the reliability and comparability of State Revenue Office data used in the assessment.  The effect of a discount is to reduce the size of any GST redistributions arising from an assessment.  

Despite the CGC’s carefully considered assessments, the results may not be always intuitive.  For example, given their similarity in other ways, it may be expected that New South Wales and Victoria would have a similar level of insurance activity.  However, the Australian Prudential Regulation Authority (APRA) data used in the insurance tax assessment shows a large difference in the level of insurance activity between these States.  The CGC considers that Victoria’s lower per capita premium revenue is consistent with Victoria having lower property values and motor vehicle premiums.

2.4 Revenue raising capacity

Revenue raising capacities are calculated by the CGC for each revenue head for each of the three assessment years included in an Update of relativities.  Each revenue head contributes to the derivation of the overall relativity applying to a State in an assessment year and, consequently, the average relativity used to distribute GST revenue in the application year.
States’ capacities vary across revenue heads.  Even within a particular revenue head, a State’s revenue raising capacity can change as its underlying circumstances change relative to other States.  This means that if circumstances in other States change, one State’s revenue raising capacity may vary, even though there is no change to its own circumstances.

Revenue raising capacities are also expressed as a percentage of the average revenue raising capacity, known as revenue raising capacity ratios.  For example, from Table 2.2, it can be seen that New South Wales had a revenue raising capacity ratio of 110.4 per cent of the average for insurance tax in 2010‑11.

Table 2.2 shows the revenue raising capacity ratios for each differentially assessed revenue head for each assessment year included in the 2012 Update.

Table 2.2: 
Assessed revenue raising capacity ratios, 2012 Update
	
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	ACT
	NT
	Average

	
	%
	%
	%
	%
	%
	%
	%
	%
	%

	Payroll tax
	
	
	
	
	
	
	
	
	

	2008‑09
	106.4
	102.1
	88.9
	118.0
	81.6
	71.1
	100.9
	81.1
	100.0

	2009‑10
	105.8
	101.1
	89.4
	122.7
	77.8
	72.2
	106.4
	83.5
	100.0

	2010‑11
	104.9
	99.9
	90.1
	131.8
	75.8
	67.9
	89.7
	84.1
	100.0

	Land tax
	
	
	
	
	
	
	
	
	

	2008‑09
	100.9
	93.5
	110.3
	144.4
	59.2
	43.2
	61.4
	69.4
	100.0

	2009‑10
	99.2
	95.2
	112.8
	137.2
	62.2
	46.5
	62.5
	70.0
	100.0

	2010‑11
	97.5
	103.5
	106.7
	133.8
	62.9
	46.2
	59.7
	69.7
	100.0

	Stamp duty on conveyances

	2008‑09
	96.5
	97.6
	120.7
	101.9
	72.3
	62.9
	115.6
	104.6
	100.0

	2009‑10
	100.4
	102.5
	98.7
	125.2
	65.0
	59.8
	131.6
	91.8
	100.0

	2010‑11
	105.4
	115.2
	88.1
	100.6
	68.0
	55.3
	125.0
	78.9
	100.0

	Insurance tax

	2008‑09
	113.4
	98.1
	92.2
	88.7
	96.1
	76.1
	91.5
	80.5
	100.0

	2009‑10
	111.8
	93.8
	95.2
	96.3
	98.3
	78.1
	92.4
	79.5
	100.0

	2010‑11
	110.4
	93.2
	96.4
	98.7
	99.7
	77.9
	90.3
	85.3
	100.0

	Motor taxes
	
	
	
	
	
	
	
	

	2008‑09
	87.0
	102.1
	105.5
	128.1
	99.2
	105.0
	86.6
	91.2
	100.0

	2009‑10
	88.1
	103.3
	102.3
	126.2
	100.7
	104.7
	88.2
	91.4
	100.0

	2010‑11
	88.7
	103.8
	101.3
	124.9
	100.8
	104.8
	87.8
	92.0
	100.0

	Mining revenue

	2008‑09
	52.2
	6.0
	203.9
	360.9
	26.2
	23.9
	0.0
	122.3
	100.0

	2009‑10
	47.8
	3.9
	159.8
	451.9
	36.9
	29.0
	0.0
	157.2
	100.0

	2010‑11
	42.6
	2.3
	141.0
	505.8
	41.9
	27.0
	0.0
	126.2
	100.0

	Total revenue

	2008‑09
	96.0
	91.2
	110.4
	132.0
	84.2
	79.8
	88.9
	95.8
	100.0

	2009‑10
	96.9
	93.6
	102.9
	135.7
	85.0
	81.4
	94.8
	96.8
	100.0

	2010‑11
	95.6
	93.1
	101.0
	146.5
	84.6
	79.1
	88.5
	94.4
	100.0


Note: The ACT has no mining activity, and so is assessed as having no capacity to raise mining revenue.  All States are assessed to have the average capacity to raise Other revenue.
Source: CGC 2012 Update data downloads, Table S3‑1.
The above average revenue raising capacities of States, as assessed by the CGC, can be summarised as:
· Queensland and Western Australia are the only States to have above average capacity to raise revenue overall, predominantly, but not exclusively, due to their capacity to raise mining revenue.  With the exception of the Northern Territory, other States have substantially below average capacity to raise mining revenue.

· In Western Australia, virtually all own‑source revenue bases are relatively strong.  Queensland also has stronger than average land values and property sales (although these have declined substantially), but weaker than average payrolls.  
· New South Wales has a relatively strong payroll base, but relatively weak motor vehicle base.  Victoria has revenue bases relatively close to the national average in most areas.  South Australia and Tasmania are relatively weak across most categories, especially property sales, payrolls and land values.  The Australian Capital Territory has relatively strong property sales, but a lower share of the land tax base and no capacity to raise mining revenue.

· The Northern Territory has a strong mining base, but below average capacity to raise revenue overall, due to its revenue raising capacity across all taxes other than mining being below average.

2.5 Revenue raising effort

An additional revenue raising ratio, often quoted in conjunction with revenue raising capacity, is revenue raising ‘effort’.  Revenue raising effort is the ratio of actual revenue per capita to assessed revenue per capita.  A ratio greater than 100 for a State indicates the State raises more revenue than if it had applied average policies (‘above average effort’).  A ratio below 100 indicates ‘below average effort’.

Greater effort may reflect a State having a higher rate of tax than average, or it may reflect the State including additional taxpayers compared with the average, for example, by having a lower than average payroll tax threshold.  Lower effort may reflect the inverse situation, that is, lower than average tax rates or additional taxpayers excluded from paying tax.

As the GST distribution reflects average effort, any above average effort by a State has no adverse effect on its GST share (other than indirectly through the effect on the average policy calculation).  Conversely, a State’s budget bears the burden of below average effort, as the HFE system assumes that State makes the average revenue raising effort.  
The revenue raising effort ratios (expressed as percentages) for the assessment years included in the 2012 Update are shown in Table 2.3.

Table 2.3:
 Assessed revenue raising effort ratios, 2012 Update
	
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	ACT
	NT
	Average

	
	%
	%
	%
	%
	%
	%
	%
	%
	%

	Payroll tax
	
	
	
	
	
	
	
	
	

	2008‑09
	108.4
	92.9
	91.1
	110.1
	89.2
	93.4
	98.5
	107.3
	100.0

	2009‑10
	106.9
	96.2
	88.7
	108.8
	93.2
	97.8
	95.2
	105.3
	100.0

	2010‑11
	104.7
	97.5
	92.3
	103.4
	95.0
	103.5
	110.0
	106.1
	100.0

	Land tax
	
	
	
	
	
	
	
	
	

	2008‑09
	122.3
	103.6
	67.4
	78.1
	146.4
	143.4
	155.7
	0.0
	100.0

	2009‑10
	123.0
	94.7
	78.2
	73.2
	146.0
	147.8
	168.5
	0.0
	100.0

	2010‑11
	120.5
	98.4
	80.2
	71.4
	140.0
	118.2
	189.1
	0.0
	100.0

	Stamp duty on conveyances

	2008‑09
	92.9
	118.0
	79.7
	104.0
	135.3
	111.5
	113.1
	107.8
	100.0

	2009‑10
	95.1
	110.3
	82.7
	105.0
	129.9
	99.6
	111.7
	111.2
	100.0

	2010‑11
	96.5
	107.1
	88.4
	97.4
	126.6
	95.8
	110.1
	103.5
	100.0

	Insurance tax

	2008‑09
	76.9
	110.9
	89.5
	148.3
	154.7
	82.8
	85.2
	110.4
	100.0

	2009‑10
	77.1
	118.0
	84.0
	137.8
	151.9
	83.7
	93.0
	112.7
	100.0

	2010‑11
	76.9
	117.7
	83.8
	137.5
	151.6
	83.5
	92.8
	112.4
	100.0

	Motor taxes
	
	
	
	
	
	
	
	

	2008‑09
	117.7
	82.2
	105.7
	98.7
	87.8
	74.7
	116.0
	70.2
	100.0

	2009‑10
	115.9
	81.6
	112.1
	97.0
	83.3
	76.2
	112.9
	68.9
	100.0

	2010‑11
	117.1
	79.7
	113.5
	96.5
	83.7
	73.3
	110.6
	66.4
	100.0

	Mining revenue

	2008‑09
	90.7
	37.6
	98.3
	105.5
	94.7
	65.7
	100.0
	219.3
	100.0

	2009‑10
	96.8
	74.7
	96.1
	104.4
	70.4
	89.6
	100.0
	151.1
	100.0

	2010‑11
	94.2
	101.7
	98.9
	104.4
	52.7
	83.7
	100.0
	128.6
	100.0

	Other revenue

	2008‑09
	93.5
	103.2
	114.3
	56.7
	119.0
	96.4
	199.0
	95.1
	100.0

	2009‑10
	94.3
	100.9
	116.1
	60.7
	121.7
	76.1
	188.1
	94.3
	100.0

	2010‑11
	95.9
	97.9
	116.9
	68.5
	111.9
	77.7
	191.7
	82.9
	100.0

	Total revenue

	2008‑09
	99.2
	100.9
	99.9
	88.2
	114.2
	95.4
	154.5
	107.4
	100.0

	2009‑10
	99.5
	99.8
	101.8
	88.8
	115.2
	84.8
	147.0
	98.9
	100.0

	2010‑11
	99.8
	98.4
	104.4
	90.9
	108.2
	84.3
	154.6
	90.2
	100.0


Notes: The Northern Territory does not levy land tax, and so is considered to have no effort.  The Australian Capital Territory raises no mining royalties and has no activity.  It is considered to make the average effort.  Other revenue effort for the Australian Capital Territory also includes revenue from municipal rates.  (CGC, 2010 Report on GST Revenue Sharing Relativities — 2010 Review, Volume 2, Chapter 9, page 140).
Source: CGC 2012 Update data downloads, Table S3‑1.
In summary, the above average revenue raising efforts made by States, as assessed by the CGC, are:

· South Australia and the Australian Capital Territory are the only States to have higher than average effort for total revenues.  South Australia has above average effort in land tax, stamp duties, insurance tax and other revenue, while the Australian Capital Territory has above average effort in land tax, stamp duties, motor taxes and other revenue.
· New South Wales has above average effort in payroll tax, land tax and motor taxes, with below average effort in the remaining revenue heads.
· Victoria has above average effort in stamp duties and motor taxes.
· Queensland has above average effort in motor taxes and other revenue.
· Western Australia has above average effort in payroll tax, insurance tax and mining revenue, and in stamp duties for two of the three assessment years.
· Tasmania has above average effort only in land tax.
· The Northern Territory has above average effort in payroll tax, stamp duties, insurance tax and mining revenue.

The CGC warns that considerable caution is needed in interpreting revenue raising capacity and effort ratios.
  It says that the actual revenues for each State may not be strictly comparable between States because States sometimes classify similar revenues differently.  The CGC also says that the assessed figures for each State may not capture all influences on State revenue raising capacities (for example where the CGC was not able to reliably assess some influences, such as in gambling revenue).

2.6 GST distribution outcomes

Table 2.4 below shows the GST distribution effects of the revenue assessments for the 2012 Update.

Table 2.4: 
GST share distribution effects, 2012 Update
	
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	ACT
	NT
	Redist

	
	$m
	$m
	$m
	$m
	$m
	$m
	$m
	$m
	$m

	Mining
	1,640
	2,300
	‑1,316
	‑3,364
	458
	159
	155
	‑31
	4,711

	Payroll tax
	‑366
	‑53
	435
	‑506
	316
	133
	4
	36
	924

	Stamp duty
	‑38
	‑175
	‑38
	‑131
	302
	119
	‑52
	12
	434

	Land tax
	20
	48
	‑135
	‑272
	191
	83
	43
	21
	407

	Motor tax
	325
	‑61
	‑49
	‑228
	‑1
	‑9
	17
	7
	349

	Insurance
	‑141
	45
	40
	21
	5
	19
	5
	7
	141

	Total
	1,441
	2,104
	‑1,063
	‑4,485
	1,274
	506
	172
	52
	5,549


Notes: Other revenues have no effect on the GST distribution.  The effects of each assessment are measured individually and collectively.  The sum of the individual effects does not equal the collective (total) effect.
Source: CGC 2012 Update data downloads, Table S4‑1.
Table 2.4 shows that mining revenue has by far the largest effect on the GST shares, redistributing some five times more GST than the category with the next largest GST effect, payroll tax.  In turn, the effect of payroll tax is more than twice that for the category with the next largest effect on the GST distribution, stamp duties on conveyances.  Insurance tax has the least effect on the GST distribution.
2.7 Case study — insurance tax

To explain the concepts developed in this Chapter in operation, this section describes how the CGC assessed each State’s capacity to raise insurance tax in 2010‑11.
All States license insurance companies to write insurance policies in their jurisdictions.  Tax is generally levied on insurance premiums, although the rates of tax, coverage and concessions vary across jurisdictions.  For example, Table 2.5 shows the insurance taxes applying to premiums for a number of classes of insurance.

Table 2.5: 
General insurance tax rates by class of business, 2010‑11

	
	NSW
	VIC
	QLD
	WA
	SA(a)
	TAS
	ACT
	NT

	
	%
	%
	%
	%
	%
	%
	%
	%

	General
	9
	10
	7.5
	10
	11
	8
	10
	10

	Motor vehicle
	5
	10
	5
	10
	11
	8
	10
	10

	CTP(b)
	‑
	10
	Flat
	10
	11
	Flat
	‑
	10

	Workers’ compensation
	‑
	‑
	5
	‑
	‑
	‑
	‑
	‑

	Fire Services levy(c)
	Yes
	Yes
	
	
	
	
	
	No


Note: Basic tax rates only shown.  States may impose additional fixed charges.
(a) South Australian rates apply per $100 or part thereof.
(b) Queensland levies a flat $0.10 per policy, Tasmania $6 per policy.
(c) Queensland, Western Australia, South Australia and Tasmania have property levies for fire services.  Victoria is moving to a full property levy from 1 July 2013.

Source: NSW Treasury, Interstate Comparison of Taxes 2010‑11 Office of Financial Management Research and Information Paper.
The assessment

The CGC starts by determining the appropriate revenue base, and the average rate to apply to that base.

The revenue base for insurance taxes (usually termed insurance duty) is the total premiums paid for life, general and compulsory third party insurance, measured using APRA data.  The CGC chooses these types of insurance because taxing these is the ‘average policy’ of States.  Some forms of insurance (such as workers’ compensation and reinsurance) are generally not taxed, so they are not included.  Fire and emergency services levies collected by insurance companies are considered to be more in the nature of a user charge than a tax, and are assessed in the Other revenue category.
To work out the ‘average rate’ the CGC divides the total duty collected by the revenue base (in this case, total premiums paid).

  Total duty collected by States (ABS GFS data)
        =
average rate
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                Total premiums paid (APRA data)

The CGC then applies this average rate to each State’s revenue base — the premiums paid in that particular State — to work out each State’s assessed revenue, and consequently its revenue raising capacity.  
Table 2.6 shows the revenue raising capacity calculation for insurance taxes for 2010‑11.

Table 2.6:
Calculation of assessed revenue and revenue raising capacity for insurance tax, 2010‑11

	
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	ACT
	NT
	Total

	Actual revenue ($m)
	918
	912
	546
	468
	371
	49
	45
	33
	3,342

	Revenue base ($m)
	10,456
	6,783
	5,706
	2,978
	2,146
	517
	426
	255
	29,267

	Average tax (%)
	
	
	
	
	
	
	
	
	11.42

	Assessed revenue ($m)
	1,194
	775
	652
	340
	245
	59
	49
	29
	3,342

	Population (mill)
	7.3
	5.6
	4.5
	2.3
	1.6
	0.5
	0.4
	0.2
	22.4

	Assessed revenue ($pc)
	164.45
	138.83
	143.52
	146.96
	148.52
	116.00
	134.46
	127.01
	148.91

	Revenue capacity
	1.10439
	0.93230
	0.96381
	0.98692
	0.99738
	0.77902
	0.90301
	0.85292
	1.00000

	GST effect ($m)
	‑113
	56
	25
	5
	1
	17
	5
	5
	0


Note: The figures show a single year outcome.  The actual outcome on GST shares experienced by States for insurance tax will be the average of three assessment years.

Source: CGC Assessment System online, 2012 Update calculations.
The assessed revenue for each State is calculated as the product of the revenue base in each State and the average rate of tax.  Using State population data, assessed revenue is converted to a per capita result.  The revenue raising capacity is the State’s assessed revenue per capita divided by the average revenue per capita.  New South Wales has an insurance tax capacity greater than 1 (decreasing its GST share), whereas all other States have capacities less than 1 (increasing their GST shares).
Calculating ‘effort’

Where rates of tax (and definition of tax bases) are the same, all States will receive, after equalisation, a population share of the total tax amount collected by States.  The outcome of revenue equalisation for an individual State can be expressed as P + E, where P is that State’s population share of the assessed tax and E is the above (or below) average effort of the State in the tax.

E is determined by comparing the amount raised by a State with its assessed revenue, that is, the amount that would be raised in the State if it applied the ‘average tax rate’.

E = Actual revenue (A) - Assessed revenue (AR)

A State’s ‘assessed revenue’ is how much it could raise if it applied the average policy.  A State’s capacity to raise revenue above (or below) the average is called its ‘assessed difference’.

Since,

Assessed revenue = P + Assessed difference (AD)

then,

E = A - (P + AD)

and thus,

P + E = A - AD.

The effect of revenue equalisation on State budgets can therefore be expressed in two ways corresponding to the left and right hand sides of the preceding equation.  It can sometimes be useful when considering the GST share effects of tax mix changes to consider the matter from both perspectives.

Table 2.7 shows the presentations of the (P + E) and (A - AD) sides of the equation.  

Table 2.7:
Presentation of the insurance tax assessment, 2010‑11
	
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	ACT
	NT
	Total

	
	$m
	$m
	$m
	$m
	$m
	$m
	$m
	$m
	$m

	Actual revenue (A)
	918
	912
	546
	468
	371
	49
	45
	33
	3,342

	Assessed difference (AD)
	113
	‑56
	‑25
	‑5
	‑1
	‑17
	‑5
	‑5
	0

	Budget result (A - AD)
	805
	968
	571
	472
	372
	66
	50
	38
	3,342

	Population share (P)
	1,081
	831
	676
	345
	246
	76
	54
	34
	3,342

	Relative effort (E)
	‑276
	137
	‑106
	128
	126
	‑10
	‑4
	4
	0

	Budget result (P + E)
	805
	968
	571
	472
	372
	66
	50
	38
	3,342


Notes: The figures show a single year outcome.

Source: Secretariat calculations, derived from CGC 2012 Update data downloads, Table S2‑7.

The GST share effect of the assessment is the opposite of the assessed difference.  For example, New South Wales is assessed to have the capacity to raise $113 million more than the average (population share) revenue raised by insurance tax in 2010‑11.  Therefore, the HFE system reduces its GST share by $113 million.

3 Does HFE provide a disincentive to State tax reform?

The supplementary Terms of Reference ask the Panel to examine and make recommendations on possible changes to ensure that HFE does not provide a disincentive to State tax reform.  As the Panel’s first interim report notes, while most changes in tax policy have little influence on GST shares, some can have a large impact, which could discourage States that would lose GST.  
While submissions generally acknowledge that tax policy changes have some effect on GST shares, they differ on whether this provides a disincentive to State tax reform.  This Chapter therefore deals with the issue of how changes in tax policy affect GST shares and then examines the more controversial question of how changes in GST shares might affect State decisions.

3.1 The effects of tax policy changes on GST shares
The effects on GST shares of different tax policy changes are relatively simple to calculate, but they vary significantly depending on the nature of the change, so it is difficult to generalise about them.

As Chapter 2 notes, and as dealt with in detail in the Panel’s first interim report, to ensure that all States end up with the same per capita revenue raising capacity, States with below average ability to raise revenue receive a larger GST share than States with above average ability to raise revenue.  The size of the adjustments to GST shares is based on how much revenue is raised on average and how much a State’s ability to raise revenue differs from the average.  Accordingly, tax policy changes affect a State’s GST share to the extent that they influence either a State’s assessed revenue raising capacity or the average amount of revenue raised.

A simple way to think about the effects of tax policy changes on GST shares is that HFE aims to provide States with their population share of total State revenue assuming that all States apply the same policies to their assessed tax bases.  The effect of a tax policy change on a State’s GST share depends on whether the change increases or decreases the difference between a State’s population share of revenue and its share of the total assessed tax base.

For example, if any State increased its motor tax rates, because Western Australia has 10.3 per cent of the Australian population, but its share of the assessed motor tax base is 12.9 per cent, it would lose $2.60 of GST for every additional $100 of motor tax raised.  However, if Western Australia increased its own motor tax rate and this caused the number of motor vehicle registrations to fall so that its assessed share of the tax base fell back to the average, at that point it would no longer lose GST.

