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The Power of the Purse: An Examination of 
Fiscal Federalism in Australia

lorraine finlay

In 1901 the people of six self-governing 
Crown Colonies “agreed to unite in one in-
dissoluble Federal Commonwealth”, to be 
known as the Commonwealth of Australia. 
The drafters of the Australian Constitution 
established a federal structure to divide 
power between the federal and State levels 
of government. This federal balance “is not 
to be maintained as a matter of political or 
social preference, but as a matter of consti-
tutional imperative”1. When considering 
the federal balance today it is important to 
remember that while the Founding Fathers 
created a Commonwealth government they 
still intended for the State governments to 
continue operating as independent consti-
tutional entities and not merely as branch 
offices of the central government. This is 
apparent in the assertion by Deakin at the 
1897 Adelaide Convention that delegates 
should remember that “the States are only 
parting with a small part of their powers 
of self-government, and that the Federal 
Government has but a strictly defined and 
limited sphere of action”2.

The advantages of a federal system, such 
as the one created in the Australian Consti-
tution, are well known3. It is designed to be 
a system that “controls power, safeguards 
democracy, and promotes liberty”4. In a 
federation, compared to a unitary system of 
government5:

government is more adaptable to the preferenc-
es of the people, more open to experiment and 
its rational evaluation, more resistant to shock 
and misadventure, and more stable. Its decen-
tralized, participatory structure is a buttress 
of liberty and a counterweight to elitism […] 
Through greater ease of monitoring and the ac-
tion of competition, it makes government less of 
a burden on the people. It is desirable in a small 
country and indispensable in a large one.

These benefits are not purely structural, 
with a well designed federal system of gov-
ernment also resulting in direct economic 
benefits. In Australia, the ‘federalism divi-
dend’ (being the specific economic advan-
tage achieved through the federal struc-
ture) was estimated to be approximately 
$4,507 per capita in 20066. Across the 
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world the modern trend is strongly towards 
federalism, with a federal constitutional 
structure being regarded internationally 
as a structure that “enables a nation to have 
the best of both worlds, those of shared rule 
and self-rule, co-ordinated national gov-
ernment and diversity, creative experiment 
and liberty”7.

Whilst the international trend has been 
firmly in the direction of federalism, the 
opposite has been the case in Australia. 
Since federation the Australian federal sys-
tem has grown progressively weaker, with 
the powers and reach of the Commonwealth 
government continuing to expand. No-
where is this more evident than in the area 
of fiscal federalism, with Australia’s sys-
tems of intergovernmental fiscal relations 
performing comparatively poorly by inter-
national standards8. The result has been 
the transformation of the States over the 
past century from financially independent 
colonies to “institutionalized beggars”9 de-
pendent on Commonwealth hand-outs and 
“impotent debating societies”10. The fiscal 
dominance of the Commonwealth Gov-
ernment has important implications for 
the federal balance as “[w]ith fiscal power 
comes policy power […] Thus fiscal dom-
inance within a federal system brings with 
it the ability to skew the federal balance”11. 

This paper will trace the growing fi-
nancial dominance of the Commonwealth 
government over the past century and its 
implications for the federal balance in Aus-
tralia. It will argue that such an economical-
ly dominant central government was never 
intended by the Founding Fathers, and in-
deed that it undermines many of the pro-
tections they sought to establish through 
the adoption of a federal structure in the 
Constitution. Finally, it will go on to brief-

ly highlight a number of possible reforms 
that, if introduced, would go some way to 
restoring the fiscal position of the States 
relative to the Commonwealth government. 

Fiscal Federalism at the time of Federation

The question of finances was a conten-
tious one at the time of the drafting of the 
Constitution and threatened on more than 
one occasion to derail the entire process of 
federation. So controversial was it that one 
delegate said at the time of the 1897 Sydney 
Convention12:

No human being – I do not believe even an arch-
angel from heaven – could at this moment intro-
duce into the constitution which it is our mission 
to frame a provision which would do justice all 
round upon the financial question.

Ensuring the continued independence 
of the States was seen as an important con-
sideration at the time, with financial inde-
pendence being recognized as an important 
element of this. As was noted by Barton 
during the Sydney Australasian Conven-
tion13:

we cannot do away with the solvency of the several 
States. If we do that those States die, and we have 
no longer a federation but a legislative union.

