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INTROD!I'CTION

The purposc of this essay is to examine the different
possible bases upon which grants may be mnde from the “ederal
Government to the several State Governments in a Federation. The
basic concept of federalism is sufficiently clear for genersl
principles to be developed which will be applicable to any Federation,
Nevertheless there ere guite important differences between the main
Federations of the present time. Hach has evolved gradually and
its form has been influenced by varied historical deavelopments.

It would be true to say that although general principles
which will be valid for all Federations may be discovered, the
applieation of those principles mey Aiffer in particular detail.
Consequently, the examination which follows hag becn mede with direet
reference to conditions in the Australisn Federation., Australian
terminoclogy will dbe used, and at a later stage an examination will
be made of the various types of rrants made by the Federsl
Government in the Australian Federation. Despite the limitation
of the analysis to a particular Federation, it is felt that the
exsmination could be extended aleng the same lines to include the

other major Federations,

The examinstior will de divided into turee peris., The -
Tfirat will establish alternative principles upon which federal grants
could dbe made, and from the alterrnatives establish the principle
which would give the most beneficisl results, The second will
analyse existing practice in Australia in the light of the principles
which have emerged, and the third will draw conclusions as to
possible lines of future development. |
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PART 1.

£ ABLIGHIGNU OF wRINCLITES
wor ™
DETREMINATION OF QGLARTE
eney THE
PADERAL GOVERNMENT TO 'THE
GPATs  WOVONENL TS

IF A TEDERATION,




CHAP'TER 1

. iiistorically the hasic form of govarnmént haa-boen
the unitary state, This state has had clearly defintd boundaries
4and within the. e boundaricr one person or body, autoc: at or
popularly elected parlismcnt, has hed absolute control.  Unions of
‘such states have arisen from time to time, but~1n the"msaority of
these cases they were formed y one state stronger than the recst and

this one inevitably dominated.

| ine esrential iifference between the unitary and the
federal forms of governuent is that in th&'unitary.:tnte there 1is
only one boly to control all a?faifa of state. In the federal
Torm there are scveral authorities each exercising control of
domestiec matters in u‘partieular region or State and a federal .
authority controlling matters shich affect all States.

An eminent suthority on federalism, .. C, fhear¢,1

has dérincd the federal orinciple of government as a "method of
dividing powers 8o that the generai and regionai governnents are
-aach, within é sphere, co~ordinate and independent.“ In the
Austrelisn Federation, the general government is the .‘ederal

' %arlinnent, and_thiu has power to function in certain defined spheres.
The regional governments are the "tate Covernments with power over

domestic matters in their own territories.

A'roderation this comprises a group of Statet.with
their own fora of §ar11amentary government, and a rederal dovernment
with a se-arate rield,or authorliy. - It {8 a union of governments
to their mutual acvuntige. Sefore ‘ederation, the -tates were
conpietely ceparate entities with their own politieni, social and
' economie organisations. inere may have been no comuon factor
between them, but it may be assumed that in order for them to wish

to join together in even a lobae form of union, there will have been

-
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some aspect of comnunity or economic life which is common to each.
It nmay ﬁuve bsen a common language, raciel origin, allegisnce or
aven colour, Again, it may have bcen a similarity in economic
resources or natural conditions. It is not even necessary that
the regions forming the fadiration’ahould compriée a compact area.
They could conceivably be seattersd over a2 wide area, interspursed
with other States which remain outside the Federstion. llowaver,
it can be conceded that conditions sre more conducive to the
formation of a federation if the doundaries of the several regions

are concurrent,

‘he reasons why the scveral Ltates consider it desirab.
le to form a federation may be many and varied. It can be
assumed, however, that all resalise that there is some benefit to be
derived from the formation of the federation. -Foremost is the
poesibility that defence prepsratione may be more effective when
carried out on & large acale than if undertaken by eech Jiate
individually, Again, it may be possible for the 3tates, when
acting in combination, to arrange reaciprocal tariff agreemsnts with
other nations. Such arrangcments would be imposaible, or at
least more cumbersome, when entered into by each Ctate separately.
Trade and travel between (tates Qould be facilitated, and inevitebly ¢
as & rcecult of federation, customs barriers betw. .n Ltatues would
disappear. “his would ensble internel trade to flow freely to ti.e
advantage of all itates, whereas previously tariff berriers betwecn

the Gtates may have hampered interstate trade. 2

At the formmtion of the federation it will be nccessary
to institute & central authority to aduinister those furictions which
impinge on all parts of the felderation irrevspective of State
boundarise. Foremost amongat tiese will be such Tunctions as the
administration or'derence snd overseas relationships, both politiéal

and cconomic, Thic federal authority will be formed by

2. This was particularly evident in trade bet een the free-trade
Colony of N. S, . W.and protectionist Victoria before "ederation
in Austrelia.
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.repre-entativg: of all member States of the federation. shether it
shall be a body eslected byiuniversalirranchiue, uﬁpointeﬂ by the

legislatures of the several Ststeé'or an advisory body only,3 is @
metter to be declded by the States themselves st the time of the

forwmation of the Fedcrafion. Iicweéer, 1t would appear timt. ir the
¥ederation iz to function aﬂequately;lthe Federal uGovernment should
be given absolute authority in its allotted iphoran'of activity., 1If
this were not aoné, there would be danger of deadlocks should the
legislatures of some tates be unwilling to adopt unequivécally the

recomncndations of an advisory body. ' .

,Thé keystone of = ?éderatian is its Constitution.
This will be devised and agrecd to by tne repre .ntatives 6f all the
Jtates and will contain the provisions which will govern the acti.ns
‘of both the I'ederal and State Governments. it wiil set out tie
fields in which ea&ch mey operate, and to be completely df:eétive, will
probably neéd to be sub ject to alteratioﬁ only upon the passing of a
refersndum of all meuwbers of the r'ederation, This is an aspect
of federalism which i8s the subject of some controversy but it lies
outside the scope of this enquiry.h The figidity of &
Conititution in s Federation prevente the correction of any mistakes
which may have been made at the‘outaet and of deficiincies which
arise through the paesdge of time and changing conditions. However,
& certain amount of rigidity will be necessary in order that the
Federal and vVtsie Parliiaments may de free to obarata in thiir

respactive spheres without fear of amendment to thr provisions undcr

which they operate unless there is gome pressing need for change,

The determinotion of the extcnt of the reapeéiive
spheres of activivy of fthe ?éde?al ttovernment on the one hand and the
several State Governments on the other, will be decided at the time
of the formation of the ?ﬁﬁératidn. his is one of the majof

congtitutional problems and will probadbly give risc¢ to perhaps the

3. The Augtralien expericnce was thet a voluntary body with powers
to make recomuendations only mas unsatisfsctory. The federal

Council of Australasia, which existed from 188% to 1899 was
quite ineffective.
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greatest, or at least the mogt difficult problem for which Q
solution must be found.,  That is the financial problem which it

the main subject for consideration in tuis Chapter,

There are certain fﬁnctiana which obvicusly fall
within the provincs of‘thc.?cdefal Governmant, and others which will
squally obviously be the province of the Gtste Governments. The
primary test will beAwhether the tungtion encompaesoa’the whole of
the Federation. If it i3 national in character, it is a field in
which the Federal Government should cperate, If 4t is purely local
in character, it is a function which can be performed adcquate1y7by

tiie .tate Governments.}

This is not a matter upon which it 1s possible to
generalise with any convietion, Apart from the fact that there is
- no clear line of division between & function which is national in
its scope and one which i1s purely reglonsl, the character of function
will Qiffer in their importance in different countries, A function
which is rightly considered td_bo of national importance in one
Federation might, with egqual Justification, be regarded as of only
local importance in #notheri However, for purposes of illustration,
the division between the Pedursl and State Uovernments in the
Australian Federation may’bc-takan as indicative of the type of
division which will be made.

.The functions which are as wide as the 'edurstion
and which have deen given to the FPederal Covernment, include the
powsr to conduct the defence of the nation, external relations of a
polit:cal natuéc, the impoaition of tariffs on international trade
snd ti:is provision of aévv:ces which overlsp the boundaries of several
States, On the other hand, functions which sre purely local in
character 2nd sre thus best suited for admiﬁistration by the several
tate Goverhments include the provision of health services,
education facilities and the preccrvation of law, order and public
sarety. ‘Indeed it would probably be fetrimental to their
succeesful and efficient administration if they became a function of

-the Pederal Government.
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This raises the guestion of the dusirability or
otherwise of introducing a third level of goverument below the
level of States government. The States themselves will probably
be realonsbly'large 1ﬁ‘araa, if for no other reason than to justify
the formation of a Federatiﬁn in prerorence.ta~a unitary form of
government., If they are largegit:may be in the interests of o
efficisney to intnoduce & third, local government, level to function.
in £ic1ds which are too narrow for the Oovernments of the Sgates
to adminietef suécesarullyf It is thought,'hcwevar, that the
distribution of pomers betwesn three levels of goveroment would
surrender, through loss of efficiency, all the advantsge that would
be gained ﬁy loealisation of functions. Rather,‘the whole problem
iz simplified if, as in Avetralia, the distibution is limited to the
Fe ¢rel Government And tha'eevéral State Governmenta with one of the
functions of State Governments to argéniaé local govarnm&nt within

the geographical boundaries of sach State.

_ It would thén be poasibia for a State to gutablilh
a Iocal-goierhmsat crganisation and delegate some of its powers. In
this way adﬁinistration would be kept as cleose &s possible to the
place where the functions are performed, and yet'the'dirficultiec
which would arise if the Federal Constitution had to deal with the
disiribution of powers between threc levels of government would be
avoided, The extent of these difficulties will become more
npparent(afser consideration has been given to the financial prodblem

which will arise between the Federsl and State Governments.

There'will'inevitably be some functions on the
borderline betwesn those which are purely national and those which
ars purely local in character.t To prohibit the Ltate LUoveraments
from runcticniné in these fields would be incompatible with their
retaining the maximum of independencs, ¢n the other hand, 1t
would probsbly be in the beét interests of the uafion if the
Federal Govefnncnt were given some voice in the administration of
those particuiar functions. when such functions are bheing

considersd at the time of the formstion of the Constitution, e case
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may be made out for the Federnl and tate Governments to share

responaibility.

«Xperience hse ghonn in Australie that when
reaponlibility is shared in the form of concurrcnt powers of
¢overnment, the power has tended to be appropriated b the rederal
Government. This war ﬁarticularly evident in the case of concurrent
powsrs to 1mpo.e income taxation, It is through the agency’of
concurrent powers thet the potentially ltfonger of the two types of
govermaent can ¢xpand it the expense br the other. It is therefore
easentialbthat if 1t 18 found necessary to give the Mederel and
State Covernments concurrent powers in ccrtain ficlds, the
Conatztutibn should contain adegquate provisions against the usurpatim

of thosc powers by one at the éxpense of the other.

It is obviously impossihle to enuwserate and
allocate'every possible type of function which may de distridbuted
between the Governsients in the Conétitutian. However, it is
probable, and indeed dcsirable, that the more important should de
gpecifically mentioned and allocated; This w;ll leave &8 wide ficld
of activity which will not bs spscifically considered, The
alteraatives open are to pormii dboth types of government to functicn
in this residual field, or limit the field completely to one or the
other. In the interests of preserving the ersentials of federalism -
retention as far as possible of the independence of the member
States ~ 1t is desirable that such residusl powers should be retsined
éompletaly'by the Ztate Governments, Powar should only de given to
the ‘ederal Government where it is eesential in the interests of the
fedecrntion as a whole that certain functions should be performed on
behalf of the States in oider to obtain uniformity or co~ordination
of policy. If a certain function is regarded as lascking sufficicnt
importance to be,specifiéally allocated by the Constitution, it

would almcst certainly’fall outside this group of furcticna.

Difficulty may arisec at some future time if a
function which by all tests is the province of the ‘ederal

Government, was not of sufficient importance at the time of the
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formation of the Constitution to warrant specific trrnsfer toc the
Federal Government, 1t may be a function developed since the time

- when the Constitution was rorned.5 ‘In this caso,.if'all residual
powers are left in the hands of tha «tzte Gavernmgnti, the -‘ederal
Government will be constitutxdnally prevented from assuming coﬁtrol.
This can be overcome by amendment to the Constitution or by giving
the Governments of the States authority to trsnefer any power to the
Federal Government if they so dcsire, “This however, is a problem of
politicel seience and does not materially affect the financial

problem,

It can be seern that the distridution of functional
powers should follow some definite pattern which will be deterained
by the nature of those powers. It 1s absclutely essential to the
proper functioning of the Federation that the distribution of powers
be made according to this principle, If rfunctions which are
essentially local in character are given to the Federal Uovernment, a
certain amount of inefficiency will reault'dnd dissatisfaction will
follow if those affected are geographically remote from the scat of
administration, Thus the distribution of funciional powers should

be determined by the nature of the Fcieration.

- The powers referred to in the preceding paragraphs
have been called functional powers. By this hes bsen meant the
power to perform some act of sdminiztration. It could be
interpreted as power to spend money on certain functions. Diatinct
from this group is another set of powers which can be referred to as
financial powars. ihese are mainly powers to raise revenus. As
with the distribution of functionel powers, there may also be some
autometic distribution of financial powers. or example, it oay
Bc considered essentlal for the ?edcral Government to be given power
to control international and interstate trade. If this is so, it
will sutomatically carry with it the tinanciel.power to impose and

collect customs duty. Similarly, the provision of ccrtain services

5. For example, in Austrslia control of air traffic was sufficiently
unimportant teo be ignored at the time of the formation of the
Federation. ¥%#hen the necessity for control arose, it wa: a
residual powaer and hence & function of the State Governments
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may be national in character and hence become a function of the

Federal Government.

+he Federal Goveénment may alao be given direct
iinancial powers. Foe example, at the cutset of Federation it may
be decided that it is in the intercsts of the Federation as a whole
that taxes on incomes should be uniform in all parts of the
Pederation and that this can best be achieved by the trensfer of the
powers to tax incomes to the “ederal Government to the exclusion of
the State Governments. Tiese are three cxamples of the types of
revenue which the *ederal Government may receive as the result of the
allocation of powers ét the time ér the formation of the Federation.
There will be others of lesser or greater importance, but undoubtedly
the -“ederal Government will be given some power to collect revenue

by taxation or by the imposition of dutles,

The assumption of certain powers to collect revenue

by the 'ederal Government will mean the loss of those ravenue fields
to the member States. The retention of certein functional powers

c111 mean that the State Governments will receive some revenue, if
only as & corollary to the retention of those functicnal powers,
“hey may also be allotted power to levy taxation in certsin fields by
the Constitution. This would bs, in effect, wmersly a continuation
of the practice which existed before the Federation was formed. More
probably the allocation of powers, both functional and rinancial;
will leave a residual field of revenue avgilable to the ttates thus
ensuring that they receive some revenue, “he alternative is that
the 'ederal and State Governments share certain ro#enue raising

fields.

This 1s the practice which was adopted in the
Australisn Constituticn with respect to powers to impose taxation
and experience has now shown ithat it can be unaatistactory;
Inevitebly one or the other of the two levels of government must de
given prior right to collect the tax and this.may lead to the
eventual excluasion of the other form of government from the particulr

field, The formetion of concurrent financial powers will aean in
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e¢ffect the virtusl eslleocation of the power to the authority with
priority of collection. Ag in the case of concurrent functionel
powers considered earlier, it is in the interests of the Feduration
88 a whole that when it neceesary to inatitute such concurrent powers,
it is8 . qually neceasary to ensure that they remain divided between the
two types of governmsnt., This sefeguard should be inserted in the

Constitution.

After the adoption of the federal principle there -
will thus be two levels of Covernment. Cn the one hand it wiil have
created a Vederal Covernment and on the other it will have retained

the legislative and administrative organisations of the regions which

have now becoms .iember Ctates of the Federation. The Ponstitution,
sgreed to by at least a majority, will have sllocated powers both
functional and financial between the two iypes of government, This
.diatribution will have been determined, not by any arbitrary method,
but by the needs of the Federation. That i1s, the distribution will
have been made in such a way that the best interests of the naticn as

8 whole will be served.

As a rcault, it is incvitadble that there will be
no designed relationship dbetwe:n the functional powers and the
financial powers of both the Radaral Covernmaent and the ltate -
Governments, That is, the distribution of the functional powers
will de determined in such & way as to produce the most satisfactory
results, Uenerally, finencial powers sare of secondary consoderation,
and will follow almost automatically from the allocation of
functional powers. It can therefore be expected that little
attention will dbe paid, or should be paid, tc the degrce of balance
which will be achieved between the two sets of powers, For example,
it may be that the allocation of functional powers to the States
carries with it revenue raising powers rai—iﬁ excess of thelr nceds
while the Federal Government has certain functions to perform but
lacks the power to reise revenue to meet all revenue regquirementa.
Conversely, the Federal Government might £ind itself with power to

raise revenue greater than the amount necessary for it to perforu
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its proper functions, while the revenue ralsing power of the Itate
Jovernments 48 far below their reaquirsments, For the purposes of |
this analysis, the revenue reguirecme:ts of a government in a
Feleration may dbe taken as the amounts of revenue which it must
raecelve to permit it to carry out the functions allotted to it by
the Constitution. In the lattor case msntioned ahove, the revenue
regquiregents of tho Ttate Jovernments are greeater than their

potential r<venue.

It is not inconceivable that at a point in time the
distribution of functional and financial'powera-between the two types
of government will be roughly in dalance. That ia, the Federsl
Government will heve owsr to raise just sufficicnt revenue to mect
its reguirements. 5imilarly with the Otate Governments. fiowevsr,
should this position arise accidentally it is almost certain that
before long the relative significance of certain functional or
financlal powers will change, and hence the balance will be Aisturbed,
If the required balance has bhsen ingcniously enginocred, it moy have t
veen at tie oxpcense of the optimun sllocation of powers whici is
expceted to produce the best and most beneficial results in the
"efcration. If‘tkls iz s0, 1t will probadbly no be long defore
some change tekes place wirieh will cause sowe dispurity, ard ir it
is desired to msintain the original balance, ‘his can only de
achieved by further manipulsation of functiocnal or finsnciel powers.
Apert fromn the difficulties gscociated with the pericdic amendment
of tre Uonstitution to meintain this balance, if 1t becomes necessary
to re-distribute the functi-nel powcrs, the new distribotion will

vary

probadbly »e from the optidmum distribution,

The degrek to which the disparity betwecn the cost
of the function which each type of administration is required to
carry out and the financial rescuarces gvailable to each will vary
according to the fundamentsl besis of the particular Fedoration.

That is, the Aistribution of functional powers in any Federantion will
be determined by such diverse factors sas the geosraphical pattern,

thd distribution of the population, the financlal ressources of each
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coanunity, end so on. “he complicoted pattemwill, if the
distributien of powers is aimed st producing the best possible result
determine the degres of disparity between the cost of functiomal
powers and the revenue which can be obtained by the exercise of
financial pow: rs. The extent of the dlsparity can vary between two
possible extremes., At the one end it is possible to visualise the

Fe:ieral Government with limited functional powers dbut with aonsolute

tinancial powcrs. In other words, at the time when the Constitution
was being framed 1t was found nccessary to give all revenue raising
powers to the Iedoral Jovernment dbut it was Geslradle to transfer
only limited functional powers to that authority. In this case, the
State Governments will find themselves virtually devoid of income

and yet be involved in considerable ¢xpenditure in order to carry

out their allotted functions.

At the other extreme, the Federsl Government msy be
given certain functions to perform and yet have no assured source of
reveaus, in this case, the “tate Governisnts will have certain
administrative functions to perform and their sources of revenue will
be potentially grester than their revenue requiremncnts, 4 In practice
it will probebly be found that the actual distribution which is
adopted will bring forth a situation somewhere between thess two
extremas, Either the Jederal or ["tate Uovernments will be found to
have revenue resources in excess of thelr requirements, It follows

that the other suthority will have less revenue than it nceds,

It is of cburse, conceivaeble that in absolute terms
both suthorities may have potential sources of revenue in excess of
or less than thelr re¢quirsments. For the .'ederation a3 a whole,
however, the financial resourccs and rcvenue requirements will
balance., 1f they should be tomporarily out of balance, then on: the
ocecasions when financial rcsources exceed roquir&mcnti, taxation up t
the full potentizl will not be necessary. ¥hen revenue requiremcnt
exceod the revenue potuntial, some reduction or expunditure will be
found necessary. Over the Fedarsation as & whole, when revenue

and expenditure are equated, it can be assumed that there will still
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he disparity between the functional and financial powers of doth the
Federal Government and the Covernments of the several mesber States

of the ¥ederstion.

This disparity gives risc to the major financial
problem of a Federation, It one authority has more revenue than the

adegquate performance of its zllotted functions requires and the othner

authority hus less tien its reguivements, and {f it 18 impoasible
or lipracticable to tranefer either functional or financial powers

from one authority to the other, then recourse must be hed to the
transfer of revenue from the authority which is in & position to
produce surplus revenue to the authority which has insufficient
revenue to meet necessary expenditure, Lither the Federal or
Ctate overnmants may bhe the authority enjoying the position of
financial suporiority. The detsrmination of which it shall be and
the degree of the dispsrity will rsasult from the interaction of all
the forces which caused the ‘ederation to come into being. Whichever
 authority happens to be in the position of enjoying surplus revenue,
there will de a financial problem which will vary according to which
authority 1s in tbis'ponition.

In the case where the Ctate Covernments can raise
more revenue thnn they reqiire, the prohlem or‘rediatribution'which
will have to be polved will n-t we very great, ey will raise a
certain amount of revenue and ﬁortion of this income wil®! be used
tc meut neceseiry expenditurce on the administration of the functiocnal
powera allotted {c them under the Constitution., Any surplus revenue
ecan then be paid to the Federal Government to be added to its other
sources of income in order to wset 1ts expenditure requirements.
the main prodblem here is to ensure that there will be sufficlent
surplus revenue aftsr the tate Governments have met their necessary

expenditure to permit the Federal Uovernsment to function effectively,

The nosition may arise that slthough the State
Governments have s revenue potential suffictient to meet their own
and the Vederal Governm:nt's firancial needs, they mey be unwilling

to raise the revenue necessary to producce the surplus for transfer
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to the Federal Jovernment., In such & situation it woﬁld be
advisable to have some legislative or constitutionsl provision which
would compel the governments of the Ltates to traensfer sufficient
revenue to the redersal Glovermaent. It would be difficult, and
indeed inadvisable, for the Constitution to provide that the a stated
amount, or proportion of the total incowe of each Jtate should be
handed ennually to the Federal Government. 1f the appropriate
anount were corrcetly determined at the beginning, in the first
year of Fedcration, it would soon bscome more tian or less than
adequate., Perhsps tiw best method would be the esteblishment of a
Cowniseion or similar i;ody of expurts to determine the necessary
amounts from time to time, It aould then be mundatory forasch
State Government to cubscribe the determined sagount to the Pinances

of tie Federnl Jovernment.