In practice, because of the averaging process, the effect of a tax policy change on a State’s GST share would not normally be felt at all until two years later and the full effect would not be felt for five years.  Examples like this assume nothing else changes.  
The effect of unilateral tax policy changes

Although most changes in tax policy have little influence on GST shares, some can have a large effect.  Based on the 2010‑11 relativities in the 2012 Update from the Commonwealth Grants Commission (CGC), the direct effects of unilateral increases to tax rates or coverage are less than $4 for each additional $100 of own source revenue, except in relation to mining (see Table 3.1).  If States decreased their tax rates or coverage the size of the effect would be the same, but the signs reversed.

Table 3.1:
Effect on GST payments of a unilateral tax increase relative to change in tax amount, 2010‑11
	(%)
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	ACT
	NT

	Mining revenue
	18.58
	24.28
	‑8.30
	‑41.84
	4.27
	1.65
	1.61
	‑0.27

	Payroll tax
	‑1.58
	0.01
	2.00
	‑3.28
	1.78
	0.73
	0.17
	0.16

	Stamp duties
	‑1.75
	‑3.77
	2.41
	‑0.07
	2.35
	1.01
	‑0.40
	0.22

	Land tax
	0.80
	‑0.86
	‑1.35
	‑3.49
	2.72
	1.22
	0.65
	0.31

	Motor taxes
	3.65
	‑0.93
	‑0.26
	‑2.57
	‑0.06
	‑0.11
	0.20
	0.08

	Insurance tax
	‑3.38
	1.68
	0.73
	0.13
	0.02
	0.50
	0.16
	0.15

	Other revenue(a)
	0.00
	0.00
	0.00
	0.00
	0.00
	0.00
	0.00
	0.00


Notes: These figures show a one year GST effect and ignore any potential elasticity effects or the impact of value distribution adjustments within assessment categories.

(a) Where any source of revenue is not differentially assessed, increasing revenue collected from that source will have no impact on any State’s GST share.

Source: CGC 2012 Update, Secretariat calculations.

Table 3.1 can be viewed from two perspectives — from the point of view of the State implementing the tax policy change and from the point of view of the remaining States that have not changed their tax policies.  For the State implementing the change, the net budget impact is the sum of the change in own source revenue collections and the change in GST share.  For the remaining States, the net budget impact is simply the change in GST share.   

For example, if South Australia raised its tax rates to increase its overall tax collections by $100, its GST share effect would vary depending on which tax it chose to raise the additional $100 from.  South Australia would receive an extra 2 cents in GST if it raised the additional $100 from insurance tax (for a total of $100.02), up to an extra $4.27 if the additional $100 was raised as mining revenue ($104.27).  However, South Australia would have a negative GST share impact of 6 cents if it raised the $100 from motor taxes, resulting in its total revenue increasing by less than the $100 ($99.94).  

Further, if South Australia increased its stamp duties collections by $100 it would receive an additional $2.35 in GST.  The other States would experience GST share changes ranging from a reduction of $3.77 for Victoria to an additional 22 cents for the Northern Territory.

Changes in mining revenue have the largest GST share effects because State revenue raising capacities in mining differ markedly from their population shares.  As a first approximation, for every additional $100 of mining revenue from increased royalty rates, Western Australia’s GST share will fall by $42 and Victoria’s will increase by $24.  

Aside from the particular problems caused by the two‑rate structure of the CGC’s mining assessment, unilateral changes to royalty rates can have a much greater influence on States’ GST shares than other tax policy changes.
  This, in part, is why the Panel’s first interim report also considers options such as discounting the mining assessment.

Elasticity effects of unilateral tax policy changes

In addition to the direct effects outlined in Table 3.1, differences in tax policy may affect a State’s GST share if they influence the relative size of States’ tax bases.  If a tax base is relatively elastic (meaning that the level of activity is relatively sensitive to price changes), an increase in the tax rate could have a significant effect on a State’s GST share (unless tax policy changes are undertaken multilaterally).

The size of these elasticity effects are hard to calculate, as the CGC noted in its submission on the Review’s initial Terms of Reference:

The Commission is aware that tax policies, especially tax rates, may affect the size of a tax base and that State tax rates differ across States and from the average.  In this context, there may be a conceptual case for building tax elasticity effects into the measures of relative revenue raising capacity.  This would require adjusting the actual level of taxable activity in each State for its responses to the State’s above or below average tax rates.  Elasticity adjustments were made for State business franchise fees prior to their abolition and for mining royalties up to 2004.  However, they were not extended to other taxes or continued beyond 2004 due to a lack of reliable data to measure them.  Consequently, under current methods, revenue capacities are measured using data on the observed level of activity in each State.

An attempt by researchers in 2002 to calculate the size of elasticity effects in respect of land tax found that if a single State increased its rate it was likely to receive a GST increase of between two and three cents for each additional dollar of land tax.

New South Wales, Tasmania and the Australian Capital Territory argue that elasticity effects could have a significant effect on a State’s GST share if that State abolished an inefficient tax unilaterally.  For example, the Australian Capital Territory says:

a policy action by a State to significantly reduce the tax rate for conveyancing would lead to an increase in the number of property transactions.  Since the measure of revenue raising capacity (RRC) is the total value of property transferred, a reduction in conveyance duty rates would result in a higher measure of RRC and consequently a reduced GST share; or

if a State were to unilaterally abolish conveyance duty in favour of a broad based land tax, for example, and the State had an above average RRC for conveyance duty, the State would be negatively affected by the HFE process.  This is because the State would still be assessed to have an above average capacity to raise conveyance duty, as it would be standard policy for the States to collect conveyance duty, with the State not receiving its actual revenue (as if the tax was no longer assessed by the CGC).

While calculating and adjusting for specific elasticity effects are strictly matters for the CGC, the Panel’s general approaches to addressing disincentives to State tax reform are set out in Chapter 5.  

The effect of multilateral tax policy changes

Multilateral tax reform can have a larger effect on GST shares than unilateral tax policy changes, but the effect on State budgets depends on the nature of the tax reform.  Since multilateral tax reform is likely to involve a tax mix switch, it could be misleading to look at the GST effect of the reduction or abolition of inefficient taxes without also considering the GST effect of the increase in replacement taxes.  For example, looked at in isolation, if all States abolished their insurance taxes, Tasmania would lose $17 million in GST share due to having a lower than average capacity to raise insurance tax (on top of its $49 million loss of own source revenue).
  However, if all States replaced insurance taxes with, say, a small business payroll tax that raised exactly the same amount, Tasmania would receive $10 million in GST share, due to differences in its assessed capacity to raise these taxes.  Therefore, the net effect for Tasmania of replacing insurance taxes with a small business payroll tax would be a reduction in its GST share of $7 million (see Table 3.2).

A tax mix switch could be approached either on a revenue neutral or a net budget neutral basis.  Tables 3.2 and 3.3 show the effects of two approaches to tax mix switches.
  The tax mix switch examples are: moving from insurance duty to a broad based payroll tax and moving from stamp duty on property conveyances to a hypothetical broad based land tax.

If States seek to raise the same amount of revenue from the new tax as from the old, changes in GST shares can have a significant impact on State budgets (see Table 3.2).

Table 3.2:
Budget impact of a dollar‑for‑dollar tax mix switch, 2010‑11 

	 
	 
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	ACT
	NT

	Switch from insurance duty (total revenue $3.3 billion) to:

	Small business payroll tax
	GST
	85.0
	‑66.1
	25.7
	‑39.4
	24.8
	‑7.4
	‑20.7
	‑1.8

	
	State taxes
	0
	0
	0
	0
	0
	0
	0
	0

	
	Net
	85.0
	‑66.1
	25.7
	‑39.4
	24.8
	‑7.4
	‑20.7
	‑1.8

	Switch from stamp duty (total revenue $12.3 billion) to:

	Hypothetical broad based urban land tax
	GST
	454.9
	‑91.4
	‑43.3
	‑246.4
	‑138.0
	6.6
	36.5
	21.2

	
	State taxes
	0
	0
	0
	0
	0
	0
	0
	0

	
	Net
	454.9
	‑91.4
	‑43.3
	‑246.4
	‑138.0
	6.6
	36.5
	21.2


Notes: The figures show a one year GST effect.  Results will vary depending on the year chosen and whether the CGC’s averaging period is used.

Source: Secretariat calculations — see also footnote 7.

On the other hand, if States were to maintain the same tax rate and coverage relative to other States,
 there would be no net budget impact, as States that receive a smaller GST share would receive more own‑source revenue and vice versa (see Table 3.3).  Maintaining relative tax rates and coverage requires States to increase or decrease the amount of locally collected tax revenue that they raise.

Table 3.3:
Budget impact of an effort neutral tax mix switch, 2010‑11
	 
	 
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	ACT
	NT

	Switch from insurance duty (total revenue $3.3 billion) to:

	Small business payroll tax
	GST
	85.0
	‑66.1
	25.7
	‑39.4
	24.8
	‑7.4
	‑20.7
	‑1.8

	
	State taxes
	‑85.0
	66.1
	‑25.7
	39.4
	‑24.8
	7.4
	20.7
	1.8

	
	Net
	0 
	0 
	0 
	0 
	0 
	0 
	0 
	0 

	Switch from stamp duty (total revenue $12.3 billion) to:

	Hypothetical broad based urban land tax
	GST
	454.9
	‑91.4
	‑43.3
	‑246.4
	‑138.0
	6.6
	36.5
	21.2

	
	State taxes
	‑454.9
	91.4
	43.3
	246.4
	138.0
	‑6.6
	‑36.5
	‑21.2

	
	Net
	0 
	0 
	0 
	0 
	0 
	0 
	0 
	0 


Notes: The figures show a one year GST effect.  Results will vary depending on the year chosen and whether the CGC’s averaging period is used.

Source: Secretariat calculations — see also footnote 7.
Regardless of how tax reform is pursued, under the usual HFE arrangements there will be gains and losses.  While gains will equal losses across the system, they will affect States differentially, with some getting a reduction in GST share and others an increase.  In practice, where a State’s GST share is reduced, that State would generally view itself as a ‘loser’, notwithstanding that it could avoid the budget impact by maintaining its pre‑existing relative tax effort and collecting more from the replacement taxes.  

3.2 State views on the effect of GST share changes 

It is clear from the analysis above that changes in State tax policy can have a large effect on GST shares in certain circumstances, particularly with major multilateral tax reform.

While a significant reduction in its GST share might be thought to constitute a major disincentive for any State to embark on tax reform, in practice the story is much more complex than simply one in which States that would gain GST share are motivated to change and States that would lose GST share are dissuaded from acting.

State opinion is divided on how changes in GST shares affect State decisions.  South Australia, Tasmania, and the Northern Territory argue that the current form of HFE does not provide a disincentive.
  South Australia and Tasmania go as far as to suggest HFE may even promote reform.  New South Wales, Victoria, and Western Australia disagree, believing that the current form of HFE discourages tax reform.
 

Queensland says: 
[T]o the extent [changes in GST as a result of policy decisions] exist, they should be considered undesirable and it is preferable that they be addressed.

The Australian Capital Territory says:

In general, major State tax reform is likely to be pursued through national agreements and common time frames across States and Territories.  In such circumstances, HFE would not be a disincentive for tax reform.  … It is, however, possible that HFE provides a disincentive if a State/Territory sought to pursue major reform of its own accord in some circumstances.
 

Do other factors have more influence on tax reform than GST share effects?

A number of factors other than changes in GST shares drive State tax policy decisions, in particular, the political constraints associated with large changes in the gross incidence of taxation.  In this regard, the Northern Territory says:

In reality, states’ taxation policies including decisions to undertake tax reform are not driven by GST revenue considerations, but by a range of other factors including budgetary implications; the broader economic environment; implications for economic growth and living standards; maintaining competitiveness with other states and internationally; and constraints on which taxes are available to the states.  The fact that most of the tax reform undertaken by states and territories in the last decade has been unrelated to the Intergovernmental Agreement on Federal Financial Relations (IGA) tax reform initiatives is indicative that tax reform is not driven by GST considerations nor does it require Commonwealth intervention.

Similarly, South Australia says:

As pointed out by Walsh (2011) for the incentive effect to have a practical impact it must mean that politicians are motivated by GST grant share effects at the expense of community preferences as to the mix and design of taxes levied.

The significance of changes in GST shares to State tax policy decisions is probably  diminished further by the delay in changes to GST being felt — because of the averaging period, any change in GST will not occur until several years after a tax policy change has been implemented.  These mitigating factors may explain why States do not necessarily appear to act in accordance with the apparent GST share incentives.  

Figure 3.1 shows a simple analysis of the relationship between GST share change incentives and effort in different tax categories.
  

Figure 3.1:
Correlation between effort and average policy incentives in tax categories, 2010‑11
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Source: Secretariat calculations.

Mirroring the analysis in the Panel’s first interim report, there does not appear to be a clear relationship between revenue raising effort and a State’s GST share incentives.

As a case in point, the recent New South Wales Financial Audit (the Lambert Report) recommended a switch from insurance taxes to payroll tax.  

Insurance taxes are among the State’s most inefficient taxes.  Combined revenue from insurance taxes is expected to be $1,526 million in 2010‑11, with an average deadweight loss of 32 cents per dollar of revenue.  Every extra dollar raised through an equal proportionate rate increase to all insurance taxes carries a marginal excess burden of 41 cents …
There is no obvious alternative source of revenue for [insurance taxes].  Removing them will require some combination of either spending cuts or tax increases.  Among existing taxes, two potential sources for significant revenue increases are the GST and payroll tax … 
Lowering the payroll tax threshold has a marginal excess burden of ‑8 per cent, while an increase in the GST has a marginal excess burden of +8 per cent.  Overall, it is preferable to replace insurance duty by lowering the payroll tax threshold.

Despite the Lambert Report’s recommendation and even though New South Wales would gain GST share by switching from insurance tax to any other tax  (see Table 3.1), it has not chosen to do so.  

South Australia says:

A very pertinent case in point is the payroll tax tax‑free threshold.  All states have a tax‑free threshold, and the taxable proportion of wages is determined using a weighted average threshold.  Because of the relatively weaker small business share of NSW and Victoria, those states would gain GST share if they abolished their tax free thresholds.  It can’t be GST share effects holding them back.

Similarly, by removing concessions on royalties for iron ore fines that it provided to certain companies Western Australia risked significant reductions in both GST share and net budget position, but this did not prevent it from acting.  Western Australia notes that it chose to proceed with the royalty change because it considered the fiscal equalisation system so broken the case for reform would not be ignored.
  

Does the current system already encourage tax reform?

Tasmania argues that changes in GST shares under present arrangements actually promote State tax reform in some circumstances:

Because the CGC is guided by ‘what states do’ in establishing its assessment methods, cooperative state 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 there were differences between the states in capacity to raise revenue from the new tax, then the assessment would redistribute some GST revenue so that, ultimately, all states could enjoy the same benefits from 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 undertake tax 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 that, provided it applies average tax rates to its own base, every state has an equal incentive to apply a particular tax.  In 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 counter‑intuitive until it is considered that, without HFE, states would have unequal incentives to introduce a new tax as some states would be able to raise more revenue 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 inefficient tax, they will each bear similar costs in terms of overall lost revenue (own‑source revenue plus or minus their net GST redistribution), but they will all gain the local economic benefits associated with the reform.

In practice, states apply varying rates to their tax bases and this will 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 than would otherwise be the case.

Similarly, South Australia says:

State GST shares would be altered by [an agreed multilateral tax mix switch], but the effects would be the mirror of the changes in each States’ relative revenue raising capacity resulting from the tax mix switch.  Ignoring differences in relative tax effort (which are a policy choice), such a scenario would leave State shares of combined own source tax revenue and GST grants unchanged.
 

In other words, changes in GST shares offset changes in a State’s revenue raising capacity so that a State does not have to change its tax rate relative to other States just because the tax mix changes.

On this analysis the key issue is ensuring that States can achieve the same overall budget outcome while maintaining the same relative tax effort.  It does not seem to matter if a State has to raise more own source revenue to compensate for a reduction in GST share.  Others would argue that the dollar amount that a State needs to raise and its relative effort compared with that for the abolished tax would both be relevant to whether or not a State was willing to pursue a tax reform.

	The Panel’s view on the effect of the current HFE system on tax reform
Under current arrangements, any change by a given State to the design of its taxes or to the tax mix used to raise a set amount of revenue is likely to produce changes in GST shares.  Major multilateral changes — as could be expected during a tax reform exercise — are almost certain to produce significant shifts in GST shares.  Simply put, for any given tax reform, the present system will result in ‘winners’ and ‘losers’ and so could be thought of as creating incentives and disincentives.  

Some States argue that the present HFE system actually removes disincentives for tax reform by offsetting differences in State revenue raising capacity, but others disagree.  

While there is no hard evidence to prove whether GST share effects influence State tax decisions, the Panel doubts that these effects are the deciding factor.  Nevertheless, we conclude that there is value in exploring alternatives that would allow any potential disincentives from the current system to be minimised.


4 State mineral royalties and the Commonwealth’s resource tax reforms
The supplementary Terms of Reference for the Review require the Panel to examine the interaction between State mineral royalties and the Commonwealth’s resource tax reforms.  Specifically, the Panel has been asked to ‘examine the incentives for States to reduce Minerals Resource Rent Tax (MRRT) or Petroleum Resource Rent Tax (PRRT) revenue through increasing State mineral royalties’.

In considering this issue, the Panel must be guided by the findings of the Australia’s Future Tax System (AFTS) review relating to mineral royalties, and that ‘the MRRT and PRRT provide a more efficient approach to charging for Australia’s non‑renewable resources than mineral royalties’.
 

The Panel’s first interim report (Chapter 6) outlines how State mining revenues are currently equalised between the States, and invites comments on the merits of several possible refinements to this existing approach.  This Chapter deals only with the MRRT and PRRT,
 focussing on the interaction between these taxes and existing royalties.  

The Panel’s examination of the interaction between State mineral royalties and the MRRT and PRRT consists of four parts:

· How Australia has charged for its non‑renewable resources, including the roles of the States and Commonwealth (section 4.1).

· The findings of the AFTS review (section 4.2).

· The Commonwealth’s recently enacted resource tax reforms, including how the MRRT and PRRT will interact with existing State royalty regimes and the incentives that these interactions produce (sections 4.3, 4.4 and 4.5).

· The Panel’s views on how the interaction between the MRRT, PRRT and State royalties could be improved (sections 4.6 and 4.7).

Opportunities to use the GST distribution process to encourage improvements in the efficiency of State taxes and mineral royalties (along with options for removing the GST share effects of any proposals) are discussed in the following Chapter.  

As with all of the topics covered in this interim report, the Panel encourages interested parties to comment on its analysis of this particularly difficult and contentious issue.
4.1 How Australia has charged for its non‑renewable resources

Historically, responsibility for Australia’s onshore mining industry has largely rested with the States.  This includes responsibility for:

· the regulation of the industry

· the allocation of exploration and production rights

· the charging arrangements through which the industry pays for the use of the community’s valuable non‑renewable resources.

Responsibility for the development of offshore petroleum resources has exclusively been the Commonwealth’s.

In their submissions to the Review, several States have reiterated their strong support for the continuation of this division of responsibilities.  

Western Australia says:

[I]t is a well accepted fact that States have a constitutionally based right to levy royalties.  While royalties might be characterised as serving a similar purpose to taxation, they are, in reality the price paid by the extractive industry for the resource which is constitutionally owned by the people of the State in which the resource is located.

New South Wales notes that:

Mineral resources are the property of the states.  A mining right is, in essence, a contract between a state and the proponent of a mining project specifying the rights, obligations, terms and conditions for the development of the project, and the framework for ongoing relations and cooperation between the parties.

Royalties are payments to the owners of the mineral resources in exchange for the right to extract them.  

Mining royalties have been a long‑standing revenue source for state and, before federation, colonial governments.  New South Wales has been levying mining royalties since 1884, nearly two decades before federation.


This position is supported by the New South Wales Minerals Council, which says:

The Crown, and therefore the people of [New South Wales], owns the majority of mineral assets in [New South Wales].  A royalty is the price charged by the Crown for the transfer of the right to extract a mineral resource … [Given this], and in the absence of any agreement between the Commonwealth and the States to reform these arrangements, it remains the right of the States to charge for the transfer of the right to extract a mineral resource, and set the price for that charge.
 

The belief that the States’ long‑standing power to levy royalties should not be interfered with is strong, especially in the resource States.  For example, the Leader of the Opposition in Western Australia endorses the Western Australian Government’s submission on the supplementary Terms of Reference, and says:

Western Australia has the sole constitutional right to levy royalties on its minerals.  The WA Labor Party, when in Government, reserves its right to alter the rates upon which royalties will be set.  Ultimately it is the people of Western Australia who are the owners of the minerals.

It is also apparent from their submissions that most States have interpreted the supplementary Terms of Reference as a precursor to an attack on their ability to freely decide their mineral royalty policies.  For example, Western Australia says:

It is obvious that it is inherent in the new terms of reference that a State should be penalised by the Commonwealth Government for changing royalty rates applicable in that State.

New South Wales shares this view:

[The supplementary terms of reference] appear to be motivated by the Commonwealth Government’s desire to influence an outcome of its MRRT/PRRT policies.

The Panel is mindful of the depth of concern amongst the States regarding their historical role in charging for the right to mine under their soils.  For this reason, the Panel assures the States that it approaches this issue from a starting point that recognises this long‑standing responsibility, with the expectation that they will continue to exercise this function into the future.  However, the Commonwealth similarly has a well‑established position in the field of taxation.  The challenge is therefore to find a way to reconcile these two competing interests.  
State mineral royalties 

All States (except for the Australian Capital Territory, where no mining takes place) collect royalties in return for granting the right to private businesses to exploit mineral resources within their jurisdictions.  With limited exceptions, these take the form of output‑based royalties imposed as a percentage of the value (or, less commonly, the volume) of production.
  