The debate concerning the financial 
provisions of the Commonwealth Consti-
tution has been described as “the hardest 
nut to crack”, and as creating divisions that 
“were deeper and more serious than those 
caused by any other issue”14. In particular, 
colonies that had protectionist economic 
policies and who derived much of their in-
come from inter-colonial tariffs were con-
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cerned about the economic consequences 
of federation and the creation of a ‘free 
trade zone’ within the new Commonwealth. 
One such example was Western Australia, 
a late and reluctant entrant into the Com-
monwealth who derived half of its revenues 
from customs duties and expressed con-
cern “that their economy would be crippled 
for the benefit of continental neighbours 
with whom they had little affinity”15. The 
insertion of special five-year transitional 
arrangements for Western Australia under 
s. 95 of the Constitution was one way of try-
ing to address some of these concerns.

On the revenue side it was agreed that 
the Commonwealth would have the exclu-
sive power to impose customs and excise 
duties (s. 90), which was at the time the 
primary source of revenue for the colo-
nies, averaging three-quarters of colonial 
revenues16. The Commonwealth was also 
granted a general taxation power to operate 
concurrently with State taxation powers (s. 
51(ii)), although not all delegates foresaw 
the Commonwealth needing to levy taxes 
beyond customs and excise duties with, for 
example, McMillan commenting that “they 
will never go beyond Customs; nobody 
dreams of such a thing”17. 

Another key provision was the power of 
the Commonwealth under s. 96 to “grant 
financial assistance to any State on such 
terms and conditions as the Parliament 
thinks fit”. This was never intended to be an 
expansive power, but rather a safeguard to 
be invoked only in the exceptional situation 
of a State being “threatened with a financial 
shipwreck”18. It was described at the time 
as “a guarantee to the public with regard to 
dangers that are never likely to happen”19 

and as a power that was “not intended to 
be used, and ought not to be used, except 

in cases of emergency”20. The clause itself 
was a compromise inserted by the Premiers 
Conference following the failure of the first 
constitutional referendum in New South 
Wales, and “most of the Premiers assumed 
that the grants power would be terminated 
as soon as the States’ financial arrange-
ments were adjusted to the uniform tariff 
scheme and as soon as the operation of the 
Braddon clause was itself terminated”21.

Many of the early debates concerning 
the financial provisions of the Constitution 
centred around the question of transferring 
what were expected to be the surplus reve-
nues from the Commonwealth back to the 
various States. A number of complicated 
formulas were considered and, interest-
ingly in light of the current debate about 
the existing Commonwealth Grants Com-
mission formula, the Finance Committee 
Report of 1897 recommended that after a 
five year transitional period “all future sur-
pluses should be distributed to the several 
States on a per capita basis”22. By the time 
of the final document this formulation had 
been abandoned, with the adoption instead 
of a provision providing for the Parliament 
to distribute surplus Commonwealth reve-
nue “on such basis as it deems fair”23 after 
the expiry of a five year transition period. 

Despite the framers seeking to ensure 
a federal balance in the Constitution, the 
financial provisions that were ultimately 
adopted “gave the whip hand to the Com-
monwealth”24. Alfred Deakin propheti-
cally foresaw that the Constitution would 
leave the States “legally free, but financially 
bound to the chariot wheels of the central 
Government”25. This is borne out when 
examining the evolution of fiscal federal-
ism in Australia, with the Commonwealth 
continuously extending its financial reach 
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over the past century while the financial 
independence of the States becomes ever 
more precarious. The end result, according 
to Professor Greg Craven, is that26:

even within some of their acknowledged areas of 
power, the states are no longer masters of their 
own destiny.

An increasingly centralized fiscal landscape

It did not take long for the federal balance 
that had been carefully constructed by the 
Founding Fathers to begin shifting deci-
sively towards the Commonwealth, aided by 
a series of key constitutional decisions by 
the High Court of Australia. Among the key 
features that have contributed to this in-
creasingly centralized fiscal landscape are 
the takeover of income taxes by the Com-
monwealth government, the broad read-
ing that has been given to the excise duties 
power under s. 90, and the expansive inter-
pretation of the grants powers under s. 96. 
The combined effect has been to “have left 
financial resources and power dispropor-
tionately in the hands of the Common-
wealth’27.