If, under these circumstances, coth the ‘ederal
Government and the memher I tates of the Yederation have bec¢n allotted
fields in which to raiasc revenue, and tiae Gtate Uovernments are
unwilling to tax with severity sufficient to produce the revenue
necessaxry to give a surplus which is to e available for transfer
tc the ‘ederal (oévernment, then the Fedcural Government may, if the
taxation fleld allotied to eéch are supplementary - that is, they
fall on the Bame person - increase the rates of taxation in the
fields open to it in order to correct the deficiency. However, 1f
this could be done, it could be séid that the fields of taxation
were such that they could be manipulated to produce s permanent
bﬁlance between functional and financial powers., There may possidbly
be other solutions which will produce the Jdesired result with

equal adequeacy.

The alternative case of di@psrity between
functional and financial . owers which may arise, 16 the éituation
where the Federal Government is given potentisl revenue raising
powersa in excess of itz requirem:nis, in the snalysis which
followse, ettention will de concentrsted on the correction of a

disparity of thie nature, The exclusion of the possibility of the

. other alternative situation arising cen be justified on two grounds,
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The first ie that in the mse jor “e'crations wvhich now exist the
Pederal Uovernment is financially the stronger. In the iunited
States of America, the Dominion of Csnada and the Comunouwealth of
Aﬁatralia, the -‘ederal tiovernments regularly make grants to the
member States of each Kederaticn in order that they mey adeguately
perform their allotted functions.

Secondly, the nature of the functional poﬁers

which would reasonably be allotted to a J'edersl Government are such

‘that they carry with them considersble revenue raising power, 1t

can be expected that contrel of tariif measures associated with
internationel trade will be one of tie functions of the Fedcral
Government, and this will autommtically carry with it power to impose
and collect customs revcnue, | Ucually the expenditure involved in
the performance of this function will not be very great, while the
revenue attached to it, if any protective tariff measures are adopted,
will be substantial, Here then is a potential source of recvenue

to ti.e Federal '‘overnment which will probably be more than sufficient
to mcet a1l expcnditure requirements. In addition, it is probable
that the Federal Zovernment will de given control of post and
telegraph services which may be potﬂntially profitable and yield
revenue in excess of expcnditure, >ther scrvices, &lso potentially
profitable, may fall within its sphere of influecnce, Transport

sorvices which cover more than onz State might be ons exaable.

One highly lucrative scurce of revenue which mey
conceivebly be given to the Ferieral Governmsnt is the power to
impose ard collect taxes on incomes., The only adequate reason for
this is that it wiue thought necessary at the time of the formation
of the “ederation that income taxeé should be levied uniformly
throughout the Fcderation. -This could only be satisfactorily
achieved 1f there 1is dut one taxing authority in the field, and the
"ederal Government is the only choice, It poier to levy incoume
tax 18 given to ©:18 8Uliprity, then ite financial superiority over
the Ltate tovernments will be assured.and the financial prodlem

w#ill be related to the pascing over of revenue from the ¥ederal to
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to the State Governmsnt:.s

It can be sssumcd, then, that this is the prohlem
whieh will arise, As pointed out previously, slthough it is not
inevitadble that this will happen, it pre.onts the grestest
possibility. ror tais resson, and for other thet will :ecome more
apparent at a later stage, the position where the Federal Uovernment
is the administartive auvthority which hns potential finsncial
ruvaources in excess of 1ts rcquiremgnts will be considered

exclusively in this essay.

Briefly summarising the position which it has been
assumed will arise, both the Federsal Government snd the Governments
of the mesder States wili have been allotted certain functional and
certain revenue ralcing powers snd the disiributicn of these powers
will be such tﬁat the revenue raising potential of the Yederal
Government will be greater than that which is required to mect all
its necessary expenditure, The State &ovcrnments.on the other hand,
if they tax to the full extent in the fields rcmaining to them, will
be unable to finance adequately the functions which have becn allotted
to them by the Constitution. It is then encumbent upon the Fedeaeral
Government to reise revenue in excess of its immediate requiremenﬁs
and transfer the surplus revenue to the Stﬁte iovernments, or
course it will be impousible to detsermine exactly the revenue
reguirements of the member States over and above the revenue they
themselves can raise from the sources available to them. In any
cagsae it will be s matter of Juwigment sas to the reguired level of
necessary expénditure by each authority. Nevertheless, it should
be possible to.determine, with a small margin of error; how much will
be reguired. In practice it will probably be found that both |
authorities will tax to the capacity that 1s'polit1ca11y desirable
in the potentiai<fielés of each, and avenuss of expenditure will

salways exist to sdbsorb all revenue that ic reised,

6. This proposition relates cnly to the presant era, +#hen the
Australian Constitution was designed, the importance of incowme
taxing powurs was far less than it is now. However, in the
gestablishment of & new Federation, or tie revision of the
Constitution of an existing “ederstion, the sllocstion of income
taxing powers will be highly important, :
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(iven this situestion, there will alwayc be an
srnual surplus in the hands of the Federal Government which iz to be
paid out to the several Ctate Covernments. The major financial
préblem of & Federation now becomes apparent., This is to determine
how the surplus revenue of the ederal Government is.to be divided
between the several States. The dietribution can be determined
according to one of several posaible alternatives, These will de
explained in detail in subsequent Chapter#. Bufore proceeding with
this analysis, however, it might be of advantage to consider the
probable organisation of the Federation in order that the processes
necessary to carry out the distribution according to whichever
principle it hes been thought advisable to adopt may be appreciated,

- As seen oarlier,7

the member States of 2 Federation
will be fully independent in their respective fields. . They wzli
presumably have thiir own legislatures, ¢xecutives and judiciaries
which are fully answcradble to the people. It is slmost inconceivéhl ¢
that a Federation, as the concept is understood, could exist under
‘any political ﬁhilosophy other than democragy. On the other hand,
the Federsl Government will also be a complete entity with
independence in its allotted rieid. Presumably the legislature of
this federal authority will be an elected body and in this r.spcct

it will be repre.cntetive of all the electors in the Federation
irroayegtive of the States in which t.ey reside, Thus, in each
8taté there will be at least twe authoritics functiocning. The first,
the :ederal vaernmsnt, will desl with all matters coumon to all
people in the Federation. The other, the State Governments,will
depl with all ﬁnttcra of purely local concern. It is es:ential that
there should de no confliet or dishermony between the two suthorities,
for they should both be working to achieve ‘he same ends, nnmely,

the provision of good government and essential services,
: @

The executive, as the mgent of the legislature,
will 4n each case be the body responsible for the_raising of revenue

and its proper expenditure, although the policy relating to these

aatters will he determined by the legislatures. It will be

7. See Page 1 above.
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convenient for the duterminaﬁion of the finsncial problem if each
body sdopts the same budgeting and esccounting period. The prccedure
which should be adopted annually to achieve the desircd results should
be‘that the executive in each i tate should prepare an estimato df

the necessary expenditure and the expected revenue which will de
raised from the sources available .o it. Thus the Federsl authority'
will be asware of tie amount in &xceéa of its own requiremcnts that it
must raise for transfer'te the several State Governments, This may
be more or less than ' the revenue potential of the Federal
Government., II' it is leas then taxation measurcs can be imposéd
which fall short of drawing off all available revenue from the
taxpayer. If it 48 more t.an the revenue potential availadble, tnen
the executives of the States will have to inform their legislatures
that expected revenue will be lower than anticipated and that
.expenditure will have to bes reduced. In this way, the overall

bslance mey be pr:served, -

This is the 1desl situation with perfect
co-ordingtion between each Gtate Government and the Federal Government
In sctual fact it might not work out in this way. The difficulty of
co-ordinating the dringing-down of bHudgetes alone may provent its
attainment, It is probadble that the iederal Government will be callel
upon to estimate the requirementes of the several Utates and to budget
accordingly. In this vay a specific amount will be allocated to
each Stéte from the anticipated revenue of the Federsl CGovernmcnt
during each particular financial year, If this proceduré is carried
out sufficiently esrly in the financial year, the authorities in each
State will be aware of the revenue which will be available from the
Federsal Government and will be able to adjust expenditure accordingly.
The grest deficiency of this method 18 that no allowance can dbe made
for errors in sstimastion. The Federal Government mey, 8t the
beginning of the financisl year, levy certain rates of taxation which
it estimates will produce sufficient rcvenue to meet 1ts own
reguirements and the requiremente of the "tates above those which cen

be financed from the sources of revenue availsble to them.
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Thig supposition meay not de reslised for one or
more of & number'or reaaons. For example, general econowic
conditions affecting overseas trade end incomes of reaid@nts may
fluctuate unexpectedly thus altering the efrect of & given schedule of
taxation rates during the course of the Tinancisl year, Jnder such
circumetances it will be necessary for expenditure plans to be
altered or alternatively, for governments to 53 prepared to sccept

a deficit or surplus on revenue sccount.

S It will be noticed that no mention has hers beun
made concerning the 1n?eétment-activitiee br the aeverai authorities.
This omission has been deliberate. The main concern will be with
the revenue tranaa;tions of the various governments, and the part

played by expenditnre on capital development will de introduced at
¢ later stage.
' The main financial problea which will be

encountered in a 'ederastion has now becn stated, end 1t_réma1na to
consider possible alternative principles which can be adopted az a
dasis for the distribution of the surplus revenue of the Yede:ral

Government to the membey .tates of the Federation.

| Hefore doing so, it has been thought desirahle to
examine driefly the objeciives of government financiel policy. |
Although the specific powers and functions of the governmints in a
Federation are laid down in a Constitution, thuse functions are |
merely the details of a much wider purpose. The revenue requirements
of the ‘ederal and Gtate Governments should be sufficient to permit
th@m,to perform adequetely their respaetive functionc. The extént to
r'which tliey should go when interpreting the range of a psrticular
function is not, however, determined in é Constitution but 18 a
matter of public policy which is itself formed in accordancse with
current views as to the scope of government and which csn be

expected to vary from time to time,
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Chapter 2

Cb jectives of Financial Policy in a Federation

vihile 1t is Aifficult to classify objectives of
governmentsl financial activity into watertight conpartaehti. it
does appear possible to distinguish four main objJectives in the
modern developed economy., Theae}may'be termed the institutional,
the redistributive, the developments]l snd the anti-cyclicel
objectives, Tne first, the institutional objective, contains the
basic fanctione of gcvernmentNGesignﬁd to meintain the framework and
institutione of scclety. The redistridbutive objective gives a
government the responeibillty of ensuring an adequate diatridution of
geeds and scrvices between the memdbers of the community. The third,
the develépmentgl objective is concerned with the part played by
governments in procuring the most advantageous allocation of available
resources, and finally, the anti-cyclical obJective iz aimed at

influencing the achievemsnt &nd maintenaﬁce of full employment,

“he process of carrying oul these dbjectivea
involves a government in revenue and spending problems and these
problems are somewhat differsnt in a Federation ae compared with a
unitary State. This is particularly so in connection with the
redistributive objective but it atill applies, although with lescer
significance, with the developmental and the anti-cyclicsl
ob Jectives. ‘ |

JA. . _The lpstitutiopal ObJjective

wo far éa this objective is concerned, no very
serious problem will be encountered., Certain activitics, such as
the preszervation of law and ordsr, the supervisisn of public safety,
the organisation of defence rcquifem‘nfs and the regulation of
industry must be performed and their adequate performance requires
qxpeﬁditura of' & certain megnitude. Thie amourit muat dbe raisecd
by texation or by other means at thg disposal of governments., The

procedure will be slmost identical in both a “ederation and a state
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with a unitery form of government, ani can therafore be passed over

in this analyaia.1

2. _The ned;stgisguzg__gmgg;m. '

One of the features of the modern developed economy
-is the uneven distribution of incoumes rebe;ved’by members. of the
~society., In&quality of incomes is characteriastically merked by a
concentration of 1ncomé earne:é in-tho middle and low income groups,
‘ with 2 small number 1p the upper income brackets receiving n
subatantiailﬁropcrtioh of all incomes. For examplé,'ih Australis
in 1951-52, 3.25% of all taxpayers received 16.83# of all incomes.
These people received actual incomes before taxation of over £2,000

in that year.  The remaining 96.75: had incomes of less than £2,000
and together received 83,17% of all 1ncomea.2

| “Thie purely statisticai"ccmpariaon should de
~ualified in that the low income earners in a country which has
' devgloped industrielly are ususlly minors., §§vortheleas it would
be true to sey that the distribution of money incomes of adults of
labour-force age ie concentrated at the lower end of the scele.
Furthermoras, it s usually found that it is the low-income earner
who has the greatest family raaponsibilities in the form of
depondanfu and sickness. |

In this respect, a clear distinction should be
‘made datween ine_guanty of incomes and poverty. Undoudb tedly the
.two are closely connected but tie motive behind the remedying of
dire poverty is gquite different rrom'that behind ‘the reduction of
1ﬁcquality.- There can be np.queatioh that in modernldeveloyed
society the prevention dr axtrems poverty is acceptad a5 a basic
duty of governments. It is carrie: out for humane reasons. On

. the ctﬁor hand, the reduction of egu-lity, as pert of the

1. Por a detailed examination of the historieal development of
views on the basic functions of governments, see #. J. Baumol,
*#elfeare Economics and the Theory of the 3tate™, Chapter 12,
ppe. 140 - 156,

2. Commonwesalth Budget Papers, 1954-55; Parliamentary Paper P3321
p. 152, - :
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redistributive obJjective is undertesken, as will he sccn subsequently,

with the purpos: of increasing the welfare of the society,

The degre¢e of inequality which was menticned sbove
in connection with Auetralien circumstances is comaon to all
civilised con.unities, snd governments have undertaken to effect
some redistridution by, in effect, tsking from the rich and giving
to the poor. This function of government is of fairly recent
origin ané 1t will be of advantage in understanding the implicationa
of finanecisl policy to underst;id *hy governments f.el that one of
thelr functions is to attempt to reduce the inequelitiss which exist,

Undoubtedly one of the rcasons can be traced to
the system of democratic government which exists in mont of these
communities. It rbllowa that because the great majority of income
earners are in the lower income groups, tho great majority of elsctors
are also in the low income grbnpz. 1t i$ is the will of the
majority of electors that the elected government should adopt &s part
of 1ts financial policy the function of redistbibuting incomes, then
1t will elect a government which undertakes to follow such =
procedure, . This 1s what the majority of electors will desire of its

elected represcntatives if that majority comprises the lower income

groupe.

However, this »rocess will develop slowly. A .
newly enfranchised lower income group will not usually demand
sweeping reforms in the direction of establishing greater eguality
of incomas; As small concessions are gained, the electors will
becomﬁ jacreasingly aware of the differences in incoms which exist
and of the power which they, as electors, holdAto reduce the
inequality.

The process of the trend towards greater equality
through deliberate financiel policy of governments has been hastencd
by the occurrence of what may be called nstioﬁal disasters., In

§dmas of emorgency, governments have found 1t necessary to increase
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their revenue substantially, and this has been done by the imposition
of heavy taxation on the high income receiver. This was particulsrl;
noticeable Aduring the wars of 1944-18 and 19359-45. After the need
for additional revenue has pg:zed, the high rates of taxation have

v e continued'o: reduced by less than the former increase, and the
revenue thus obtained usgecd mainly for purposes to the benefit of

persons in the lower income groups.

Despite. the political aspects of the trend towards
greater equality as part of the financial policy of governments, it
would bs true to say that the trend wouid not have taken place purely
because the franchise was widened and the newly-enfranchised electors,
a8 potential receivers of assistance, decired greatei squality. There
must b some ethicai foundation whidh Justifies the movement towards
greatep equality, in part at least, in tie eyes of income raeceivers
who will aurfer'a reduction in income &8 & result of the adoption

of the policy.

An ethica’ Jjustification of the policy is not hard
to find. It stems from the fact that the wide differences in
income which are evident betwecn members of a society sre not caused
solely by the ability of the persons concerned. If the only source
of income available to each person in the commnity wes the amount
which hs could earn by his own labour and initiative, it would dbe truc
toc say that the rénge of incomes would be muéh nnrrowér than it is at
present, That is, a large part of the difference is caused by
ownership of property and inequality of opportuni ty.

From thia hypothesis 1t-rollows that 1 the oply
source ofrindividuﬂl income wee that which could be earned y; p. rsonal
effort, the range of incomcs in the community would be distributed
according to ability, Gn the other hand; the adbeolute potentiality
for satisfaction would be randomly distributed. It would be
11logical to ergue that because the ability of a person is lese than
that of his neighhour, his potentiality for satisfaction is

ecorrespondingly lower, There can be little doubt that this
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potentinlity for srtisfaction will be differcnt Tor different persons
but there secems no reason why the distridbuticon shouid be the zame as

;he distribution of sabilities or of materisl wealth,

This raises the ethical questi:n of whether a man
should be restricted in the satieraction'of his wants bscause his

relative sbility ia low. *he answer ‘o this qucstion 1s one which

~ has been dsbated for many years sand the differences of opinién have
given rice to the esrablishment of politicel philosophics, political
parties and the overthrow of governments. 'From the chan:es which
have teken place in the attitudes of governments, and pafticalarly
the emergerice of fhe welfare stets, 1t would appesr to be now generals
1y accepted that while the incentive of those of grester ability
should be prescrved, the person with relatively lower ability, and
her:ice recaiving a relatively lower ihcome, should not be restricted
in the sstislfaction of ﬁis wants to the extent of his income. In
other words, it iz generally accepted that nis income éhould be
asupplenanted at ihe eipense ol the higher iﬁcbmg recciver and so
increase his satisfaction t6 é'level neurer that of a man with
greater ability, At the same time, the saxient of the equalisution
process should bde l1inited to the extent wheré'thére i3 still

iucentive for all uen to use their anility to the greatest extent.,

| A8 mentioned above, this attitude to the range of
incquality of incomes in » commurity Ims led to the emergence of the
welfare Gtate und for simplicity of ex .osition will be referred to as
tae "welfare” or “redistributive” function of governments, It has
been generélly acéepted that the process of ruedistributing incomes
iu & community will increase the welfare of tie community.as a whols.
fore carreétly, it is a process designed to allow greater equality

orf the meuns to aatisfy pO\cntial wants,

Given that this is one offthe ma jor objectives of
government frinencial policy in the modern state, the question of how
financial policy can be adapted to bring sbout greater eqguality of

incomes, and hencu groater equality of the mesns to satisfy potential
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wants must be considered. It 4 not here neccssary to explein in
detall the orpanisation of the finences of governments, It is
gufficient to say that on the one side, governments recelve revenue
from the imposition of taxation and various chargss for services
rendered, and also by mesns of publie dorrowing. On the other hand,
the money received is spent on the provision of services, - These
services, interpreted in the widest secnse, include the maintenance of
the institutions of the scociety, the provision of socia13 and general
services, the provisicn of public utilities, the payment of debt
managesment charges and investment in public capital wc:orks.'4 ¥4ithin
this fremewcrk a government, 1if it is to perform the redistributive
function referred to earlier, must dbring sbout greater equalitly of
incomes of rusidents,

The major source of a government's current revenue
is taxation in itb various forms, In Austrelis in 19%2-53, taxatior
wes rcsponeible for 86% of a2ll revenue of th: (overament of the
Commonwealth of Auasralia.s The taxetion takes scveral forms, the
most important of which are income and comnany taxes, sales or
purchase tax, stsmp and desth duties and customs and excise duties.
Income tsx cen be levied on all income receivers whether they are
wage and salsry eacrniers, rentiers, professional men or compsnies,
Sales tax can be imposed on all who purchase consumer or capital
gooda. Customs and excise duties will ultimstely be paid in the
retail price of tne goods on which they are imposcd, and will |
therafore be paid by all scctione of the corrunity.

It csn o approciated that if e government sdopts
a selective taxation policy it will be a highly effective implement
for bringing about greater equality of incomss, Income tax 1is the
greatest potenrial source of revenue and is at the aame time the
most imnortsnt mecans at the disporal of governments for reducing
inequality of incomes. +hile considerable ineguality is to be
found in tne distribution of actual incomes before taxation, when a
progressive rate of income tax 15 iuposad, the degroe of inequality
of incomes after taxation will be les- 1oticeadle. The extent of
the inequality after taxu-ion will depend on the extent of the
inequalit& before tuxation and the deyres of progression in the
rates of taxation.

"he gome principle can be applied to other forms

3. Socisl services provided by governments are of two kinds, The
first is the provision of some actual physical services auch as
education, The second ies a ca&sh payment in the form of a
pengsion or other cash benefit,

L. 'the investment activitiea of governments will be dealt with as
pert of the developmentel objective. GSee pi3o < sqq. below,

5. ¥Finsncial Statement of the Treasurer of the Commonweal th of
Australis, -1952-53.
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of taxarion but the effecta ere les: spcetacular than those achieved
by thu use of progressive rates of taxation on incomes, Taxation of
estates of decessed persons can be steeply progressive, and in the
pat, death duties have plsyed an importent part in dbringing adout g
greater equality of incomes by removing part of the source of
inequality. There is less scops for selectivity with the other main

fornms of tsxation, namely sales tax snd customs and exeisc dutles,
for the great majority of goods subject to these taxes ere consumed
by those in the lower income groups. Hevertheless, even in these
cases thare is some scope for selectivity by, for example, imposing
high rates of dﬁty or tax on goofis which are¢ normally consumed by
pecple in the higher income drackets. Furthermore, the impogition
of dutie= on goods which are consuaed by people in the lower income
groups czn play an important part in a governments snti-cyclical

- policy. This aspect will be treated in some dotsll later in (his
Chapter.

Trhus, through its taxetion powers, m government has
an important mcans for implementing a policy designed to bring about
greater equality of incomes. “his, however, is only part of the
Process, “'he 8im cannot be achieved by taxation policy slone. In
its expenditure poliey the government must also discriminate between
the relative needs of the different lncome groups in the community.