The applicable royalty rate for a given commodity is determined differently in each State, as is the taxing point in the production chain and the scope of allowable deductions.  Within each State, different commodities are often subject to different charging arrangements (see Appendix F).
The amount of royalty revenue differs greatly across the States

As discussed in Chapter 6 of the Panel’s first interim report, the geographical distribution of Australia’s most valuable mineral deposits is uneven.  The resources subject to the MRRT, namely iron ore and coal, are overwhelmingly located in the three large resource States (Western Australia, Queensland and New South Wales).  

As shown in Table 4.1, virtually all of Australia’s identified iron ore is located in Western Australia (97 per cent).  Although coal is distributed somewhat more evenly, differences in quality have resulted in 96 per cent of all black coal being extracted in only two States, Queensland (52 per cent) and New South Wales (44 per cent).  

Table 4.1:
Proportion of key minerals and extraction by State

	Commodity
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	ACT
	NT

	Coal identified resources (%)
	21
	4
	38
	3
	33
	0
	‑
	‑

	Black coal production (%)
	44
	‑
	52
	2
	1
	0
	‑
	‑

	Iron identified resources (%)
	0
	0
	1
	97
	1
	0
	‑
	0

	Iron ore production (%)
	‑
	‑
	‑
	97
	2
	1
	‑
	0


Source: Derived from AGSO, National Mineral Deposits Dataset.
Note: A dash (‑) indicates the State has none of that type of mineral or does not extract that mineral, whereas a zero indicates the State has a relatively small amount of that mineral.  Totals may not sum to 100 due to rounding.

The concentration of resources in a few States is reflected in the distribution of royalties collected.  Table 4.2 shows that in 2011‑12, the three large resource States are expected to account for more than 95 per cent of the $11.1 billion in total royalty revenue.  
Table 4.2:
Estimated mining royalty revenue by State
	Year
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	ACT
	NT
	Total

	2011‑12 ($m)
	1,768
	46
	3,445
	5,494
	203
	48
	0
	144
	11,148

	2012‑13 ($m)
	2,128
	46
	3,651
	5,937
	232
	55
	0
	122
	12,172

	2013‑14 ($m)
	2,215
	47
	3,436
	6,956
	225
	56
	0
	134
	13,069

	2014‑15 ($m)
	2,351
	49
	3,674
	7,255
	258
	54
	0
	134
	13,774


Source: Secretariat calculations.  Royalties are from State Budget papers, and grants in lieu are based on Commonwealth estimates published in the 2012‑13 Budget.
Note: These figures include Commonwealth payments to Western Australia and the Northern Territory in lieu of royalty payments from, respectively, the North West Shelf project and from uranium mining.  They also include payments to Western Australia to compensate it for the loss of royalty revenue resulting from the removal, in 2008, of the exemption of condensate from crude oil excise.
This pattern of extraction shows the significance of iron ore and coal royalties to the large resource States.  Iron ore accounts for the bulk of Western Australia’s royalty revenue (around $4.1 billion in 2011‑12).  Around 95 per cent of New South Wales’ royalties and more than three‑quarters of Queensland’s (around $2.6 billion out of an estimated $3.4 billion in 2011‑12) are from coal.  

State oil and gas royalty collections have constituted only a fraction of those from iron ore and coal.  For example, in 2010‑11 Queensland collected $52.1 million in petroleum royalties,
 and Western Australia around $26 million.
,
  This total is likely to increase sharply in coming years, particularly in Queensland following the completion of several proposed projects to recover coal seam gas from the Surat and Bowen basins for conversion to liquefied natural gas for export.  The previous Queensland Government expected the first royalty payments from these projects to commence in 2013‑14
 and estimated that the projects could ultimately contribute $850 million in royalties a year.

Notwithstanding the uneven distribution of resources across the States, the system of HFE means that all States, including those without large mining or petroleum industries, have a genuine stake in the performance of those industries.  As discussed in Chapter 6 of the Panel’s first interim report, the principle that royalty revenues should be distributed across the Federation enjoys strong support, even though there is debate over the desirable extent of this redistribution and over some aspects of the way this principle is currently implemented.  Equally, all States have a stake in ensuring that the supply chains for the resource industries work well, and that appropriate infrastructure is provided.  Chapter 6 of the Panel’s first interim report therefore also explores whether economic development costs associated with expanding mining industries are fully recognised by the current HFE system.

Commonwealth resource taxes
In addition to the income tax arrangements that apply across all industries, the Commonwealth has specifically charged for the right to recover petroleum from Commonwealth waters, through the PRRT and crude oil excise regimes.

The PRRT, which is levied at a rate of 40 per cent on the positive annual net cash flow of a petroleum project, has applied to certain offshore petroleum projects since 1 July 1986.  Before the introduction of the PRRT, offshore petroleum projects were subject to output‑based royalties and excise arrangements levied by the Commonwealth.  These arrangements were largely replaced upon introduction of the PRRT, although the Bass Strait project remained subject to Commonwealth royalties until it was brought into the PRRT system from 1 July 1990.  
The North West Shelf project has (until 1 July 2012) remained outside the PRRT regime, and has continued to pay crude oil excise and an offshore petroleum royalty.  The offshore petroleum royalty is collected by the Commonwealth, which retains one‑third, with the remaining two‑thirds transferred to Western Australia, pursuant to a long‑standing agreement between those governments.  
The amount of revenue collected each year from these petroleum taxes is highly variable, and heavily influenced by commodity prices and exchange rate levels, as well as the profile of investment (which is immediately deductible under the PRRT).  In recent years, gross PRRT collections have averaged around $1.5 billion a year.  
Crude oil excise is payable on production from individual prescribed production areas, and is calculated as a percentage of the volume‑weighted average of realised free‑on‑board prices.  Higher excise rates apply to higher levels of production, with the rates dependent on the project area’s dates of discovery and start of production.  
The Commonwealth extended the crude oil excise regime to cover condensate produced from non‑PRRT areas from 13 May 2008.
  The Commonwealth estimated this would have an ongoing gain to revenue of around $2.5 billion over the then forward estimates period (around $625 million a year by 2011‑12).
  
Table 4.3:
Commonwealth resource tax collections to 2011‑12 
	Revenue ($m)
	2005‑06
	2006‑07
	2007‑08
	2008‑09
	2009‑10
	2010‑11
	2011‑12 (e)

	PRRT
	1,917
	1,510
	1,686
	2,184
	1,251
	806
	1,510

	Crude oil excise and condensate
	362
	525
	470(e)
	1,060(e)
	*
	*
	*


Source: PRRT revenue is taken from 2012‑13 Budget Paper 1 (Cwth), Table C1.
Crude oil excise and condensate figures are from 2008‑09 Budget Paper 1 (Cwth), Table C1.  Since 2009‑10, estimates of revenue from crude oil and condensate excise have no longer been published separately, as this would risk the disclosure of sensitive commercial information in relation to the tax affairs of potentially identifiable businesses.  

Notes: The Commonwealth also collects, but does not retain, uranium royalties on behalf of the Northern Territory.

(e) Denotes the figure is an estimate, rather than an actual amount.
4.2 The AFTS review and resource charging

As outlined in Chapter 1, in 2008 the Commonwealth established the AFTS review to examine ways in which the existing tax and transfer system could be improved over the medium‑term.  The taxation of Australia’s non‑renewable resources was one of the issues canvassed in detail in this report.
  
The AFTS review recommended two major shifts in the way Australia charges for the use of its non‑renewable resources:

· an increase, overall, in the taxation of non‑renewable resources 
· a shift away from royalties based on the value or volume of output, and towards rent‑based taxation, particularly for the most valuable commodities.  

Higher taxes on non‑renewable resources 

The AFTS review’s conclusion that taxes on the use of Australia’s non‑renewable resources should be increased can be seen as the product of several other assessments made by that panel, namely that:

· overall tax burdens in Australia may need to increase, over the medium term, owing to a combination of factors including an ageing population, high population growth, and increasing expectations in relation to public services

· this revenue should be raised primarily from four robust and efficient broad based taxes, on personal income, business income, private consumption, and economic rents from natural resources and land

· in an era of continuing globalisation, decisions about where to work and invest are likely to become more sensitive to tax settings.

Taken together, these judgments lead to one of the conclusions that runs through the AFTS review — that, as well as improving the tax bases themselves, over time there should be a shift between the tax bases.  Overall, the taxation of consumption and of immobile factors of production, such as land and natural resources should be increased, in order to enable the lowering of taxes on more internationally mobile factors of production, namely capital and labour.  

In addition to these longer‑term considerations, the AFTS review concluded that Australia’s resource charging arrangements were inadequate, both from an efficiency perspective, and in that they ‘fail to collect an appropriate return for the community from allowing private firms to exploit non‑renewable resources’.

A shift towards rent‑based resource taxation 

The AFTS review recommended a fundamental overhaul of the way resource revenue is collected, and who it is collected by.  It called for the replacement of all existing resource charging arrangements with a single, uniform resource rent tax imposed and administered by the Commonwealth.

One of the stated motives for this recommendation, as well as for the particular form of resource rent tax preferred by the AFTS panel, was to remove the effect of existing royalty and excise regimes — which it saw as distortionary and highly inefficient — on investment and production decisions.  The AFTS panel noted that distortions are caused in large part because output‑based royalties are levied on projects without due regard to their overall profitability.  Because some costs are not recognised, output‑based royalties and excise taxes can result in some economically viable projects not proceeding, or closing earlier than is desirable.
  

These concerns were reflected in modelling published in the AFTS review report that found existing royalties and the crude oil excise to be the most economically inefficient of Australia’s major taxes (that is, a small increase in royalties or excise would reduce overall welfare by more than would a similar increase in any other tax).

The AFTS report concluded that a well‑designed resource rent tax will be more economically efficient than a royalty applied on the basis of value or volume.  However, the AFTS panel also acknowledged that other factors, such as the size, variability and timing of receipts to government, and administration and compliance costs are relevant when evaluating any particular resource charging regime.  In particular, the perceived stability and predictability of royalty revenue was recognised as highly valued by the States.  These considerations were emphasised in several States’ submissions to the GST Distribution Review.

Western Australia identifies fairness, timing and stability of royalty revenues, economic impact, net revenue retention after HFE, sovereign risk, simplicity, transparency and the legislative environment as important factors that inform its royalty policy settings:

Overall, Western Australia’s royalty regime is considered to strike a reasonable balance between the sometimes competing objectives of maximising economic efficiency, fairness, revenue stability, simplicity, and transparency, while also considering the legislative environment practicalities.

Queensland makes similar points:

Even if it were accepted that a mining royalty is not as efficient as a resource rent tax (a matter not without dispute), it could be argued that a mining royalty regime can be assessed as very strong when measured against other criteria.  It can be more equitable, because it gives a return to the State as the resource is being exploited; simpler, because it is based on readily available measures of volumes and prices rather than a complex calculation of economic rent; and more stable, because volumes and prices are less susceptible to fluctuations than profitability … [T]aking a State perspective, a mining royalty may arguably be a more desirable mechanism for resource charging than a resource rent tax.
 
South Australia says:

Ad valorem royalties ensure that the community always receives some return from the grant of exclusive extraction rights over its mineral assets.  Modelling undertaken for the AFTS Review suggests that ad valorem royalties are highly inefficient, but the size of the welfare loss is highly contingent upon the level of commodity prices (as prices rise, the difference between the excess burdens of gross income (royalties) and net income mining tax structures diminish.

The Northern Territory says that its royalty policy settings are designed to ‘ensure that the regime compensates the whole community for allowing the private extraction of the Territory’s non‑renewable resources’, while also seeking to:
· maintain and foster the resource developer’s capacity to pay including sharing the benefits between the resource developer and the community fairly

· apply a uniform royalty regime across all royalty payers in equal situations and to be competitively neutral across competing resources

· avoid distorting commercial decisions regarding the levels of capital and other outputs devoted to economic activities which should be made in response to market signals

· minimise compliance and administration costs for business and government

· achieve consistency with broader environmental, social and fiscal objectives such as environmental, social and infrastructure objectives

· maintain competitiveness of the Territory within Australia and internationally.

	The Panel’s view on the design of resource taxation regimes  

The Panel accepts the finding of the Australia’s Future Tax System (AFTS) review that well‑designed rent‑based taxes are likely to be more economically efficient than royalties applied on the basis of value or volume, particularly in periods of low commodity prices or high costs.

The Panel also agrees with the AFTS review’s assessment and States’ views that other factors, such as the size, variability and timing of the return received by government, as well as relative administration and compliance costs, are important considerations when evaluating any particular resource charging regime.

The Panel is mindful of the depth of concern amongst States regarding their historical role in charging for the right to mine under their soils.  However, the Commonwealth has a similarly well‑established position in the field of taxation.  The challenge is therefore to find a way to reconcile these two competing interests.


Allocating the revenues and risks of resource taxation 

The approach adopted by the AFTS panel was to first make recommendations for the design of Australia’s future tax system based on the quality of particular taxes, and then to consider how responsibility for these taxes might best be assigned between the different levels of government.
  

The AFTS conclusion that the Commonwealth would be best placed to administer the resource rent tax follows to some degree from the nature of the proposed reforms themselves.  In the event that resource projects were to be taxed uniformly across the country, it would be more administratively efficient to have a single tax authority, rather than one in each State.  An even more pragmatic concern was that under the resource rent tax proposed in the AFTS review (and also under the MRRT) losses are transferrable between (Australian) commonly owned projects.  If the resource rent tax were to be levied by each State (and not the Commonwealth), it is not clear how a transfer between, say, a loss‑making project located in one State, and a highly profitable project located in another, would be treated.  

Although the AFTS panel concluded that the resource rent tax would be best imposed and administered by the Commonwealth, it was equivocal about how the additional expected revenues (as well as the increased volatility) should be shared between governments.  The AFTS review urged the Commonwealth and State governments to ‘negotiate an appropriate allocation of the revenues and risks from the resource rent tax’.
  This recommendation reflects the reality that resource tax reform along the lines proposed in the AFTS report can only succeed with the support of at least the major resource States, as well as the Commonwealth, and that States would not forego their royalty revenue without receiving an alternative revenue stream as replacement.  Recognising this, as well as the premium placed by the States on revenue stability and predictability, the AFTS review canvassed an alternative approach whereby the new rent tax would apply in parallel with State royalties.  
Under this dual approach, royalties would have continued to be levied by States, but would have been fully refundable to the resource companies (like other costs in the AFTS model).  This approach would have continued to provide States with a stable revenue stream (with the added volatility risk associated with the rent tax being assumed by the Commonwealth), while ensuring that State royalties would no longer bias investment or production decisions.  However, the benefits associated with reductions in administrative and compliance costs flowing from the introduction of a single standardised regime would have been lost.
Importantly, the AFTS report recognised that a guarantee to refund royalties would need to be accompanied by a Commonwealth‑State agreement in relation to royalty policy, ‘to ensure that the [Commonwealth] does not automatically fund future increases in royalties’.
  No such agreement has yet been concluded.

The desirability of a negotiated outcome between the Commonwealth and the States in relation to the revenues and risks of resource tax reform is returned to later in this Chapter (see Section 4.6), following an examination of how the resource tax reforms ultimately pursued by the Commonwealth (the MRRT and extension of the PRRT) will interact with existing royalty regimes.  

The findings and recommendations of the AFTS report in relation to State taxes and resource charging arrangements are reproduced in full at Appendix C.

4.3 The MRRT and the extension of the PRRT

On 2 May 2010, the Commonwealth Government released the AFTS review report and announced a suite of measures in response.  One measure, the Resource Super Profits Tax (RSPT), adopted the AFTS review’s call for a greater use of profits‑based taxes on all resource projects, as well as an overall increase in their amount of tax paid.  
The RSPT model provided for the refunding of State royalties, so as ‘to reduce the impact of State royalties and negate concerns that the [RSPT] is a “double” tax’.  The Commonwealth indicated that ‘the refundable credit will be available at least up to the amount of royalties imposed at the time of announcement, including scheduled increases and appropriate indexation factors’.

On 2 July 2010, the Commonwealth announced a revised set of resource tax arrangements.  The RSPT model was replaced with the MRRT, applying only to iron ore and coal projects.  The scope of the existing PRRT was to be extended to cover all onshore and offshore oil and gas projects.
  Legislation giving effect to these arrangements was passed by the Commonwealth House of Representatives on 23 November 2011 and by the Senate on 19 March 2012, with only minor adjustments.
  The new arrangements will commence from 1 July 2012.

Both the MRRT and the extension of the PRRT will apply alongside existing resource taxes.  That is, iron ore and coal projects will remain subject to royalties levied by State governments, and onshore petroleum projects (and the North West Shelf project) will remain subject to existing royalty and excise arrangements.  Existing resource taxes will be creditable against MRRT and PRRT liabilities.

The introduction of the MRRT is estimated to generate around $13.4 billion in net revenue in its first four years.  The extension of the PRRT is unlikely to give rise to significant collections over the forward estimates period, largely due to the starting base arrangements which prevent any retrospective application of the tax.
  

Table 4.4:
Estimated revenue from the Commonwealth’s resource tax reforms 
	Revenue ($m)
	2012‑13
	2013‑14
	2014‑15
	2015‑16

	Resource rent taxes (PRRT and gross MRRT revenue)
	7,160
	8,190
	7,380
	8,200

	Net revenue from the introduction of the MRRT(a)
	3,000
	3,500
	3,200
	3,700


(a) This represents the net impact on revenue across several different revenue heads.  This includes the offsetting reductions in company tax (through deductibility) and interactions with other taxes.
Source: Commonwealth Government, 2012‑13 Budget, Budget Paper No.1, Statement 5, Table 9.

The key features of the PRRT and MRRT are set out in the following boxes.

	Key features of the PRRT

· The PRRT is levied on the taxable profits of petroleum projects at a rate of 40 per cent.  

· Taxable profits are calculated by deducting eligible project expenses from the assessable revenues derived from the project.

· Previously it has applied only to offshore petroleum projects (other than the North West Shelf project).  From 1 July 2012, the PRRT will be extended to all oil and gas projects, including those located onshore.

· Existing projects transitioning into the PRRT are provided with additional deductions that recognise investments made prior to the announcement of the Commonwealth’s resource tax reforms.  

· Like for the MRRT, all State and Commonwealth resource taxes are creditable (but not refundable) against current and future PRRT liabilities from a project.  

· The PRRT is a project‑based tax.  Losses (including unused royalty allowances) from one project cannot generally be used to offset income from another project.

· The exception is exploration expenditure, which is transferable to other petroleum projects, subject to a number of conditions.


	Key features of the MRRT

· The MRRT will apply to iron ore and coal projects, at an effective rate of 22.5 per cent (a headline 30 per cent rate, reduced by a 25 per cent extraction allowance).

· The ‘valuation point’ is typically soon after the point of extraction.  Only the value of the resource at this point is subject to the MRRT and only expenditure occurring up to this point is deductible for the purposes of the MRRT.

· There will be no MRRT liability for taxpayers with low levels of resource profits.  Those with annual group mining profits of less than $75 million will be fully relieved of their MRRT liability that year.

· MRRT payments are deductible against income tax.

· MRRT losses are transferable to offset MRRT profits the taxpayer has on other projects of that commodity (that is losses from iron ore (coal) projects are only transferable to other iron ore (coal) projects).  Any remaining MRRT losses are carried forward at the uplift rate of Long Term Bond Rate plus 7 per cent.  Unused losses (except for some rehabilitation costs) are not refundable upon closure of the project.  

· Investments made prior to 2 May 2010 are recognised through a ‘starting base allowance’.  

· Taxpayers can use the market value of the project (as at 2 May 2010), including the value of the resource, in which case the starting base is applied on a straight‑line basis over the shorter of the life of the mine or until 2037.  Unused starting base amounts are uplifted in line with the Consumer Price Index.

· Alternatively, taxpayers can use the project’s book value as at 2 May 2010 (excluding the value of the resource).  Book value starting bases are written‑off over five years, and are uplifted at the Long Term Bond Rate plus 7 per cent.  

· All other resource charges (including State royalties) are fully creditable, but not transferable between projects or refundable.  Unused royalty credits are carried forward at the uplift rate of Long Term Bond Rate plus 7 per cent.  


4.4 How the MRRT and PRRT interact with State royalties

Dual resource charging regimes for iron ore, coal, oil and gas
From 1 July 2012, iron ore and coal producers will be subject to the MRRT imposed by the Commonwealth, as well as to State‑based royalties.  Similarly, oil and gas producers first becoming subject to the Commonwealth’s PRRT will remain subject to existing royalties and excise arrangements.

Other mineral resources, such as copper, gold, uranium and nickel, are not subject to the MRRT.  They remain subject only to the relevant State royalty regimes.  

Other resource charges are creditable against MRRT and PRRT liabilities 
One outcome sought by the AFTS review was the removal of the effect of royalties and excises on production and investment decisions.  Under the model proposed this would have been achieved either through the removal of all State royalties (as well as the Commonwealth’s crude oil excise), or by fully refunding to the resource companies any royalty or excise payments (the approach contemplated by the RSPT).

Under the MRRT and PRRT, royalty and excise payments are not refundable, but are taken into account in determining the MRRT or PRRT liability of a project, through allowing a credit for royalties paid.  Crediting royalties has the same effect as refunding them where the taxpayer’s MRRT liability remains positive for the year in question.  

Table 4.5 shows the way royalties are taken into account under the MRRT
 compared with refundability of royalties, where MRRT is payable.