An early example of the Commonwealth 
deliberately circumventing the federal bal-
ance envisaged by the drafters of the Con-
stitution, and the assistance that would be 
provided to them in these attempts by the 
High Court of Australia, can be seen in the 
Surplus Revenue Case28. This case concerned 
s. 94 of the Constitution, which provides:

After five years from the imposition of uniform 
duties of customs, the Parliament may provide, 
on such basis as it deems fair, for the monthly 
payment to the several States of all surplus reve-
nue of the Commonwealth. 

In 1908 the Commonwealth passed leg-
islation that diverted surplus revenue into 
trust funds, with the result that there was no 
surplus revenue remaining to be distribut-
ed under s. 94. The High Court upheld the 
constitutional validity of this legislation in 
the Surplus Revenue Case, holding that the 
diverted money had been duly appropriated 
and was no longer surplus revenue for the 
purposes of s. 94.

Federal taxation powers have also ex-
panded to the point today where income tax 
is levied exclusively by the Commonwealth 
government. Although the Commonwealth 
was given the power to make laws with re-
spect to taxation under s. 51(ii) of the Con-
stitution, this was a power to be exercised 
concurrently with the States and the States 
initially continued to levy their own income 
taxes. The Commonwealth first introduced 
concurrent personal income taxes in 1915, 
and went one step further during World War 
II when it introduced a uniform income 
tax scheme that effectively took over all 
income tax collection from the States. The 
Commonwealth initially asked the States to 
cease levying income tax for the duration of 
the war, and offered financial compensa-
tion if they did so. When the States refused 
the Commonwealth proceeded in 1942 by 
way of legislation, with a series of four Acts 
that imposed a Commonwealth income tax 
at a level approximately equal to the com-
bined total of the previous Commonwealth 
and State income taxes, gave legislative 
priority to the payment of Commonwealth 
income tax over any State income taxes, 
provided financial grants to the States con-
ditional upon them not imposing income 
taxes, and transferred State resources used 
in the collection of income taxes to the 
Commonwealth29. This scheme was upheld 
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by the High Court of Australia in the First 
Uniform Tax Case30. As Professor Greg Cra-
ven noted31:

If the Surplus Revenue Case sounded a shrill warn-
ing note for the States, the First Uniform Tax Case 
in 1942 set their financial death knell in earnest.

At the conclusion of the war the con-
tinuation of this scheme was unanimously 
opposed by the State Premiers. The Chi-
fley Government nevertheless decided to 
continue the scheme over these objections, 
and its peacetime continuation was subse-
quently largely validated (with some excep-
tions) by the High Court in the Second Uni-
form Tax Case32. As Brian Dollery noted33:

The effects of the uniform taxation scheme were 
profound. By the fiscal year 1948/49, the Com-
monwealth was collecting 88 per cent of all taxes 
levied in Australia, compared to 8 per cent by the 
states and 4 per cent by local governments.

The States therefore find themselves in 
a position today where they are effectively 
unable to raise their own income taxes, and 
are realistically unable to raise anywhere 
near the revenue that they need to fund 
their areas of responsibility. The result is 
a “steady decline in the revenue raising 
powers of the States”34 and a level of ver-
tical fiscal imbalance that is “among the 
highest of any federation”35. The impact on 
the overall fiscal balance and the financial 
independence of the States was not an en-
tirely unintended result. At the time of the 
uniform income tax scheme being intro-
duced by the Labor Government, Minister 
Arthur Calwell predicted “the slow strangu-
lation of the States” noting that “[…] if they 
lose their right to impose income tax, they 
will become mendicants existing upon the 
bounty of the Commonwealth”36.

Alfred Deakin (1856-1919): Australian politician, 
was a leader of the movement for Australian federa-
tion and later the second Prime Minister of Australia. 
(Photo from Wikipedia)

The High Court has also reinforced the 
financial dominance of the Commonwealth 
through its expansive interpretation of the 
Commonwealth’s exclusive power to im-
pose customs and excise duties under s. 
90 of the Constitution. Although a relatively 
narrow interpretation of excise duties was 
adopted in the early case of Peterswald v Bart-
ley37, subsequent cases have significantly 
expanded the scope of s. 90. For example, 
in Commonwealth v South Australia Rich J 
criticized the narrow approach in Peter-
swald and interpreted s. 90 as granting the 
Commonwealth exclusive power “[…] over 
all indirect taxation imposed immediately 
upon or in respect of goods”38. Similarly in 
Matthews v Chicory Marketing Board Dixon J 
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defined an excise duty as “a tax on or con-
nected with commodities”39 and in Parton v 
Milk Board (Vic) he held that the intention of 
s. 90 had been to give the Commonwealth 
“real control of the taxation of commodities 
and to ensure that the execution of whatever 
policy is adopted should not be hampered 
or defeated by State action”40. In Hematite 
Petroleum Pty Ltd v Victoria41 the High Court 
ruled that excise duties not only encom-
passed taxes on the production of goods, 
but also extended to include any tax on the 
distribution or sale of goods. 