A8 mentioned earlier, & govermment will spend its
revenue on maintaining the institutions of the society, providing
social and genural services, mceiing its interest and sinking fund
comnitments and investing in new capital works. FProm the point of
view of decreasing the degree of inequality in the conmunity, the
most important of these expendliture functions is the provision of
socinl ecrvices. “hrough ites expenditure on aocial ssrvices the
government will be able to discriminate bcetween thése in the high
income groups and those in the low income groups. Hoth the
provision of paysical soclel scrvices and the dircet poyuent of
finencial assistance bv way of pencions will be deeigned to benefit
those who contributed lesst to the revenue of the government by way
of taxation ané other chuiges.

In the Australisn economy, the manner in which the
distributior 1s :aade througlt the azancy of social ascrvices and
direct financial payments can be re Aily apprecisted. _ All pensims
paid are subject to a means test, That'ia, they are only peid it
the recipient's income from other sources is very low, Chila
endownent is paid to 811 par -nte of childrun under sixtcen years of
age irrespective of income, but the relative benefit iz much greater
to those in the lower income groups. In the field of the provision
of physicsl services as opposed to the pgyment of direct financial

e:sistance, the msin avenues of expenditure ere in the_provilian
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of medicsl and eduestion services, “hose are available to all
membora of the community irrespective of the level of their incomes.
Hewover, it has bsen foun?! in some countries that pec;le in the higher
income groups avail ‘themselves of private medicel and educational
facilities leaving those providsd by the state for people in the
middle and lower ineome groups. Thie practice is not, however,
univarsal and there appears to be a growing tendency on the:part of
better-off people to usec the available publie services. Kevertheless
a8 in the cese of diract finenciel payments without a means test, the
relative benerit derived Irom tie service by the middle ard lower
income groups is far greater than that derived by thosy in the higher
income groups who contridbute through taxation a very much greater
than proportionate share of the cost of the services,

These, briefly, are the processes which will be
involved if @ governmaent wishes to pursus a bolioy.deaigned to bring
about greatsr equality of rcdl income in the community. _ThcAextent
to which 1t will ocarry out the ohjective, or the dugraes to wanich it
will endesvour to increase equality, will be influenced largely by
political conaiderations, A left-wing government will probably be
more enthusiastic and carry ths policy farther than a conservative
government.. However, it appsars that the welfare state has br.en
firmly esvablished and irrespsctive of the party in power, financial
policy is veing directed to a g eater rather than a lesser degree |
touards reducing inequality of incomes. It can be safely sald that
thie is now an acrented functisn of government iﬁ hignly davefggg)'es
with non-socialist organisation of preducfiﬂn.

*he aualysis which has hHecn made of the processes
1nvolved in adopting & redistributive policy have been expressed in
very general terms, ihere has dgen no distincticn made between the
procedure in say, a country with a unitary form of government and
one with the federsl form. However, it would dbe true to say that
the description spplies fairly generhlly to & country wita the
unitary foria of government. ‘fhils the description is itsvlf a
gimplificstion of the wamt amount of co-ordinstion that ie nccessary,
there are no apparent modifications necessary when the policy is
applied exclusively to a uni tary government, Taxation is raiscd
by 8 sinsle centrsl auilority, cash socisl service benefite are paid
uniformly throughout the country, and general social s.rvices cern be
- supplied uniformly to 81l scctions of the commﬁnity.

In a federation difficulties in the implenentat-
ion of this simple plan arise because of the division of fields of
activity in both the reverue raising snd spending spheres between.
the Federal Government on the one hand and the several State
Governments on the other., It is the purpcse of the remainder of
this Section to show how the redistridbutive function of government
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can be successfully applied irn a i'ederation. -

As pointed out in the previous Chapter,s the
distrib.tion of powers between the Federal and the si.veral State
- Governments will differ between Pederaticns. ¥or the purposes of
illustration, and becausc this analysis will sudbscquently be confined
to the Australian Fedoration; conditions which exist in Australias
will be assumed to be typical of federations genarally. |

In Australis, the Pederal Government has bcen
given absolute power to impos: customs and excise dutie:;7 and
eoncurrent powers with the States to impose other forms of taxation.
However, the Constitution provides that taxation shall be none-
‘discriminatory between persons and States.l In the fieid of
expenditure on social services, it may pay invalid and old-age pentioa

end provide maternity allowanees, widows' pensions, child endowment,
unemployment, pharmaceutical, sickncss and medical benefits, medical
and dental services, denefits to students and family allowaneos.jo
The “tate Governments havs, by implication, the power to provide the
ma jor types of physical types of édcxal services such as education
and hesltih services.

¥Whatever may have been the intention of t:ose who
were responciblc for the framing of the Constitution, the provisions
relating to concurrent powers in the field of taxation have been
~ interpreted by the courts to mean that the Jeder:1 Government hes a
prior right to tax, and this Gecision, in conjunction with the power
~ to make conditional grants to the Ltates, has in fact excluded the
States from the field of income taxation. The position in Austrslis
is thus that the Federsl Government has almost absolute control over
the collection of income and sales tax and customs and excise
dntion.11 At the same time, the Gtates are responsible for a large
part of social services cxpenditnre.12 This is the framework upon
which the welfare State is built in Auatralia.

w¥ith a unitary form of government such as that
which exists in the United xingdom, 1t is a relatively simple matter
to enforce a policy aimed at the redistribution of incomes. Taxes are
levied uniformly throughout the country. Similarly social services
are supplied on & uniform basis whether they are in the form of
money transfers such as invalid or old-age pemsions or in an indirect
form such as education services or subsidise: hospital treatment,

6., Gee psge 10 above,

7. Constitution Act of the Cowaonwealth of Australia, Gection 86

8. Constitution Act Secticn 51€11). '

9. Constitution Act Tection 51(xxiit),

10. Constitution Act Sectiom 51(xxiiiA), ‘

11. In 1952-53, taxation collections by all Stats Governmentis were
471m, and by the Commonwealth Government, £895%5m,

12, In 1952-53, expenditure by the States on the provision. of socinl
services was ti4im, &nd by the Commonwealth Government, {166m.
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In a “sderation such as that which exists in
Australia, such a redistridbutive policy casnnot be implemented in the
simple manner o:tlined for & unitary staote. T.e rederal Government,
which has the greater authority for the imposition and collection of
taxes, can calculate and impose its rates of taxation in the accepted
progressive form. S50 far as its oxpendit re on social and other ,
services 1is concerned, here agein the redistributive process can be
effacted by the adoption of & policy for the provision of services
which are uniform ir. all sections of the comnunity. The great
majority of Fedaral social services expenditure in Australia is on
the payment of cash penaibna end allowances which are psid uniformly
throughout the Com:onwealth irreaspective of the Utate of residence
of the recipient, '

But 2 small part of the total taxation collections
and a large part of the total social aervices expenditure is the
responsidbility of the State Governments. As shown earlier, while the
present constitutional arrangements exist in Australia, there must
inevitably be some transfer of revenue from the Federal Covernment

to the State Governments if the “tates are to be permitted to perform
sdequately their allotted functione. It must be admitted that t.ere
may de no compulsion on the part of the Commorwealth in mlking these
grants to the Statos.13 The problem thus becomes one of determining
how a policy of equalisation of incomes can be effactively implemented
under such conditions.

The extent to which cqualisation can be achieved
throughout the whole federation, to the degree required by the
political decisions of the govern&ents concerned, will depend in the
main upon the principles which are used to determine the amounts of
the grants to each State., These principles will be examined im
detail in a later (:h:\pter.m At this stage the object iz merely
to determine the way in which the redistributive policy of
governments can be implemented in a Federation. The means indicated
may point to the principls to be adopted.

‘ ‘ It i8 generally sccepted that the welfare of a
comnunity will be increesed if inequalities of incomes aée”reaucea
‘and, as mer.tioned earlier, this is the fundamental resson for
alopting a policy which involves redistridbution of incomes. This
concept can be applied to any comiunity no matter how large or small,
It could be applied, if necessary, to a small comaunity within a
unitary state. However, in a country with the unitary form of
government such as the United Kingdom, it would be futile to attempt

43. The Constituti:n provides in Secti-n 96 that the Com:onwealth may
make conditional grants to the {tstes, dut under the Statees Orents
(Tax Reimburscment) Act, 1946, there are no conditions other than
that which requires the Ctates to refrain from imposing income tax,

4. Gee Chapter III
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to'bring about grester eguality within say, esch County separately,
For if this were attempted there woul' undbubtealy’be inegualities
betwesn people on the smae level of actual income in dilferent
counties depending upon the absolute average level of income and the
degree of inequality of incomeos before taxation in cach com.unity.
Such an attempt would be 4ifficult to justify on either ethicel or
pelitical grounds and there would be little doubt that the welfare of

the nation as & whola would be incrasaed in County boundarics wers
ignored and the game rates of taxatlon leovied and standerds of

services supplied in all counties.

"~ Phe position is similar in a ?ederation. It would
be possible for Federal policy to aim &t equalising incomes in each
State individuslly.  The Federal Uoverument, as the chief revenue
raising suthority, could record funds raissd from tie rcsidents in
each Utate by way of taxation and also the amounte psid to or on
behalf of the rceidents of each Gtate. The remainder, if any, could
then be neid to the respective governments of the scveral Jtates and
they would be responsible for its expenditure in such & way as to
reduce the degree of inequelity in each Stete individ.ally.

Alternatively, the Commonwealth Government could
&dopt a different redistributive policy for each State based on the
taxsble capacity of each iState, A State with a v;dér_range of in~-
comes would enjoy greater redistribution and highar absdlute levels
of services compared with a Ttate with a narrow range of 1ncome§.'
Such a scheme has 1ittle to recomiend it from the practicsl viewpoint,

-

Fither of thuse epproaches, however, regards sach
Stute of the federation as an integral unit. The alternative is to
regard individuals, not as members of a particuler State, but es
memders of the Federation as a whole, Under such circumstances, the
ob jective of rederal governmental financial policy should be to
reduce the degree of 1nequ§11ty of incomes throughout the “ederation
ignoring State boundaries, If this were the objective., Federal
.grants to the Srates would be designed to permit State tovernm:nts
to adopt au expenditure policy which would decrease the degree of
inequality to the extent where the same degree of inequality exists
in all States of the Federrntion,

inder Austrelisn conditions, this would involve an
agseasment of the relative severity of State taxation and the stand-
ards and impact of services supplied by the resqective Gtate
Governments from their own sources of revenue. It eould well be
that one State in a Federaiion ia perticulsrly poorly endowed with
natural rcsources and therefore i{ can be expected that incomes are,
on aversge, lower than those enjoyed in other ltates. Ir Federal
taxation is levied according to & progressive scale, collections
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from that State will be relatively smeller than from other Ctaies,
If, under these circumstances, the aim of financial policy is {o re-
duce the degree of inequelity of incomes in each :.tate separately,
the degree of redistridution of incomes dy wneans of progressive
taxation and discriminatory socisl services will de limited by the
range of incomes.

In the case of & comparatively poor State whore the
range of incomes is narrow, the redistribution which can be effected
will be smell, In a State which is more prosperous and has a wide
renge of incomes and higher absolute levels, the scope for
redistribution of incomes is corrxsponﬁingly'h;gher. Although there
is no way of measuring the rclative levele of satisfaction enjoyed
by the residents ¢.' each State, 1t could be said that on averags, the
rosidents of the latter Ctate would be datter-off than the average
resident of the former State. Although it 48 not possi¥vle to
measure the extent to which they are better-off, it is possidble to
say that they are in a position to satisfy wants to & greater extent.
Howaver, in such & process of redistridbution betwecen States as well
as within . tates, thore will elways be a range of uncerteinty in
which 4t will be impossible to deteraine whether greater redistridbut-
ion will increase or decreass the averago level of sstisfaction.

The conclusion whieh can be reached from the
foregoing analysis is that if a government decides to sdopt a policy
designed to redistribute the incomes of the menbers of its comunity,
then the policy should be epplied uniformly in all scctions of the
country, A unitary government would have no hesitation in
redistributing incomes across local government boundaries bec:use it
would recognise that thc boundaries themselves are purely artificilal.,
In a rederation, the J'edeoral Governmcnt should endeavour to reduce
inequality uniformly throughout the Federation because State
boundaries are similarly artificisl and were probably designed
purely for administrative purposes. To the extent that this
unifermity cannot be achieved by the direct means at the disposal
of the Federal Government, federal grants to the State Governments
should be so designed that when spent by tre respective State
GCovernments, they will produce a uniform degree of inequality
betweon States |

C, The Developmental ObJjective,

As in the csse of the redistributive obJective,
the developmental objective of governments is of comparstively
recent origin. It is only in recent decedes that governmcnts have
undertaken the responsidility for supervising and encouraging first,
a dbalanced use of available resources, and secondly a co-ordinated
plan of capitsl investment., Together, tlLese make up the |
deveTopmental ob JECtive,-
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It is the accented duty of a government in a modern
developed ocdnomy,to use its influence to ensure that the sllocation
: of availadle resources is such that present and future flows of goods
and services are maximiced., This calle for the planned use of
regources in the production of goods for current consumption on the
one hand, and in the production of eapital goods for future production
of consumer goods on the other.

Corr«aponding to eaeh coﬁbination of available reso.rces
there as a certain output of goods and services, (ne particular
combination gives thé»maximum possible output, and this may be celled
the optimum 2llocation of resources giving maximum production. It
18 a funotion of governments to iunfluence tha allocation of resources
to produce this optimum.

It naa‘bean.sugrested in economic nritinga15 that a
complctely free market will produce an alleccation of resources which
ia below the optimum, The aaparent reason for this is that the free
market is individualistic with each individusl, either producer or
consumer, activated noiely‘by ths prdrit motive, The aim of each
individusl is to maximise profits, and individual profits may be
meximised when total procduction is less then a maximum with pérhhps
some unused roaonreea_available.

The effects of private enterprise left to itsclf can dbe
seen, in a simple illustration, by the need for development in many
countries of town planning authorities, Wwith lack of positive
direction, the development of suburban areas of cities has proceeded
almost irresponsibly. Town planning authcritics have been developed
to cnsuré that proper facilities for shobping centres, playing areas
and even street formstion are provided for.

The aa@e type of effect can be'expécted on a larger scale
with derisions corcerning productioﬁ. . Pr1vate industry may bde
‘unwilling to accept the.rezpoﬁsihility’ror long=-range planning or bear
the cost of dbuilding up"cagital resburces for future production when
the profit mar;in is lené certain. sven in the case of the use of
availeblc resources for immediate production, private industry will
- not usually have the necessary knoxledge or gver. cppital to make the
best possible use of those reaonrcea.

nnder thesge circumstencee, if governments can intervene
to influence rezllocation in the dirscticn of the optimum, ther the
total output of goode and services, and hence the nstional income
and the average lovcl of income in the coununity will be increased,
That is, the finarcial policy of governments should be dirccted

- e un -

15. See, for example, U.J;Eaumol,’"%elrare .conomics and the Theory
of the State®, Chapters 1 snd 2,
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towsrde bringing about the optimun allocation of rasouéceé in order
that the power of the comaunity to saticfy its wants will be =maximised

In attempting to determine the optimum allocstion of
cvailadble resources, a governmeﬁt should give consideration to the
long~tcrm as well ns the immediate maximisation of outpuf of goods and
services, It could happer that at & given moment the allocation of
available resources is such that the proiuction of consumer goods and
services is maximised, Powever, if certain resources were to be
transferred to the production of capital goods, the output of
consume: goods at present would be r.duced but would permit the future
stresm of consumer goods to be increased, “herefore, decisions will
need to be made as to the allocation of re:ources which will give the
required balance between the production of consumer and capiﬁél goods,

Eeallocation of resources can bHe both influinced by and
effected by governmental financial policy and other more direct
controls, Ir; the extreme csse such as that which exiats in tinme of
war, the government should undcrtake the responsibility for
allocating all factors of production by means of direct controls.

An example of this was seen in Australia and other countries during
the 1939-45 war, with o077iclal conscription of labour both for the
defence forces and civilian productiou. wher this emerponcey is
abscnt, the complete regimertestion associated with a conprehcnsive
renge of direct controls is &mpossible,

Under such circumstances, in a modern democracy a .
governnent maust use wore indirect methods, By usc of 1its finarncial
power it can influence the allocation of availdble-reeources, but
agalin 1t will de caszicr to achiuve this aim 4n & unitary ctate rather
than in a federation. The waye in which a rovernment can influence
thils allocation through financial policy are varied, but the more
inmportant willlbe briefly menticned.,

As in the casze of finsncial policy aimed at prod.cing
greater cquality of inecomas in the cosmunity, discriminetory taxation
and Jjudicious expenditure policies are the main weapoﬁs et its
disposal. The "tate, as the largest single enterprise in the
community, can do a great desl ii its own expinditure policy to
counteract any maled Justments which can be suip ir the private scctor
of the sconomy. In this rerpsct, the pesymert of bounties and
aubsidies cun play an importmnt part, But in the reslilocation of
resources, financial pnlicy muet inevitably be accompanicd by other
methods such as the impoasition of direct controlas and discrimirnation
in the anplicatior of rates of tesxation and other charges. 1ts
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1rf1ucgce or: Central dank credit policy will also play an luportant
16, :
part,

“he major prart of the task Pfscing governments in the
implementati n of this nolicy will be to determine the extent to which
production is below the optimum and ther. the nature of the
reallocation of resources necessary to improve the position. In some
cases the ne..! for rea‘location will bhe Sfmmedistely apparent, For
- example, good apricultural land may be going out of production because
farm labour is not availsble in the fzmvdiaste vicinity. A decision
could then be made as to whether productior. &8 & whole would be
increased if labour were transferred from urban areas to the partic-~
ular rural sreas to the advantage of toisl production and hence
national ircome and the average level of incomes.

I? this decicion were mnde if would dbe possible, for
example, for the government to allow taxatior conceessions to workers
in the erea, to improve amenitics to encourage labour to move to the
farms or, negatively, to discourage the cxpsnsion of irductries
responsible for the transfer of lahour by credit and capital conirol.
Alternatively, it aight cncoursge the grester use of labour-saving
machincry by the tarmers to offsct the loss of labeur Dy concessicns
in the form of cheaper electric power or lowye. eéxciue and customs
duty or sales tax on the machinery involved, Agcin, 1t a2my help to
reduce the costs of production to the fartner .y concessicnal trsnsport
charges. Uimilur ezamplos could be suggested to illustrate the way
in which governments can influence the allocation of resources in
other fields of economic activity. '

In &8 federaiion the problem of Ltati boundaries and the
distridbution of powers between the “edcral and tate Yovernments
azein proves to be e barrier to the simple implementation of such a
policy. 1f, for exauiple, the t'ederal dovernment has decided to
adopt this cpproech to output maxinisation, the full range of policy
decisions necessary for making it wori e¢ffectively sre not aveilable
to the Foderal Governmesnt, “hile 1t controls Central ~anking policy
and a lasrge part - f texetion raisiny policy, part of the power to
lmpoce taexation and a large part of expuniiturc power, particularly
in the fic¢ld of expenditure on capital works, is in the hands of the
sevgoral {tate Governmer.ts. They also control such purcly donustic
matters es the levels of charges for iitate scrvices including railway
and electricity services, Consequently neither authority is in a

16. 7“his 18 in general agrecment with the statement by 7. J.Haunol in
YWelfare teconomics and the Theory of the tate” p.63, that "the
general problem of maldictribution of resources ssems to be one
that 1s amenable to amelicretion hy a systen of bouritica and
taxee g0 lcag as ne have some idea of its direction and
magritude,”



3o

paiiticn to implecient effsctively a policy of rudiat:ibutioﬁ of
resources independently of the other.

Since 1t is impossible for c¢ither the Federal or ' tate
Goveraments to achicve the d.sired end indcpendently, the solution
must lie in some form of agreement or cooperation betwee: them, Ir
a uniform approach ic desired, the Federsl ‘iovernment muat be the
coordineting authority. Constitutionelly the State Governmor.ts
remain frec to act as they think fit and Ai1fficulty might be
experienced in persuading governmsnis with opposing views tc adopt a

uniform policy in this r.spect, Tanger thus exists that differcent
policies may be edopted in different !tates and this might prejudice
the success of the policy of the Federsl Oovernment,

‘ ne safeguard exists in thet the ‘ederal! Government is
bound by the Constitution to adopt & uniform taxation policy
throughout the Federation.  Lven if it so desires it mould find it
difficult to disc iminate between “tates except so far as the payment
of grsnts is8 cuncerned, If two [ tate Governments proposed different
approachez to & particular problem, a certain amount of uniforwmity
would be maintsined by the actions of the -‘ederal Government. The
Feders1 dovernoment is prevented from imposing different rates of
taxation in dirfferent States and therefore policics involiving the
imposition of discriminatory taxstion must be applied uniformly
throughout the Yederation. In 1ts control over Central iiank policy
an@ in its expenditure policy there is no such limitation however, and
in these fields it would be possible for the “ederal uovernuent to
diserininate between States,

If 1t 18 agreed that the Federsal ‘iovernment should adopt
& policy aimed et maximising production in tie Poﬂeration, this pelicy
should be applied to its revenue, expcnditure and banking policies,
A considerasble portion of its expunditure, however, is used for the
purpose of making grrants to the States. Ir the lLtates arge to de
placei in a position where they cen cooperate in the isplementation of
the policy, the grants should be determined accordingly. That is, the
amounts which each Ctate shall receive from the -‘ederal Government
should be determined after taking into consideration the ability of
the State to sssist in the implementation of the required policy
from its own resources,

In tuis respect, Federal financial asitistance will
probably play & smeller part than will be nuveded for tie implementatic
of a policy designed to reduce inequality throuph redistribution of
incomes, In a policy of redistribution of resources according to
some preconceived plan, expenditure {rom current revenue will prodabl)
play a relatively small part. Cor.siderably more influence can be
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wielded througi exgéndirure on capitél works. Hevertheless, this
aspect will have 1o be considered in the determination of uderal
grante even if only to sllow for differences between States in the
severity of debt manegement expenses, pariticularly intercst and
ginking fund contributions resultant upon expenditure from loan funds.