Table 4.5:
Comparison of refundability and creditability of royalties, where MRRT is payable

	Project parameters ($m)
	Royalties are refundable
	Royalties are creditable, not refundable

	MRRT revenue 
	500
	500

	MRRT expenditure, excluding royalties 
	100
	100

	Royalty payments
	50
	50

	Royalty allowance (payment/22.5%)
	N/A
	222.2

	MRRT profit
	400
	177.8

	MRRT payable @ 22.5% 
	90
	40

	Less MRRT royalty refund
	50
	N/A

	Net MRRT payable
	40
	40

	Total resource charge (royalty plus MRRT)
	90
	90


Under the crediting approach, the royalty payments actually made ($50 million in Table 4.5) are converted into a pre‑MRRT equivalent by dividing by the effective MRRT rate of 22.5 per cent.  The resulting ‘royalty allowance’ then reduces the size of the project’s profit that is subject to the MRRT.  The same result is obtained if, instead of reducing MRRT profits by the grossed‑up royalty amount, the royalty payment is disregarded for the purposes of calculating MRRT payable and then refunded at the end of the calculation.  In the above Table, whichever of these approaches is taken, the net MRRT payable is $40 million, giving a total resource charge of $90 million.
  

Table 4.6 repeats this analysis for a situation where MRRT is not immediately payable.  All parameters are the same as before except for MRRT expenditure, which now totals $500 million rather than $100 million (perhaps as a result of investment made in expanding the mine).  In this case, crediting royalties will produce a different outcome to refunding them.  The project will make an MRRT loss this year of $222.2 million (wholly attributable to the effect of royalties in this example), which is able to be carried forward to offset future MRRT profits from the project.  As the full value of royalties paid is not needed to reduce the MRRT liability to zero, the unused amount is carried forward for future use, uplifted at the long term bond rate (so that it maintains its real value) plus 7 per cent (a premium which reflects the possibility that the allowance may never be used).  If royalties were refundable instead of creditable, then, in this example, the Commonwealth would immediately reimburse the taxpayer the $50 million in royalty payments it has made to a State.  This project would face no net resource charge this year.  

Table 4.6:
Comparison of refundability and creditability of royalties, where MRRT is not immediately payable

	Project parameters ($m)
	Royalties are refundable
	Royalties are creditable, not refundable

	MRRT revenue 
	500
	500

	MRRT expenditure, excluding royalties 
	500
	500

	Royalty payments
	50
	50

	Royalty allowance (payment/22.5%)
	N/A
	222.2

	MRRT profit
	0
	‑222.2

	MRRT payable @ 22.5% 
	0
	0

	Less MRRT royalty refund
	50
	N/A

	Net MRRT payable
	‑50
	0

	Total resource charge (royalty plus MRRT)
	0
	50

	Unused allowance available for future years (and uplifted at long term bond rate + 7 per cent)
	N/A
	222.2


The MRRT will operate as a ‘top‑up’ tax on highly profitable projects

The MRRT (and the PRRT for those projects also subject to excise or royalties) effectively acts as a ‘top‑up’ tax on the most highly profitable projects, while leaving the amount paid by less profitable projects unchanged.

This interaction between the MRRT and State royalties is illustrated in Figure 4.1, which shows how the amount of royalty and MRRT payments vary with the profitability of a project.  In this example, the project’s revenue is held constant, with mining expenditure (as measured for MRRT purposes) decreasing from left to right, so that the project’s profitability (revenue minus expenditure) increases from left to right in the chart.

Figure 4.1: 
Project profitability, royalties and MRRT for a single year 
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This Figure shows that no MRRT is payable when profitability is relatively low.  For example, if the project’s MRRT revenue is $1 billion and it makes $100 million in royalty payments, it would only pay MRRT if profitability was such that it would have paid more than $100 million in MRRT in the absence of any royalty regime.
  For each extra dollar of profitability beyond this point, the project’s MRRT liability (and the total amount paid for the use of the resources) will increase by 22.5 cents.

4.5 What incentives are created by the interaction between MRRT, PRRT and State royalties?

In its supplementary issues paper, the Panel asked whether ‘States have an incentive to reduce MRRT or PRRT revenue through increasing State mineral royalties?’  

Western Australia says that if such an incentive exists, it is a second‑order issue:

First and foremost, States’ decisions to increase royalties on State‑owned minerals will be driven by the objective of ensuring fairer returns to the community, rather than by any malicious intent of depriving the Commonwealth of revenue from its proposed MRRT (through the royalty–crediting arrangements).  States cannot increase royalties with impunity, as they need to have regard to the impact on less profitable operations.

A resource‑rich State such as Western Australia with substantial infrastructure spending needs may nonetheless have an incentive to increase, say, iron ore royalties to help compensate for the already large net redistribution of wealth out of the State (including through the HFE process) and inadequate support from the Commonwealth’s Budget.

Western Australia also suggests that ‘to the extent there is any incentive, this is attributable to the poor design of the MRRT and lack of collaboration with the States’, and points out that the full crediting of royalties could provide a disincentive to reduce royalty rates:
[T]he terms of reference reflect a one‑sided view which overlooks that the royalty‑crediting arrangements could equally discourage States from reducing mineral royalties.  To the extent that this would result in an offsetting increase in MRRT, there would be no benefit to the mining industry and an increase in [vertical fiscal imbalance].

New South Wales says:

Making future state royalty payments fully deductible under the MRRT is not consistent with the normally accepted principles of revenue base sharing.  These principles demand that the taxes applied by different governments to the common tax base should be independent and separately visible so as to foster individual government accountability.  By making state royalty payments fully deductible, the MRRT could reduce the transparency of royalties on large iron and coal projects.

The key issues are transparency and accountability.  The outcome in this case is a feature of the design of the MRRT.  It has no relationship to HFE.

Tasmania says that States do not have an incentive to reduce MRRT or PRRT revenue, but acknowledges that this may be one consequence of State royalty policy decisions made for other reasons:

States have the incentive to maximise revenue at low economic or other cost.  In so doing, states do not have an interest, or an incentive, to reduce the revenue of other governments, such as the Commonwealth.  However, in pursuing the objective to maximise their mining revenue, an indirect consequence can be a reduction in MRRT or PRRT revenue.

The Northern Territory notes that its circumstances may be different from the other States, given that it already has a profit‑based royalty system in place:

The design of the profit‑based royalty system in the Territory means that there are no incentives for the Territory to increase its mineral royalty rate for the purpose of reducing MRRT and/or PRRT revenue.

The interaction of the MRRT and extension of the PRRT does create an incentive for States to increase royalties — in certain circumstances

The Panel accepts the proposition that when States determine their royalty policies on iron ore, coal, and onshore oil and gas, the existence of the MRRT and PRRT will not necessarily be the only consideration, and sometimes not even a major one.  States will continue to determine their royalty policy settings having regard to matters such as industry and regional development, and the timing, stability and predictability of expected revenues.  However, notwithstanding that other factors play a role, the Commonwealth’s commitment to fully credit all royalty payments against its own resource taxes has created a situation whereby the States can increase their revenue at the expense of the Commonwealth.  It is even conceivable the States could erode the Commonwealth’s entire onshore resource rent tax base, if they were minded to do so.  

The incentive to increase royalties is strongest where profitability is highest

The size of the incentive for States to increase their royalty revenue at the expense of the Commonwealth’s MRRT and PRRT revenue is a function of the amount of MRRT and PRRT payable.  All else being equal, States will have a stronger incentive to increase royalties on highly profitable projects that pay a large amount of MRRT than they would for more marginal projects that pay little MRRT (or none at all).

On highly profitable projects, a reduction in State royalty payments would be offset by an equal increase in MRRT payments.  As long as the project continues to pay some MRRT, a change in State royalties leaves the project no better or worse off overall.  In these circumstances, the only substantive effect of an increase or decrease in royalties is the transfer of revenue between the Commonwealth and the States.

This is illustrated by Table 4.7.  The numbers used in this example for mining revenue, expenditure and carried forward losses are drawn from Example 2.1 in the Explanatory Memorandum to the Minerals Resource Rent Tax Bill 2011.  In that example, the project is shown as paying $37.5 million in royalties, as well as $35.3 million in MRRT, a total resource charge of $72.8 million for the year.

Table 4.7:
The effect of different royalty payments for an MRRT project

	State royalty payment 
	$37.5m
	$50m
	$70m

	Mining revenue 
	$500m
	$500m
	$500m

	Mining expenditure (ex.  royalties) 
	($120m)
	($120m)
	($120m)

	Mining profit
	$380m
	$380m
	$380m

	Royalty allowance (payment/22.5%)
	($166.7m)
	($222.2m)
	($311.1m)

	Uplifted mining loss allowance(a)
	($56.5m)
	($56.5m)
	($56.5m)

	MRRT profit 
	$156.8m
	$101.3m
	$12.4m

	MRRT liability (to Commonwealth)
	$35.3m
	$22.8m
	$2.8m

	Total resource charge (royalty plus MRRT)
	$72.8m
	$72.8m
	$72.8m


Note: The numbers here for mining revenue, mining expenditure and mining loss allowance follow ‘Example 2.1: The basic MRRT calculation’, from the Explanatory Memorandum to the Minerals Resource Rent Tax Bill 2011, page 16.
(a) In this example, losses are uplifted at 13 per cent each year.  That is, it is assumed that the long term bond rate is 6 per cent per annum, and therefore the long term bond rate plus 7 per cent is 13 per cent.

If the State were to increase its royalty rate, so that its total royalty payment from the project increased by $12.5 million to $50 million, this would result in a reduction in MRRT payments of $12.5 million.  If royalties were increased by a further $20 million (to $70 million) MRRT revenue would fall by another $20 million.  In all three cases, the total resource charge (royalties plus MRRT) paid by the project would be $72.8 million.  The amount of royalty levied determines only how this total is shared between the States and the Commonwealth (see Figure 4.2).

Figure 4.2:
MRRT and State royalties for a stylised MRRT-paying project
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The incentive to increase royalties is less where profitability is lower

In the previous example the State where the project is located could increase its royalty revenue by $32.5 million, with the result that Commonwealth revenue would be reduced by $32.5 million and the project itself would be no better or worse off overall (except for an adverse cash‑flow effect to the extent that royalty payments occur substantially in advance of MRRT payments).

However, such a ‘dollar‑for‑dollar’ trade‑off will not occur in every case.  The MRRT is only payable on a project once all of the initial investment has been recouped, including a generous return on that investment.  As such, a project will typically have a profile of changing MRRT liabilities over time.  New projects may not pay MRRT until several years after they have commenced production.  Projects which are insufficiently profitable may not pay any MRRT over their lifetime.  These are intended features of resource rent taxes such as the MRRT and PRRT.

Where an iron ore or coal project has commenced production, but is not yet sufficiently profitable to be liable for MRRT, the interaction between royalties and the MRRT does not result in a simple trade‑off between State and Commonwealth revenue.  If the starting point is that no MRRT is payable, it follows that any increase in State royalty is not immediately offset by the Commonwealth.  

Table 4.8 adjusts the previous example so that it represents a project with higher costs.  Annual mining expenditure is now $300 million instead of $120 million (all other parameters are unchanged).  In this case, a royalty payment of $37.5 million is enough to ensure the project incurs an MRRT loss for the year.  If State royalties on the project were increased, to say $50 million or $75 million, then this is (at least initially) borne by the project, rather than the Commonwealth through reduced MRRT revenue.

Table 4.8:
The effect of different royalty payments for a project not paying MRRT

	State royalty payment 
	$37.5m
	$50m
	$70m

	Mining revenue 
	$500m
	$500m
	$500m

	Mining expenditure (ex.  royalties) 
	($300m)
	($300m)
	($300m)

	Mining profit
	$200m
	$200m
	$200m

	Royalty allowance (payment/22.5%)
	($166.7m)
	($222.2m)
	($311.1m)

	Mining loss allowance (earlier loss x 1.13) (a) 
	($56.5m)
	($56.5m)
	($56.5m)

	MRRT profit/loss
	‑$23.2m
	‑$78.7m
	‑$167.6m

	MRRT liability (to Commonwealth)
	0
	0
	0

	Total resource charge (royalty plus MRRT)
	$37.5m
	$50m
	$70m


(a) This assumes a long term bond rate of 6 per cent per annum, so that the long term bond rate plus 7 per cent is 13 per cent.

Figure 4.3:
State royalty revenue, for a non‑MRRT paying project
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… but as long as the project is expected to pay MRRT at some point, there will be an incentive to increase royalties PgPage 

The previous two examples show, in a stylised way, the effect of a State’s decision to change its royalty policy on the profitability of affected mining projects as well as on MRRT revenue.  The first example shows that, in a year where an affected project would still face an MRRT liability after a royalty increase, the State may be able to claim additional revenue at the expense of the MRRT without adversely affecting the project’s profitability overall.  The second example shows that, if a project is not paying any MRRT to begin with in a particular year, a State increasing its royalty rate will receive this money at the expense, at least initially, of the project’s profitability, rather than at the expense of the Commonwealth.  

In practice, mining projects will typically have a profile of MRRT liabilities that varies significantly over time.  Initially, a new project will be in an MRRT loss position for several years as it outlays the capital expenditure needed to establish the project, and then begins to recoup this investment once the mine starts production.  For this reason, even projects that are ultimately very highly profitable will be unlikely to pay any MRRT during their first few years.

Royalty payments are able to be carried forward and uplifted at the government’s long term bond rate plus 7 percentage points.  For example, when the long term bond rate is 6 per cent, unused royalty credits are uplifted by 13 per cent before being carried forward to offset future MRRT liabilities.  Because of this, States will generally be able to increase royalties and secure revenue at the expense of MRRT collections without making affected projects any worse off overall, provided that the project ultimately becomes profitable enough to face an MRRT liability.
  Put another way, whether States can now increase their royalty revenue without making mining projects worse off depends not on whether a particular project pays MRRT in any given year, but whether it will pay MRRT at some future point.  

The charts at Appendix E show that a decision by a State to increase its royalty rate will:

· increase State royalty revenue each year

· delay the collection of MRRT revenue from the project and decrease the amount of MRRT payable once the project starts paying the tax

· not change the total resource charge faced by the project each year, once its MRRT liability has been fully phased‑in

· not make the project any worse off over its life, if the appropriate discount rate is taken to be the long‑term bond rate plus 7 per cent.

Increases in iron ore and coal royalties since the announcement of the Commonwealth’s resource tax reforms

The previous section examined whether the introduction of the MRRT and the extension of the PRRT creates an incentive, in theory, for States to increase royalty rates and, if so, under what circumstances.  This section notes that, in practice, four States have increased their iron ore or coal royalties since the Commonwealth’s resource tax reforms were first announced in May 2010 (see Table 4.9).

Table 4.9: Increases in royalties since 2 May 2010
	State
	MRRT commodity
	Date of announcement 
	Date of effect
	Estimated increase in State revenue (to 2014‑15)
	Estimated effect on MRRT revenue

	SA
	Iron ore, coal
	16 September 2010
	1 July 2011
	N/A(a)
	Unlikely to be material(a)

	WA(b)
	Iron ore (fines)
	19 May 2011
	Increased in two stages, from 1 July 2012
and 1 July 2013
	Over $2b
	Material (no estimate separately published)

	TAS
	Iron ore, coal
	16 June 2011
	1 January 2012
	N/A(c)
	Unlikely to be material

	WA
	Iron ore (magnetite) 
	20 July 2011
	2011‑12
	$60m in 2011‑12, increasing to around $160m a year by 2014‑15
	Unlikely to be material

	NSW
	Coal
	6 September 2011
	1 July 2012 
	$944m
	Not yet reflected in MRRT estimates


(a) South Australia estimated this royalty change, which applied to all commodities, would increase total royalty revenue by $65 million between 2011‑12 and 2013‑14.  The contribution of iron ore and coal projects to this figure has not been published separately.  
(b) Prior to this general increase in the rate on iron ore fines, the Western Australian Government agreed with BHP Billiton and Rio Tinto to remove a concessional royalty rate (of 3.75 per cent) that had applied to their operations so as to align it with the standard rate of 5.625 per cent, with effect from 1 July 2010.  That change was estimated to raise an additional $340 million in royalties in 2010‑11.  

(c) Tasmania’s royalty increase, to a cap of 5.5 per cent of net sales, is estimated to increase its revenue by around $3.6 million a year, or $12.6 million by 2014‑15.  The contribution of iron ore and coal projects to this figure has not been published separately.
Two of the increases, those by South Australia and Tasmania, apply to all commodities, not just to the relatively small amount of iron ore and coal mined within their jurisdiction.  These increases are unlikely to materially reduce MRRT revenue.

In July 2011, Western Australia announced the imposition of a five per cent royalty on magnetite concentrates (as well as uranium oxide concentrates), which it estimates will raise approximately $160 million a year by 2014‑15.  As a form of iron ore, magnetite is subject to the MRRT.  However, it is not expected to account for much, if any, MRRT revenue, at least over the forward estimates period.  One reason for this is that unlike conventional haematite projects, magnetite ore requires substantial (and expensive) processing in order to produce a saleable product.  The value added downstream of the MRRT valuation point will not be subject to the tax.  Further, those magnetite projects that commence production in coming years will not face any prospect of an MRRT liability until their upfront costs have been recouped.  Because magnetite projects are not expected to account for any significant amount of MRRT revenue, at least initially, the impact of Western Australia’s decision to impose a magnetite royalty is unlikely to have a material effect on MRRT revenue over the forward estimates period.  However, it is possible that it could lower MRRT revenue over the longer‑term, particularly if iron ore prices remain high.

The remaining two announced changes in royalty arrangements are likely to have an impact on MRRT revenue collections.  These are Western Australia’s decision to increase the rate payable on iron ore fines, and New South Wales’ decision to selectively impose a higher coal royalty rate on certain companies.  

Western Australia’s decision to increase the royalty rate on iron ore fines 

On 19 May 2011, the Western Australian Government announced it would increase the royalty rate on iron ore fines.  The rate is to increase in two stages, from 5.625 per cent to 6.5 per cent on 1 July 2012, and to 7.5 per cent from 1 July 2013.  This increase will result in the royalty rate for iron ore ‘fines’ being the same as for iron ore ‘lump’.  

Table 4.10:
Western Australia’s estimates of additional revenue due to iron ore royalty rate changes 
	
	2011‑12
	2012‑13
	2013‑14
	2014‑15
	Total to 2014‑15

	Royalty rate — iron ore ‘fines’ 
	5.625%
	6.5%
	7.5%
	7.5%
	

	Change in Royalty income ($m)
	
	378
	824
	817
	2,019

	Impact on GST share ($m)
	
	
	
	‑96
	‑96

	Net revenue impact ($m)
	
	378
	824
	722
	1,923


Source: Government of Western Australia, 2011–12 Budget, Economic and Fiscal Outlook, Budget Paper No. 3, page 75.

Western Australia expects the higher rate to generate around $2 billion in extra royalties by 2014‑15.
  Like other royalty revenue, this additional amount will be taken into account by the Commonwealth Grants Commission (CGC) in its assessment of the States’ relative fiscal capacities.

For the reasons outlined above, the Commonwealth’s decision to fully credit all State royalties means that an increase in those royalties will reduce the amount of MRRT revenue collected.  Because iron ore projects located in Western Australia form a large part of the MRRT tax base (iron ore projects are estimated to account for around three‑quarters of MRRT revenue,
 and around 97 per cent of iron ore production is in Western Australia), changes in Western Australia’s iron ore royalties can potentially have large effects on MRRT revenues.
  

To the extent that miners affected by royalty increases face an MRRT liability, they might be expected to be largely indifferent to paying the higher royalty (because their MRRT liability is reduced by the same amount), potentially enabling a State to increase its revenues at the Commonwealth’s expense, without incurring the political pain ordinarily associated with increasing taxes and charges.
Western Australia strongly denies that its decision to increase royalties was motivated by a desire to increase its own revenue at the expense of the Commonwealth’s MRRT collections.  Instead, it says that this increase, like all of its royalty policy decisions, was based solely on its own assessment of the appropriate price to charge firms for the use of the Western Australian community’s resources:

First and foremost, States’ decisions to increase royalties on State‑owned minerals will be driven by the objective of ensuring fairer returns to the community, rather than by any malicious intent of depriving the Commonwealth of revenue from its proposed MRRT (through the royalty‑crediting arrangements).  States cannot increase royalties with impunity, as they need to have regard to the impact on less profitable operations.

This position is supported by the Leader of the Opposition in Western Australia:

The recent amendments to the WA State Agreement Acts to increase the iron ore ‘fines’ royalty rates … were supported by the Labor Opposition.  These increases were due to the fact that the argument for ‘fines’ to be treated differently from iron ore ‘lump’ were no longer relevant.

The Commonwealth Treasurer says that both Commonwealth and State governments ‘share a responsibility to ensure the taxation of Australia’s resources preserves our international competitiveness’ and that ‘the MRRT is a more efficient way to provide Australians with a return on their mineral wealth than revenue‑based royalties’.
  The Commonwealth Treasurer also points out that:

[Western Australia’s] decision means it will be much harder for the [Commonwealth] to finance additional infrastructure projects in Western Australia funded by the MRRT.

New South Wales’ decision to selectively increase royalties on coal 
In its 2011‑12 Budget, the New South Wales Government announced its intention to increase coal royalties to raise an estimated $944 million by 2014‑15 ($235 million in 2012‑13, $244 million in 2013‑14 and $465 million in 2014‑15).
 

Unlike the other States that have altered their royalties since the announcement of the MRRT, the New South Wales Government has explicitly justified its policy in terms of its broader fiscal relationship with the Commonwealth.  It has presented the increased royalty as a response to ‘the negative financial impacts on [New South Wales] of the [Commonwealth’s] carbon tax’.
  

Further, the New South Wales Government has expressly stated its intention that the increased royalty be funded out of Commonwealth revenue rather than by the mining industry, and has indicated it will tailor its royalty regime to achieve that outcome:

The increase will only apply to firms that are subject to the [Commonwealth’s proposed MRRT].  As the [Commonwealth] has committed to compensate mining companies for any royalties that are paid to state governments, the increase in royalties will not be an additional tax burden on mining companies.

NSW legislation to implement the royalty supplement will be prepared after the [Commonwealth] finalises its carbon tax and MRRT legislation.  The royalty supplement is intended to protect NSW revenue from [Commonwealth] Government changes, while minimising the financial impact on NSW coal mining.