For a number of years the States were 
able to continue obtaining significant rev-
enue through the imposition of “business 
franchise fees” on petroleum products, to-
bacco and alcohol. This ended however with 
the majority decision of the High Court in 
Ha v New South Wales42 when it struck down 
these fees, and unexpectedly removed an 
important source of revenue for State gov-
ernments. This left a considerable finan-
cial hole in State budgets, with the State 
governments raising just under $5 billion 
(or one-sixth of their total taxation reve-
nue) from these business franchise fees in 
1995-199643. In response to this judgment 
the Commonwealth introduced a rescue 
package of revenue replacement payments, 
however the effect of these measures was 
to further entrench State reliance on Com-
monwealth funding. The decision in Ha 
(which was decided by a 4:3 majority) has 
been described as “perhaps the most sig-
nificant for Federal-State financial rela-
tions since the First Uniform Tax Case of 
1942”44 and as a decision that will “further 
marginalize the States within the Australian 
Federal system”45.

It is arguable that the broad interpre-
tation of s. 90 is at odds with the original 

intentions of the drafters of the Consti-
tution. This observation was made by Neil 
Warren46:

An examination of the historic record shows that 
in fact the rationale for s. 90 was to avoid the im-
position of discriminatory tariffs between States 
and hence facilitate free trade. This has led to the 
argument that the High Court’s interpretation of 
s. 90 is not only economically and financially un-
sound, it is in conflict with the intentions of the 
founders of the federation.

The High Court’s expansionist approach 
to the interpretation of s. 90 has had signif-
icant consequences for the fiscal balance 
in Australia. As noted by Professor Colin 
Howard47:

The definition of excise duty cannot be counted 
among the High Court’s successes. No escape 
from the morass of judicial disagreement now 
seems possible by curial action alone. The main 
consequences have been lasting uncertainty, and 
consequential litigation, in a significant area of 
liability to taxation and now a severe and unnec-
essary restriction on the taxation revenue of the 
States […] The case law on s. 90 suggests that the 
High Court is by and large unsympathetic to State 
revenue and expenditure problems in general.

The third constitutional provision 
which has helped to entrench an unequal 
financial relationship between the Com-
monwealth and State governments is s. 96 
which provides that:

During a period of ten years after the establish-
ment of the Commonwealth and thereafter until 
the Parliament otherwise provides, the Parlia-
ment may grant financial assistance to any State 
on such terms and conditions as the Parliament 
thinks fit.

This provides the Commonwealth with 
“considerable leverage over State policies 
and actions”48. Over time specific purpose 
payments (“SPPs”) made by the Common-
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wealth to State governments under s. 96 of 
the Constitution have become49:

a major, and flexible, instrument for enlarging 
the boundaries of Commonwealth action; or, to 
use realistic terms, Commonwealth power.

While grants made by the Common-
wealth government to the States were in-
itially made “largely on an ad hoc and un-
conditional basis”50 this changed with the 
Federal Aid Roads Act 1926 (Cth) where the 
Commonwealth Government attempted to 
make s. 96 grants to the States contingent on 
the money being spent on the construction 
of roads nominated by the Commonwealth. 
In Victoria v Commonwealth51 the High Court 
upheld this legislative approach, rejecting 
the argument that any conditions attached 
to grants made under s. 96 were limited to 
the exercise of legislative powers provided 
for under s. 51 of the Constitution. As a re-
sult of this decision the Commonwealth is 
effectively empowered to make s. 96 grants 
conditional on virtually any terms and con-
ditions that it sees fit52. The conditions im-
posed by the Commonwealth do not need 
to be conditions that themselves fall within 
the constitutional reach of the Common-
wealth, with the result that s. 96 allows the 
Commonwealth to insert itself into policy 
areas that were never designed to fall within 
its domain.

