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The current systems 
States raise 15% of all taxes but are responsible for 41% of all government expenditure. This is because they are not able to impose consumption taxes which are deemed to be unconstitutional, and they cannot impose income taxes because in the past, the Commonwealth has threatened to reduce their grants to States equivalent to any income taxes they collect. The taxes States do impose include a payroll tax (which was acquired from the Commonwealth in 1971), land tax, property conveyancing duties, insurance and motor vehicle taxes, gambling taxes and various fees, fines and user charges. 

The tax revenue collected from Commonwealth taxes has also been a source of funding for States. In the past, this revenue has come variously from personal income taxes, a share of total Commonwealth taxes and in recent years, the GST. However, this sharing arrangement has never given States certainty nor encouraged accountability. This is because, while in theory States receive the revenue collected from this tax (through general grants from the Commonwealth), this revenue can easily be taken away. The most recent example is the proposed health reforms which would result in the States’ share of the GST falling from 100% to 70% as the Commonwealth assumes greater responsibility for the provision of health services. Therefore, the key problem for States is that they do not have access to broad based taxes for which they are solely responsible.

Obviously, the very large gap between the revenue States raise from their own sources, and the funding they require to fulfil their responsibilities, does little to encourage States to act responsibly in how they fulfil their obligations. Too often States are quick to blame others for their problems, citing lack of revenue, when the real problem rests with under-exploitation of available taxes and service delivery issues.

Some directions for reform

The challenge for the Henry Review in making recommendations on State taxation is how to build into the proposals an approach which increases a State’s own-source revenue and introduces certainty into any State revenue sharing arrangement with the Commonwealth. 

The own-source revenue options which will make a difference for States are relatively limited, including expanding the base of the payroll tax (including reducing the threshold) and broadening the base of land tax. If any revenue gained is offset against the repeal of other taxes such as stamp duties on insurance, then the revenue gain will be reduced.  
Substantial revenue will only flow to States when they either share the revenue or the base of Commonwealth taxes. The history of States sharing Commonwealth revenue has not been encouraging. Numerous failed attempts at this task litter history, from sharing personal income tax and ‘total’ tax revenue to the more recent case of GST sharing (which is now under review following the recently announced health reforms).  
The history with base sharing has also not been encouraging. The opportunity for States to piggyback a State personal income tax on the Commonwealth personal income tax in the late 1970s and 1980s was never taken up, reportedly because of the Commonwealth’s unwillingness to make room by reducing its tax and therefore increased the political risk for any State imposing such a tax.

The possibility of the Commonwealth resuming the payroll tax it gave to the States in 1971 and administering it through the ATO is a real possibility – and probably with a much lower threshold – but this begs the question, why not consider increasing the GST. When the Henry Review is released, the ‘elephant in the room’ will be the GST – everyone knows it is there but no one wants to talk about it.  
In a Commonwealth election year, every politician will be maximising their distance from the GST, but the simple reality is that there needs to be a debate about the future of this tax. This is particularly important given the actions of the Commonwealth in recent weeks in planning to claw back 30% of the GST given as grants to States. An obvious strategy is to increase the GST in return for a number of State tax reforms, at a minimum the repeal of insurance taxes and at the most extreme, the payroll tax which is already a form of consumption tax.  

While everyone agrees that State taxation is in need of major reform, in the past there has been little agreement on where to start and how to fund change.  This is where the Henry Review’s recommendations will be important because they bring with them the support of the Commonwealth (Treasury at least). The interesting response will be that of State Premiers and the Commonwealth politicians! Hopefully there is some common ground that allows real movement forward in an important area of much needed reform for both the States and the country as a whole.
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