	The Panel’s view on whether the interaction between the MRRT, PRRT and State royalties creates an incentive for States to increase royalties

The Commonwealth’s decision to fully credit State royalties under the MRRT and PRRT has created an opportunity for States to seek to increase their revenue at the expense of the Commonwealth.

While States will no doubt continue to determine their royalty policies based on a range of considerations, one State has already expressly cited this incentive as the basis for its royalty increase.


4.6 The need for a negotiated outcome

The current position is not sustainable

The introduction of the MRRT and the extension of the PRRT go some way to implementing the reform directions proposed in the AFTS review.  These changes will increase the overall return to the Australian community from the exploitation of its most valuable non‑renewable resources, and do so in a relatively economically efficient way.  However, other important aspects of the AFTS review’s recommendations are yet to be actively pursued, including that the Commonwealth and the States negotiate how to share the revenues and risks of Australia’s resource taxes.  

The importance of an agreement between the two levels of government was highlighted by the Policy Transition Group.  This Group, co‑chaired by the Commonwealth Minister for Resources, Energy and Tourism and Mr Don Argus AC, advised the Commonwealth on the design and implementation of the MRRT and PRRT extension and considered the interaction between existing royalties and the new resource rent taxes.  The Policy Transition Group’s advice on this issue is reproduced at Appendix D.  
Both the AFTS report and the Policy Transition Group recognised that an unsustainable dynamic would be created by the introduction of a resource rent tax at the Commonwealth level that fully recognised royalty payments made to the States — unless the States and the Commonwealth were able to agree on how to share the risks and rewards of resource taxation.  With the passage of the MRRT and PRRT legislation, and the continued absence of an accommodation between the Commonwealth and the States, the harmful and unsustainable situation warned against has eventuated.  The States and the Commonwealth now each lay claim to part of the same tax base.  It is not surprising that one State has already announced its intention to seek to erode the MRRT revenue base, nor that the Commonwealth has responded by threatening to reduce other funding to that State if it proceeds.

This situation is not sustainable.  The States make the point that it is the manner of the Commonwealth’s entry into the field of resource taxation that has created a tension between the two levels of government.  However true this observation might be, it does not contribute to a resolution of the problem with which both levels of government now find themselves.  The States need to assess the likelihood and nature of the Commonwealth’s response in the event that its MRRT and PRRT revenue base continues to be eroded by States’ actions — whether or not that erosion is the deliberate objective of a State decision to increase royalties.  
For these reasons, it is likely that there will be a point at which the Commonwealth will act to ensure its resource tax base is supported.  The fiscal imbalance between the Commonwealth and the States means that there are a number of other funding mechanisms that the Commonwealth could employ to seek to influence States’ decisions, if it chose to do so.  
	The Panel’s view on the unsustainability of the current interaction between the MRRT, PRRT and State royalties 

The Panel accepts the States’ position that the new incentive that exists for them to increase royalties is the product of the way in which the Commonwealth has designed its own resource tax reforms.  
However, if it is unreasonable for the Commonwealth to expect the States to relinquish their discretion over royalty policy, it is equally unrealistic for the States to expect the Commonwealth to allow them to capture the revenue stream generated by the Commonwealth’s undertaking of a significant and challenging reform.  The current situation is not sustainable and needs to be resolved.


How could the problem be fixed?

In its supplementary issues paper, the Panel asked, if States have incentives to reduce MRRT or PRRT revenue by increasing their royalties, how these should be removed.

Submissions recognise there are three broad ways of resolving the current impasse between the Commonwealth and the States:

· The Commonwealth could unilaterally seek to penalise States that increase royalties on MRRT and PRRT commodities.

· The Commonwealth could revisit its design of the MRRT and PRRT.

· The Commonwealth and States could agree on how to share the resource tax base.

The Panel considers the third of these options to be clearly the best outcome.  Before focusing on that in more detail though, it is important to recognise some of the implications of the other two approaches.

Unilateral Commonwealth penalties for States

In their submissions States indicate they would strongly oppose any Commonwealth attempt to penalise States that choose to increase royalties.

Western Australia says:

[A]ny move by the Commonwealth Government to penalise a State from exercising its constitutional right not only raises significant constitutional law issues, but also can only be to the detriment of the Australian community, federation and nation.

New South Wales considers that:
… the interrelationship between the revenue potential of the Minerals Resource Rent Tax (MRRT) and Petroleum Resource Rent Tax (PRRT) and state mineral royalties arises solely because of the design of the MRRT/PRRT and has nothing to do with the GST or fiscal equalisation … New South Wales requests the Review Panel make no recommendations linking HFE and the distribution of GST revenue to the adoption of particular state policies in relation to taxation or mineral royalties.

The Northern Territory agrees:

The proposal that there should be a cap on state royalty rates to avoid reducing Commonwealth MRRT or PRRT revenue is entirely inappropriate.  This would place further constraints on states’ revenue raising capacities, exacerbating the increasing level of vertical fiscal imbalance in Australia.  The Territory strongly supports the continued autonomy of state governments to determine state mineral royalty rates and that the Commonwealth should not penalise a state through the GST distribution for exercising this autonomy.

Tasmania also considers that it would not be appropriate to use the GST distribution to influence States’ royalty settings:

The GST distribution would be a highly inappropriate tool for imposing such sanctions, given that it would interfere with HFE’s equity objectives, increase complexity, reduce transparency, and set an undesirable precedent in Commonwealth‑State relations.

There will be occasions where states will adjust mineral royalty and other tax rates in line with their policy and revenue 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.

The States are unanimously of the view that the Commonwealth should not adjust the GST distribution system to influence States’ royalty policy decisions.  Most States, and in particular the major resource States, would firmly oppose any Commonwealth attempt to interfere with their traditional role in charging for the use of their mineral resources.

Such an approach would also risk perverse unintended outcomes.  An inevitable consequence of one State suffering a lesser GST share by way of penalty would be that other States would receive more GST than otherwise.  Whenever a large resource State was penalised, other States, including those with little or no mining of their own, would receive a corresponding unintended ‘reward’.

In theory, it would be open to the Commonwealth to use one of the other fiscal levers at its disposal, rather than the GST distribution process, to penalise States for increasing royalties.  For example, while the Australian Capital Territory agrees with others that a State’s share of the GST pool should not be dependent on its royalty policies, it also recognises the importance of protecting the MRRT revenue base, and suggests:
… that the Federal Government continue to influence the policies of the mining States outside HFE, such as through direct Commonwealth payments and the use of infrastructure payments.
  
	The Panel’s view on the Commonwealth penalising States for increasing royalties 

The Panel agrees with the States that it would not be desirable for the Commonwealth to adjust the GST distribution system to penalise States for increasing their royalties.  Not only might this not achieve the Commonwealth’s goals, the zero‑sum nature of the GST distribution system would result in a corresponding unintended reward for other States.  

As pointed out earlier, while the Commonwealth continues to provide significant non‑GST revenues to the States, there are other means at the Commonwealth’s disposal to prevent States from eroding its resource rent tax revenue base.  However, use of these means would be an unfortunate alternative to a cooperative solution.  


Revisiting the design of the MRRT and PRRT

A second way of removing the incentive for States to increase their royalty rates at the expense of MRRT and PRRT revenue would be for the Commonwealth to credit royalties only up to a certain amount, rather than all royalties.  This would sever the link between prevailing State royalty policies and the MRRT and PRRT revenue base.  

Some States are attracted to this option.  They consider that the Commonwealth’s exposure to losing revenue if States increase their royalties is solely an issue for the Commonwealth — and is within its competence to solve without needing the involvement of the States.

For example, Tasmania says: 

If this problem requires addressing, the logical solution is to address problems with the design of the MRRT.  As simple solution would be to cap, at current levels, the state royalty rate that can be treated as a credit for MRRT purposes.  Under this scenario, the burden of any increase in state royalty rates then falls upon the taxpayer rather than the Australian Government, although this would have efficiency implications.

New South Wales also suggests that the Commonwealth should reconsider this element of the MRRT’s design, on the basis that it breaches normally accepted principles of revenue base sharing:

These principles demand that the taxes applied by different governments to the common tax base should be independent and separately visible so as to foster individual government accountability.  By making state royalty payments fully deductible, the MRRT could reduce the transparency of royalties on large iron and coal projects.

Queensland points out:

If the [Commonwealth] has a concern that the States’ use of their sovereign right to increase royalty charges on the exploitation of their mineral resources will detract from their resource rent revenues, it is open to the [Commonwealth] to redesign their taxes or undertake negotiations with the States.  The HFE process should not be used to generate specific policy outcomes that can be achieved through more appropriate means.

South Australia suggests that breaking the link between royalty payments and the credit under the MRRT and PRRT could be part of a broader agreement between the Commonwealth and the States that would involve lower royalties and a ‘more revenue effective design of mining rent tax to ensure no overall loss in expected value of revenue’.
  South Australia considers this approach could promote greater overall efficiency, while restoring full accountability to the States for their policy settings: 

While there would be potential risks to miners from increased State royalties, this is no different to the pre‑MRRT situation where States were required to balance mining investment certainty considerations with the need to ensure that the community was receiving an adequate return from mining investments.

Western Australia does not accept there should be changes to the royalty crediting arrangements:

The best way to address concerns about any such incentives (or disincentives) would be for the Commonwealth Government not to proceed with its flawed mining tax regime — if the regime proceeds, Western Australia would not support any change to the crediting of royalties against the MRRT and PRRT, which has now been settled with the mining industry and reduces the risk of total resource charges exceeding mineral rent.

As discussed above, the treatment of royalties is one of the policy areas the Commonwealth Government adjusted between announcing the RSPT and signing a Heads of Agreement with key parts of the mining industry.  One change was to make royalty payments creditable against MRRT (and PRRT) liabilities, rather than guaranteeing a full refund.  The other change was from recognising royalties ‘at least up to the amount of royalties imposed at the time of announcement, including scheduled increases and appropriate indexation factors’
 to an approach that ‘[a]ll State and Territory royalties will be creditable against the resource tax liability but not transferable or refundable’.
  

The Policy Transition Group recommended that in this context ‘all’ should be taken to mean ‘all current and future’ royalties,
 although it should be noted that this is not the only possible interpretation of this part of the Heads of Agreement between the Commonwealth Government and representatives of the mining industry.
  The Commonwealth accepted the Policy Transition Group’s recommendation and drafted the MRRT and PRRT laws to give effect to it.

It is theoretically open to the Commonwealth to revisit this aspect of the design of the MRRT and PRRT.  If it was willing to break the link between future State royalties and the allowance provided for royalties against its taxes, this could be achieved in any of several ways.  For example, the royalty allowance currently available against MRRT and PRRT liabilities could be replaced by a uniform allowance that was not tied to the specific amount of royalties paid by a given miner.  This uniform allowance could conceivably be calculated with reference to the average (or highest or lowest) rate of royalties that applied at a point in time, such as the announcement of the Commonwealth’s resource tax reforms (2 May 2010), the announcement of the MRRT (1 July 2010), the commencement of the MRRT (1 July 2012) or some other date.  

Tasmania’s suggestion of ‘capping’ the royalty credit at the current level applying in each State also has some logic to it.  However, on the face of it, this approach would appear to be at a higher risk of breaching the Constitutional prohibition against Commonwealth tax laws that discriminate between States than a uniform allowance regardless of location.
  To the extent that State royalties are currently not uniform, capping at any particular ‘current’ level would result in different credits being available to operations in different States.  

Another implication of this option is that, to the extent that actual royalties levied by States exceeded the amount credited by the Commonwealth, this would increase the overall level of tax payable by mining projects.  By ensuring that State royalties ‘bite’ over a certain level, there is a risk that investment and production decisions will be undesirably distorted, undermining part of the initial rationale for the introduction of a resource rent tax.  The flip‑side of this argument is that severing the link between State policies and credits against Commonwealth resource taxes would have the benefits of ensuring that States retain their policy autonomy in this area and are once again made fully accountable for the consequences of their royalty settings.

	The Panel’s view on revisiting the design of the MRRT and PRRT 
The Panel considers that the Commonwealth unilaterally revisiting the design of the MRRT and PRRT is a fall‑back position available to the Commonwealth in the event that it is unable to secure an agreement with the States.  As the royalty allowance forms part of the MRRT and PRRT laws, any amendment would be subject to passage through the Commonwealth Parliament.  


The Commonwealth and the States could agree to share the risks and rewards of resource taxation

Several States are of the view that a robust solution to the problem caused by the interaction between State royalties, MRRT and PRRT must be based on an agreement between the Commonwealth and the States.  

South Australia says:

Ideally there would be agreement between all governments as to the preferred ‘all‑up’ mining tax structure from a national viewpoint.  The assignment of components and allocation of revenues from that structure would then be an important, but secondary issue.

Western Australia highlights the benefits of cooperation between governments in securing economic reform: 

The Commonwealth could have instead achieved one of its MRRT objectives —an improved return to the community from natural resources when commodity prices are high — by working with, rather than against, the States.

Queensland agrees that cooperative reforms are best secured through negotiations between the Commonwealth and the States, and offers the 2008 Intergovernmental Agreement on Federal Financial Relations as a useful model.

Historically, it has been processes and agreements such as these that have successfully achieved worthwhile and enduring policy changes in the Australian federation.  They allow for more measured approaches to tax policy changes that can balance social, economic and budgetary considerations.

Unlike some other aspects of the Review, the interaction between State royalties and the Commonwealth’s resource tax reforms clearly presents a readily identifiable, and immediate, problem.  

	The Panel’s view on the need for the Commonwealth and the States to reach an agreed outcome on resource taxation 

The Panel’s role is not to pass judgement on the evolution of the Commonwealth’s resource tax reforms or the merits of individual States’ royalty policy decisions.  The Panel considers, though, that the current situation is both undesirable and ultimately unsustainable and strongly endorses the advice of the Australia’s Future Tax System review and the Policy Transition Group that the risks and rewards of Australia’s resource tax arrangements be the subject of a negotiated agreement between the Commonwealth and the States.


4.7 What form might an agreement take?

The Panel concedes that it is easy for outsiders to urge governments with widely differing perspectives to reach an agreement on a complex issue such as resource taxation, but that it is more difficult to propose even the contours of a possible solution, much less the matters of detail that would ultimately need to be settled.

Nevertheless, the Panel considers it may be worthwhile to set out, at a high level, some possible options for how the resource taxation recommendations of the AFTS review might be advanced, given the developments since that report.  This high level design discussion is intended to illustrate the feasibility, at least in theory, of a negotiated outcome between the Commonwealth and the States.  However, while the Panel is firmly of the view that an agreement should be pursued, ultimately this — along with the parameters of any agreement
 — is a matter for the governments concerned.  

What have States suggested?

As previously discussed, the States generally consider that this Review is not the appropriate forum to canvass measures designed to influence State royalty policy decisions.  Accordingly, most States have not outlined their preferred basis for an agreement between the Commonwealth and the States on these issues.
  For example, New South Wales says:

[The supplementary Terms of Reference] appear to be motivated by the Commonwealth Government’s desire to influence an outcome of its MRRT/PRRT policies.  Given the underlying cause is not related to GST, New South Wales recommends the Review Panel make no recommendations linking the distribution of GST revenue to the adoption of particular State policies.

These points are echoed in the Western Australian submission:

Western Australia considers it inappropriate that in the new terms of reference it is inherent that a State should be penalised by the Commonwealth Government for changing royalty rates applicable in that State, which unfortunately may also compromise the independence of the Review Panel.

South Australia is the only State so far that has outlined what a Commonwealth‑State agreement on mining taxation might look like.  While it considers that States’ royalty settings are likely to remain relatively stable over time:

Nonetheless if the policy commitment to uncapped crediting of state royalties against MRRT (rather than permitted as a mere deduction against the calculation of the MRRT base ) creates undesirable revenue shifting incentive effects between the States and the Commonwealth, a solution may be for the States to receive the MRRT revenues.

South Australia provides some more detail about how this option might work in practice.

If the Commonwealth were to assign the MRRT revenues to the States this could be shared among jurisdictions on a per capita basis.  Existing royalties would continue to be assessed by the CGC, achieving a per capita sharing at the national average royalty rate but allowing States policy flexibility to generate additional (or less) revenue from choices about their own effective royalty rates.  The assignment of MRRT revenues to the States would require an offsetting reduction in some other Commonwealth payments to the States — most likely a National Specific Purpose Payment (NSPP), although there may be other options in respect of a re‑allocation of roles and responsibilities.  From the States perspective this would involve replacing a stable revenue stream (NSPP), with a potentially volatile one (MRRT).  Some form of ‘no worse off’ guarantee would need to be considered as was the case with the IGA reforms, at least for a transitional period.

As South Australia acknowledges in its submission, although this approach would remove tension between the Commonwealth and the States, it would result in a situation where ‘increases in royalty rates by an individual jurisdiction would … be to the financial detriment of other States [and] … management of this would be a challenging political exercise’.

If the Commonwealth and the States are inclined to move cooperatively towards further improving resource taxation, several other options may also merit further investigation:

· the complete removal of States’ royalties on MRRT and PRRT commodities, in return for replacement payments from the Commonwealth

· a reduction in royalties on MRRT and PRRT commodities to a lower, uniform rate, in return for replacement payments from the Commonwealth

· an undertaking by the States not to further increase royalties on MRRT and PRRT commodities, perhaps in return for a Commonwealth commitment on future funding.  

Royalties could (theoretically) be removed

As discussed earlier in this Chapter, the AFTS review considered that Australia as a whole would be better off if State mineral royalties were to be replaced by a well‑designed resource rent tax.  Although differing from the particular model proposed by the AFTS review, the MRRT represents a significant shift towards taxing the most valuable commodities using a more profits‑based approach.

Additional revenue from the introduction of the MRRT, although highly sensitive to currency fluctuations and commodity prices amongst other things, is currently estimated to be around $13 billion over its first four years.  While this higher level of taxation on the most profitable projects is consistent with the direction proposed in the AFTS review, the retention of royalties alongside the MRRT and PRRT means that less profitable projects do not receive a reduction in their overall tax burden.  The economics of these projects will therefore continue to be influenced by the royalties that (the AFTS review found) could significantly distort production and investment decisions, to the detriment of the community over time.

Given the importance of iron ore and coal royalty revenue to the States, either directly or indirectly through the HFE system, the States would not countenance their removal (if at all) unless the Commonwealth was to provide them with an alternative revenue stream.  The discussion in the AFTS review suggests two ways this could be done:

· All (or part) of MRRT revenue could be allocated in proportion to each State’s share of gross MRRT receipts, calculated before the transfer of losses from non‑tax‑paying projects.  This would ensure that a State’s share of net revenues is not diminished because of loss‑making projects in another State.
  

· The Commonwealth could make regular payments to the States based on notional royalties applied to State‑based production data.

Of these two options, the first could provide States with more revenue, but the second would provide greater certainty and predictability.  An arrangement along these lines would have the benefit of reducing the compliance and administration costs associated with operating parallel resource charging regimes.  It would also remove the effect of royalties on marginal projects, as recommended by AFTS.  

The removal of the effect of royalties on marginal projects would come at a net cost to revenue overall, at least initially.  The amount of MRRT revenue received by the Commonwealth would increase as a result (because highly profitable projects would pay an extra dollar of MRRT for every dollar not paid in royalties), but by less than the full amount given up by the States (because less profitable projects would then pay neither royalties nor MRRT).  There would also be timing effects associated with a substitution from State royalties to MRRT, although their overall direction is not clear.  Royalties would ordinarily begin to be collected earlier in a project’s life than a profits‑based tax such as the MRRT.  However, removing royalties would mean that part of project costs would no longer be uplifted at a rate of 7 percentage points above the long‑term bond rate faced by the Commonwealth.
At least one State has already ‘ruled out’ relinquishing its royalties, even in the event they were to be compensated financially.  Western Australia says:

… Western Australia would not under any circumstances support the finding of the [AFTS] review that State royalties should be replaced by a Commonwealth tax.

These concerns might be reduced somewhat if the Commonwealth were to guarantee that no State would be worse off overall (or would be even better off, fiscally) as a result of giving up their royalty revenue.  However, even in those circumstances, it is difficult to see the States agreeing to remove their royalties altogether.  

Royalties could be reduced to a single, uniform rate 

A second approach could be for the States to reduce royalties on MRRT and PRRT commodities to a single, uniform rate, rather than removing them completely.  Such a ‘hybrid’ structure could be thought of as splitting the resource charge into two parts:  

· a standard royalty component that represents a minimum payment for the right to mine the commodity (irrespective of how profitably the mining activity is conducted)

· a variable component that depends on the profitability of the particular project.

This structure would represent an improvement over the situation prior to the introduction of the MRRT.  As the AFTS review concluded, by themselves existing State royalties are too blunt an instrument to simultaneously secure an adequate return from highly profitable projects while avoiding damage to less profitable ones.  One result of the bluntness of the royalty instrument has been a tendency to undercharge for the right to exploit Australia’s most valuable non‑renewable resources.  A hybrid structure could combine the best features of the value‑based and profits‑based approaches.  To the extent that States currently seek to use variable royalty rates as a proxy for the average profitability of different commodities, this would no longer be necessary.
Under this hybrid approach, the Commonwealth could agree to make additional payments to the States, sourced from the increase to MRRT revenue generated by the royalty reductions, so that no State was disadvantaged.  Relative to removing royalties altogether, this approach would result in States retaining a component of royalty revenue, while not increasing MRRT revenue by as much.  

The retention of State royalty regimes would mean that the compliance and administration costs associated with parallel resource charges would remain.  
Royalties on MRRT and PRRT commodities could be fixed 

Even if States were not willing to set their royalties at a single rate on MRRT and PRRT commodities, a more limited agreement might be possible, by States undertaking not to increase royalties above a certain level.  For each commodity, this level could be fixed in several ways, including:

· the prevailing royalty rates in each State at the time any agreement is reached (or when the Commonwealth’s resource tax changes were first announced in May 2010)

· the average, or highest, royalty rate across the States at the time any agreement is reached (or in May 2010).