“he principle involved in determining the rgspective
parts which the edecral and tate {.overnments should play in a palicy
designed to maximise production through 1mproved allocation of
resources can now be stated in gensral terms, It would seem that the
jmplementation of a poliay aimﬂd'at sr.couraging the attainment of the
optinum alloecation of fesources, when introduced by the Federal
Governmant, can only be properly simed at producing the optimnm in the
Federation as a whole. Further, since thc sphere of action of the
Pedersl Covernment iz limited by the provisions of the Constitution,
the “ederal poliéy must be implemented in part by State action. It
is reasonable to suppose that the national income of the fcderation
as a whole will be greater if the policy is simed at obtaining the
optimum allocation of resources in the Federation as s whole rather
than in each (tate individumlly. Therefore the plan should de one
dusigned by the Federal Government sud supplemented by such action as
iz necessary on the part of the States in the fields where they have
complete constitutional power to act,

However, if the Federal aim is to be fully erfective, the
States mue' be placed in & position where financially they may play
their part. ¥or this resson, Foderal finsncial sssistance to &
Ctate must recognise the State's ability to supplement the Federal
pelicy. In other words, the grants to the Dtates must include
amounts sufficient to permit their Governmerts to play their part in
carrying out the poliey. In order to ensure that the States will
cooperate in the implementation of the overasll plan, it ma; be
necessary for the Federal “overnment to impose some conditions upon
the payment of such grants. However, it would probably be found that
the mere fact that the Federal lovernment has,powér to compel €OOp: Y-
ation will prevent the need for such action. |

The payment of ‘ederal grante may involve & trensfer of
financial resources from one State to another which act, by itself,
could be an o’fectiva Pactor in the redistribution of resources., An
underdeveloped State wi'l be placed in a position where, becsus. of
incremged financial resources, it will be apble to import from the
wealthier States relatively more material resources than it could nave
arforded from its own income, ‘hether or not this is desireble will
be determined as part of the overall plan.

Should the Pederal Government not make provision for the
agdoption by‘a State of the policy of rea location of recources in the
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determination of the grent to be madc, the snomolous position will
srise where the Fecderal Government is attcapting to maximise product-
ion ﬁhroughout the Federation while the State iLovernments will be
capable only of meximising production in esch Utete individually,
Since the States hold s large part of the power to implement the
nolicy, lack of coordinaticn could render the power cf both
inefrective., The existence of the Federal Uovernment operating in
this field will cause more to be achievd than if the States were
functioning alone, but the optimum will probably never de reached
unlees the “ederal Uovernment recognises its responeibility. The onus
rests with the Federal Qovernment to determine grants in such a way
to permit the State Governmenta to perform their parts,

tefore dealing with the fourth major objective of
governmental financisl policy, mention should perhaps be made of the
iaveetment activities or'governments. In determining the optimun
allocation of resources, a Government will have to pay particulsr
attention to mainteining a balance detween the production of present
~ and future r'lows of consumer gocds. This involves & cisions concern~
ing the allocation of resources betwe.n investment projects with
varying time-lags between commencement aand the stage when the
resultant flow of consumer goods begins. That is, it must develop
a long-range inveptment plan for the economy ss a whole and attempt to
bring sbout an allocetion of resources in accordance with this plan,

As with other cases where the GCovernment attempts to
direct the operation of the market, it may approach the problem in
two weys, one direct and the other indirect, The direct approach
involves capital expenditure by the fovernment itself, while the
indirect approach involves cresting conditions which influence the
private sector of the economy in sdopting an investment policy of
the Government's making,

Government cepitel expenditure will be financed from
current revenue or from borrowed funds. To the extent that current
reverue used for this purpcose is raised by taxstion or similar imposte
the Goverument will have dArawn off purchasing power Irom the publie
which may eventually have been used for current exnenditure or which,
if saved, could have found 1:8 way into private inyestmcnt.

In this way the tiuvernment cau influence the comaunity's
gsaving and the direction of the corresponding investment. The
 Government will decide, according to its overall plan, the manner in
which the funds shall be oxpended and the time-lag bhetween the time
of investment and ths time when a flow of consumer goods is to begin.

- Apart from such direct action on the distribution of
availsble resources bet:een the production of sho:t and long term
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investment goods, a vovernment may indirectly affect the distribution.
# selective tsxation policy combined with direction of Central Bank
credit, can de instrumental in cncouraging private invigtment to
follow the lead of the Uovernment.

A vovernment can slso play a dceisive part through the
conduct of its every-dsy administration. l}or example, i the modern
sconony, restrictions have been placed on overgeas imnigration. DBy
adopting & policy which limites entry to those of certain skille and
professiong, the distridution of the lsbour force cen be substantlally
1nr1ucncedl7 Cimilrrly, a large part of overseas borrowing is now
conducted by governments and the remsinder is subject to direct
supervision, Prusent-day currency restrictions mske it comparatively

easy to ensure governmental dirsction of overcess capital.

It can be appreciatcd that the development and
éupervision of a balanced investment programme is a task rcr\a
centraliscd government, In & rfederation with revenus raising and
spending authority divided detwsen several {overnments, the auccessful
operetion of such 2 plan is far more difficult than in a unitery
state where a single authority holds all necessary power,

The problem is not one which impinges to any great
extent on the financiel relstionships of “edersl and State Governmentsg
at least 8o far as ~“cderal grents to the Liates are concerned. It is,
however, s matter which calls for close cooperation between the two
typss of government and this co-operation will nnt be forthcouing
unless both are satrisfied with financial relationships in connection
with the determination of grants from current revenue,

Do The Anti-cyelical ObJjective,

In this Cection it is proposed that the anti-cyclicsal
ob jective of government financial policy be examined in & manner
g8imilar to that used for the r.distributive and develonmental
ob Jsctives, The main problem will be to show howm accepted practice
in a unitary state must be modified to couply with the peculiar
position which ariscs in & Federation.

It would be true to say thet until twenty years ago, tLher
were no commonly held views on the part which government financial
policy should plsy ih counteracting the cffects of the Trade Cyele.
The laisser faire view that an alternation of periocds of prosperity
and depression war an inevistable concomnitant of industriel society
had not been completely abandoned, The welfare state had grown

17. rostewar immigration policy in Australia has included direct
allocation of alien imrmiigrants to specific 1ndustr1es and firns
for & period of 'wo ysars after arrival.
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rapidly in the years after the {irst orld izr sand the grest

depreosion of the 1930's wac the Tirst major opportunity for definite
government policy to be adoytad for this purpose. In tie depreesion
of the 1890's, for example, the role of government wrs 8till restrict-
ed,  ntil its size and sccpe was enlsrged, the aebiliiy of governament

to play & positive part {n anti-eyelies) mesaures through finarecisl
policy was limlted,

The occurrence of mase unomployment after 1929 found
governﬁente unprepsrad to odop' & definlite firancial p:-licy to meet
the crisis and its aftermath. The professional econonist, and this
rrofession wae still in the embryonic stage, was sinilrerly csught
unavares, lost governments sccepted some rosponsibility but the
approaches adopted wero gall%a iver only.  Yor ecxample, in Australia,
the Premicrs' Plan of 1930, which called for a general reduction in
wages, salaries and interest rates, was a tep taken to effect a
recovery from the depths of a depression. It was not desipgned as a
corrective which could bhs aoplied to prevent a depression occurring.
There were, in fact, no clear atetcments of financial policy dcsigned
tc prevent & recurrence of the circumstances which had developed,

In 1936, when most countrico hed recovcred from the
~orat efrfects o the depressicn, .. !, Zernes produced his "General
Troory of Imployment, Interest and .ioney". in this work, Keyncs
endeavourcd to explain the interaction of factors which determis e the
level of employment ut a point of time, Although not expressiy
stated in that work, later develomments of the thcory have produced
from it principlec of nublie financial policy w». ich should de édoyted
by sovernments which are conscious of the trade cyclc and which wigh
to counteract the effects of general eccqomic fluctuations,

o~

it 1s not an easy mattecr to state the Keynesian Theory
in a few words. Alinost every writer on ¥eynes has a different view!s
Hevertheless, it is possible to say thalt one of the wain elements of
the theory is that it can be shown that 1i is possidle for sn econonmy
to be in equilibrium with a situation of less than full smployment.
A given level of national income and employnent is compatidble with a
certain level of spending on consumption and investument. In the
simplified cage of & closcd sconomy, the amount of spending on |
consumption and investment will be divided bstween the public and
private gectors of the economy. | |

If unemployment threatens, it #ill dbe because the level
of spending hss declined below the full employment loevel, producing
what hsg become known a8s a Ydeflaticnarg gsp”. If, with full

. 18. For a2 sumary of the teneral #ncofy, ge¢ Ludley Billard -
"The sconomics of J. ¥, Keynes™, p.48 ff,

18a, See Shann and Copland, "The Crisis in Australian Finance,
1929-31 " ’ ppo183-5o
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enmployment, inflation threatens, the level of spending is above that
necessary to give full emnployaent and the differerce is the
*inflationary gap’.

Seem bthie l1ine of econoniie thought developed by Keynes
an? cubsequent writers, a theory of the approach which should be
adopted by govecnments to produce or maintain full employmert of
resources hae bech evolved,'?  This theory sug:ests that since the
level of employment is Setermined by the level of spending, full
employment i compatidle with one particular lcvel of spsnding once
the other reletionships in the economy have been determined, The
totel volume of spending in a (closed) economy is divided hetween the
public and private suctors, Thué, if & situation of less than full
employment develops, it will be because the rate of expenditure by
either or both of these sectors has fallen below the full employment
level. This can be remedied by’tha public sector, under the control
of the government, increasing its rats of spending to resiore the
former total level.

Conversely, if inflation threatene, it will be bheccauss
the rzte of total spending is greater than the rate corresponding to
a gituation of full employuent. Thie can be corrected by a rcduction
in the rats of spending by the public sector.

The action required of & government if a position of
stable full employment is to be maintsined is thus to regulete its
spending to counteract fluctustion: in spending in tae private scctor
of tie econonmy. At the samae time it can influence the level of
private spending. The problen to be cconsidered is how this stability
can be best achieved with particular reference to condlitions which are
found in e federation, ‘

“here are turec najor approacics winich. s goverament can
usge through its finaticiul policy to couniteract the affects of the
- Spade Cycle. <The first relates to the revenue side of the
Consolidated ‘evenue Account, the second to the expenditure side of
thiat Account and the third to variations in the rate of expsnditure
on public capital development. In adopting this tripsrtite division,
1t has been ascumed thet the government concerned draws a clear line
ol Jeusrcation dbetween axpenditure from current revenue - that is,
revenue which is gencrally recurrent 9oach year - and expenditure from
loan funds. In most countriss, the distinction is not always made
ag clearly as this, but as & general rule in Australis the'two
sources of revenue are kept apart.20 - Current revenue is used to

19. GSee, for example, L,R,Klein, "The #eynesian Revolution® p.168
and Ludley Pillard “1the tconomics of «..d.Kernes" p.156 fr,

20. Even in Australis there are some exceptions, The Corionseslth
Tovernment and to a lesser cxtent, the financially larger State
Governments finsnce some capitasl works from current revenue,
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meset the cost of everyday administration and the nrovision of services,
end losn funds for public inveutmert purpcses.z1 "he distinction
bctwcen’capital and revenue is uceful for nublic aceownting procedures,
but hes li*tle nignificaence for agnrepetive anslysis. In this
inetnnce it ie neceseery to retain the di~tinction in order to
undergtond the suctrslien position,

Thce Ciret poasitle arproach i {rom the reverue side.
Thet is, the governmert can manipulste the amount of revenus it will
receive by altoration to the rates of taxation it imposes, The
ma jor sourcetof revcrue will vary between countries, but in most they
will be found to ba texatiorn in ite variour forms. Hoss immortant
are usvell; income tazx and custome and crxeiee duties supplemented dy
smices or purchases tax, stsnp and death duties and a multiplicity of
ainor taxes, duties and licences,

Sarlicy in this Chapter, @ brief examination was made
of the way in which taxation rates aro gemerally imposed progressively
end thus collected wmainly from those in the higher income hraz.e:kats.?‘?2
Tuis is a simplification of the procesces involved, but is eufficient
for the purposcs of fllustration. An ircreact in ratec of taxation
with no alteration in price levels w11l rcsult in a dcereesge in
money wages and coupany inceomes. This in turn will causc a decrease
in purchascs of consumer goods or & decrease in savings or a
corbination of both, In the higher income brackets, greater taxation
rates will probadly be at the expense of seving, whilst in the lower
income brackats wherc a comparatively small proportion of net income
is saved, it will he mainly at the exnenss of the purchase of
consumer goods, ‘ - |

Conversely, a rcduetion in taxation will probably result
in an increasec in expznditure on consumer goods by the lower income
groups and an increase in saving in the higher inecome groups. The
reaction of the individual will, of course, vary from this general
pattern, but for the corrunity as a whole, this type of reaction may
be expocted with confidence,

| In this respect, ieynes has stated> that "the
fundamental peychologiocal law upon which we are cntitled to depend
with great confidence, both a priori and from our knowlodge of human
nature and from the detsiled facts of experisnce, is that men are
'disposed as a rule and on the average, to increasc their consuaption
as their income increases, but not by asz much a&s their increase in

21. In other countries, the practice varies widely. In the United

- Kingdom, for example, there is no distinction between expenditure
on currcut goods and services and cepitsl investment. The
budget rosult is the difference between current revenue and
expenditure of all types. lowever, ca ital expcnditure by semi-
governmental bodive ie financed by public borrowing and is
exclulded from the budget. '

22, OSee above, p.2Lh.
23, General Theory, p.96.
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incomes® ., This means, in effect, that since a reduction in taxstion
increases the money income of the people, part of the increase will
‘be spent on the purchase of consumer gocds and the re.ainder savad.

By a judicious adjustment of the impact of the tex reduction or
increase on the various 1nccme'grcupn, 2 government should be ableAto'
determine approximately the shape of the consumption function.

The ohject of increased rates of taxstion is to reduce
the purchasing power in the hands of individuals in the community and
" hence reduce demsnd and production in orier to reduce 1nr1ationary
pressureg which ore prosent at times of'over full employment,
Conversely, the ohject of reducing rates of taxation is to 1ncreaae
purchasing powar, demand and production and therdby'incroane smploy-
ment,. The effectiveness of either policy will be negated unless
there is corr.sponding action on the part of governments to control
or expsnd their own expenditure. ' |

An incrense in ratcs of taxation reduces purchauing
poner of indiviﬁuuzr in the comaunity and increases the purchasing
. power of the government by a8 corresnonding anount. If no saving is
involved eand the government increases 1ts exponditurc by the full
_amount of the additionsl income, the effect of the increased taxation
in curbing inflation will be made ineffective, Sim&larly; in times
of less than full employment, if tsxation 1s reduced and government
expunditure reduced accordingly, there will be no s$imulus for
employment to increase, - The fact that portion of individual incomes
ia saved meane that if a government carries out this procedure, the
“revarse of the anticipsted arfecta cau be expacted. R

. Gonsequently 1t is desirable that the increased taxation
" revenue should not be¢ spent or thet expenditure should be maint=ined
at 1ts previous level when a reduction in taxation rates is applied
to bring about an increaso in business activity. That ie, if over
full employment is threatening, governments should dudget for a
surplus in the Concolideted «evenue Account. In times when
unemployient is threatening, they should budget for a substantial
deficit, :

Thc‘approach to sustainin; or reducing total demand by
altoring the retes and inpact of taxation and rates of government
expinditure on current goods and services can be ~ggarded as shorte
term public Tinancial policy for anti-cyclical purposes. It is
possible for a government to modify 1ts income raising and spending

- programme at comparatively short notice, in the case of threatening

unemployment, for example, the decision to reduce tsxation can be put
into cparation,as_gulékly as_ the Parliament can pass the necessary
legislation, Under present me thods og.income-tax collact&oﬁ,
commonly referred to as "pay-as-you-earn’ the effect of reduced
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rates of taxation sre immediately felt in the pockets of texpeayers,
soney incomes will be increased and conseguintly the rate of
expenditure i increaged. GSome of the imueGiate efiects may be lost
as psrt of the iucrease iu woney incowes is absorhed in savings.

icve ihelsss, deuwand will be stimulated to some extent, depending on
the propeneity of the comuunity to consume 1ts curr:.nt income. As
demand is stiuulated, esployment will be incressed. Jhe effacts of
alteration in the rstes of taxation other than income taxatlion may dbe
slower, although thc effecte of alterctioms in retes of sales or
purchese texes will e felt lumediately.

If, at the same time, the rate of government expenditure
is inéreascd, there will be a further impstus to demand which agesin
will taxe place elmost immediately, For example, the incresse in
expenditure may take the trorm of increased pensions and other forms
of transfer psyments. ?hé~margina1 propansity to consume amonst
f..osc in receipt of pensions would be cowparatively high and therefore
almost a1l the¢ inerease in incowes would be spent, Vemend will tnus
be further stimulsted,

Tae increased amount available for the nurchase of goodas,
mainly consumer gbods, will probebly chuck eny tendericy for unemploy-
meut to develop or incresss, This, however, is only a temporery
measure which is recomnended bascause its results are felt almost
immediately. It would be true to aéy that more severe corrective
measures are necessary to decl with a situation where unenployment
has developed than are nacesséry to deal with threatening unemployment,
vonaequently it is es.ential that imn.diate remedialfaction‘be tnken
to prevent a me&jor depression occurring. The use of budget deficits
should be regarded as ti¢ wethod vhich can be used to aold up the
procaoss until wore pursuasive 1lustrunents of financial correction can
be brought into play. '

It should be mentiocned that pert of this corrective
process of overcoming an inflationary or deflationary gap may be
carried out autometically., This is sometimes referred to as “builit-
in flexibility" and suggésts that the effect of progressive taxation
rotes, combined with relatively stable transfer payments tend to
produce surplases_in'timéa of prosperi:y and deficitis in itimes of
debression.

In all preobability, the main_éauae of incressinug
unembloyment would be a decresse in private inveatment activity below
the peint where, in conjunction with private and public consumption
and public investment activity, it can maintain a full cmpleyment
level of income. ihis is not to sesy that slumps are inevitebly
causaed dy dcel-ions of the business world to reduce investment ‘
expenditure, dut higtoricnlly it appeers thal whatever the originsl



L3.

cause, businers investment always pleys an important part. The
reduction, when seen, can be corrected by & correasponding increase in
public investment. At the same time, private investment can: be
encouraged through such media ss Central Lank credit policy. It

is not here necessary to discuss the methods and processes of
financing government budget deficits and increases in the rate of
public capital expenditure. These matters are adequately deslt
with in any work on public'finance.zu

The action of increasing the rate of pudblic investment
will take some time. ven if cmergency public works progra:mes have
been prepared in adi&nce, there will be some delay involved, and to
‘some extent the degree of immedlate budgetary mction will be dictated
by the speed with which it is possible to slter the rate of public
investment. Once commenced there is still delay before the full
effects are felt. There will be some direct increase in employment
as men are hired to undertake the lsbour side of public works project
The indirect increase with a time lag will occur through a stimulus
to production resulting from the purchase of msterials and equipment
necessary to the emergency programme., 7The névly—euploycd will
‘increase the demsand for consumer goods. ‘rom there the process
follows the now-familiar pattern of the Keynesian Multiplier.2~

_ Another significent Aiffercnce between the two approaches,
one using budgetary surpluses and deficits end the other the rate of

pudblic investment, is that the effects of the former are felt in all
sections of the community while the effects of the lavestment

programne may be wore selective. If unemployment is threatening
in a particular industry or group of industries, works programmes
which will stimulate demand in those pa-ticular industries can be
introduced, It would be very difficult to produce the same effects
through ad justment to taxation rates.

In dealing with imminent over-full employment, the
process is very similar dut operatea in reverse, The first action
by a government will be to budget for a surplus by increasing rates
of taxation and reducing its rate of spending on current gocds and
services, The cxistence of an inflationary gap wmeans that the total
expenditure which pecple desire to underteke exceeds the totel value
of aeximum output. Hence money prices rise or shortages occur, or
both, Government action is designed to reduce the desire for
expaenditure in boith the p:iblic and private sectors, to the full
employment level. Again, th/5 18 capable of achievement by increasing
taxation in order to reduce individual expenditure on the purchase of
goods and sc¢:vices, thus producing & surplus in the Consolidated '
Revenue Fund, and by reducing the rate of public investment. The -
Kultiplier agein comes into action, but this time the process is
reverssd, :

24, Zee, Tor example, "Public Finance", by Ursula X. Hicks.
25 See "The Oeneral Theory of tmployment Interest and Money" pi113
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It should be emphasised that this cxplanation of the
processes involved is yreatly simplificd. However, 1t docs show in
broad outline the part which a government should plzy in its finsncial
poliey to prevent the occurrence or to mitigate the effects of the
Trade Cycle, In fact, the situation calls for constant vigilance
and preparedness on the part of governments in order that they may de
in a positicn to take immediate action should the economy show signs
of deviating from a position of full employment. In the immediate
post-war years gome governments éecogniaed that this was one of their
funetions and in thres, the United Kingdom, Canada and Australia,

. the respective governments fo:mally edopted a policy designed to main-
tain full employment ucing as their bHasis the Keynesian approach. 2

In order to undertake & deliberate financial anti-
cyclical policy, a povernment must therefore de in a position to slter
rates of taxation, revise expsnditure programmes and alter pudblic
investment programmnes at short notice, in addition, it would be
advantageous for it to have control of central banking facilities.

It mast be assumed that only s minimum of direct control can de exer—
cised as would be the case in s modern dcmocracy in times of peacs,

Alteration of financial policy such as that envisaged as
necessary for the implemsntation of an anti-éyclical policy would
normally rcquire action by the legislsture. Only rarely could a
complete scheme be introduced by th: executive arm of government.
Therofore it would be necessary either for the whole plan to be
approved by Parliament or the execcutive given power to act as found
to be necessary. Such constitutional arrangements hay cause
temporary delays but not, it is thought, delays of sufficient
magnitude to prejudice the success of a full employment policy.

- Once the approval of Parliament i: cobtained, there is no
impediment in the way of the government taking the necassary action
in 8 unitary stats, The problem can be treated as a whole,. Taxation
rates apply to all recidents, expenditure is distributed over all
parts of the country, and public works activity can be introduced in
any region.