The expansive approach adopted in Vic-
toria v The Commonwealth was subsequently 
questioned by Dixon CJ in Second Uniform 
Tax Case53. The Chief Justice suggested that, 
but for the weight of existing legal precedent, 
he might have taken a narrower approach to 
the interpretation of s. 96 such that54:

the true scope and purpose of the power which s. 
96 confers upon the Parliament of granting mon-
ey and imposing terms and conditions did not 

admit of any attempt to influence the direction of 
the exercise by the State of its legislative or exec-
utive powers. It may well be that s. 96 was con-
ceived by the framers as (1) a transitional power, 
(2) confined to supplementing the resources of 
the Treasury of a State by particular subventions 
when some special or particular need or occa-
sion arose, and (3) imposing terms or conditions 
relevant to the situation which called for special 
relief or assistance from the Commonwealth. 
It seems a not improbable supposition that the 
framers had some such conception of the pur-
pose of the power. But the course of judicial de-
cision has put such limited interpretation of s. 96 
out of consideration.

The Commonwealth began to use s. 
96 grants more extensively from the early 
1950s and by the end of the Whitlam gov-
ernment in 1975 SPPs accounted for 57% 
of all Commonwealth grants55. By 2006-07 
there were56:

at least 90 distinct SPP programs providing $28 
billion to the States or directly to non-government 
schools and local governments. SPPs account for 
42 per cent of total payments made by the Com-
monwealth to the States. The requirements in 
many SPPs that States match funding and main-
tain existing efforts mean that up to 33 per cent of 
State budget outlays can be effectively controlled 
by SPPs, reducing State budget flexibility.

There has been significant reform of 
SPP arrangements in recent years. A ra-
tionalized SPP framework commencing op-
eration on 1 January 2009, being designed 
to provide States with greater flexibility and 
discretion in the way that they spend the 
funds allocated to them. It has been sug-
gested that these reforms “in retrospect, 
represented the high point of cooperative 
federalism under Kevin Rudd”57. However, 
the overall conditional funding provided 
to the States for specific purposes remains 
significant, with an estimated $50.1 billion 
being allocated in 2009-10, which equates 
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to 14.8 per cent of total Commonwealth ex-
penditure58. Furthermore, while the SPP 
framework has been consolidated the sys-
tem of tied grants continues with the intro-
duction of National Partnership Payments, 
being highly conditional payments to the 
States totaling $19 billion by 2010-11. Un-
der this new payment stream “the Com-
monwealth remained free to engage in the 
kind of selective and coercive intervention 
it had traditionally applied via SPPs”59. 

The current fiscal imbalance

The stark turn-around in the relative fi-
nancial positions of the States vis-à-vis the 
Commonwealth can be seen by examining 
their changing share of revenue and ex-
penditure over the past century. Immedi-
ately following Federation State and local 
governments raised 87% of total taxation 
revenues, whilst the Commonwealth col-
lected only 13%. A century later this sit-
uation had almost entirely reversed, with 
the Commonwealth collecting 82% of total 
taxation revenues in 2004-05 and State and 
local governments collecting only 18%60. 
In the 2011-12 federal budget grants to State 
Governments are estimated to amount to 
$95 billion, which represents approxi-
mately 50% of total State revenue61.

The Australian federation today is 
characterized by comparatively high levels 
of vertical fiscal imbalance (‘VFI’), with 
Twomey and Withers suggesting that the 
extent of VFI in Australia “is the most ex-
treme of any federation in the industrial 
world”62. The revenue raising powers of the 
State governments no longer match their 
expenditure responsibilities, and they have 

become increasingly reliant on Common-
wealth grants to make up this shortfall. This 
has a number of damaging consequences. 
Most importantly, State government re-
liance on Commonwealth funding allows 
the Commonwealth government to as-
sert “financial and policy control over the 
States”63 and has given the Commonwealth 
government the opportunity to enter into 
policy areas that have traditionally been the 
exclusive domain of the States. 

The 1999 Intergovernmental Agreement 
on the Reform of the Commonwealth-State 
Financial Relations represented an attempt 
partially address and reduce VFI. The Com-
monwealth government agreed to allocate 
GST revenues to the States, which was in-
tended to give the States access to a growth 
tax. This has, however, arguably actually 
worsened the situation, with the States be-
ing required as part of this arrangement to 
abolish a number of their existing taxes and 
becoming even more reliant upon the Com-
monwealth. As was noted by Neil Warren64:

The GST has only replaced one form of general 
revenue assistance with another. The GST is not 
a shared tax base, but is the base for calculating 
general revenue grants to the States. The States 
have no ability to alter either the GST rate or its 
base. Furthermore, GST revenue grants are sub-
ject to high level equalization and are therefore 
not distributed among the States according to 
where the revenue is raised, resulting in a large 
redistribution between States.