An undertaking by the States along these lines would address the Commonwealth’s concern that future increases in royalties would reduce MRRT and PRRT revenue and dilute the overall benefits of its changes to resource taxation.  It would also provide certainty to the mining industry.  Fixing royalties would prevent the erosion of the MRRT and PRRT revenue base.

However, the States might only be willing to give such an undertaking that would reduce their policy autonomy in return for some additional benefit.  That would be a matter for negotiation between the Commonwealth and the States.  

	The Panel’s summary view on resource taxation within the Federation 

The Commonwealth has designed the MRRT and the extension of the PRRT in a way that is intended to minimise the economic effects of State royalties, consistent with the AFTS review’s findings that these royalties are relatively inefficient.  However, this design has also provided the States with an opportunity to erode the MRRT and PRRT revenue base by increasing royalties.

The Panel considers that an agreement between the Commonwealth and the States on the taxation of resource projects would secure, and build upon, the benefits of the resource tax reforms already undertaken.

The Panel believes there are potential solutions which could benefit all parties.  For example, a reduction in the rate of ad valorem royalties on iron ore, coal and petroleum, with greater use made of resource rent taxes to deliver a return to the community would:

· secure the MRRT and PRRT revenue base, allowing the Commonwealth to return to the States the value of foregone royalty revenue

· produce a more efficient system overall, by reducing the distortions to production and investment decisions that can be caused by royalties
· be expected to deliver a tangible fiscal dividend over time.

Any such fiscal dividend would be available to be shared between the two levels of government.


5 HFE and State tax reform
5.1 Promoting State tax reform

State tax reform is worth pursuing in the national interest
The Panel and all jurisdictions see merit in pursuing State tax reform as a means of advancing the Commonwealth and State economies.  Meaningful reform should place the whole Federation in a better position to deal with future challenges, such as an ageing population and the changing sources of wealth and growth over the course of the ‘Asian century’.  For example, the recent New South Wales Financial Audit 2011 says:

Fundamental tax reform, such as replacing inefficient taxes with more efficient taxes, is necessary to remove economic distortions, promote economic growth, underpin productivity improvements, reduce complexity and enhance the sustainability of increased levels of service delivery.

AFTS on State tax reform

Findings on State taxes in the AFTS report and the outcomes of State tax reviews are useful starting points for a discussion between States and the Commonwealth on identifying a preferred future tax mix and establishing a preferred tax reform path.

As noted in Chapter 1, AFTS recommended replacing some less efficient State taxes with more efficient ones.  A broader based land tax, for example, could replace the existing land tax and stamp duty on conveyances.  Motor taxes could be replaced with an improved road user charging system.  Insurance taxes could be replaced in a number of ways, including an improved payroll tax, and the payroll tax itself could be replaced with revenue from a business cash flow tax.

Whatever the final shape and direction of reform, the recommended general trend can be summarised as:

· placing more reliance on a few main taxes and less on smaller ‘nuisance’ taxes

· replacing less efficient taxes with more efficient ones (which usually means replacing high impact narrow‑based taxes that inhibit economic activity, with broader‑based, lower‑rate ones)

· raising more revenue from less mobile tax bases and raising less revenue from the more mobile tax bases.
  

While AFTS was prevented from examining the rate and base of the GST, it is worth pointing out that the business cash flow tax has much the same economic incidence as a GST with a broader base.  Similarly, the payroll tax and the GST have much the same economic incidence, with overlapping, but not identical bases.

The National Tax Forum
At the 2011 National Tax Forum, the Treasurers from New South Wales and Queensland agreed to work with the Council for the Australian Federation to develop a State tax reform plan.  The first iteration of the plan is due to be completed by the end of 2012.  Since then, the South Australian Treasurer has replaced the Queensland Treasurer in this process.  Following discussion by Treasurers, the plan will be taken to COAG for agreement and implementation.

State tax reviews
Various States have considered or conducted reviews in recent years.  Western Australia conducted a review of its tax system that reported in May 2007.
  New South Wales released its review on 22 February 2012.
  The Australian Capital Territory released its report on 7 May 2012.
  Tasmania cancelled its State Tax Review in November 2011, partly due to the challenging economic circumstances facing the State and recognising that the best prospect for State tax reform would be through a cooperative approach with the Commonwealth and other States.

	The Panel’s view on pursuing State tax reform
The Panel sees merit in pursuing State tax reform as a means of advancing the national economy.  Meaningful reform should place both the Commonwealth and States in a better position to deal with future challenges.


A potential impediment to State tax reform

As explained in Chapter 3, under the current system for sharing GST, tax reforms of virtually any sort will have GST share effects.        

The case study below demonstrates those effects, using the example of replacing insurance taxes.  The Panel expresses no view of whether this sort of change of tax mix should be the first reform priority — this case study has been developed merely to show how GST effects might get in the way of reform, and how they could be overcome.  Insurances taxes have been used as there seems to be some consensus — from last year’s tax forum and elsewhere — that they could be a target for replacement.

A case study of tax reform

All States license insurance companies to write insurance policies in their jurisdictions, although tax rates, concessions and coverage vary.  Insurance tax is one of the six revenue categories differentially assessed by the CGC.  In the current assessment, New South Wales is assessed as having a higher capacity to raise insurance tax revenue than the other States, reducing its GST share, with increases for other States.

If insurance taxes were to be abolished, and States replaced the revenue from other sources, possibilities for replacement include increasing an existing, more efficient tax, or introducing a new, more efficient tax.  

As noted in Chapter 2, States have different assessed revenue raising capacities for each tax.  Therefore, if a State changes the mix of taxes it uses to raise revenue, there will be GST share effects.  The effects for two possible reform directions are examined below.

Increasing an existing tax

Revenue raised from insurance taxes could be replaced by another State tax that is more efficient, for example, payroll tax.
  For comparison purposes, in this instance, States would collect the same amount of tax.

Using the example of replacing insurance tax with additional payroll tax, Figure 5.1 shows that States with a lower revenue raising capacity in payroll tax than insurance tax (for example, New South Wales) would experience an increase in GST share from the switch.  On the other hand, States with a higher revenue raising capacity in payroll tax than insurance tax (for example, Western Australia) would experience a decrease in GST share from such a switch.  
Introducing a new efficient State tax

In practice, States have limited options for introducing new efficient taxes that raise significant revenue.
  Again for the purposes of illustrating GST share effects only, revenue currently raised from insurance taxes could be replaced by a small State personal income tax.
Figure 5.1 shows some States have a higher revenue raising capacity in income tax compared with insurance tax.  These States would have a negative GST share effect, while the States with lower revenue raising capacity in income tax compared with insurance tax would have a positive GST share effect.

Figure 5.1:
Revenue raising capacity, 2009‑10
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Note: Insurance tax and payroll tax revenue raising capacity ratios sourced the CGC’s 2012 Update Report and personal income tax revenue raising capacity ratios derived from ATO data.
Source: Secretariat calculations.

5.2 The benefits of an agreement on State tax reform
Of the States that raised State tax reform in submissions, all agree that the ideal way to achieve reform is through a multilateral negotiation or discussion that includes the Commonwealth.  Many States also identify the approach taken in implementing the A New Tax System (ANTS) reforms as a model for future State tax reform.  

For example, the Northern Territory says:

The cooperative and multilateral approach taken to reform of state taxes as part of the introduction of the GST should act as blueprint for future reforms.

AFTS recommendation 119 also urged the use of intergovernmental agreements between the Commonwealth and State Governments to coordinate State tax reform by providing the States with revenue stability and facilitating good policy outcomes.

Any effective intergovernmental agreement on State tax reform would identify what taxes would be abolished, amended, or reformed, the timeline for achieving the reforms, and the means to address any GST share effects — if they are considered important.  While State tax reform does not strictly require Commonwealth involvement, the Panel would encourage the Commonwealth to be actively engaged in any proposed reforms as State tax reform will be important in positioning the federation to respond to future challenges.  The Commonwealth’s role could be as a neutral facilitator in deliberations among States on the direction and pace of reform.

Addressing GST share effects arising from State tax reform

As demonstrated above, State tax reform will have GST share effects — some States will gain GST share and others lose GST share solely due to tax reform.  If States are concerned about them, the GST share effects of any reform will need to be addressed.  

There are a variety of ways the GST share effects of tax reform could be minimised, neutralised, or compensated for.
 

Minimising GST share effects
The Panel’s first interim report canvassed a number of ways in which the current system could be modified to break the nexus between the precise mix of taxes adopted by States and GST shares.
  These approaches include:

· ‘Equalising’ to a minimum (or lower than average) standard
· Equalising to the standard of the State with the lowest level of taxes would reduce the impact of tax switches on State GST shares because it would reduce the size of the GST transfer for any given tax mix.  However, if applied as a general rule, it would give States that have a high capacity a strong incentive to significantly reduce their tax rates.  
· ‘Equalising’ to an external standard
· Instead of focussing exclusively on ‘what States collectively do’ and the circumstances in which they operate, the standard of tax and expenditure policy could be determined with reference to an external standard of what States should do and the circumstances they should operate in.

· Broader indicators

· The Panel is attracted to the use of broader indicators as they could offer significant simplification and may equalise to a similar extent as at present.  However, the Panel has not yet identified appropriate indicators, and seeks further State advice.

Compensating for GST share effects
The Panel notes how the impacts of substantial reforms have been dealt with in the past, such as in ANTS and the National Competition Policy (NCP) reforms.

Under ANTS, where GST was introduced and some State taxes abolished, States were given a guarantee that:

…[T]he budgetary position of each individual State and Territory will be no worse off than it would have been had the reforms … not been implemented.

The NCP process in the mid‑1990s to the mid‑2000s made use of the fiscal benefits of reform.  In its review of the NCP the Productivity Commission noted:

An important feature of the institutional framework has been the financial incentives — so called competition payments — made by the Australian Government to the States and Territories to ‘return’ the fiscal dividend from their implementation of agreed reform commitments.

Victoria points out that a fiscal benefit is likely to accompany any significant tax reform in the future, saying:

The last major national tax reform, the GST … led to increases in Commonwealth tax revenues such as personal income tax and company tax [.] ….  This is likely to occur again if significant national tax reform is undertaken.

If either of these approaches were adopted, States with a negative GST share effect would receive a payment from the Commonwealth to compensate them.  
As long as the reform process led to quantifiable fiscal benefits for the Commonwealth, these approaches would not breach the Commonwealth’s injunction that it will not fund State tax reform.  

Neutralising GST share effects
If all States agreed that tax reforms would facilitate a desirable national change, GST share effects could be neutralised, at least on a transitional basis.  Neutralising would reallocate GST payments between States to ensure tax reform did not result in any State having a GST share effect, negative or positive.

Addressing the GST share effects of a mining tax agreement

The options for minimising, neutralising or compensating for GST share effects of State tax reforms are also available in the context of changes in State mineral royalties.  As discussed in Chapter 4, the Panel’s view is that the Commonwealth and States should seek to reach agreement on how to allocate the components of the mining tax and royalty revenue between them.  The Panel has identified some options that the Commonwealth and States could pursue to reach an agreement on resource charging arrangements.  Because all States ultimately share in royalty revenues through the equalisation process, they all have a stake in ensuring any agreement does not involve a shift in revenues from the States to the Commonwealth, and would require a guarantee they would be no worse off following any agreed policy change in this area.  

This has implications for how any additional MRRT and PRRT revenue collected by the Commonwealth is returned to the States (see Chapter 4).  One option would be for the Commonwealth to add to the GST pool the total amount the amount of royalty revenue foregone by the States.  This would ensure that collectively the States’ budget positions were maintained.  However, by essentially ‘fast‑tracking’ the equalisation of some mining revenue, this would produce a different outcome relative to the current system, and options for minimising, neutralising or compensating for these GST share effects might need to be considered.

To avoid the need for action to address GST share effects of a mining tax agreement, the replacement revenue stream from the Commonwealth could be provided to States in proportion to the amount of royalty revenue each State would forego as part of any agreement.  This would ensure that each State’s budget position would not be made worse off.  To achieve this, the CGC would have to be instructed to include this revenue in its mining assessment.
  

While, ultimately, the States and Commonwealth will need to determine whether and how to deal with any GST share effects that arise from State tax reform, the Panel notes that GST share effects can be addressed in a variety of sensible ways.

	The Panel’s view on promoting State tax reform
The Panel considers the optimal way to pursue State tax reform is on a multilateral basis — amongst the States and including the Commonwealth — to maximise the benefits of reforms.  This multilateral, cooperative approach would allow any GST share effects to be identified and appropriately dealt with.

The Panel notes the work underway on State tax reform and encourages the Commonwealth to assist States in their deliberations.


5.3 Are incentives for reform necessary?

While, in an atmosphere of cooperation, incentives for reform might be thought unnecessary, the Panel has examined possible ways to ensure that everything goes according to plan.  Past attempts at reform have not always come easily and day‑to‑day politics can derail any difficult task.  Implementing reform may take a number of years, during which governments, local circumstances and anticipated GST share effects may change.  Indeed, the ANTS agreement (referred to above) was differentially executed by jurisdictions and the original plan was not fully implemented after more than a decade.

It might therefore be beneficial to reinforce any initial agreement with incentives and disincentives, to ensure it is followed through.  In the absence of any other obvious sources of funds, it seems sensible that the GST distribution could be made to support, rather than detract from, the agreed direction.  

As a result, the paragraphs below consider how the GST distribution could be used to provide incentives for States to implement agreed tax reforms.  In particular, they address the issues raised in the supplementary Terms of Reference that asks the Panel to make recommendations on possible changes to the form of equalisation:

[To] utilise HFE to provide incentives and disincentives to promote future State policy decisions which improve the efficiency of State taxes and mineral royalties.
  

State views on using the GST distribution to support State policy decisions

The Supplementary Issues Paper relating to the additional Terms of Reference posed the question as to how the GST distribution could be designed in order to provide incentives and disincentives for certain State policy decisions.  No State agrees that the GST distribution should be actively used to provide incentives or disincentives for State policy decisions.
  Reasons given for saying HFE should not be used to promote reform include that it would undermine equalisation objectives, State autonomy and policy neutrality.  States also say that such a path would contradict the untied nature of GST payments, reduce transparency, complicate HFE and increase uncertainty.  

For example, New South Wales says:

Linking the GST distribution process to state policy implementation introduces risks that, by making it more complex, less transparent and more uncertain in its outcome, would reduce confidence in the financial relationships within the Australian federation.

South Australia says:

Loading the equalisation system with multiple objectives would significantly undermine its ability to achieve any of those objectives fully or satisfactorily.

Western Australia does not agree with using the GST distribution process to create incentives or penalties, but says:
… if such actions were to be contemplated, they should be recommended by fully independent bodies and limited to where there are no other signals or mechanisms for government to improve policy.

Queensland says:

…better mechanisms to drive policy change already exist.  The Queensland and New South Wales Treasurers are already driving a process of state tax reform … [and the] Intergovernmental Agreement … already provides a mechanism to drive and manage reform.
 
The Northern Territory rejects the notion that part of the GST pool could be used to provide a reward.  It says:

The notion that part of the GST pool could be quarantined for distribution on a rewards basis is inconsistent with the untied nature of GST revenue as agreed under the IGA.  The proposal to provide financial incentives or disincentives undermines states’ autonomy, and would reduce state governments’ abilities to tailor tax policies according to the needs of state constituents and prevailing economic conditions of the state.  The Territory is therefore strongly opposed to any change in the form of HFE that would provide incentives or disincentives for certain state policy decisions.

The Panel notes that the concerns expressed by States about using the GST distribution to promote reform appear to relate to a unilateral or imposed use of GST shares to force an external view of reform upon them.  The Panel agrees that, if this was in contemplation, most of the States’ concerns would be entirely valid.  However, in an environment where the reform direction has been agreed between the Commonwealth and States, using the GST distribution to encourage States to pursue the chosen reform direction must surely be a benefit.  Further, given the tendency for tax reform to have staged implementation over a number of years, incentives may prove valuable.  

As most States have not proposed any specific measures that could be used for this purpose, to respond properly to its Terms of Reference, the Panel has considered the issue independently.  This process has identified a number of ways the GST distribution could be used to encourage States to implement agreed tax reform.

No doubt the Panel’s preliminary analysis and views can be further developed with full input from the States.  

5.4 Providing incentives for State tax reform
Factors that shape the range of possibilities

The range of measures to encourage States to implement agreed tax reform canvassed below has been shaped by a number of factors.  

· The Terms of Reference for this Review specify that the GST will be distributed as untied payments.
  This prevents any restrictions being placed on how States use their GST payments.  Therefore, no such options have been considered.  

· However, the Panel does not consider that making some GST payments ‘conditional’ on certain actions, such as achieving an agreed reform milestone, would be equivalent to tying GST payments.  These approaches have therefore been examined.

· The Terms of Reference specify that GST will be distributed on the basis of equalising payments.
  This means that the GST will continue to be the source of funds to equalise State fiscal capacities.

· However, in the Panel’s view, this requirement does not rule out including other goals alongside HFE in the GST distribution, for example, facilitating tax reform.

· The Terms of Reference specify that State tax reform will not be financed by the Commonwealth Government.
  This allows the GST, a Commonwealth tax passed on in full to the States, to be used to facilitate State tax reform.  In that vein, the Panel has accepted that other Commonwealth revenue intended for the States, for example, payments for specific purposes (PSPs), could be used to facilitate State tax reform, provided the net budget position of the Commonwealth is not affected.  

· The Commonwealth Treasurer has said that the GST rate and base will not change.
  Therefore, the Panel has not considered options that would require a change in the GST rate or base to generate additional funds to facilitate State tax reform.
Overview of incentives for States to follow through on agreed reforms

Figure 5.2 shows the types of measures that could be used to encourage States to follow through on reform.  The incentives have been categorised into two broad groups — those that utilise the GST distribution process directly and those that do not.  Incentives that utilise the GST distribution process would be ‘funded’ entirely from the GST.  Incentives outside the GST distribution process would be ‘funded’ by using other Commonwealth revenue that is typically allocated to the States in the form of PSPs, or the fiscal benefits of tax reform, provided there is no negative impact on the Commonwealth.

Figure 5.2:
Overview of incentives for States to pursue tax reform


[image: image11]
The mechanisms behind each of these incentives are explained briefly below.  All proceed from the premise that the direction and timetable for reform has been agreed between States and the Commonwealth, but that encouragement to remain committed to the plan is required over time.  

Modifying the existing revenue assessments

Incentives could be created by modifying the existing revenue assessments.  The methods used to measure assessed revenue could be altered to reward States that undertake agreed reforms and penalise States that are slower to act.  There are two basic methods that could be used:  

· Assessing the revenue raising capacity of a State that abolishes an agreed tax as if it had no capacity to raise revenue from that tax.

· Assessing a State’s revenue raising capacity for tax to be abolished on the basis that what they actually raise from that tax represents their capacity.  This is referred to by the CGC as an actual per capita (APC) assessment.  

Both methods are similar in that States that abolish the agreed tax would be assessed as having no capacity to raise revenue from the tax.  The difference is in how the assessed revenue of States that retain the tax would be measured.  (This influences the size of penalties for departing from the agreed plan, but not rewards.)  If the APC method of assessment is used, the more a State relies on the tax that is to be abolished, the more they are penalised.  Where States have agreed to reduce an existing tax the size of the incentives created using these alternative methods could be scaled to provide appropriate rewards.  

These methods differ from the usual CGC revenue assessments that assess revenue until the average policy is not to levy the tax.  The alternative methods could be used when it is no longer average policy to levy a tax, but they would only be used for a limited time as States transition to the new policy.

Using these alternative methods would increase the GST shares of States that abolish the agreed tax and reduce the GST shares of States that retain the tax.  If only one or two States met the agreed timetable for reform, the rewards (and penalties) could be significant.  The size of the rewards would be determined by which States, and how many States, abolish the agreed tax.  If all but one State abolished the agreed tax, the State that retained the tax would receive a significant penalty.  

Table 5.1 illustrates the penalties that would arise for each State, if it were the only State to retain insurance tax after the agreed abolition date.  

Table 5.1:
Illustrative penalty for a State retaining insurance tax 

	 
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	ACT
	NT
	TOTAL

	Insurance tax revenue
	918
	912
	546
	468
	371
	49
	45
	33
	3,342

	Penalty for retaining the tax

	$ million
	‑621
	‑685
	‑436
	‑419
	‑344
	‑48
	‑44
	‑32
	na

	$ pc
	‑86
	‑123
	‑96
	‑181
	‑209
	‑95
	‑123
	‑141
	na


Source: Secretariat calculation showing a one year GST effect using 2010‑11 data and ignoring second round effects including the removal of the current insurance assessment.  Assuming the penalty would only be required for one year, the amount would be diluted through the three year average process.
Delaying some GST payments

Another way States could be encouraged to stick to the agreed timetable would be for the Commonwealth to delay the payment of a small portion of GST until agreed milestones are met.  GST payments would be calculated in the usual way, but some portion of the payment would be delayed if States did not act as they had agreed to.  

Delaying some GST would provide an incentive for States to act, through the threat of a temporary penalty.  The size of the delayed payment could be tailored to reflect the nature of the agreed reform.  For example, a percentage of a State’s population share of the GST pool could be delayed, or it could be a percentage of a State’s GST payment.
  While some GST payment would be contingent on States reaching agreed milestones, funds would continue to be untied — there would be no conditions attached to the expenditure of the payment once it is made.  

Redirecting some GST into a reward pool

Another approach is for a portion of GST revenue, or a portion of the annual growth in GST revenue, to be set aside to reward States that implement tax reform on the agreed schedule.  The GST set aside would be shared amongst the States that implement reforms.  If everyone acted as agreed, there would be no effect.  However, if any jurisdiction failed to act, they would not be entitled to share in the pool.  To be effective, the reward payments would be quarantined from the equalisation process, so that States retain the full benefit of the reward.