In a ‘ederation, the approadh #will be far mor¢ complicat-
e, Constitutionelly there is a Federal Government and several State
Governments each responsible for financial administration over a
particular sphere. As mentioned in & previous section of this
Chapter?7 in Australia the Federal Uovernment has control of certain
financisl matters in Australia as a whole. The remainder rests with
26. United Kingdom, "Employment Policy” Cmd. 7399, 19uL.
Cansda * "Imployment and Income”, 1944, The policy set out in
this document was further stated in & document entitled
“proposals of the Government of Canada” (g.v. p.7) prepsred

for the Dowinion-rowincial Confererce on Reconstruc:ion, 1945.
Australa, “Full Employment in Australia", Parlt. Paper 2730, 1945

27. Page 27 ft.
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the State Governments, The ﬁ'é:‘.k::mil; tovernment ~ontrols & lsrge part
ol taxstion revenue while the States have wide powers or’expenditurc
from both revenue and losn funds,

1t can be appraclatcd that neithe: the Federal Government

nor tne “tate Oovernments could crroctively introduce & complete anti-
eyclical policy‘bused on Tinaneial messures. If action 1s needed to
¢lose & deflationary gap, the vaderal Government can adopt an
appropriate taxation polisy in erder to inerease the purchasing power
of individuals and companies. To a certain degres it eould increase
its oxpinditure but here its range is limited decause constitutl. nalily

the field in which it omy function is restricted. It may, of eoursse,
| pay increased amounts by way of grentg to the State Goveruments, but
there can be no compulsion on the State Governments to.apcnd»any
increased revenue they may receive, ' ‘

hgvertheless, so far as short-term remedial action is
concerned, it is mainly the “ederal Government which must take the
appropriate steps. A State Covernment is virtually powerless to
initiate an anti-cyclical programne, Its taxation powsrs are
comparativcl& small and the part it can play in increasing expendi ture
is limited Dy the extent of any grant received from the Federal
Govofnnnnt. It is trus that a State may undertske deficit financing
in order to assist in en inflationary policy. In fact it scems only
reasonable that if the rederal Government is adopting this procedurs
so too should the State Govermments. However, in Au:tﬁaiia{at least,
the State Governmenta are dependent upon the Pedersl Government for
'short-tcrm loan funds to finance a temporary deficit. .

Dlrricutty will no doubt‘be ¢éxperienced in obtaining
agreement detween the several State Governments and the Federal
UGovernment as to the measures or the extent of the measure:s necessary
to effect the improvement in the economic situation, However,
uniformity is by no means emsentisl 80 long 2s action is taken i{n the
right direction and the totsl effect is sufficient. In this recpect
it would undoud tedly be nppropriate ror the Gtate Govornments to be
guided by the Federasl Govarnment.

As mentioned earlier, budget financing is only a short-
term approach to the problem. The permanent effects will be made
through public investment policy. In t-is respect, most of the
initiative sust be taken by the State Governments, As will be ssen
in & swsequent Chapter,za in Australia, State Governments have
retained almost all responsibility ror'the-expindituro of loan money.
If quick expansion of public works programmes is needed, the Yederal
Government, sxcept in a rcstrieteﬂ field, can only advise the State
Governments.,

é&;' Chapter 7. The Financial Agresment,
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Even though shown to be desirable, & State overnment
may be unwilling to incur the debt charges which accompany heavy
dborrowing. Fupther, if selsctive investment expenditure is required,
the State Governments msy not have the necessary knowledge to apply
“the corrective treatment. PFinally, the procedure of authorising the
raising of loan monies in Australie is rather a lengthy process,
involving & meeting of the Tressurers of all “tates and the
Commonweal th. The process could probably bBe guickened, however, in
an emergency such as a sharp recession.

In & case where it becom¢a.neceasary to close an
inflationary gap, 1t would seem that the Federal Government has more
opportunity to adopt an anti-cyclical policy embracing the whole
Federation. Again, it has almost completie control of rates of
taxation. In the rield of controlling expenditure it is also in a
powerful position in that the States ares dependent on the Federal
Government for a substential portion of their revenue, ' If Federal
grants to the States are suddenly reduced, a State Government has
almost no alternative but to reduce expendiiure. It may incur a
deficit, but a deficit of substantiel size in times of inflation would
be dangerous politically. “he Yederal Government also has control
of Central Bank credit which may prevent a State financing & deficit
for any period of time.

According to a strict 1htorpretation of the Constitution,
the Federal Government in Australia has no power to limit the size of
a State's eapital expenditure in any year. In Australia this is 2
function of the Loan Council, However, as will be seen lmter in
 Chapter 7, Federal control of the Central Benk gives the -‘ederal
Government eaffective control of the annual amount which can be raised
on behalf of all States and the Comsonwealth, In short, the
ederal Uovernment cannot force a State Government to spend in order
to close a deflationary gap, but 1t can restrict their expenditure
when it becomes necessary to close sn infletionary gap.

It 48 evident that in a Federation, risponsidility for
inaugurating an anti-cyclicasl policy wust lie with the Federsl
Government. For it to be fully effective, however, the cooperation
of the scveral i tate Governments is required, It is suggested that
complete cooperation will only be forthcoming in times of crisis.

- Normelly the State flovernments would dbe suspicious of any attempt by
the Fedoral Government to influence them in thelr domestic affairs.
Therefore it becomes necessary for the Federsl Government to persueade
the State Governments to fall in line with the policy it has designed,

Kormally the Gtates will reguire little inducement to
persuade them to spend wnoney. In determining the amounts of Federal
aid to the States, the Tederal Covernment should therefore allow for
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the effects of that expenditure on the level of business activity. To
a certain extent i1t may be selective. If a Ctate i3 reletively dcp-
- ressed, or even an industry in one State, 'the'grant may be incroesed
to permit the assistiance by the State Government in effecting an
iaprovement in conditions., The grant mey even be conditional upon
its being used in the manner prescribed dy the Federal CGovernment to

- fmplement its overall policy. Again, 1f expansion of capital works
is regquired dy one State rather than another for the same reasons, the
Federal Government can encourage the State concerned to undertake the
work and assist by meeting portion of the annual interest and sinking
fund bill, Under thezc conditions & State would not be reluctant

to increase its pudblic daebt,

The detom:lnation of grants on this basis will involve
comiaornhle organisation on the psrt of the Federsl Government., It
must be constantly aware of the state of business sctivity not only.
in the Federatiocn a: a whole but also in each individual indussry and
Gtate. It must dbe prepared to apply remedial action both directly
through ite own constituitional powers and indirectly by psrsuading the
soveral State Uovernments to adopt the correct revenue policy. There
will inevitably be s tendency for the Federal Government to tm.nk
that 1t could schieve its purpose far more sffectively 1f its power
were sbeolute in the neceasary fields of activity. This, however, is
not by itself an argument for unification. In the short pericd the
constitutional arrangements can not be altered guickly and therefore
the appropriate policy must be worked out within the existing
franework. ‘

The task of the Medseral CGoverrment in determining the
. amounts of the grants to the Utates to permit an effective anti-
cyelical policy will be extremely difficult, It will be auch more
80 when it is remembered that st the same time grants must also dbe
designed in the light of its redistributive and developmental
policies. I' %3 not a metter that cen be d:cided by guesswork but
must involve careful examination of all relevant considerations,
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-CHAPTLR

PRINCIPLES OF FEDERAL GRANTS

In order to test the adequacy of the finsnecigl provisienl
of the Australian Constitution, it will de ~necessary to develop
- alternative principles npon which Federal grants to State Coveranments
can be mude., These aliernatives must then be examined to determine

the nost astisfactory for the required purpose. If the Australian
practice is in accordance with the chosen priociple, then it must ve

srgued that the finencial provisions of the Australian Constitution
give the most satisfactory answer possidble to the financial problem
which arises in this type of Federation and which has been outlined
above. On the other hand, if the practice doss not sgree with the
priuciple which emerges os the most effective, suggestions should be
made as to how conditions can be improved.

The assumption upon which this snalysis will be made is
that in a ¥ederation the cederal Government has potential sources of
revenue in excess of expenditure requirements, and that it is possible
for the ‘edersl Government to produce surplus revenue which would de
available for diatribution between the several States of the Federat-
ion. It is spparent that this situation must not neceasarily arise
in a Federation, The organisstion could be such, for example, that
"the State Governmenta ere the only revenue raising authorities and the
in turn sallocate portion of their funds to the “ederal Jovernment to
permit 1¢ to fulfil its allotted functions. Again, the situation may
“be such that all authorities in the Federation have independent
sources of revenue Jjust aufficlent for their needs and therefore no
ad justment between the Federal and State Governments would be
neeassary. "

\ It is thought, however, that the situation which at
present exists in Australse is the one most likely to arise.
Fundementally it is slso the aituation which has arisen in the other
main Federations such as the United States of America and the
Pominicn of Cenade. Tince it is the intention to develop principles
. ageainst which the financial provisions of the Auetralian Constitution

can be tested, it will be necessary to consider only the type of
Federation which axists in Australie,

It appears that there are twe possible alternative
principles which could be adopted. The firat which can be cslled the
“compensation” principle, can be stated as the distribution of the
surplus revenue of the Federal Government hetwesn the States upon the
basis of compensating each State as far as possidle for the loss of
revenue resulting from the tranafer of revenue raising powers to the

Federal Government. The second, which can be called the “prineciple
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of payment according to relative financial need" oalls for the
disbursement of the surplus revenue of the Federal Government to the
State Governments according to the relative financial needs of each,.
These two basic principles ere each capable of subdivision, dut
generally it can be stated that they are the two principles which can
be considered in the cese of a Tederation similsr to that which was

adopted in fustralis, The lmplicatione of the adcption of emch can

now be considered,

(2) ZThe Compansstion Prineiple

The compenastion principle of disbursement of surplus
revenue of the Foderal Goverument is a simple concept. The people
of each State contribute in varicus ways to the revenue of the Federal
Govarnment, ¥hen, for example, the Federal Government levies e
customs duty, the duty is paid by the importers of the goods. They
in turm recover the duty through increased prices and esventually the
Guty is paid by the econsumer. There may bDe several intermediate
steps, dbut incvitably the consumer contributes to the income of the
collecting sgent, in this case the "ederal Government. The Aduty ie
imposed on all goods éoming into the “ederation and the people who pay
the duty are distributed between the Stetes of the Federation,
Therefore each State, through the consumers of the population, contrid-
utes to the revenue of the Federal Government. Put in another way,
the contribution of the State is the amount which would have deen col-
lected and peid into its own Treasury if it had sole power to raise
- such revenue and did so at the rate now adopted by the Federel
Governwent, | '

If the amount of ths contridbution Dy esch State ia
recorded, &t is possible to div:de the totel revenue of the Federal
Ooverrment sccording to the State in which it originated. Cbviously
not all this amount so collected can be returned tc the States. ZXach
must be respomsible for portion of the cost of the Faderai Government
and this should be regarded in some measurs as the price which must
be paid for Federation. In effect, at the outset a new governmental
authority is being established with some new powsrs or functions to
perform which were not formerly carried out by any government. It is
therefore inevitable that the totai cost of govcrnment of the
Federation as a vwhole will be increased and this must be borne by the
people of the rederation. Whether it is borne from the revenue
- formerly accruing to the governments of the States or by greater
taxation is a mstter of policy, but in any csse, the menber States
regarded collectively as groups of paople must bear the extra burden,

| In addition to the cost of the new functiohs given to it,
the Faderal Government will be involved in sxpenditure rcsulting from
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the tsking over of powcrs formerly held by the State Governments,
Thus, 1ts expenditure 5411 be made up of two perts, the cost of newly
created powers and the cost of powers tmken over from the States,

The totsl amount available for distribution in any period 1s the
amount collected from &1l sources less the two types of cost mentioned
above, The amount paysble to each State Government under this
principle of Pederal disbursuments is the amount of revenue collected
in each less a3 shure of the cost of Federsl Uovernment, ?here the
deduction is made for the cost of functions transferred to the Federsl
Uoveroment at the inauguration of the Federation, there will de no
apparent loss to the State Governments, Any loss that arises will
result from the cost of the newly created powers of the 'ederal
Jovernment,

The basis upon which the proportion of these costs which
each Stafs Jovernment will s called upon to dbear is calculated will
probavly present the most difficult problem to overcome. It would
usually be iapossible to calculate exactly the amount of expenditure
incurred by the “sderal Sovernment on behalf of the psople of each
Ztate, and therefore some esrbitrary method must be devised. The
gimplest basis which can bYe adopted iz to assume that expénﬁiture is
incurrsd on behalf of each State in the same proportion as that which
each State's contribution boars to the total ravenue of the Federasl
Qovernment. This may not be a very realistic assumntion, dut It would
give a distribution which should not differ very greatly from the
actual distridution. An altornative assumption is that expenditure
has been divided egually betwsen all persoas in the Federaticn, If
this sassumption is accepted, thon costs of the Federal uovernment
should be charged to each Stéte on & per capita basis,

. In considering this principle of disburasement, a
distinction should be made dbetween the "community” loss and the
"Treasury” loss of the State, The two terms are not synonymnous and 1t
iz hecessary to distinguish bstween them in order to determine the loss
that must be made g00d by the Federal hovernment as part of tnis
principle of dishursement,

It i= poaeible that a loss of revenue by a Treasury of a
utate is compensated for in part by a gain dy the community as a whole,
Thet is, a gain by the people who comprise the population of the ltate,.
For oxasple, it may be that when the Federation is first inaugurated
the level of taxation which 1s imposed is lower than that which existed
in stme Utates det'cre Federation and greater than in others. ‘“Where it
is lower than the former level, the commnity loss will be less then
the Tressury loss. Thie situation will srise because the reduction
in revenue received by the Treasury of the State concerned will de equa
to the amount which would have been ccllected if the rates of taxation
which applied defore Vederation were still being collected.
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On the other hand, the comnunity as a whole will be payin
leme in taxation than it would be required to pey had the former rates
been levied, The comuunity loss will be egual to the amount of taxat
ion now paid to the ederal Governmsnt ander the new rates of taxation,
Since the new rates are lower than the rates formerly imposed by the
State t.overament, the community loss will be less than the Treasury
loss, Conversely, where the amount collected by the Federal
Covernment is greater than the amount which would have been collected
by the Srate Government if the former rates of taxation had continued
to be imposed, the ‘reasury lose will be l.ss than the eommuhity loss.

Under the principle of payment as compensation for loae,
it is the community loss which must be considered in all csaes. Yor
Af the community loss is less than the ireasury loss, and the Treasury
of the State ie compensated for the community loss, then the differeie
can be made up by the Treasury taking from the community an amount
equal to the amount by which ths taxation peyments which it is
required to make sre reduced, 'bonversely, when the rates of taxation
are higher under Federation compared with the rates which operated
before Federation, the “reasury will receive the amount which the
comnunity pays to the Federal Government under the new rates of
taxation. This will be greater thear the amounts it would have receiv
64 had the previous situation still chtained., The difference can
then de remitted to taxpayers by lowering other forms of taxation 1if
they exist, or by direct paymonts to the wmembers of the community,

In this analysis it has decen assumed that there are no
complications to the collection of reverus by the Federal Government
and payment of this amount to the scveral State Governments., As
mentioned previously, the amount to be paid b; the Federal Government
will be the amount collected from all sources less cost of government,
made up of the cost of administering functions transferred from the
Etates and the cost of newly created functions. In determining the
loss of each State, its contribution to these expenditurss of ths
Federal Government must de deducted from the community loss. The
amount so determined is the payment to de made to the State Government
as compensation for financial lgss incurred through PYederation,

As a first approximation it can be assumed that the cost
of the functions transferred to the ’‘ederal Goverament will de similer
in amount to the cost to the ltate Govermments in the ysars :
immediately preceding Federation. In fact, such cost may be lowered
or increased by those now responsible for their administrati-n., 1If
this type of expenditure is reduced, the .tates as & group csn restoe
the former position by additionsl ex -enditure on their own initiative.
If 1t is increased, however, the State Governments will be forced to
consider whether they will reduce expenditure on the performance of
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other functions and services, or increase texation in order to
continue operation of the retsined functions at the existing level,

It may be that one of the transferred functions iz the
control of defence expenditure, and that before Federation, one State
Governmont found that if it was to give & ressonable level of other
scrvices, expenditure con defence must be kept &t a very low level,
After Federatior. and the transfer of powers of defence, it may happen
that the *ederal fiovernment has decmed it sdvissble to cxpend a great—
er proportionsl amount on this service., If the allocation of this
cost between the States is to be on a per capita or similer basis,
then the cost of defence to the State which formerly felt that the new
level could not de afforded will find that the cost of deferice has
increased consideradbly. This additional cost will be reflected in
lower grants from the Federal CGovernment than would other-ise have
been thes case, The decigion must then be mede by ths Government of
the Ctate concerned@ as to whether it will now reduce expenditure on
the provision of services which it considered more essential, or
whether it will raisge sdditional revenus through increascd taxation in
the fields remaining open to it in order mersly to meintain the
existing level of services which it provides to the population.

It can be seen that under this principle of disburaements
by the Federal tovernuent, that of payment as compensation for finance
ial loss accruing to the State Governments as a direct result of
Federation, the calculation of the amounts to be palid may decome
complicated, Further, the amounts which will de available for
distribution may not in fact be sufficient to enable the States to
" operate at the level which formerly operated mithout recourse to highe:
tak:tion¢ If, during tho*prbcezs of drawing up a Constitution, it
is decided that this principle should be adopted, then adequate
provision should de made in the first instance to ensure that the
Stetes retain a consideradble portion of the fields of taxation in
order thet they may remedy any financiel difficulties that meay arise
because of ths adoptio:: of this principle, and secondly to c¢nsure that
expenditure by the Federal Government will not reach the level where
individual States are forced to reduce expenditure in other fields, If
the power to raise revenue by taxation is limited to the Federal
Government, then the States will be depondent on paywents from the
Federsl Government for almost all their income and the position could
easily arise where such payments, if based on the principle of peyment
as compensation for loss, would be totally insdequate for the proper
performrnce of the States' allotted functiona., Some taxation fields
must bo retainsd by the States to prevent this situation arising.

¥p to this stege, the only loss which has been considered
has been the direct financial loss suffered by the States. Attention
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- must also be giver to indirect financial loss which & Ctate might
suffer. Such indirect loss might aorise in any one of z number of
ways.  The most l1iRely to ariss, however, i1s the case where the
Federal Government adopts certain policies or courses of ection which
result in a lose of revenue to one or more of the Gtates. The loss
may be inocurred by the Treasury of the State, as when the Federal law
buns a certain sctivity which is subject to State tax, but it is more
1ikely to affect an industry or group within a State, One possible
oxample arises where the Federal Government has absolute control of
migeation policy and decided that 1t is in the besi . interests of the
nation as a whole to prohibit migration from & certain counsry or
eountries, If an industry in one States is dependent on that labour
 in ord@er that it msy function efficiently, then dirset prohidition
will directly affect only that State. That is, a particular industry
in one State will suffer a loss as an indirect consequence of
Federation.1 In such cases as theés, where the impact of Federation
is distributed unevenly between “tates, it may be conceded that 1t'1a
only reasoncdble for the locs to be sharad by all utatoa gince it was
in the interesta of all that the step was taken, -

“here thiastype of indirect loas occurs, compensation may
be made from the funds held by the Federel Government. It msy be dy
grants-in-aid made directly to the industry concerned, or to the
Treagury of the State or States involved, which in turn will de
responsible for the distribution of the funds. It may take the form
of a subsidy or bounty or special taxation or duty remissions directly
in favour of the 1nduatry‘eoneerned.2 . In any of these cases it will
repressent a payment meade as conpenution for en indirect loss to which
all States contridute, It is possidble that the federal Covernment
will be called upon to meke psyments of this type. The main dirficul
ty associated with them will undoubtedly dbe the determination of the
amount of the loss in each case, Fhere the loss is direct, that is,
through the transfer of taxation rights, it is & relatively simple
matter to determine, within fairly close limits, the amounts fnvolved,
where the loss is indirect, however, therse is no simple measuring rod,
The smount of the grant, aubsidy or bounty will need to be ﬂeterminod
by arbitrary methods. ' :

A varlation of thie principle of payment according to los
arising from i‘ederation is that the surplus revenue of the Federal
Government cen be distributed among the mewber States on a per capita
basis, For thés variation to be a true dbasis for compemsation it

4« The ~zxample given is from actual Australian experience. Before
Federation, the ueenaland sugar producing industry recruited
Pagific Islsnds labhour on a contract basis. Commonwealth legis~
lation in 1902 prohibited this recruitment foreing Queensland cene
growers to use dearer white labour,

- 2o In the Australian case mentioned above (Kote 1), the Uommonwealth

Government paid a bounty on sugar produced by white labour, See
Vace Bt ad bl Mammanmanl th af Anctralia. Nao.4_ 4008. v 328/6.



Sh.

 would be necassary that all States have contriduted to the Common-~
wealth revenue on a per capita basis. Otherwise, there will be some
redistridution in favour of those Statea which have contribured
relatively least, In short, it assumes that contributions are on a
per capits basis, hile such an assumption is unrealistic, it does
have the advantage of deing simple to adminiater.

(v) The Yrinciple of Payment According to Financjal Ngeds

This principle can be stated in the following way. there
the distribution of functionsl and financial powers betwecn the
Federsl and State Governments is such that the revenus of the Federal
Government is more thsn sufficient for its imnediate reguirements, the
surplus msy be distributed bot ecn the States according to their
financial needs irrespsetive of the amount which each has contributed
to the revenue of the Yederal Government. The hypothesis upon which
this principle is based is that before Federation all States were of
. different sizes with different standards of natural resources and
generally different levels of prosperity and economic development. It
follows that levels of taxation and standards of services supplied
were also different, Unless these differences exist betwaen the
States, the sdoption of the principle of paynent sccording to financisl

needs will produce similar results to those obtained when the prin-
ciple of payment as compensation for loss is adopted. Yor if all the
States ars of the same size with similar natural rescurces, and are at
the same stage of development, both contridutions and financial needs
should be proportional to size. It is only when thece differences
are prasent that the two principles rsferred to produce different
resul ts and make necessary 8 choice betwecn one or the other of the
two alternatives. '

In discussing this principle, 1t will first be necessary
to distinguish between absolute financial needs and relative financial
needs> and determine which of the two must be considered., “Need" 1is
& vague term and probably no two persons nould sfgree as to the needs
of an individual, +hen the needs of a community are deing considered
it is omich more difficult to determine its precise meaning. Absolutaly

rieeds must be related to a welfare dasie, In order to deteraine the
absolute necds of a nation or any other commur.ity of individusls, it
would be necessary to make certain value judgments as to the ultimate
eim of econodmic poliey. It could be assumed, for example, that the
s8ole resson for the existsnce of & governament is to ensure that the
real income of the community is raiscd to a level where every mecaber
of the conmurity is in riceipt of a minimum real income, If this

3. The concept of financial needs as a principle for determining
. Federal Grents was developed in Australia by the Commonwealth
Orsnts Yomuaission., See First Report (1934) pp.83/8L and Third
Report (1936) pp. 75-80.
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were so, then the sbrolute financial needs of that comaunity would be
sufficient to permit everyone to re¢ceive this minimum. The naticnal
minimum real income would be determined on a purely scientific basie
related to the requirements for nﬁtrition, clothing, shelter, e¢tc.