Western Australian in particular has 
been increasingly critical of horizontal 
fiscal equalization arrangements that have 
seen its share of GST funding drop from 
72 cents in the dollar in 2011-12 to 55 cents 
in the dollar in 2012-13, with projections 
that it will continue to drop to 25 cents in 
the dollar by 2015-1665. The most recent 
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recommendation by the Commonwealth 
Grants Commission would result in West-
ern Australia’s share of GST funding falling 
by $598 million in 2012-13, which was de-
scribed by the WA Treasurer as “a slap in the 
face for all Western Australians”66. The WA 
government has argued that such signifi-
cant cuts to its funding “severely constrain 
the state government’s ability to continue 
investing in the infrastructure and services 
needed to grow WA’s resource sector, which 
is propping up the national economy”67. It 
is the WA government that has been the 
most vocal in arguing for reform of the 
GST funding arrangements, suggesting in 
particular that a ‘floor’ should be imposed 
on the GST equalization formula so that a 
States’ share of GST revenues cannot fall 
below a minimum return of 75 cents in the 
dollar.

Partly as a result of the political con-
troversy generated in Western Australia by 
the reduction in its share of GST funding, a 
review into GST distribution arrangements 
was announced in early 2011. An interim 
report was released on 23 April 2012 and 
a final report is due to be given to Parlia-
ment before the end of the year. Although 
the establishment of the review committee 
is a positive step forward in acknowledging 
the need for reforms to strengthen fiscal 
federalism in Australia it is notable that the 
review committee does not include a rep-
resentative from Western Australia. While 
the interim report has acknowledged the 
need for reform it has rejected the above 
argument by Western Australia that a ‘floor’ 
should be applied to the GST equalization 
formula. 

The state of the Australian federation 
has emerged in recent years as a topic of 
some political significance and controver-

sy. The 2020 Summit identified the crea-
tion of a “modern federation” as one of its 
“priority themes” and one of its proposed 
goals was to “reinvigorate the federation to 
enhance Australian democracy”68. This was 
followed by the creation of the Senate Select 
Committee on the Reform of the Australian 
Federation in June 2010 which was charged 
with inquiring into “key issues and priori-
ties for the reform of relations between the 
three levels of government within the Aus-
tralian federation” and exploring “a pos-
sible agenda for national reform”69. The 
Committee reported to the Australian Sen-
ate on 30 June 2011, presenting twenty-one 
recommendations for reform.

All too often, however, discussions 
about reinvigorating or reforming the Aus-
tralian federation are really discussions 
about shifting State responsibilities into 
the Commonwealth sphere and the further 
centralization of power. This has certain-
ly been the case in recent years, with the 
Commonwealth government continuing to 
move into traditional areas of State respon-
sibility. Two controversial recent examples 
include the use of an expanded corpora-
tions power to create a national industrial 
relations system (which was upheld by the 
High Court in the Work Choices Case70) and 
the proposed “claw-back” of a third of GST 
payments to fund national health reforms. 
The Commonwealth government tends to 
justify such policy expansions by pointing 
to underperforming State governments 
that they claim are failing to fulfil their re-
sponsibilities in these areas of public poli-
cy. However, as Twomey and Withers have 
observed71:

It is disingenuous to suggest that the States are 
failing in their responsibilities because they 
require Commonwealth funding and that the 
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Commonwealth should therefore take over State 
policy functions, when this is the system that the 
Commonwealth deliberately created.