Using anticipated future Commonwealth payments

As noted in Chapter 5 of the first interim report, PSPs — that is, Commonwealth funding other than general revenue assistance — totalled $51.6 billion in 2010‑11.  Assuming this is to continue, at least to some degree, a small fraction of this revenue could be made contingent upon, or be used to fund reward payments for, tax reform.  As with the previous option, to be effective the reward payments would have to be quarantined.  

Sharing the fiscal benefits States for tax reform

The fiscal benefits of State tax reform could be used to reward States for tax reform.  This was the approach adopted when NCP reforms were implemented in the mid‑1990s to the mid‑2000s.  To the extent that significant State tax reform and reform of State mineral royalties could lead to increases in Commonwealth tax revenues, the additional revenue could be used to provide rewards for States that undertake reform without affecting the Commonwealth budget.  

	The Panel’s view on providing incentives for State tax reform
When the States and the Commonwealth have agreed on the desired specifications and pace of reform, it may be necessary to provide incentives to ensure that the agreement is acted upon by all parties.  There are various ways that the GST distribution or related mechanisms can be used to facilitate this process.  
Measures that could be adopted include modifying the current revenue assessments, delaying GST payments until milestones are met, or using a small part of the GST or other Commonwealth funds intended for the States to make reward payments.  
To the extent that reform results in tangible fiscal benefits these should be shared.


6 Drawing the ideas together

This Chapter draws together the key thoughts and ideas in this report, with a view to helping guide the next round of submissions.  

While the Panel has indicated its initial views on many issues, as with the first interim report, these views do not represent a final position.  Most options are still being actively weighed and considered and the Panel welcomes submissions from any interested persons on the matters contained in the Panel’s two interim reports.  The Panel is particularly interested in States’ views on all issues.  

6.1 Context of the Panel’s report
The Panel has been asked to consider possible changes to the form of equalisation to: 

· ensure that HFE does not provide a disincentive to State tax reform 

· provide incentives and disincentives to promote future State policy decisions which improve the efficiency of State taxes and mineral royalties 

· examine the incentives for States to reduce MRRT or PRRT revenue through increasing State mineral royalties.

The Panel has examined these questions in the light of its broader review of the GST distribution process which considers whether current arrangements for distributing the GST will ensure that Australia is best placed to respond to future challenges.

These challenges include the rise of China and India, deterioration in global economic growth and demographic change.

· The rise of China and India and the associated mining boom are bringing about profound structural changes to the Australian economy.  These changes will — as noted in the first interim report — continue to have very different impacts on States, leading to an increase in the degree of divergence in State fiscal capacities.  

· The ageing population and projected lower GST growth will both continue to place a strain on State government budgets.

The Panel believes that State tax reform will play a key role in helping Australia face these challenges.  However, the Panel is equally convinced that meaningful reform in this area will only be possible if States work together and are supported in their endeavours by the Commonwealth.

The key questions for the Panel are whether the GST distribution system could be an impediment to such reform, what changes could be made to avoid it being an impediment, and how it might be used to actively support reform efforts.  

6.2 State taxes and the distribution of GST 

Chapter 1 of this report has briefly touched on the theory and history of taxation to explain ‘how we got where we are’.  There are several observations that emerge from this examination of history:  

· The first is that the revenue raising powers and spending obligations of the State and national levels of government are unevenly distributed, making the collective entity interdependent in many ways.

· Secondly, the taxes that we have at both levels of government were not designed at one time as the ‘ideal’ set — they have grown up over time and morphed in response to various economic and political pressures, with the result that the combined product is probably less efficient and certainly less coherent than it could be.

· Thirdly, in the not too distant future, something will need to be done about the design and composition of State taxes (and probably the Commonwealth’s too) to ensure that the Federation can continue to grow and develop as changing circumstances take hold.  

Chapter 2 examines how the current HFE system treats State revenues, how the Commonwealth Grants Commission (CGC) determines ‘average policy’ and why some State revenues are not separately assessed.  A question to be considered by the Panel in its final report is whether bringing States to the same revenue raising capacity if they apply the ‘average’ policy is the right answer.  

Chapter 3 looks at the effect on GST shares of tax changes in the current HFE system in order to determine whether it provides a disincentive to State tax reform.  The Chapter examines the GST effects of both unilateral and multilateral tax reform.  

The Panel has concluded that any alteration to the tax mix or to tax design is likely to produce changes in GST shares, and that major multilateral reforms are almost certain to produce significant changes in GST shares.  In this sense, any tax reform is therefore likely to result in some GST share ‘winners’ and some ‘losers’ — but whether these GST share effects actually influence State tax decisions is less clear.     

While doubting that GST share effects are the deciding factor in State decisions on tax reform, the Panel has concluded there is value in exploring alternatives that would allow any potential disincentives from the current system to be eliminated or minimised.
6.3 Royalties and the Commonwealth’s resource tax reforms

Chapter 4 outlines how Australia has charged for its non‑renewable resources in the past and re‑examines the findings of the AFTS review.  The Chapter considers the Commonwealth’s recent reforms in this area, how they will interact with existing State royalties and the incentives that these interactions produce.

The Panel concludes that the Commonwealth’s decision to fully credit State royalties under the MRRT and PRRT has created a new incentive for States to increase royalties, in that they can potentially increase their revenue without affecting investment within their State.  This situation is ultimately unsustainable.  Rather than taking sides and assigning blame, the Panel sees merit in both the States’ and the Commonwealth’s positions.  In other words, while it would be unreasonable to expect the States to completely relinquish discretion over royalty policy without some strong incentive, it is equally unrealistic to expect the Commonwealth to allow States to capture the revenue stream generated by the Commonwealth’s undertaking of a significant reform.  So the question becomes:  what, if anything, can be done to improve the situation?  

This report canvasses three broad approaches: 

· The Commonwealth could act unilaterally to ‘penalise’ States that increase royalties.

· The Commonwealth could revisit the design of MRRT and PRRT.

· The Commonwealth and the States could reach an agreement on how to share the resource tax base.  

The first two approaches are inherently problematic.  The third approach (the States and Commonwealth reaching an agreement) is clearly the best way forward.  

While reiterating that any such agreement is a matter for the governments concerned, the Panel has shown, at a high level, some possible forms that such an agreement might take.  Again, three broad approaches are considered:

· The removal of State royalties on MRRT and PRRT commodities, in return for replacement payments from the Commonwealth.

· A reduction in royalties on MRRT and PRRT commodities, in return for replacement payments from the Commonwealth.

· An undertaking by the States not to further increase royalties on MRRT and PRRT commodities beyond those applying at a particular time, in return for possible Commonwealth commitments on future funding.

While there are pros and cons of all three approaches, the second approach offers the most potential.  This type of agreed ‘hybrid’ structure could offer the best of both worlds — providing the benefits of both the value‑based and profits‑based approaches.  The standard royalty component would represent a charge for the right to mine the commodity, and the variable component (MRRT, PRRT) would depend upon and reflect the profitability of the particular mining project.

The Panel concludes that an agreement on resource taxation between the Commonwealth and the States offers the potential to build upon the benefits of the resource tax reforms in a manner that could benefit all parties.

6.4 HFE and State tax reform

In Chapter 5 the Panel highlights the importance of State reform as a means of advancing the Commonwealth and State economies.  This conclusion naturally leads to the subsequent question of ‘what constitutes tax reform?’  While it is not this Panel’s role to make findings in that regard, it notes the work done by AFTS, the National Tax Forum and various State tax reviews.  A case study illustrates how any changes to the State tax mix will inevitably have some effect on State GST shares.  The existence of these effects means that there is the potential (however slight) for the budget impacts of the GST distribution system to be an impediment to tax reform.  

The Panel considers the best way to pursue State tax reform is on a multilateral, cooperative basis — where both the outcomes and pace of reform are agreed by all parties.  This would allow the (inevitable) GST share effects to be identified and dealt with, and may also allow for the inclusion of additional incentives for compliance (if required).  Chapter 5 canvasses a range of potential incentives that could be helpful, including some within the GST distribution process (for example, modifying the existing revenue assessments) and some outside of it (for example, sharing the fiscal benefits of tax reform).

6.5 Concluding remarks 

Meaningful tax reform — both of State taxes and the resource‑charging system — will place Australia in a better position to deal with future challenges.

Vertical fiscal imbalance is a fact of our Federation, and is likely to become more acute in the future.  An uncertain global outlook, an ageing population and structural change will place a strain on State budgets, and thus make substantial reform of State taxes increasingly important — not just for the help it can give to States trying to fund community services, but also for the benefits it will bring to the national economy.  

These same challenges equally make it critical that Australia’s system of charging for its natural resources is both appropriate and sustainable.  Reform options exist that could ensure Australian governments (and Australian citizens) get the ‘best of both worlds’ — a stable, minimum payment for the right to mine a commodity, and an additional revenue stream in times of high profitability.

	The Panel’s view on the direction of future work
The Panel recognises that reforms to State taxes and improvements to the way the nation charges for and taxes its resources will involve consideration of a wide range of significant and complex issues, many beyond the scope of this Review.  
Whatever decisions governments make regarding what reform is required and when, the Panel firmly believes that the best chance of genuine reform lies in a cooperative national approach, involving the agreement of all States and the participation of the Commonwealth.  This is the case both for State tax reform and changes to the resource‑charging system.  

While virtually any reforms will have an effect on the GST distribution, if changes are made as part of agreed multilateral reform, these effects can be identified and dealt with.  Indeed, it may even be the case that the GST distribution system can be used to help facilitate reform.

The Panel hopes that the proposals outlined in this report make a valuable contribution to the broader discussion of long‑term tax reform, and entreats States to engage with each other and the Panel on these matters.  In particular, the Panel seeks the States’ views on:

· the three broad approaches towards a possible agreement between States and the Commonwealth on resource‑charging, outlined in section 4.7

· the proposals to minimise GST share effects of, or create positive incentives for, tax reform outlined in Chapter 5.


Appendix A: Terms of Reference

Issued on 30 March 2011 and additional terms (6A and 6B) issued on 17 November 2011.  The additional terms (6A and 6B) are also referred to as the Supplementary Terms of Reference (in text box below).  
Objectives and scope

1.
Australia is facing a number of long‑term trends that are driving pronounced and challenging structural change in the economy, including:
a. the rise of China and India, and continuing globalisation;

b. the challenge of mitigating and adapting to climate change;

c. population growth and demographic change; and

d. the continuing effects of innovation and technological change.

2.
In addition, Australia has ongoing challenges in tackling the entrenched disadvantage of many Australians, especially Indigenous Australians.

3.
These trends and challenges are likely to have differing impacts on the ability of States and Territories (the States) to deliver broadly equivalent levels of services and infrastructure to their residents, in ways that maximise sustainable growth and improvements in quality of life for all Australians.

4.
In this context, the Review will consider whether the distribution of the GST and the current form of horizontal fiscal equalisation will ensure that Australia is best placed to respond to these challenges and public confidence in the financial relationships within the Australian Federation is maintained.

5.
In considering any possible changes to the form of equalisation, the Review will have regard to the following: 
a. efficiency, including the effect of alternate approaches on the allocation of resources in the national economy and on the States’ reform, service delivery and investment decisions to best meet the requirements for growth;

b. equity, including the extent to which alternate approaches would affect States’ fiscal capacities to provide for Australians’ access to government services, regardless of where they reside;

c. simplicity, including the extent to which alternate approaches would provide for reduced complexity and increased transparency; and

d. predictability and stability in the determination of States’ GST shares so as to better support long term decision making and reform by Governments.

6.
The Review will be guided by the following: 
a. that the long‑standing practice of equalisation between the States has served Australia well;

b. that the GST will continue to be distributed to the States on the basis of equalising payments to the States, consistent with the principle that jurisdictions should have equal capacity to provide infrastructure and services to their citizens;

c. as per the current arrangements, all the GST revenue will be distributed to the States as ‘untied’ payments;

d. that the Commonwealth Grants Commission (CGC) will continue to make recommendations on the distribution of the GST; and

e. it is not intended that the Review will consider detailed methodological and data issues, however, the Review will seek the assistance and advice of the Commonwealth Grants Commission on technical matters as required.  

	6A.
The Review should examine and make recommendations on possible changes to the form of equalisation to achieve the following objectives: 

a. ensure that HFE does not provide a disincentive to State tax reform, 

b. utilise HFE to provide incentives and disincentives to promote future State policy decisions which improve the efficiency of State taxes and mineral royalties, and

c. examine the incentives for States to reduce Minerals Resource Rent Tax or Petroleum Resource Rent Tax revenue through increasing State mineral royalties.

6B.
In considering this issue, the Review will be guided by the following: 

a. the findings of the Australia’s Future Tax System Review relating to existing State taxes and mineral royalties,

b. the Minerals Resource Rent Tax and Petroleum Resource Rent Tax provide a more efficient approach to charging for Australia’s non‑renewable resources than mineral royalties, and

c. State tax reform will not be financed by the Australian Government.  


Composition and consultation

7.
The Review would be undertaken by two or three eminent people.

8.
The Treasurer will bring the final report to the Council of Australian Governments (COAG) for consideration before a final decision is made on new arrangements by the end of 2013.

9.
The Review will be supported by a Secretariat in the Commonwealth Treasury.  It is expected that the Review will second a number of staff with particular expertise, including officials from State Treasuries and the CGC.  A Heads of Treasuries Advisory Committee, consisting of all States, will provide advice to the Review.

10.
The Review will consult the public and State Governments and seek written submissions.

Timing

11.
The Review is to provide an interim report to the Treasurer by March
 2012 and a final report by August/September 2012.

12.
The GST shares will be distributed in 2011‑12 and 2012‑13 based on the current arrangements.

Appendix B: Key developments in taxation

	Year
	Detail

	1805
	First import duties and charges levied in the colony of New South Wales to build a gaol and orphanage in Sydney.

	1819
	UK legislation provides retrospectively for the Governor to levy existing duties and to levy equivalent excise on production of spirits within the colony up to 10 shillings a gallon.

	1823
	With the end of military government UK government gives the Governor (advised by Council) the power to tax, constrained by requirement of local purposes only.

	1825
	Proclamation dated 4 February 1825 levied duties on spirits and tobacco and ad valorem tariff of 5 per cent on foreign goods.

	1851
	New South Wales first introduces death duties.  New South Wales levies probate and administration fees on the value of personal estate.

	1852 and 1853
	Introduction of gold licence fee in New South Wales and Victoria.

	1877
	Land tax first imposed (in Victoria) to break up large holdings.

	1880
	First income tax introduced with Tasmania’s withholding tax on dividends, annuities and rents.  By 1907 all States had introduced income tax.

	1884
	First general income tax and land tax based on unimproved value introduced in South Australia.

	1894
	Tasmania introduces general income tax.

	1895
	Victoria introduces on all income derived by a person and on the revenue of companies.

	1901
	Commonwealth of Australia established with Constitution giving the Commonwealth concurrent power with the States to levy taxes (section 51 (ii)) and exclusive power to impose duties of customs and excise (section 90).  Uniform national tariff introduced (section 88).


	1902
	Queensland introduces general income tax.  

	1910
	Commonwealth introduces land tax on unimproved values.  Land Tax Office (predecessor of the Australian Taxation Office) established in November within The Treasury to administer the tax.

	1915
	Commonwealth introduces income tax.

	1936
	Unified Commonwealth and State income tax return introduced following recommendation of Ferguson Royal Commission (1932‑34).

	1941
	Payroll tax introduced to pay for child endowment.

	1942
	Committee on Uniform Taxation (chair Richard C.  Mills) recommends that the Commonwealth become the sole income taxing authority for the duration of the war.

System of uniform tax introduced by which grants to the States from the Commonwealth replaced state revenue from income tax and state income taxes no longer collected.

	1952
	Commonwealth land tax abolished in favour of States.

	1971
	Commonwealth passes payroll tax to States after they request access to income tax.

	1973

	States start to introduce business franchise fees.

	1977
	Queensland abolishes death and gift (estate) duties.  Act takes effect from 1 January 1977.  Other States follow.
Through a series of amendments from 1976‑1980 to the Stamp Duties Act 1920, New South Wales abolishes death duties.  The first amendment is the Stamp Duties (Amendment) Act 1975, no. 75 and the last is the Stamp Duties (Further Amendment) Act 1980, no. 161.  Abolition takes effect on or after 31/12/1981.
Victoria abolishes death duties.

	1979
	Commonwealth abolishes death and gift duties to take effect from 1 July 1979.
Tasmania abolishes death duties.  Act is gradually applied during 1979 and 1980.  
Western Australia abolishes death duties.

	1980
	South Australia abolishes death and gift duties (to take effect from 1 January 1980).

	1982
	Financial Institutions Duty begins to be introduced in all States except for Queensland.

	1997

	The constitutional validity of business franchise fees on tobacco was challenged through the High Court.  The High Court’s decision effectively declared all State business franchise fees to be constitutionally invalid.  As a stop gap measure, the Commonwealth agreed to impose its own tax on petrol, alcohol and tobacco, with the proceeds (known as Revenue Replacement Payments) paid back to the States.

	1999

	The Australian Government and the States sign the Intergovernmental Agreement on the Reform of Commonwealth‑State Financial Relations.  The essence of the agreement is that the States will receive all the revenue from the goods and services tax which will replace Financial Assistance Grants, Revenue Replacement Payments and a number of financial transaction taxes.

	2000

	A 10 per cent goods and services tax was introduced replacing various taxes such as sales tax.  About 30 related Acts also passed (nos 56‑86 of 1999).  Most Acts commenced on 1 July 2000.

	2000

	Abolition of accommodation taxes in New South Wales and the Northern Territory on 1 July 2000.

	2001

	Abolition of Financial Institutions Duty and Quoted Marketable Securities Duty in all States on 1 July 2001.

	2005

	Debits tax abolished on 1 July 2005 (some States had abolished debits tax before this date).  The States also begin/continue to undertake the abolition of other financial transaction taxes listed for review in the Intergovernmental Agreement, including cheque duty, non‑quoted marketable securities duty, lease duty, rental duty and mortgage duty.

	2008

	The Australian Government and the States sign the Intergovernmental Agreement on Federal Financial Relations.

	2010

	Release of the final report of the Australia’s Future Tax System Review.

	2012

	The Commonwealth’s Minerals Resource Rent Tax will commence from 1 July 2012.


Appendix C: The AFTS findings regarding State taxes and mineral royalties

The Review’s Terms of Reference call for the Panel to be guided by the findings of the Australia’s Future Tax System review (AFTS review) relating to existing State taxes and mineral royalties.  Selected key findings and recommendations of the AFTS review in relation to State tax reform and charging for non‑renewable resources are reproduced below.

Principle: The assignment of tax responsibility in a federation should take into account the revenue needs of each level of government.  Each level of government should have access to tax revenue it can use to finance significant marginal expenditure decisions.

Principle: To the extent that there is a choice about the assignment of taxes in the federation, the Australian government should have control of taxes with more mobile tax bases and taxes used for redistribution and macroeconomic stabilisation.  The States should have control of taxes on more immobile bases.

Principle: Tax base sharing or centrally administered State taxes can provide the States with the capacity to raise revenue sustainably and with some autonomy.

Principle: The assignment of tax responsibility should take into account how different arrangements affect the complexity of the tax system and its capacity to respond to changing circumstances.

Principle: To ensure that governments face a hard budget constraint, any intergovernmental grants should be transparent and not easily subject to discretionary changes.

Finding: Many of the current State taxes are inherently of poor quality while other State taxes need to be reformed.  Increasing the rates of tax on existing State taxes would not be a sustainable way of funding services in the future.

Finding: If the States required additional fiscal autonomy, they could raise revenue from sharing the personal income tax base.  This could be done by the States levying a flat rate surcharge on income tax payable to the Australian government or a flat rate of tax on income above the tax‑free threshold.  The Australian government would need to reduce its rates of personal income tax and the States would receive lower revenue from grants or an existing revenue sharing arrangement.  Any tax base sharing arrangement would need to be designed so that it was consistent with national objectives for redistribution and workforce participation and avoiding additional complexity.

Recommendation 119: Reforms to State taxes should be coordinated through intergovernmental agreements between the Australian government and the States to provide the States with revenue stability and to facilitate good policy outcomes.

Findings of the Australia’s Future Tax System review regarding mineral royalties.  

Principle: Concessions should not be provided to encourage exploration and production at a faster rate than the commercial rate or to encourage exploration in specific geographical areas.

Principle: For non‑renewable resources that are expected to generate significant amounts of economic rent, a rent‑based tax is the most suitable charging mechanism, as the potential economic efficiency and revenue gains are likely to outweigh the higher administration and compliance costs of this tax compared with output‑based royalties and income‑based taxes.  

For non‑renewable resources expected to generate low rent and where the administration and compliance costs are likely to outweigh the potential efficiency and revenue gains from a rent‑based tax, output‑based royalties may be an appropriate charging mechanism.

Finding: Australia’s current resource charging arrangements fail to collect an appropriate return for the community from allowing private firms to exploit non‑renewable resources, mainly because these arrangements are unresponsive to changes in profits.

Finding: Australia’s current resource charging arrangements and the mechanisms for allocating exploration permits distort investment and production decisions, further lowering the community’s return from the exploitation of its non‑renewable resources.

Recommendation 45: The current resource charging arrangements imposed on non‑renewable resources by the [Commonwealth] and State governments should be replaced by a uniform resource rent tax imposed and administered by the [Commonwealth] government that:

· is levied at a rate of 40 per cent, with that rate adjusted to offset any future change in the company income tax rate from 25 per cent, to achieve a combined statutory tax rate of 55 per cent

· applies to non‑renewable resource (oil, gas and minerals) projects, except for lower value minerals for which it can be expected to generate no net benefits.  Excepted minerals could continue to be subject to existing arrangements if appropriate

· measures rents as net income less an allowance for corporate capital, with the allowance rate set at the long‑term Australian government bond rate

· requires a rent calculation for projects

· allows losses to be carried forward with interest or transferred to other commonly owned projects, with the tax value of residual losses refunded when a project is closed

· is allowed as a deductible expense in the calculation of income tax, with loss refunds treated as assessable income.