1f this problem were successfully sclved, a further difficulty wounld
arise relating to the existence of any ineguality of income withiin the
communmi ty. If the real naticnal income of a2 commmity is Just suffic-
ient to permit each mesber to receive a peraonal mimimum real income

" when the total is divided eq&ally betwoen all, then the existenwe of
any ineguality between meabers of the comnmunity will snsure that some
receive more and some less than the determined aminimmm. One
definitioncould thus be that the sbsolute financial needs of =
community are equal to an amount sufficient to ensure that, when dive
ided equally between all, each person receives at least a minimum
living wages. However, because inequalities do exist, it would not
be divided equally dbetween all.,

Apart from the 4ifficulties of a technicel nature which
vould ariac if this bdasis of absolute need were adopted, there is an
immediate finencial problem which would prevent its sdoption. It is
the object of these chapters to develop a principle upon which the
surplus revenue of the federal Government in e Federation can be
distributed betwcen the States., It is immedtately apparent that the
financial resources of the Federal lovernment availeble for distrib-
ution would almost certainly de insufficient for the purpose of
equalising the absolute financiel needs of each meader State. Rather
it could be considered that the whole purposs of Federation would de
to aim at producing the state of affairs where, in the long run, each
individual within the Federation was receiving at least a minimum reasl
income. In the initiel stages of Federation it could ressonsbly de
expected that only a principle of Aistribution would de adépted which
conld be followed in its entirety. All that could be sxpected would
be thet a principle of distribution of the surplus revenue betwesn the
States be adopted which would go as far as possible towsrds producing
this ultimate result. This would possibly be achieved dy adopting
the principle of payment according to relative financiel needs,

The principle of payment to the States sccording to
reiative financial needs can be stated &8s & prineiple of equalisation,
That {8, the distribution of the surplus revenus is made according to
some predetermined principle whereby it iz aimed to equalise some form
 or forms of economic activity by equalising payments from the Federal
to the State Uovernments. The principle of payment according to
absolute financial needs discussed in the preceding paragraphs could
be regarded as a principlc of complete egqualisation. The adoption
of the principle of relative financial needs is to adopt a principle
of partial eguelisation, It has been shown that complete
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revenue detween States. However, 1t would bs possidble to go as far
as the rinsnciel resourcss of the nation iil]»pcrmit towards the
ultimate goal by applying the availa-le surplues revenue in a manner
designed to egqualise certain dburdens or standards of services betwaen
States. There are many poesible Tfields in which equality can be
enginecred through the agency of the grants which the ¥eaeral
Gevernment ma-es fa the State Governments., A tew of the more import-~
ant will be considered.

(1) Equalisation of taxation burdens.

_ It the initiation of the Federation carries with it the
tranafer of certein taxing povnrt from the State Governments 3o the
Federal Govornmont, there will be an automatic tendency towards grester
equality between Ctates so far as the impact of taxation is concerned.
In all probsdility the tax levied by the Federsl Covernment will be
uniform throughout the Federation. In Australias, for exampls, a tax
imposed by the Federal Government iust be uniform in all States”,

Before federation when the State OCovernments
poassessed their own texation rights in these particular fields,
different rates of taxation would inevitably have been levied in each
State. The mct of ‘ederation and the entry of the Federal Gtvernmsnt
“into the field of taxation would therefore reduce the degree of
disparity ef taxation rates between mesbers of the separate States. It
can be expscted, héwever, that not all powers of taxation will be
transferred to the federal ﬂovernmcnt; and in the fields which re .ain
within their individual jurisdiction, rates of taxation will still
differ detween States. The reasons for these differsnces ary not of
iomediate relevence but if they do exist their effects csn be correcie
by the judicious apportionment of the funds made available by the
Federal Uovernment for dicstridution to the State Governments.

Equalisation of taxation burdens on the residents of the
States cannot, however, be raegerded in isolatiocn. It must de looked
- at in conjunction with the poseidility of equalising stendards of
services, |

(11) Equalitation of stendards of scrvices.
~ ‘he raising of revenue by taxation and the proviasion of
pﬁblic services are complgnentary functions of government., Although
a government will have other sources of revenue, it would bs truc to
say that the extent to which & government e¢an provide social and other
services depends on the extent to which it csn ralse revenue by
jmposing taxation. In the main it 18 a political deceision whieh is

L. Section 51($i) of the Constitution zivea the Yedernl Uoverument
. powers to impose taxation *butsoc as not to discriminato betwosn
~ States or perts of Statas®,
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influenced by the attitude of the people themselves towerda bearing
high rates of taxation in order that high satanderds of scrvices may bde
supplied, A chosen level of services implies a specific level of
rates of taxation depending on such factors as the economic prosperity
- of the cosmunity and the distribution of iocomss within the community.

At this atage it may be of advantage to explain driefly
what is meant by the provision of services, The phrase is used here
in its broadest scnse, Stsate services can de seid to include any
activity of a government whatsoever, The provision of a police force,
of a Judiciary and so on representa the provision of a type of service,
Services generally should no* be confused with socisl services which
is only one branch of & field which has & much wider coverags. It can

‘be said that for the purpose of exposition svery itcm of expenditure
of' governments represents the provision of some service or other,

However, there are certain services which are generally
accented as the function or'govarnmant. These are ths basie funct-
ions of government which have deen described earlicr.5 The
performwance of these duties or the provision of these services implies
s certsin cost and normally this cost will de borne by the revenue of
the government raiscd by taxation, In most cases, except where the
government has a source of income other than revenue raiaed by
taxation, the burden of taxation on the people will be determined dy
the standards of services which the gowvernment intends to provide, It
nay be decided, for exsmpls, to provide free education for all child-
ren in the community., The service will be free in the secnse that
there will be no direct cost to the people who receive the service.
it will inevitably de peaid for by higher rates of taxation,

It can be seen that there is g close inter-relationship
betwesn the burden of taxation and the sianderds of services supplied
in a comunity. ¥ithin the community it #ill be of real importance
a8 to the extent of the services given because, 1if taxation 135 at all
progreasive and incomes are unéqually distributed, the benefitc will
be received mminly by those who contributed leart by way of taxation,
in other words, within the community there will be some redistribute
fon of incomes., When each “‘tate is regarded as an entity and compare
ed with other States in the Federetion, considerable differences will
be apparent. It i: probeble that i the aame rates of tsxation are
levied by each State Uovernment, the standards of services supplicd
will be different. Conversely, 1f the standards of services supplied
in each Ctate is the same, the level of tsxation will probably dbe
different. This will probably arise because of &ifferernces in
natural resocources, stages of development reachad, dintributiou_or
incomes ete. between the communities,

5. See page 19 above,
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One of the prineiple upon which the totsl emount of
reverue which the Federal Government is yrepared to wmake availadble can
be distributed 1s the principle of egualisation of ctandards of s¢rve
iceg, but it automatically follows thet equalisation of tax burders
aust also be considered, For at the beginning of ‘ederation all
State Governments may be providing gervices of similar atandarde, but
only at the expense of different severities of taxation. If the
principle to be adopted were aimed at equalising standards of scrvices
then the amount availsble would be distriduted on a per capita basis.
it ie only reasonsble that if standerds of services are alrealy
egualised, then attention should bde given to the relative severity of
taxation in esch of the several communities,

(iii) Equalisation of Development

Inevitsbly the natural resources of each Ttate in the
¥ederation will have ensured that each haas reached a different stage
of development. In one community the natural resources availadble may
nave bein capable of exploitation at comparatively little cost and |
being a profitable field for investment, were developed by private
snterprise. In another, the resources may have been Aifficult to
exploit without heavy capital expenditure, This has been the general
experience in all the main Fedsrations of the world today. In the
latter community, Af thc same stage of development is to be resched as
in the former, the rate of public investument will need to be
relatively greater, Ifr it is agreéa thiat one of the finsneial
objectives of a ‘ederaticn 1s to permit ell States to attain the same
stage of dsvelopment in the interests of maximising output in the
Federation as & whole, then i{ will have toc be agreed that public
capitnl expenditurs, end therefore public bo rowing, must de
relatively grcater in thoae Ctates which have not been able to develop
their resources to the same extent as the more prosperous States.

1% must be recognised that s policy directed towsrds theee
ends is not directly concerned with the finsncial problem of the
distribution of the totel amount made svailable by the ‘ederal
Government ench year for payment to the State Governments., However,
oevery act of public capitel investment involves the borrowing
authority in annual committments in the form of interest and sinking
fund payments., This will influunee the severity of taxation in a
commnity where the borrowing suthority i: the “tate Covernment.
Before Federation, the amount which could be borrowed was probably
limited because of the burden which would be placed on the taxpayers
or the other typea of services which would have to be foregons. 1I1f,
howaver, one of the aims of “edsratiocn is to p rmit equalisation of
development, the total amount available can be distributed between the
State “overnmentas im such a way as to permit the interest bill of one
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Ltate to increase disproportionately without throwing aeny relatively
greater burden on the taxpayers of that “tate or without reducing the
 standeards of other types of services below the gcneral level operating
in other Ctates, | |

In other words, the people of the States which are more
developed will be required to contrib.tc scme of the cost of the
interest on, and the amortisation of the loans raised to finance
devclopmsnt in the relatively under-developsd States. Such a policy
is jJustifiable in the intecrests of the meximisation of welfare in the
Federation as a whole, 1In effect, this type of equalisation could
reasonably be included under the heading of equalisstion of standards
of services, [flowever, becsuee of the differert nature cf this type
of "service”, it has been considered advissble to treat it independ-
ently of the other typea of services, It involves a completely
different decision - that of deciding the level of public borrowing
ir each Stats.

(iv) Equalisstion of incomes.

In an earlier Chapten? attention was given to the part

which inequelity of incomes will play in retarding the attainmeni of
the maximus average level of welfare in & comumity., It was shown tha
if inequality exists to any extent, the production of greater equality
will be achieved by the imposition of progressive rates of texation
and with the revenue thus cbtained, by providing public services to
those shose need is greatest. The reduction of inequality is synonym-
ous with increasing the aversge level of welfare.

Thie reaconing, which was related to the wembers of a
single ecommnity, can be extended to apply to communities as well as
individuals, If the average level of income differs betwsen the State
in a Federation, it may be caid that the average level of welfare
enjoyed by the people of the Federation as a whole can be incressed
by increasiung incomes of those in the lower inecome brackets at the
exp:ngs of thos. in the higher brackets.

| fhere is ample scone for such redistribution in =
Ffedoration if the ‘ederal Government imposes income taxation, 1f the
rates of incomc taxation are progressive, the i'ederal Government will
collect relatively more from the States whore average incomes are high.
It can then, dy weans of grants to the Jtate Governments, dbring about
greatsr agquality of incomes in the “ederation as s whole by making the
distribution in favour of the States with lower average incomes.

The four mein possibilities for equalisation in sdopting
the principle of realative financial) neceds are thus, eéqualisation of the
severity of taxation, standards of services, development and incomes.
They are not mutually exclusive, In fact, if this principle s to de

6. Chapter 2, pp 20 = 30.
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placed on a basis whichis at all sstisfactory, it is dualirable that
the aias of producing equality, or reducing irequality in all theae
' fields should be sdopied simultansously.

The extent to whieh the kaaeration can be successful in
bringing about equality between "tates will depend primarily upon the
amount of rpeverue which bec:mes available for distribution., This in
turm will be dependent upon the constituticnal provisicns of the
Federation which 2llocate functicnal and financial powers between the
Federal and Ctate Governments., At the one extreme the Federal
Government will be given absolute control of taxation in which case thi
total amount availsble for distribution should be considersble and
adequate for tae purpose of bringing about e¢guality betwecn the States
in the selected ficlds, On the other hand the taxation powérs
allotted to the redersl Covernment may be iach tnat they provide
revenue only slightly in excess of the amount necessary for tie proper

conduct of' its own administration, 1n this latter case, the
poesiblility of successfully applying a principle of payment of grants
according to financial needs will be remote. The cituation can be
snvisaged where the wicle of the amount availadle is distributed to
one or a few of the State “avornm@n’a, and these amounts are still
insuffictent to bring sbout the required deqgrec of equality in the
chosen fislds., Tha tates to which no nayment is mede aay still be
irn a position of superiority compsred with those which actually
received gra: ts from the Yeleral Goverrment. '

4 farther possibility wnich must be conaidered is that th
sourcu of finance availeble to the Federzl Jcvernment may be sud ject
to some fluctuation, 30 that in years of prosperity the anount of
revenue availsble for distrivution to the State Yovernmonts is
sufficiont for the purpose of mceting the rcelative finencial needs or
all the SCtats “overnments, while in periods of reduced econcnic -
activity, the amount avallable falls short of requirenents. Of course
the poseibility always exists fo the rederel ‘overnmeat to produce a
deficit budget result under such circumstances. This will mean in
ef'fect, that the redersl Governaent will bde financiag the attaimuent
of equality betweenvutatct in certain rficlds by Jeficit financing.
Tnere secms to be no juastification Tor thie Federal Government to be
called upon to un@ertake deficit financing for tiis purpose. It may
be Juatified, however, as part of & gencral policy dusiguned to
maintain full eaployment., Therefore constit.tionsl provision should
be made tc ensure that sources of revenue aveilsble to the “ederal
Government are suffioient to ensure that total income, and hence the
amount availadble for distridbution to the States, iz sufficiaont to
satisfy the pvinciple of payment according to relative financial
needs,
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It might be srgued that the simplest way for this to be
carried out would be for the Federal‘ﬁoyernmant to asswss responsib-
ility for administration in the fields in which it is desirable that
equality be brought sbout. The possibility does not arise, however,
because it has been prosuppoaed that certain communities have agreed
to coobine to form a Tederation and that each wishes to retain its
independence to as great a degree as possible. To hand the necessary
functions to the “ederal Yovernment would be tantamount to the
esteblisiment of a unitary form of government in place of the federal
form which exists. If, for example, it was decided that the aim of
*ederation was to produce squality of standards of scrvices and of the

~ burden of taxstion, auch » procedure would imply handing over to the
Federsl Government power to collect all taxes and also the power to

administer the function of providing the necessary services. Earlier
in this essayz the provision of scrvices has been derfined to inclade
all fields in which governments incur expenditure. Thus the handing
over of these powers to the Federsl Sovernment would imply the compl-
ete surrender of independence on the part of State Uovernments.

, In support of the contention that the Federal Uovernment
should attempt to bring about equality in spicified fields by assuming
control of administration in those fields is the sometimes stated
priﬁciple of public finance that those pecple who are responsible for
thc spending of public money should also be responsible for the
raising of the necessary revenue, GSuch a contention can not logically
be applied in a Federation. Carried to its ultimate conclusion, it
would imply the continuous perfect distributien of functions and
finances betwsen the “ederal and State Covernments. <ihere could bs nc
payments from one to the other and the snomolous position would arise

where, by accident or aesigﬁ, one authority had more than sufficient
revenue for its requirements and the other had less than sufficient.
Qigid adherenece to this tenst would mean that unlese this perfect
co~ordinatiocn betwech funstions and financiel resources of the
various governments wes msintained, the governments of some States
would experience easy financial positions while the others would be
continually dbelow standard, It 18 apparent therefore, that this
cannot be fcllowed with any rigidity in s Federation. %hile it is
undoubtedly desirable that revenue raising and spending should be
controlled by one authorigy, this is not practicsble in a Federation.

o~

A further aspect wiich should be taken intc consideration
in deciding whether or not it is practicable for the functions to be
carried out by the Btate Governments while at the same time receiving
financial assisiance where necessary from the Federal Government, is
that while it is possible to chtain equality in certain fields by this
method, it does not assume thet there must be equality between regions

7 gee,pagc 57 sbovs
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within a State, #hile this is undoubtedly desirsble as a long-ters

policy, it is not raesscnseble to expect that it can be achieved over a
short period dy transfers of powers of administration to the Federal

Government. It would seem to be prefersble for these functions to be
carried out by the State Covernments. Those authorities will be in

close touch will lccal thought and feeling, and more readily able to

assess relative needs as betwee:. regions within the community. -

| If the Federal Government were to assums responsibility
for t:e provision of, say, heslth and eduicaiion services on the
understending that the sorvices would he given without differentiation

betweesn members of the Federation, it would be incunbent upon it to
provide the same standards of s.rvices in all districta of the States
of the Federation. Such s policy would be difficult for a single
central government to amdminister and & cer'sin amount of devolation
would be necessary. -In a Federation, however, the machinary exists
for effective administration of such acrvices by State Governments,
‘This would be wasted if control of the funetions wers handed to the
Pederal tovernment,

Hlowever, while arguments cah be developed for and against
the'deairdbilaty of the unitary or federal fo m of government, in the
present instence it i{s not strictly relevant. The question is merely
to determine the best way to obtain financiel St&biltty in a
Federation. It is not concerned with whether rederation 1a more
desirable than the unitary form of government,

This diseulsion of the efficacy of the whole gystem of
grants from one authority to another in a Federation has becn a slight
digression from the main topie of the principles upon which grants are
"paid. Nevertheless it is not entirely irrelevant in that the question
will always srise as to whether there is some alternative method of
solving the major financial problem in a Federation. hile this mey
be 20, 80 long as the financial problem does exist, it is proper to
put forward a financisl solution while recognising that other
solutions of a non~fiscal nature may also exist.

The principle of payment according to finsncial needs
can this dDe uscd as 2 means of correcting differences in standards
which existed between the States befors they federated. The primciple
of paymnent as compensation for financiasl lose is a meana'or‘maintainkm

the financlal organisation and relationships which exlsted bdbefore
Federation as {ar as possible. It'ic proposed to exemine the relative
merits of each in order to determine which of the slternatives is the
more appropriate for the type of Federation which wes established in
Australias, ' ' -
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- CHAPTER &

M_RITS CF ALTERNATIVE PRINCISLESD

' The two mmjor slternative principles which ma¥ be sdopted
as a basis for the disbursement of the surplus revenue of the Federal
Government have now been propounded. Briefly, it wac found that the
‘main possible alternatives were the principles of payment as compoh-
sation for financiel loss incurred by « State as the result of
anﬁering the Federation, snd payment according to relative financial
necds, It remaine now to determine which of the alternutives if ad-
opted, would give the more beneficial results. To somc'extant, such
a determination involves velue Jjudgments, but unfortunately the
nature of the problem is such that this is unavoidable. tHowever, it
is anticipated that the conclusions reached with regard to each will
be sufficiently distinct to make the chioce relatively simple.

‘he background against which the merits of the
alternative principlecs will be examined will be the possibility of
attainmsnt of the several financial objectives of government oute
lined 1n'¢hapter 2.1 iIn that Chapter 1t was éuggeated that the
main odJectives of financial policy of governments are to redistribute
incomes towards greater equality, to encourage develépaent and to
maintain full employment. It was further shown that in a Federation,
either the Pederal Government or the State Yovernments alone could not
- effectively pursue such cb jectives, Some cooperation is needed
betweon LHtates., This coopsration can be achieved through the system
of grants made by the :'edersl to the State Yovernments, The tust of
the sdequacy or otherwise of & principle for deteraining the amount
of these grants will therefore be whether or not it permits the
adtainment of the objectives, ' ‘

¥when several communities join together to form a

Federation, it is more than probable that economic conditions will be
different in each. There is & multitude of factors which will have
given rise to this situation. Such things as accidents of history,
geographical location and nesrness to established trade charnele, sige,

goological formation, pclicies of past governm ents, richness or
’ poverty of natural resources, capital development, and many other
factors will have influenced the determinstion of existing relation-
ships., It f llowe that it is egqually probable that the financial
positions of the States will bde different, If a comaunity is richly
endowed with natural resources such a5 minerals, forests, capacity to
develop cheap power and so on, it is probable that the comaunity 1is
highly developed. Private capital will be encouraged to move to the
centres of greatest potential productivity, and opportunity will exist

1. See sbove p. 19,
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for the national income of the people to increase as industrial
development takes place, '

‘ The iovernment of such a commurity will be in a fortunat
position., 7The fact thet average incomes are relatively high will mes
that the obligation to provide community services and amenities willl
relatively small, = The basic function of government, the organisatia

of defence, police and judicial services will be proportionate to the
size of the population, but services for which the demand varies with
the levels of incomes, such as medical services, free education,
library services, etc. will be comparatively low. On the other hand,
the taxadble capacity of the people resident in the community will de
high. The industrial prosperity of the country presupposes considerdi
overseas trade. If a proteciive tariff has been adopted, the revenus
of the government from customs dutltes will de high. Similarly, since
incomes are high, a fairly low rate of taxation should yield

" sufficient revenue to provide the necessary services, |

- Furthermors, since the sbundence of natural resources
make for profitable investmert, 1t ia possible that capitnl investment
wil? be undertaken meinly by private enterprise and therefore the
public debt of the community may not be very great. This meansz that
the burden of dedbt charges on the finances of the government will nog
be very great. | |

It is possible, then that at one en! of the scale of the
group of communities which propose to combine in Federation is this
type of community which has 3 government with relatively few
commitments and high potential sou ces of revenue. At the other end
of the scale is the commnhity which ia nét well endowed with rich
natural resources, and those which are available are not potentislly
proritabie. In a1l probability, the population of such a community
‘will be mainly engeged in rurasl activity, and any major developmental
work which has takén place has heen dy public investment., The average
level of incomes will not be high, and therefore the need for services
‘financed by the State will be relatively great and at the same time,
~ the taxable capacity of the people will be low., Overseas trade will m
corréspondingly small and income from customs duties will alsc be low.