On the revenue side the Commonwealth 
government has also been aggressive in re-
cent years in attempting to increase its rev-
enue share. One example of this has been 
the introduction of the Minerals Resource 
Rent Tax on 1 July 2012, which is a tax to be 
imposed on the profits generated from the 
mining of iron ore and coal. The new tax is 
designed to ultimately replace State roy-
alties, which would seemingly exacerbate 
VFI by further expanding the revenue base 
of the Commonwealth at the expense of the 
States. Western Australia, in particular, has 
been a vocal critic of the tax, with the West-
ern Australian Department of Treasury and 
Finance stating that the mining tax regime 
is viewed within WA “as an unwelcome in-
trusion into an area of state government 
responsibility, undermining the state’s 
autonomy and budget flexibility”72. The tax 
has been called “an attack on Western Aus-
tralia”73 on the basis of estimates that $7 
billion of the expected $10.5 billion raised 
from the tax in 2012-2014 will come from 
WA74. It is currently being challenged in 
the High Court, with the Fortescue Metals 
Group and Queensland arguing that the 
legislation invalidly discriminates against 
States and is therefore constitutionally in-
valid.

Reforming Australian fiscal federalism

The growing financial dominance of the 
Commonwealth government and the in-
creasing financial dependence of the States 

has significant implications for Australia. 
Neil Warren argues that “Australia per-
forms comparatively poorly in internation-
al comparisons of intergovernmental fiscal 
arrangements”75 and notes that “National 
and State governments in Australia have 
not had a serious discussion between the 
different tiers of government since prior to 
federation in 1901”76. The Business Coun-
cil of Australia considers this to be an issue 
that Australia needs to address as a priority, 
noting that:

[t]he extent of the problems and dysfunctions of 
the current system of federal-state relations[…] 
is such that it has become a major barrier to fu-
ture prosperity. The challenge of reforming fed-
eralism has now become an economic impera-
tive.

There have been a number of reforms 
that have been proposed as measures that 
could be instituted to redress the fiscal 
imbalance currently characterizing the 
Australian federation. On the revenue side 
there is no constitutional impediment to 
the States reintroducing their own per-
sonal income taxes, although there would 
certainly be significant political hurdles to 
be overcome. Another reform that would 
reduce VFI and increase the financial in-
dependence of the States would be the in-
troduction of a formal tax-sharing arrange-
ment between the Commonwealth and the 
States, guaranteeing the States a certain 
percentage of Commonwealth tax revenue. 
Such an arrangement would not only re-
duce VFI but would provide all States with 
a direct economic interest in the financial 
success of the entire federation, introduce 
greater certainty and transparency into fi-
nancial transfers from the Commonwealth 
to the States, and would likely reduce State 
reliance on specific purpose payments.
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In relation to the distribution of GST 
revenue there is an urgent need for re-
form, with growing anger particularly in 
Western Australia over what are perceived 
to be serious inequities enshrined within 
the existing arrangements. The establish-
ment of the current GST review committee 
is a positive step, although it remains to be 
seen precisely what recommendations are 
put forward by the committee. While there 
is disagreement about whether the current 
equalization formula should be amended 
to insert a ‘floor’ into the allocation of GST 
revenues to the States there does appear 
to be general agreement that the existing 
formula is overly complicated, and would 
benefit from reforms that would introduce 
greater certainty and transparency to the 
transfer process. 

On the expenditure side the key issue 
from the States perspective is the contin-
ued entry by the Commonwealth into policy 
areas that have traditionally been the do-
main of the States. In many respects this is 
an inevitable result of the financial domi-
nance of the Commonwealth, which has be-
come adept at using its financial muscle to 
impose itself across a range of policy areas 
far removed from the limited enumerated 
powers provided for under s. 51 of the Con-
stitution. Addressing the fiscal imbalance 
described above and strengthening the fi-
nancial independence of the States would 
provide the States with a greater ability to 
resist further Commonwealth intrusion 

into their traditional policy areas. At the 
same time, given that the Constitution is 
now over one hundred years old, there is 
merit in the suggestion that it may be bene-
ficial to revisit the distribution of constitu-
tional powers and responsibilities between 
that national and state levels of government 
at a constitutional convention to ensure 
greater clarity and to better reflect modern 
conditions. 

Conclusion

Since Federation the Commonwealth gov-
ernment has continued to expand well 
beyond the intentions of the Founding Fa-
thers, and the Australian federal system 
“has not always been as coherent or effective 
as the framers might have hoped”77. The fi-
nancial dominance of the Commonwealth 
government, and the increased reliance of 
the State governments on Commonwealth 
funding, has significant implications for 
the federal balance in Australia. Reforming 
fiscal federalism in Australia, with the aim 
of restoring the fiscal position of the States 
relative to the Commonwealth government, 
is an important goal if Australia is to protect 
the independent status of our State govern-
ments and to fully realize the benefits that a 
true federal structure is intended to bring. 
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