Recommendation 46: The resource rent tax should not provide concessions to encourage exploration or production activity at a faster rate than the commercial rate or in particular geographical areas, and should not allow deductions above acquisition costs to stimulate investment.

Recommendation 47: Existing projects should be transferred into the proposed system with an adjustment, as appropriate, to the starting base for the allowance for corporate capital.  The Australian government should set out a time‑frame to implement the resource rent tax and provide guidance at the time of announcement on how existing investments and investment in the interim will be treated under the resource rent tax.  

Recommendation 48: The Australian and State governments should negotiate an appropriate allocation of the revenues and risks from the resource rent tax.

Recommendation 49: The Australian and State governments should consider using a cash bidding system to allocate exploration permits.  For small exploration areas, where there are unlikely to be net benefits from a cash bidding system, a first‑come first‑served system could be used.

Recommendation 50: The Australian and State governments should abolish fees and stamp duties on the transfer of interests in a resource project except those related to administrative costs.

Appendix D: Policy Transition Group’s recommendation on State royalties

To reflect the fact that State and Territory mining royalties will apply alongside the Minerals Resource Rent Tax (MRRT), the royalties entities pay on iron ore and coal are to be credited against the MRRT liability of a project.

The recognition of State and Territory royalties under the MRRT raises a number of important issues.  Generally speaking, the current State and Territory royalties levied on coal and iron ore are set at rates that the industries can afford to pay, at least during normal times, and provide the States and Territories with a relatively stable revenue stream.  On the other hand, royalty regimes are inherently less flexible during a downturn and can unnecessarily damage the industries and prevent optimal resource extraction.  Further, by their nature the royalty regimes do not capture the economic rents during a boom period.

Through the implementation of the MRRT, Australia has the opportunity to substantially improve the overall outcome for the taxation of coal and iron ore in this country.  It provides a way to meet the needs of the States and Territories and captures more of the profits at the peak of the resources cycle, in a way royalties alone cannot, for the benefit of all Australians.

Recognising this objective, as well as the importance of preserving Australia’s international competitiveness, the Policy Transition Group’s recommends that there be full crediting of all current and future State and Territory royalties under the MRRT so as to provide certainty about the overall tax impost on the coal and iron ore mining industries.  Equally, the MRRT should not be used as a mechanism to enable States and Territories to increase inefficient royalties on MRRT taxable commodities.  Accordingly, the PTG also recommends the [Commonwealth], State and Territory Governments put in place arrangements to ensure that State and Territory Governments do not have an incentive to increase royalties on coal and iron ore.  This would limit their negative impacts, while allowing the [Commonwealth’s] taxation regime to maximise the return to the community during the highpoint of the resources cycle, so achieving the balanced outcome described above.

The PTG notes that some royalties are struck in agreements between State or Territory governments and mining companies and that some of those royalties can only be varied by mutual agreement.  In those circumstances the mining company party to the agreement can, at the very least, significantly influence the royalty payable by it.  Responsibility to maintain the integrity and competitiveness of the resource taxation regime is therefore a shared one between the [Commonwealth], State and Territory Governments and, importantly, the companies involved.

Appendix E: The effect of different royalty rates over 10 years of an MRRT project 

Consider a new iron ore project which is established after the commencement of the Minerals Resource Rent Tax (MRRT).  Assume that $600 million of (MRRT deductible) upfront expenditure is incurred before production commences.  Once production commences, MRRT revenue each year is $500 million and annual MRRT expenditure is $100 million.  For simplicity, assume also there is no starting base allowance attached to the project, and that no losses are transferred into or out of the project from other MRRT projects.  The long term bond rate is taken to be 6 per cent per annum.

The charts below show how, for this project, royalty revenue and MRRT payable by the project vary over its first ten years for different royalty rates.

A decision by a State to increase the royalty rate faced by this project will:

· increase State royalty revenue each year

· delay the collection of MRRT revenue from the project and decrease the amount of MRRT payable once the project starts paying the tax

· not change the total resource charge faced by the project each year, once its MRRT liability has been fully phased‑in

· not make the project any worse off over its life, if the appropriate discount rate is taken to be the long‑term bond rate plus 7 per cent (13 per cent in this example).

Figure E1.1:
Royalty rate = 2.5 per cent of MRRT revenue
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Figure E1.2:
Royalty rate = 5 per cent of MRRT revenue
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Figure E1.3:
Royalty rate = 7.5 per cent of MRRT revenue
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Figure E1.4:
Royalty rate = 10 per cent of MRRT revenue
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Appendix F: State royalties on MRRT and PRRT commodities

Table F1.1:
Petroleum royalty rates

	
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	NT

	Rate
	10.0% at the well head(a)
	10.0% at the well head
	10.0% at the well head
	10.0% or 12.5%(b), at the well head
	10.0% at the well head
	12.0% at the well head
	10.0% at the well head

	Royalty system
	AV
	AV


	AV
	AV
	AV
	AV
	AV


Source: Overview of State Taxes and Royalties, Western Australia, 2011–12, Western Australia Department of Treasury, December 2011, page 67.

(b) Nil for the first five years, increasing to 10 per cent at the end of the 10th year.
(c) Except for under the Barrow Island Royalty Variation Agreement Act 1985, which applies a royalty rate of forty per cent to resource rents calculated on a similar basis to the Petroleum Resource Rent Tax.  The 10 per cent rate applies to the primary production licence.  A rate of 12.5 per cent applies to secondary licences taken up.
Note: the Australian Capital Territory does not levy any royalties on petroleum.  AV stands for ad valorem.

Table F1.2:
Iron‑ore royalty rates

	
	NSW
	VIC
	QLD
	WA
	SA
	TAS
	NT

	Rate
	4.0% of the ex‑mine value (value less allowable deductions)
	2.75% of net market value of ore mined
	$1.25 per tonne plus 2.5% of value above $100 per tonne
	Beneficiated:

5.0%

Fines(c):

5.625% 

Lump:

7.5%
	5.0% of net market value(a)
	1.6% on net sales plus profit up to maximum of 5.0% of net sales
	20.0% of net value of mine’s production value(b)

	Royalty system
	AV
	AV
	Mixed
	AV
	AV
	Hybrid
	Profit


Source: Overview of State Taxes and Royalties, Western Australia, 2011–12, Western Australia Department of Treasury, December 2011, page 67.

(d) New mines are eligible for a concessional rate of 2.0 per cent for the first five years.

(e) The first $50,000 of net value is exempt.

(f) Iron‑ore fines rate will increase from 5.625 per cent to 6.5 per cent from 1 July 2012 and to 7.5 per cent from 1 July 2013.

Note: the Australian Capital Territory does not levy any royalties on iron‑ore.  AV stands for ad valorem.

Table F1.3:
Coal royalty rates

	
	NSW (a)(d)
	VIC
	QLD
	WA
	SA
	TAS
	NT

	Rate
	Deep underground:

6.2%

Underground:

7.2%

Open cut:

8.2%
	Brown coal (lignite):

$0.0588 per GJ(b) adjusted by CPI

Other than brown coal:

2.75%
	7% where the value of the coal produced does not exceed $100/t. 10% on the value of the coal exceeding $100/t.
	If exported: 7.5%

Otherwise
$1/t. (adjusted annually)
	5%(c)
	1.6% of net sales plus profit to a maximum total royalty of 5% of net sales.
	20.0% of net value of mine’s output

	Royalty system
	AV
	Quantum rate for brown coal otherwise ad valorem
	AV
	AV for export coal, otherwise quantum rate
	AV
	Hybrid
	Profit


Sources: New South Wales Department of Primary Industries website, http://www.dpi.nsw.gov.au/minerals/resources/royalty/royalty‑rates, accessed May 2012.  

Queensland Office of State Revenue website, http://www.osr.qld.gov.au/royalties/index.shtml, accessed May, 2012.  

South Australian Legislation website, http://www.legislation.sa.gov.au/LZ/C/A/MINING%20ACT%201971/CURRENT/1971.109.UN.PDF, accessed 7 May 2012.
Western Australia: Mining Amendment Regulations (No. 4) 2000
Victoria: Mineral Resources Development (Amendment) Regulations 2006
Department of Resources, Energy and Tourism website, http://www.ret.gov.au/resources/Documents/resource_taxation/Royalty%20Regime%20Summary.pdf, accessed May 2012
(g) Royalty is also payable on coal in coal reject if the coal reject is used or disposed of for the purpose of producing energy.  The rate of royalty on the coal in coal reject is no more than half the rate applicable to coal.

(h) Gigajoule (a measure of energy).  
(i) New mines are eligible for a concessional rate of 2.0 per cent for the first five years.  Existing mines paying the 1.5 per cent concessional rate are subject to this rate until the end of their five year term.
(j) The New South Wales Government has indicated that it will increase coal royalties payable by companies subject to the Minerals Resource Rent Tax (MRRT).  Details of how this will be implemented, including the new rate, have not yet been announced.

Note: the Australian Capital Territory does not levy any royalties on coal.  AV stands for ad valorem.

Glossary

Actual per Capita assessment method (APC)

The assessed expense or revenue for each State is set equal to its actual expense or revenue.  Typically, the CGC uses this assessment when the policies of all States are the same or and any differences in expenses or revenue are due to differences in State circumstances.

Adjusted budget

A representation of State budgets used by the CGC to calculate the average per capita revenue and expenses.  
Ad valorem royalties

These are based on the value of the commodity being mined.  The method of calculating value can be complicated and differ across jurisdictions.
Application year

The year in which relativities are applied.  For example, in the 2012 Update, the application year is 2012‑13.  
Assessed differences (also known as needs)

The financial impact on a State of its disabilities.  They are measured, for example, as the difference between assessed expenses and average expenses, average revenue and assessed revenue.  Assessed differences can be either positive or negative.
Assessed expenses
The expenses a State would incur if it were to follow average expense policies, allowing for the disabilities it faces in providing services, and assuming it provides services at the average level of efficiency.  Assessed expenses exclude differences from the average due to policy choices under the control of a State.
Assessed investment
The expenditure on new infrastructure a State would incur if it were to follow average policies, allowing for disabilities it faces in providing infrastructure, and assuming it requires the average level of infrastructure to deliver the average level of services.  Assessed investment excludes differences from the average due to policy choices under the control of a State.
Assessed net lending
The transaction‑based change in net financial worth that a State would require to achieve the average net financial worth at the end of each year.  The CGC's method for calculating assessed net lending assumes that each State has the average net financial worth at the start of each year.
Assessed revenue
The revenue a State would raise if it were to apply the average policies to its revenue base, and raised revenue at the average level of efficiency.  Assessed revenue excludes differences from the average due to policy choices under the control of that State, for example a higher or lower tax rate applied by a State compared to the average.
Assessment years (period)
The financial years used in a review or an update to calculate relativities.  The CGC uses data for three financial years.  For example, the relativities recommended in the 2012 Update are based on the average of three annual relativities calculated for the most recent completed financial years at the time the relativities are released (2008‑09 to 2010‑11).
Average (or Australian average)

The benchmark against which the performance or characteristics of a State are assessed.  It is an average derived from the policies or financial data of all States, and hence may be a financial average or a policy average.

Broader indicators

Indicators that could be used to assess State fiscal capacities at a level lower than a total budget level that is at a category and or disability level.

Category
A classification of State general government transactions relating to distinct services or revenue sources, used for analytical purposes.  

Commonwealth payments
Payments to States made by the Commonwealth, including general revenue grants, National specific purpose payments, National partnership payments and Commonwealth own‑purpose expenses.  
Current fiscal equalisation system

The process and methods adopted by the CGC in its 2010 Review to examine State fiscal capacities.
Equal per Capita assessment method (EPC)

Each State’s assessed expense or assessed revenue in a category is set equal to the Australian average per capita amount.  Such an assessment means that no ‘needs’ are assessed for any State and that there is no impact on the relativities.

Disability
An influence beyond a State's control that requires it:

· to spend more (or less) per capita than the average to provide the average level of service; or
· to make a greater (or lesser) effort than the average to raise the average amount of revenue per capita.
Distribution
State shares of GST as determined by the relativities.
Fiscal capacity
The fiscal capacity of a State is a measure of its ability to provide average services, including infrastructure, to its population if it raised revenue from its own revenue bases at average rates and received its actual Commonwealth payments, excluding the GST.  

Global indicators 

Indicators which could be used to assess State fiscal capacities at the total budget level.

Goods and services tax (GST) revenue or pool

The funds made available by the Commonwealth for transfer to the States as untied financial assistance.

Government Finance Statistics

Government Finance Statistics produced by the ABS that measure the financial activities of the governments.  GFS statistics are used by the CGC to compile the adjusted budget.  
Lag

Describes the impact of averaging State fiscal capacities over three years, and the two year delay in data availability.  Alternatively, the lag can be described as the difference between the GST distribution in an application year based on historical data and a fully contemporary GST distribution.

Material, materiality test, materiality threshold 
A test used to assist decisions on when a separate category of State activity or disability should be assessed or when data should be adjusted.  The materiality levels are defined in terms of the amount of GST redistributed per capita for any State.  Different thresholds are used for each.  An assessment or data adjustment is said to be material if it exceeds the threshold set for it.
See the Assessment Guidelines, Attachment A of the 2010 CGC Review Report, Volume 1.

National partnership payments (NPPs) 
Commonwealth payments to States that support the delivery of specified projects, facilitate reforms, or reward those jurisdictions that deliver on nationally‑significant reforms.  Some Specific purpose payments under the previous federal financial arrangements have become National partnership payments.
Payments for Specific Purposes (PSPs)

Payments made by the Commonwealth to States for specific purposes, namely National Specific Purpose Payments, National Partnership Payments and other general revenue assistance apart from the GST — see also Commonwealth payments.
Policy neutral assessment
An assessment unaffected by the policies of individual States, other than through the influence of those policies on the averages.
Relativity
A per capita weight assessed by the CGC for use by Treasury in calculating the share of the GST revenue a State requires to achieve horizontal fiscal equalisation.
Revenue base

A measure of the transactions, activities, or assets that are taxed by the States.  Differences between the revenue bases of each State are used by the CGC to determine the relative capacities of each State to raise a particular type of revenue.
Revenue effort

The difference between the actual rate of tax, exemptions, concessions and scope of the revenue base in a State, compared with the average rate of tax, exemptions, concessions and scope of the revenue base.  It is measured as actual revenue, less assessed revenue.  

Revenue raising capacity ratio

A ratio which indicates the capacity of a State to raise revenue, relative to the average.  It is measured by dividing assessed revenue per capita by average revenue per capita.

Revenue raising effort ratio

A ratio which indicates the actual effort made by a State to raise revenue, relative to the average effort.  It is measured by dividing actual revenue per capita by assessed revenue per capita.  

Review of methodology

The process in which the CGC reconsiders the methods used to calculate State relativities, according to terms of reference given to it.  From 1988 onwards, reviews have usually been done every five years.  By contrast, an update is conducted every year other than a review year and updates the relativities using the methods determined in the last review and the latest financial data.
Specific purpose payments (SPPs) 
Commonwealth payments to States for specific purposes which enable national policy objectives to be achieved in areas that may be administered by States.
State(s) 
Unless the context indicates otherwise, the term ‘State(s)’ includes the Australian Capital Territory and the Northern Territory.
Tax elasticity effect

Where tax changes affect a State’s assessed capacity, for example where a tax increase causes assessed capacity to contract.  The size of this effect depends on the elasticity of the tax base and is difficult to calculate with any certainty.
Untied payments

Untied payments to States from the Commonwealth may be spent solely in accordance with State priorities.  States receive the GST revenue as untied payments.

Update

The annual assessment of State relativities undertaken by the CGC between reviews.  Update assessments incorporate new budgetary developments and the most recent available data.  In general, the methods used to calculate the relativities are those adopted in the most recent review.

Acronyms

	ABS
	Australian Bureau of Statistics

	AFTS
	Australia’s Future Tax System

	ANTS
	A New Tax System

	APC
	Actual per capita

	APRA
	Australian Prudential Regulatory Authority  

	CGC

COAG

CTP
	Commonwealth Grants Commission

Council of Australian Governments

Compulsory third party

	EPC

GFS

GRA
	Equal per capita

Government Finance Statistics

General Revenue Assistance

	GST
	Goods and services tax

	HFE
	Horizontal fiscal equalisation

	IGA
	Intergovernmental Agreement 

	MRRT
	Minerals Resource Rent Tax

	NPP
	National Partnership Payment

	PRRT
	Petroleum Resource Rent Tax

	PSP
	Payment for a Specific Purpose

	RSPT
	Resource Super Profits Tax

	SPP
	Special Purpose Payment

	VDA
	Value distribution adjustment
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� 	Commonwealth Grants Commission, Report on GST Revenue Sharing Relativities, 2012 Update, page 23.


� 	For example, the NSW Financial Audit 2011 (the Lambert Report), released in February 2012, and the ACT Taxation Review released on 7 May 2012.
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�	Australia’s Future Tax System, Architecture of Australia’s tax and transfer system, page 199.
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� 	Australia’s Future Tax System, Report to the Treasurer, Overview, page 17.
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� 	 Australia’s Future Tax System, Report to the Treasurer, Detailed analysis, page 669.
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� 	Australia’s Future Tax System, Report to the Treasurer, Detailed analysis, page 685.


�	Joint press conference: Treasurer and Minister for Financial Services and Superannuation, 28 July 2011,
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� 	New South Wales Financial Audit, September 2011, page 23.


� 	New South Wales Financial Audit, September 2011, page 27.
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� 	Whether differences are material is determined using the materiality thresholds within the CGC’s assessment guidelines.  In the 2010 Review, the CGC assessment guidelines stated that a revenue category would be considered for separate assessment if it would redistribute more than $30 per capita for any one State in the reference period.


� 	Term of Reference 4(c) of the 2010 Review required the CGC to ‘consider developing other ways to simplify its assessments, including by reviewing the scope for the use of more general indicators of revenue capacity and expenditure need’.
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� 	States generally exempt a person’s principal place of residence and land used for primary production, general government and charitable purposes.  Some States offer other exemptions, for example, Tasmania exempts land owned by pensioners.


� 	The concept of taxable property is very broad.  It comprises real property (such as land, houses, apartments, shops, factories, offices etc.) and non�real property (such as copyrights, goodwill, patents, partnership interests and options to purchase) and includes duty raised from the sale of major State government owned assets, but excludes duty raised on the transfer of shares and marketable securities.
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� 	Western Australian submission to the GST Distribution Review, October 2011, page 22.


� 	CGC, Report on GST revenue sharing relativities — 2010 Review, volume 2, pages 141�142.


� 	Walsh, Petchey, Smith and Fletcher, Horizontal Fiscal Equalisation in Australia: Economic, Historical and Political Perspectives, South Australian Centre for Economic Studies December 1993, Paper 2, page 20.  �Boadway, 2003, page 4 also states equalisation is primarily concerned with eliminating differences in the net benefits that the public sector provides otherwise-identical households residing in different regions, so-called net fiscal benefits.  It is not concerned with reducing differences in real incomes among households.  


� 	GST Distribution Review Interim Report, March 2012, pages 9�10.


� 	GST Distribution Review Interim Report, March 2012, pages 96�98.
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� 	CGC, Report on GST revenue sharing relativities — 2010 Review, volume 1, page 46.
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� 	CGC, Report on GST revenue sharing relativities — 2010 Review, volume 3, Chapter 3, page 33.
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� 	The design of the current CGC mining assessment has the potential to amplify the GST share effects that arise when total mining revenue increases.  As the Panel’s first interim report explained, in its 2010 Methodology Review, the CGC introduced a new method for assessing State mining revenue that split mining revenue into three groups, including high royalty minerals (royalty rates above five per cent) and low royalty minerals (less than five per cent).  The classification of minerals in this way could cause a large effect on GST shares when total mining revenue increases if the CGC were to move a mineral between groups.  Western Australia argues that this could result in it losing more revenue than it gains in royalties or vice-versa.  In practice this has not occured because the Terms of Reference for the CGC’s 2011 Update said ‘the classification of iron ore fines should not move between mineral royalty rate groups in between methodology reviews’.  In its first interim report, the Panel encourages the CGC and other stakeholders to review the current mining revenue assessment method at the earliest opportunity.


� 	See Chapter 6, page 109.


�	CGC submission to the GST Distribution Review, August 2011, page 4.


�	See Dahlby B and Warren N, ‘The fiscal incentive effects of the Australian equalisation system’, ATAX Discussion Paper Series, Number 10, 2002.


�	Australian Capital Territory supplementary submission to the GST Distribution Review, March 2011, page 2.


� 	Refer to Table 2.7.  The assessed difference represents the single year GST effect for 2010�11.


� 	The new tax bases included in Tables 3.2 and 3.3 are indicative only, and have been chosen to represent the broad direction of possible tax reform.  A small business payroll tax has been proxied using private sector payrolls below the tax free threshold (large business’ payrolls up to the threshold have not been excluded) using CGC 2012 Update data, whilst a broad based land tax base has been proxied using State Valuer-General data reported in ABS National Accounts data (Cat. No. 5204.0) on land values by land use (excluding rural land values).


� 	The Panel expresses no view on the desirability of these sorts of tax mix switches — these examples merely show possible effects of such switches.
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� 	South Australian supplementary submission to the GST Distribution Review, March 2012, page 2. Tasmanian supplementary submission to the GST Distribution Review, March 2012, page 2.  Northern Territory supplementary submission to the GST Distribution Review, March 2012, page 6.
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