_ The government of such a communify will not be in an
enviadble position, It will he forced to impose high rates of taxation
in order to receive sufficient revenue to provide even the dare
" minimum of services to meet the necds of the community. Its public
debt may be high, but this depends on whaether in the past governments
have been suffiefently couragecus to incur the annual burden of debt
charges in view of the low taxable capmcity and other needs of the
community. Undouhtedly &8 2 long-term plan, such a procedure would
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be commendable, but politicslly 1t may have been difficait for s
government to fncue dedt deliberately in the knowledge that othsr
services would have to be curtsiled until such time as the bencfiglsl
results of the 1nvestmsnt'becamn apparent, '

+he two cases which have been considered have been the
two extreme possidbilities, In actual practice it would probably be

found that the communitiss eniering the proposed Federation will all
be somewhere betwcen the two extremes. Nevertheless it would be safe
to assume that conditions in each community wkll ba different, It
would be expected that the scverity of taxstion, the standards of
services supplied, the degrse of development of primary and secondary
industry and the ratio between public and private capital development
in all cemmunities will be different, To & large extent, some of
these are complementary. For oxample, equal standards of services may
have been achieved by disparate severities of taxation, Conversely,
equal standards of taxation could be achieved by adopting difrerent
standards of scrvices,

To sum up, it may be s2id that before Federation,
dirterences in natural conditions betnaan Gtates will have resulted in
differences in the average incomes of the residents of the several
States. ifferences in average levels of incomes will have made 1t
aifficult for the’governmentl of the Utates to pursue =a pqlicy design-
ed to mgximise welfare and which will give the same average level of
welfare in each State. The scope for the effective pursuit of a
policy designed to maximise welfare differed batween States.

In an esrlier Chéptcr? it was shown that where inequal-
itien of income exist in & commmity, the welfa e of the community as
& whole will de increased if the degree of inequality is reduced.
Similarly, if there dre inegqualities in the average level of incomes
‘between States in a Pederation, the welfare of the people of the
Federation as a whole will be increased if the degree of ineguality

between States is reduced,

The establishment of = Federation with a Federal
Government to coordinate, where necessary, the activities of the
aevaral States means t..at 2 new authority is set up whise cbjective
is8, as with all governments, to maximise the welfare of the people it
renrresents, State Yovernments existed defore Federgtion and their
ob jective, both before and after the establishment of the ¥ederation,
is to maximise walfare within their State dounderies with the
resources at their disposal. A new lovernment, with Jjurisdiction
over the whole field of Federation would be superfluous if it wers
designed merely to carry out a few functions in which there should be
some coopersation between States. Such responsibility could be carried

2. Ch&pt@x’ 2, 9.20 rf.
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. out“by'q council of reprecentatives of the various ‘tate Governments
without any direct legislative power.

A Federal Government means something more than this., It
function should de to maximise the welfare of the people in the
Federation as opposed to maximisation of welfare in each State
separately, As shown in Chapter 2,3‘tms can be achieved by the
adloption of sappropriate financiel policies. They are rirst, by
decreasing the degree of income 1nequality in the community, secondly
by influencing the distridbution of resources and encoursging
development in order to meximise preduction end hence incomes, and
tuirdly by ensuring that et ell times the nation enjoys a situation o
full employment. The alternati¥e principles of payment of grants to
the State Governments by the Federal Government should be examined in
the light of the ways in which their adoption would help or hinder th
Federal Government in atteining these cob jectives.

(1)

The adoption ¢f the compensation principle implies that
- in distributing its surplus revenue, the Federal Government follows a
principle aenignea to give sach utatc Government, as far as ponaible,
that portion of the surplus rovenue which waa actually collected from
~ people resident in that State. At firat aight,. the accounting
-difficulties associated with such a method are prohibitive, It may
bs possibls to determine with some degrees of accuracy, the amounts

" setually collected from ths people of each State. The extent of the
aifficudty which might arisc in this connection will be in accordance
" with the nature of the eource of revenue of the Federal Government,

: ¥here the Pederal Government has deen given =ole
retponsibil:ty for the collection of customs ﬁutiea, and customs
duties are levied only on goods imported from forelgn countries, the
dirficulty of spportioning these revenue collections between States
will arise where goods are imported into one State end the duty paid
at the port of entry and then the goods are sudbsequently distribduted
to the other States for retail sale, The difficulty is increased
where raw materials are imported into qna'stats, there converted into
finished products, and then sold to residents of other States.

It is evident that complete accuracy in this regard could
only be obtaihed by an intricate method of registration of imports,
quantitioc'ot imported materials contained in locally manufactured
goods, distridution of sales of goods and transfers across State
borders by road, rail, sea and air of &1l goods involving an elemeunt
of roraxgn material which has beem sﬂbjcct to customs duty at the
poet of entry.

The reason why it is necessary for these details to be
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known is to permit the Federal Govcrnment to determine how much of ita
customs revenue wag actually derived from the residents of emch State,
It mey be, for exsmple, that one sesport serves the whole of the
Fedération, in which case all customs revenue coilections #ill be
shown as received from the 3tate in which the scaport is situated., If
most of the goods are subsequently traneferred toc wholessle agents in
other States for disposal, the price paid by the ultimate consumer
will include customs duty recorded to the credit of the iuporting
State. In the interests of equity, it is essential that the persons

" who :ctually pay the duty are ceedited with the paymsnta.

- Algoat preciaoly/aimilar.dirricultins will be encountersd
if the Federal Government assumes control of the imposition and
collection of excitc_duties-. If the duty is pai@ and recorded in the
State where the goods concerned were manufacturad, the eonsumption of,
and eventual payment of excise on those goods consumed in another
State will be ignored. The records of collection of duty will not
reveal the distribution of the origin of the duty. 1In this case,
however, the determination of the eorrect distridution should ncﬁ‘bn
difficult. If the rates of duty are the sems throughout the
Federation, all that must be known is the quantity of each type of
article upon which excise duty is payadble, transrérred acroda State
borders. The rest follows from simple arithmetical caleulation.

» Another important source of ravenue which could conceiv-
ably be handed to the Federal Government at the inaugurat ion of the
- Federation is the power to collect income taxsa on individuals and
compantes. Difficulties of spporticnpaent of income tax collections
between tates will arise where individuals and companies Jerive
revenue from more than one Ctate, In the case of a large industrial
concern, for example, which has branches throughout the Federation, a
tax ob income, or prorits in this case, could be impomed by the
Federal Government on the total profits of the concern, If, however,
it is necessary for the total tax payable to be divided according to
the amounts paysble arising from the ectivitiee of the concern in
~ each State of the Federation, then 2z great deal more information will
be reguired by the tax collecting authority, and a great deal more
clerical and administrative work will be invélved,

Similarly, if the incomes of individuals are taxed by the
Federsl Government. whers incomes are earned in more than ohe State
additional information will be required to permit the Federal
Government to correctly determine the origin or?inaividual ineomes.
If this information is not availsble, it must be sssumed that all
iucomes of individusls are earnad in the State of residence. ¥hile
1t‘nay'be expected that the error which is likely to arise from
making this assumption will be reduced by compensating e rois in the
case of each State, there must be some error, however small,
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The determination of the smount of revenue collected according to
source would be simpler in the case of other types of texstion. For
example, the distribution of collections of Land Tax, Sales or Purcham
Tax and Entertainments or Amusement tax would be atraightrorward.
Almott invarisbly ths collectiona would be made in the State in which
the person paying the tax resided. There weuld poseibly be some
interstate ownership pf land, but it should not be very diificult to
apportion revonue. from theee sources corrsctly. Duty on Gifts and
- Death Luties might similariy prosent some difficulties, dbut again, it
should not be impossible for these to be overcome. - These, however,
are comparatively minor sources of revenus. The more important source
~ of taxation revenue are Income Teaxation and Customs and Excise Duties
} and a8 oxplainnd above, they would be difficult to apportion accuratedy

, ?he allooatien of rnvenue derived from services aupplied
by the Federal Government must also be considered. The most important
services from the revenue visewpoint, and the ones most likely to dhe
taken over by the newly formed Faderasl Governmsnt ere post and
telegraph services and transport acrvices by rosd, rail, sca and aire
In the first case no serious difficulty should be encountered in
deteraining how much of the total revenue received in the Fedofation-
from the proéiaipn of serviwss wes derived from the residents of each
State. Post and tclegrsph. services are usually received and paid for
in one pléce.- Where the serviee extends beyond the boundaries of one
~ State, such as in the case of carriage by mail, thére is ususlly a
-compensating wovement in the ppposite dirsction, Thie is also true,
"0 a lesser extent, in the case of transport services. Yhere goods
are shipped from ons place to &nother, it 1s usual for the shipper to
pay the freight in the first place and recover the transport costs dy
charging correspondingly higher prices tc the consignee. Ultimately
the cost of the transport id paid dDy the consumer, Unlees there 1is
a correspoudence bqtleén the imports into and exports from any
particulsyr State of the “ederation, the collections in transport
charges by the Fedcral Government or its agency will be shown to be
greater per head in the areas which import least. In fact the g reat-
est cost per head will be in the Itats which imports most, but the
cost will be borne in portion of the prices psid for the gcods import-
ed. This Tactor must also be taken into consideration when asnessing
the relative amounts paid hy the menbers of esch Utate for services
supplied when those services are supplied. by the Federal Government.

"It can readily be_appreciatéd that there will be a seriow
difriculty gncountered in ascertaining how much of the revenus of the
 Pedersl Go#érnment was contributed by menbers of the several Gtates
of the Federation. Probsbly even greater difficulty will de

L.It may be that the provision of these services is undertaken by
- private snterprise. If so, the problea lill not ariae.
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aﬁcountsred in determining the portion of total Federsl lovernment
expenditure ingurred oo behalf of each Ctate. Excepting gnecific
granig to State Govcrnments, alnozt everey item of expenditure will

need to be scrutinised carefully and if possible, properly apportianed.
In many cases this will be practically impossidle,

In the cese of expenditure on defence, which may under

rtain circumstances represgent & substantial portion of total expen-
diture, there cen de no completely satisfactory basis of distribution
batwaen States, The fact that certain items of expenditurec are in-
" curred in & specific State of the Fgderation dous not necessarily mean
that such expenditure is made on behzlf of thet arees alone. It may
be in the interests of the Federation as a whole that defcnco expen-
‘diture be concentrated in certain strategic areas. If thosc aereas
chanee to be in one or a few of the territories of the “tatcs, 1t is
not ressonable that the expenditure be regarded as helng incurred on
behalf of those States alone, All members of the Federation should
be regarded as having contributed to the total cost. <lerefore, some
means must be devised to apportion the cost between the Ftates which
comprise the Federation. This will necessarily be en arbitrery
- device. It may be decided that relotivs population sizes should de
the basis, but this suffers from the drcwback that defence requirement
zay bear only remote reletion to the popﬁiéticu. Thgtever method is
' chosen, there will inevitebly be some deficiencies,

 bnother type of expenditure which will be difficult to
apportion between States will be the annual commi tments for interest
and einking fund charges incurred by the rederal Government. These
. commitments will arise from the expenditure made from loan funds on
capitasl goods and construction worke from which the mecbers of the
Pederation will benefit. The correct spportionment of subssquent loan
charges will entail the recording of all canital expenditure. and
amortisation according to Gtates the members of which benefitted from
the expenditure, This will not rlwnys be ea:y to calculate, but such
expendigure should be subject to reasonebly accurate distridution,
Most items of expenditure will permit simple apportionment. Others,
but probably few, will call for an arbitrsry decision,

These two examples illustrate the difficulties which
will be encountsred by the Federal Government should it reguire to
distribute the total expenditure on central government activities
between the States., It can readily dbe appreciated that if sven a
reasonably accurate assessment is to be made, & eonsiderable amount
of work will be involved. This, in itself, will cause grester
expenditure by the Federal Government,

. In meny cases, in order to arrive at a reasonable
approximation to a cpvrecb distridbution between States of expenditure
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wmade on their behalf, and revenue received by the Faderal Government,
some arbitrsry basis will have to be adopted. Under ordinary
circumstances, it will probably be found that the only ssti-factory
basis will be a per capita distridution. “hile in ocme ceses this
may be sufficicntly sceurate in others it may be completely
inadequate, It could never be used, for example, as a means for
distributing revenue received from ithe impozition of customs and excis
duties and from income taxation. It iz apparent that in these cases
a more exact method is required, Oenerally it can be assumed that a
considerable amount 3f time and money will be expended in the process
of reaching the desired degree of sccuracy. It‘may, however, be
possible to reduce the work involved by use of accepted statistical
techniques. - | | |

- Undoubtedly it will be possible to arrive at some
reasonsble figure showing the revenus and expenditure of the Federal
Governnent according to the State of origin or destination. Under
the essumpiion msde previously - that the ravenue of the Fcderal
Government will exceed 1its expenditure - the net result will be &
surplue divided according to the State of origin., Under the principle
of payment as compensation for financial loss incurred by the several
States, these are the amounts to dDe oaid by the Federal Government to
the recpective State Covernments,

_ The effect of the adoption of this principle of
determining the amounts to de paid to the State “overnments from the
surplus revenue of the Fedsrel Government can now de considered. The
very method of determining the size of the grant in each case ensures
that the State will receive the net amount of the contribution of 1ts
meabers to the surplus revenue of the Federel) Uovernment, Under this
prineiple, no sttempt is made to use the surplus revenue as a means of
redis ributing the total finencial resources of the vederation., &ach
State will receive the amount its residsnts contributed in varicus
ways to the revenue of the Federal Uovernment less a proportion of
the cost of %t:e Federal Jovernment. .

It can he mafely asmumed that all States will be of
different economic ztrengtb? and as = result, some actual inequity
might be caused by the methods used in the adoption of this principle
of distribution. ¥hen the Statss form themselves into a Foederation
they surrende certain functicnal powers to the ncwly formed Federal
Governmant: Henceforward thaey will have no authority as to the
amount of revenue income which will dbe expended in thece fields, and
yet they will de required, by the mnature of the distribution of the
financial powers of the Federation betwcen the “ederal and Ctate
(Jovernments to contribute to the financial support of the sxercising

5. See pp. 63-64,
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of those powers to the extent that the Federal Cevernment_considerc
neccssary. Thu case of the handing over of the defenc: povers of

the “ederation affords an excellent example of the mgnner in which
this can operate.s'AThe came effect might de felt in sny Cield which
passes to the control of the Federal Government. The ficope of active
ity covered by any of the transferred functions might be interpretsd
quite differently by the aathority now resnonsidble for its '
administration. They mpry he interpreted in a wider sense and this
could conceivadbly result in greatsr overall expenditure than defore
Pedersntion, On the othcr hand, the toking over of & function

- formerly administered by seversl authorities by & single adminiatrat-
ive agent chould result in some reduction of total expenditure.
Neverthelcuss, 1f total expenditure does increase, the mecmbers of the
several States will be receiving some sorvice shich wos previously
provided by their owm Ctate Yovernments. But us a result of
Federztiocn, thore mey be changeld emphasis on the relative importsnoe
of the different types of scrvices supplied,

In sddition, there »il) be some exnenditure incurred by
the Federal Government which was not necessary before Federation,
The establishment of a neﬁ'legislature and associated administrstive
machinery implies expsnditure not previously necussary. If this type
of ccat of gorvernment is distriduted betwesen the States on a
population basis, it is possible that the extra burden, although
negligible in the case of the more prosperous States, would be of
considerable signiricanée in the casss of the poorer coumunities.

The first of the objectives of governmental financial
poliey is the redistributive objective, Arn explained earlierz the
purpose of this objective is to reducs inequalities of incomes in the
community. From the point of view of the Federal vaernmunt, the _
comiunity 1t represonts ia the Federation as a whole, and therefore it
should aim at achieving this objective throughout the Federation.
Howaever, it can be shown that if the surplus revenue of the <ederal
Covernment is substantial and the principle of redistribution of this
surplus revenuc is to be the compensetion principle, 1t will be
imposeible for the Federal Goverrment to achieve this objective.

Under the compensation p:inciple, the people of a
particular :tate cennot receive groportisﬁatsly more of the surplus
revenue distridbution than thelir centribution to the revenue of the
Yederal CGovernment., If sverage incomes are relatively low in one’
Ctate, the total welfare of the Federstion will be increasod if this
inequality betweon "tates £s5 reduced dy giving to that State a
relatively grester portion of the surplus revenue of the Federal
Government than the contribution to revenue., Under the compensation
principle this cannot dbe dons,

- 6. See sbove p. 52
Te Ch&pter 2 n.20 £f,
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Generully it mey be said that the adoption of the
compensation prineiple will maintain, within certein limits, the
situation which existed tefore the inaugurafion of the ¥oderation,
The politicel cituatier will have changed considersBy, but from the
point of view of tie material ﬁnsitipn of’the members of the several
Ttates of the Federation, their relative positions would remain
virtually unchtsnged. There will probsbly be soms change in the
gtructure #f the serviees rcceived, but overall the relative positions
should remain unaltered. If taxstion was relatively high in one
Strte hefore Federation, i1t will probsdly remein sc after Federation,
If standards of services received were balow average, they will still

. we at the ~ame relative level after Federation. There may be some

8light reduction in stsndards of services, or increases in taxation
as a result of the additional cost of the new government, and this
will be felt most in the “tates whers taxaiion was alrcady high or
where standards of scrvices were low,

Since the rela‘ive position of the States remain the same
after Federaticn, 1t follows that differences in welfare levels bet-
ween the States will rensin unaltered. The adoption of the
co.apen: ation princiﬁlo'nakes it practicelly impossible for the
redepral Guvernment to undertake effectively a policy designed to

reduce 1neqnalit1qs of incomes in the Federation as a whole. If it
has power to impose taxes on incomes and there are inequalities of
income between people in the Federation, it may impose progressive
rates of taxation for the purpoae of bringiﬁg sbout greater eguality.
However, since it 18 dound to return revenue according to the State
of origin, there can bde no redistribution of incomes between States,

. ‘The sc¢cond objective is that of meximising production
through redisiributiing resources snd influencinug progress and capital
developuiknt. lere, the Fedcral Government will sinilarly be limited
in its mscops. It has been'auggestqas that a government can use
direct and indirect rieens to achieve tnese objectives. lic direct
means include discriminatory texation, the peyment of bounties and
subsidies, and manipulstion of 1ite own exponditure policies.

In & Yederetion, if the Federal Covernrient mus:: adopt
the principle of psyment for coupensation as the bamis for grants-in-
aid, it will not be able to use these direct means of reallocating

rescurces and influencing dcwelopment. If, for exsmple, the Federal

Covernment proyoses encouraging the development of a particular
irdustry in er undeveloped State by paymeng of bounties and subsidies,
such paymente would de claseified &s peyments for thet State, The
grant to the Ttate Government would be reduced aceordingly.

-~ oy

8. See adove, pp. 33-33.
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€imilarly, if it wisghed to encourage a}State,Gpvernmsnt to erbark on
new capital works, it could make available the necessary finpance bi,
for example, central bank credit. However, the State Government
would@ be requirsed to meat debt charges as they would be regarded as
payments for the {tate and accordingly charged ageinst the State. In
_these circumstances, it 1s doubtful if the State Government concerned
would respond to the encouragement of the Federal Uovernment.

So far as indirect methods are concerned, the obstacles
imposed by the adoption of the compensation principle will not be so
great, Such approaches as the diseriminatory use of central bank
credit and direct controls will not be affected by the prineiple
adopted to detcrnina grants-in-aid, ‘

The third major financial dbjectiva of government policy
is the attainment and maintensnce of full employment. As in the
previous case, the successful application of this policy involves
discriminatory taxation, encouragemsnt of private and public capital
investment in cortain sectiors of the Federaticn, and manipulation of
Pederal Govarnﬁsnt direct‘expcnditura to produce the dbest results,
Again, the eoﬁpleto application of the policy will be prevented if
the Federal Government is restricted to the use of thy¢ compensation
prineciple in datermining the pa;mnnt of grants to the Ctate
Governments.,

This ie perticularly so to the extent that it may prevent
rapid expansion and contraction of public investment programmes. In
the Australian ¥edesration, the State Uovernments are mainly reuponaiﬂl
for such expenditure. Consequently, if this is to expand, it is the
State Governments which must accept the responsibility. The FPederal
Government can encourage expansion in & Particular State dy
contributing from its revenue to the resultant annual dedbt charges.
If the compensstion principle is to de used, the Federal Government
18 preventsd from giving this type of assistance.

It may be said, therefore, that the use of the compen-
sation principle will prevent a Federal Uovernment from effectively
attaining all thres cbjectives of governmental fimancial policy if the
field of its operation is regarded as the Federation as a whole and
not the several States individually., When this principle of determ-
ining grants is sdopted, the Federal Government will de forced to
treat each State as a separate unit and reduce ineguality, maximise
production, and maintain full employmsnt within the limits set dy
the nsatural rescurces and sconomic development of each separate State,
Xach objective could be more adequately pursued if the Federal
" Government were permitted to ignore State boundaries and influence
the transfer of resources, physical snd finsncial, to those parts of
the Pederation where they will profuce the most beneficial renults
for the Federaticn as a whole.
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(11) Effect of Adoption of Pripeiple of Financisl Needs,

The principle of disbursement of the surplus revenue of
the Federal Government to the Jtate Governments of the Federation
‘ aceordiag to the relative financial needs of each has bean stated as
& principle aimed at producing equality between States in certsin
fields of economic aetivity.g ‘The implicaticns of the adoption of
this principle are that before Federation thers was & fairly wide
range of differences in the economic conditicns which existed in the
several States., In particular, rates of taxation, standards of servi
-e8 and levelas of public endebtedness would be different, The
possibility of implementing the principle arises when the Pederal
 Government receivoa subskantially more revenuse than it requires to
finance its own operations. “he annual surplus would then be divide
ed between the Ctates with the object of egualising conditions, and 1
particular the three aspects of governmental activity mentioned.

In essence, the process of equalisation in those fields
on a Federal basis is similar to the process which would be adoptsd
if a government were attempting to egualise the incomes of its
individual members. In that case, the authority concerned would levy
taxes on a progressive scale, thna»drasing the major portion of its
revenue from the wealthier of its community, and with the proceeds
provide services, pensions, etc. to people in the lower income groups.

Winen it is thoug'.t desirable to produce equality in
certain spheres of econoiiic activity in States, the Federal Governmen:
- will impose rates of taxation which will be progressive as far as
possible., An income tax will almost invarisbly De of a progreasive
nature, but & customs duty will usually dbe regressive. Nevertheless,
the rates of duty or taxation imposed will probadbly de progressive
throughout the Federation. Under certein circumstances it would
frendor»tho process of bringing about equalisation impozaidle if this
ware not so. ir, for exampie,‘hotn the Federal and State Governments
were permitted to levy income tax concurrently, and the revenue
derived from income tax formed & reascnebly high porticn of the total
revenue of the several authorities, it would de possidble for the
Federal Government to levy differential rates of taxation between
 States snd so cbviate the necessity to make payments to the States.
That is, the Federal Uovernment could dispense with a revenue surplus
and hence disponse with the necessity to make a diastribution., If the
ravenue of the Federal Yovernment from other scurces was still
sufficiently great to produce a surplus, thus retaining the necessity
to make & distribution, the rates of certain types of taxation could
bo 80 ad justed between States to permit the distridbution of the
surplus by the simplest possidie method, For example, it may de

9{ See pp. 54 rf.
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possfble; by manipulation of éertain rates of taxee between Statcs,
to permit the disbursement of the surplus revenus on a per capltia
basis and 8till achieve the desired purpose..

- Despite the attractiyencsn ‘of such a schieme, wain
consideration must be given.td the case where it is incumbent upon
the Federal Uovernment to impose uniform rates of taxation and dutie
_4n each State of the Federation. This is the situation which exists
in Australia. In effect, undsr such 8 system.of payrents to the
wenber States as here envisaged, this uniformity of taxation rates
~ will be technically invalidated, For while ratss of taxation will
be uniform, payaents to the seversl States will bear no relationship
to the amounts contriduted by each and hence the ultimate effect wil
be that the net burden on the taxyayer of some States will de less
than the burden on taxpayers in other States. Nevertheless, super-
ficial uniformity will exist and presumebly all that is required is
that rates of taxation alone shall be uniform throughout the Pederat!

Since the gensral level of prosperity will be higher in
some States than in others, it can be assumed that the average level
of incomes will be correspondingly greater, 1t follows that Federa
Government colleetions of income tax per head will also be greater.
Progreasive income tax rates will ens.re that residenta of the more
prosperous States will contribute relatively more than the average t
Federal revenue. Iven in the cese of customs duties collections, th
same effect will b,éainad, although by a different process. It can
‘be safely assumed that in a Federation, the more prosperous a
community, the grsater the volume of imports per head from outside ti
Federation. At first sight this may appear to be a contradicsionm.
It would appear that a prosperous community would de producing
ralatiiqu'nore than its poorer neighbours, but generally this
prosperity will be in a few fields of production. Few cowunities
are capsble of producing all their requirements in both primary and
secondary industrisl fields, snd most find it economically advant-
sgeous to specialise in producing commodities for which cost
eonditions are most fgvoursble, In such cases, the more of the
comnoditien in which they specialise are produeca, the greater their
.capacity to ezchangcAthc surplus over current requirements with
ccuntries which have specialised in the production of other types of
" goods, Hence, as prosperity grows, so will exports and imports
and thus the revenue from import duties, '

Thus, if the rates of Federal Oovernment taxation are
uniform between the States of the Federation, and rates of some types
of taxation are progressive, collections per head will de relatively
higher in the more prospsrous States. Expenditurs from the revenue
of the Federal Government thue derived will de first upon the proper
performance of its allotted funetions. The type of expenditure which
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it will be necessary to incur will be determined by the provisions of
the Constitution of the Federation which distribute functional powers
between the Federal and State Governments., JIhe expenditure will be
 in the interests of all members of the Federation dut it 1s inevitable
that there will be some differencss in the relative amounts spent for
or on behelf of each State, To take a simple case which could
conceivably arise, if the Federal Government is given power to pay
pensions to aged persons in the Federation, and one State has &
disproportionately high percentage of its population in the higher
age-groups, then the people in that State collectively will receive

relatively more in pension payments then the other States, Such

differences w:.ll operate throughout all fields of expenditure in which
the Federal Government operates,

Ceonseguently there will be many factors which contridute
to the determination of the relative distridution between Ctates of
the expenditure of the Federal Government. In all probability there
‘will de some cancellation of positive and negative differences, and
the final balance in . favour of or against each State may be only
small. There will be no force operating to ensure that this
distridution will be in favour of the States in which the financiel
need is relatively greateat. In the cass quoted sbove ss a simple
exsmple, the State with loweat taxation rates and highest average
incomes might also have the highest percentage of older people in
its population. As & result of a demographic accident, this Utate
will receive more per head ohutnis account than any'other State,

The balance of revenue remaining to the Federal Covern-
ment after making the necesasay paywents, is the amount available for
distribution to the member States., Under the principle that these
payments should be made according tc the relative financial needs of
each, the amount will de distributed in such a way as to ensure that
the sconomic conditions in the various States are equalised in certain
fields. The manner in which the amounts can be determined will be
-considered in the next Chapter. For the present it will be assumed
that the distridution has been madc succeantnlly.

¥hen this prineiple is adopted, the poorer States will be
realsed to somewhere nearer the lsvel of the more prosperous States.
Rates of taxation should de reduced, standerds of services raieed and
s tandards of development brought more into line with development in.
other States. In'the more pwoqﬁaroua States where standards are
generally relatively high, standards of services should de lowered
and rates of taxation increased slightly.

It may De assumed for the moment that the principle of
payment according to financial needa has becqhdoptcd in & newly-formed
‘rodcration, and 4t has been decided that the principle will be put

into operation by endcavouring to equalise the standards of aervicen
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supplied and the level of taxation in the fields remaining to the
State Governments, This presupposes inequality defore Federation
dbut, as pointed out above, this is a reasonable supposition, The
State Governments will be required to surrender certain texation
rights and certein functions which forme:ly entailed some expenditure
However, it may be assumed that the revénus foregone will, in all
cases, sxceed the expenditure taken over by the Federal Government.
If no recompense is forthooming in the form of a grant from the
Federal Government, each Tiate Government will de faced with three
alternatives in the determination of future policy. It may reduce
113 expenditure on its allotted functions to the extent of the net
reduction in 1ts revenue; it may increase rates of taxation in the
fields remaining to it in order to offset the loss of revenue as a
rasult of Federation; or it mey combine both, reducing sexpenditure

and 1ncreasing'rates of taxation but in both cases by less than if
the operation were made through only one avanue,

It the Federal Goverument makes a grant to a State
Government, and the amount of the grant is less than the amount of
revenue foregone as 8 result of Fedsration, then that Gtate will still
be required to reduce its expenditure below the former level, increas
rates of taxation to maintain expenditure, or combine both to a mod-
ifled degree. 1f the grant to the State Government is greater than
the net amount foregone, that State will be in a position to incrense
expenditure on the provision of services, redpce taxation in the
fields remasning to 1t, or combine both spproaches.

It 48 apparent, therefore, that by menipulation of the
amount which the Federal Covéernment paye to each State from its
surplus revenus, it is possible tec bring about equalisation in thaese
fislds. This does not mean to imply that conditions will then be
identical between States. ‘‘he Government of each State will retain
independence in the expenditurs of sll money received, and it will
entsil a policy decision on the part of each Government es to the
field in which the adjustment is to de made. The rederal Government
should only be concerned with the net burden on the imdividual within
the Fedesration. The way in which the durden is distridbuted must
“remain & function of the 3tate Governments.

The way in which squalisation can be brought about in
these two fields, which can in fact bes regarded as complementary, can
also be extended to operats in othir fields, In the field of
dsvelopment generally, the process will be 2 little more compliecated,
It this case, decisions are reqguired with regard to expenditure from
loan funde as well as from general revenue. EHEconomic development
of a commmity will be by a combination of public and private
investmsnt, AMenipulation of investment programmes must be through
public investment. It may be clearly stated at the outset of
Federation, and even incorporated in the Constitution in order that
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the State Governments may be fully aware of if, that & poliey is to
be followed to permit relatively under-developed States to borrow
greator than proportional smounts for pudblic investment, The States
concerned would then realise that they may increase their public dedt
and the amcunt of the grant by the Federsl Governmpnt will be
correspondingly greater to offset the higher intercst and sinking rund

| mmcnta vhieh it will be required to make,

It is not mggestod that grents should be made from tm
surplus revenue of the Federal Government for the purpose of
subsidising capital investmant in the weaker States. All developmente-
al programmes should be financed from loan raiiinga,’oand 1T necessary

the nigher debt charges of the weasker States met from surplus revenue
Again, 1t could de guggestsd that the Pederal Government might assume
respomsibility for the public debt imcurred before Federation by each
Stete and be responsible for ell futurs borrowing programmes and the
annual charges payabli. Such a schems would be feasidble only if it
~ could be ensured that the income of the Pedersl Government would
alwaye be sufficient to meet the conbined annual charges on the
pudiic debt of all States,

| This may be pocsible if the distridution of the taxation
fields between the Federal and State Goernments is aufficiently
flexible to permit s reduction in taxation rates Dy the Gtate
Governments and a corresponding increase in rates by the Federal
Government if the possibility arises zhere the funds avalilable to the
Federal Government appear to he insufficient for the purposs., If this
me thof of applying the principie of relative finencial needs is ~
adopted, there will be implied a complete losr of independsncs on the
_part of State Goverhments in determining the extent of public
investmont which will take place, Since there is a close relationship
between oexpenditure from loans and from revenue, it is desiradle that
State Covernments retain sontrol of the direction at least, of
expenditure from loan funds. Furthermore, the adoption of this methed
could lead to complications if there was a cliange in the relativs
status of the several States. ‘ :

At the State developed, it might become less independent
on financial assistance from the Federal Government, If the Federal
Goverament were committed to maet all debt charges of that State, the
position might arise where the needs of the ltate were less than the
committments on its dehalf By the Federal Covernment. Howsver, apart
from this consideration, 1t is thought that the possibility can de
rejected solely on the ground of the loss of indepsndence by the
State Governments.

It can now be sesn that if the principlc of payment

10. This con@ition relates to Austiralisn circumstances. 3ee p.39
above and neote 20 on thaet page.
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sccording to relative financial needs is adopted, the Federal
Government will be in @ position where it can effectively adopt a
policy designed to maximise the welfars of the people of the Federatinr
as a whole. It has been stateé tha the principle of payment
according to relative finenclal neads is & principle of egualisation.
1f correotly epplied, it tends to equalise the burden of taxation
throughout the Federation and at the seme time equalise the standards

of services supplied in each‘Statc. In effect it takee revenue from
the relatively wealthy States and gives to the relatively poorer. In
other worde it tends to egualia. thelevels of resl income betwaon
States,

At the same time, the Tedoral tovernment can use its
pdwer to difforentiatc between Ctetes in distridbuting surplus revenus
 4in order to influence the sllocation of resources. In this fenpect,
an inerease in the gragts 2o u State will increese the relative |
purchusiﬁg.pover of that Ctute comparsd with the other Ctates, With
the increased revenue, factors of production formerly held in other
Btatcs may be transtcrrod to the Stats recaiving the additionel grant.

So far as the 1np1ementatiou.or a rull omployment policy
is concerned, the influunce which the Federal Government can exert on
a State Yovernmment to incresse expenditurs when unemployment
threatens, and reduce expcnditure when inflation threatens, cen de
brought to bear through grants deaigned to mect sei=iive Tinenciel
neeads, So far as publie investment programmes are concerned, the
Federal Government can again influence the level of spending by the
State Governments through finencial sid to assist the States in
mesting the necessary debt menagement charges,

o On the other hand, the adoption of the principle of
payment as compensation for Tinancial loss would prevent the Federal
Government from pursuing any af these policies. It would ensure that
the position which existed before Fedaration would de maintained as
far as possible., Inegueslities betwasn 3tates would de parpetuated and
therefore the I'ederal vovernment would be barred from pursuing a pol-~
iecy dcsxgnca to maximise the welfare of the people within the
- Fedearationm,

There can be little doudbt that if the Federsation is to
‘be an effective union, the Federsl Government should adopt the
principle of relative €inancial needs as the only dasis Tor distribe
ating its surplus revenue between the State Governments, By using
this primeiple it is in & position to adopt the only policy which 1:
scceptable for Goveroments in modern commnities - that is,
maximisation of ualtarcAand with £t the ﬂnintenancc ef full emplo,unt

The formel sdoption eof the princi;le of paymeunt
" according to relative financisl needs will place the Federal
Goverament in & position where, other conditions deing favouradle, 1t
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may effectively adopt a policy designed to maximise welfare, For thii
to exiast, it will be necessary for several other conditionz to be
satisfied. For example, the surplus revenue of the Federal Governmen'
will need to be large enough to permit it to make substantial grants
to the Ctates, These grants will have to represent a large proportiol
of the total revenue of the States. Precisely how large this
proportion should be will depend on the degree of ineguality between

the Btates and the state of business activity at the particuler time.

Furthermore, the correct application of the policy will
depend on the ability of the Federsl Government or ite agents to
interpret the relative financial positions of the “tates. Nevertheles:
if these conditions were satisfied, and the principle of payment as
compensation for loses were adopted, the Federsl “overnment would stil.
beprevented from effecively putting its poliey intoc operation. The
adoption of the prineiple of distribution according to relative
financial needs is the major prerequisite.

Attention shovld sleo be given in peasing to the
poasibility or adequacy of the per capita basie for distridbution. At
an earlier stage 1t was mtimﬂ" that this wes merely a variation
of the prineiple of compencetion for loss, In fact it does not in-
volve any principle at all, but may be regarded ss & method which has
no logical justificstion other than simplieity. The results which
would be obtained from the adoption of this methoa would probably be
better than the results which would be cbtained if the principle of
compensation for loss were adopted., A per capita distridbution would
favour slightly those States which contributed least per head of pop=-
ulation to Federal revenue fro:. which the distribution is made, In
this respect, advantages would accrue to the weaker States at the
expense of the more prosperous Ctates, To this extent the adoption o
& per capita distridbution would have more to commend it, so far as
equalisation is concerned, than distribution as compensation for loss.

Heverthelees it has the disadvantage of bringing about
some measure of egquslisation according to no logicel principle.
Furthermore, there can be no guarantee that per capita payments will
achieve the desired result, Therefore it is considered that while
this method has some advantages over the compensation principle, it
cannot compere with the principle of payment according to finant
neede which, it is contended, ie the correct principle to edopls

The principle of payment according te fina
must be regarded as a prineciple which is aimed at alt
existing set of finenciel relations. Theprinciple of
compensation for lose on the other hend, is a
perpetuate existing relationships. There can

11. See sbove pp. 53=54.
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ob jective with the latter principle. Prom the cutset it is simed at
continuing the existing distribution of the tntal resources of the
Federation, ©Cn the other hand, it must be assumed that there is somu
ultimate objective, soms long-range purpose in the adoption of the
principle of payment according to financial needs, and eventually thaf
ob;cctive will be reached, In this case the ultimate objective is
squality of gemersl economic prosperity between States, As the States

which are relatively wesk at the ocutset become etfongar snd sppreach
‘equality with the former economically stronger States, it will de
found that the payments necesgsary to groduce equality will apprbach
more closely to some other standard, such as amounts per head of
population or amounts roughly in proportion to the amounts contribute
to the revenue of the Federal Uovernment. Xhen this stage is reached
it can be claimed that the purpouse of the adoption of the principle
of payment sccording to financial needs has been achieved. 'The lengtl
of time which will alapss befors this state of affairs comes about wil
depend partly on the way in which the principle is applied, dut
mainly on the degree of difference in economic conditions whioh exist
betwaen State at the inauguration of the Pederation. It may be that
in a reascnsbly short period of time, all but & few of the Litates will
reach eaquality in the desired fielda. At that stage, partial-
conversion to & new principlc may be desirable in the interests of
simplicity. Ievertheless, there will always be nesd for differentiat-
ion detween {tates for purposss of maximising welfsre by means other
than equalising incomes, ‘

The great danger of the adoption of thie principle bs
that.thcre is svery opportunity for it to lead toc a transfer of
functionel powers from the State to the Federal Government. The
Federal Covernment may fcel that its policy could be more effective
if its spending powers were increased at the expense of the States.
If involuntary unification is te be prevented, the individual States
should retain independence of action in ss wide a field of activity
“as possible. The sursat wey to onsure thiz is for the réspective.
fields of operation of the State and Federsl Governmeuts to be
clearly dofined in the Constitution. Then the transfer of powers can
. ouly‘be in acco:dance with the constitutional proviaions for

amendment of the Gonstitation.?z

12, In Australis, Cection 178 of the Conatitution requires
approval by both a majority of States and eleotorl for alter-
ation of the Conatitution. :
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GHAPTER 5

DETEDMINATION OF AROUNTS 0 GRANTS

It has been shown that the distribution of powers and
resources between the scveral States which comprise the Fadsration
will usually be such that & rcdistridbution of revenue between the
Pederal and State Jovernments, from the former to the latter, will de
necessary. Where this situation does ariss, a decision rust be made
a8 to the principle which should be adopted as & basis for the
- redistridution. %here any inequality of resourcea sexists between
States, it is suggested that the principle of payment sccording to
relative financial needs be adopted in order that these inequalities
should not de perpetuated and so that the “edersl Governmsnt is placed
in & position where it can effectively Smplement a policy designed to
maximiss welfare in the Federation as a wholes, In short, the Federal
Government will, in each accounting period, allot a certain amount of
its revenue to be distributed between the State Governments, For the
ressons which have besn examined previocusly, it 1s suggested that
~this distributi-n should be made according to the financial nesds of
each. ¥hen this situation arises, h problem develops &8s to the manner
in which the smount payable to each State should de determined.

7 Consideration must first be given to the body or
institution which is to accept responsibility for the determination

of the relative financial needs of each State Uovernment. There
appear to be geveral possibilities, but these can be reduced to two
me jor alternatives. The first of these is that the Pederal
Government itself should accept responsibility while the aecond 1is
that an independent comnittee, board or tribunal be appointed for the
purpcse. In the final analysis, the responisibility for appropriation
of Federal Revenue for the payment of grants to the State Governments
will rest with the i‘ederal Parliament. If a completely independent
body is appointed for the purpese, its function can therefore be

- advisory only. This may be sub ject to some qualificagions, as will
be seen later,

ine choice between the two alternatives is not an easy
cne to make. Each has important advantages and disadvahtages. The
eventual choice may depend on the particular circumstances of the
Pederation in guestion. Ilevertheless an.attempt should be made to
reach a definits conclusion, a% lenst so far as the suthority most
appropwiate for the Australian Federation is concerned,

If the Fedcral Government regards its ability to make
grénts to the State Covernments as an instrument for the implementat-
- ion of & policy designed to maximise welfare, it will be vitally
concerned with the determination of the amounts which sach State will
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receive periodically. In fact it will be part of ¥ederal Government
policy. For example, in the process of enforcing & full employment
policy, the Federal Uovernment will have to decide the total smount
which is to be availsble for scpenditure by all governments in the
"Federation., This in turn will naeeasitatdva'policy decision concern-
ing the rates of taxation and other charges to be mede. Obviously
such decisions must be made by the Federal Government iteslf, They
cannot be delegated to an independent authority which ie not poligic-
ally answerable to the people. : :

‘he first conclusion to dbe reached is therefore that the
total ammunt availadle for distribution to the States in sny paziod
‘must be determined by the Federal Government as part of its anti-
cyclical policy. In fact, such decisions will probebly be made by the
sconoutic expertis advising the Federal Government, although thesae
recomnendations may be modified for political reasons. It is not
necessary to dsbate here the adviaability or otherwise of expert
recommnndatioﬁs on economic matters being modified at the ministerial
level for political reassons. It must be assumed that the Federal
Government proposes to adopt & policy designed to maximise welfars,
including the maintenance of full employment. o

Once the totsl amount available has been determined, the
, yroblam'ranuins to distribute this amount between the States in such
" a way that the policy of welfare maximisation is still followed. In
the mein, this will require a distribution which =~ill reduce inequal-
ities between States and, to a lesser degree, influence the allocatiol
of resources between States to meximise produstion as far as ponkiblc‘
It is quite spparent that the “edersl Government as such, would be
technically ineapable of meking such a determination. If the task
remained with the Federal Government, it would devolve upcn public
servants who would dbe responsible for the necessary calculations. The
results would be conveyed to the Federal Government which would
inevitably accept them almost without question because the processes
by which the results were obtained would dbe largely unintelligable to
the individusls concerned, Any modification made would prodadly be
made for political rather than economic reascns. It must be recognie
that usually politicians have not been trained to comprehend the
" intricacies involved, :

e choice of the body to whom shall be given the
reaponsfbility for distriduting the total amount available thus de-
comes a choice between merbers of the pﬁblic,service employed by the
Federal Yovernment snd e body of disinterssted experts. So far as
sbility to perform the task is concerned, there is no choics to be
made. It is a choice botwoebfexporta within or outside the Public
Service, ' '
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The difference between them is that where the experts in the employ-
ment of the Fedgbal Government are used, thers is danger that they
may be considered to be interested parties. Such an accusstion would,
of courae, be quite unfair. To the cutzide cbserver, however, the
distridbution would be made by the Federal Government itself, and this

is composed of represcntatives of the States. Although unlikely,
there 1s danger that it would be accused of partiality.

The alternative, an independent commisiion whoae-iolo'
funetion would be to distribute between the Ttate Governments & total
amount indicated by the Federal CGovernment, would avoid any such
accusations. The members of the commission could be appointed dy the
Pederal and State Governments after consultation, snd the distribution
would thus‘be withdra!n,from the political field,

In the Australien Federation, this &dea haa much to
commend it, Whereas the State Governments would be suspicious of
a distribution mede within the walls of the Federsl Treasury, a body
which has no political affiliation, and made up of recognised experts
in the field of public finance, would probably avoid such fecling.
The ressoning of such a bedy would be independent of the asecidents
of Pederal politics. o

If it were decided to establish such a body, it could
have advisory powers only, or it could be responsible for the actual
distribution of the grants, Thst iz, it could be advised Dy the
Federal Government of the total amocunt which it, the Yederal Govern-
ment decided to make available to the State Governmsnts, and in turn
it would advise the Federal Government of the dhest way to distribute
this amount in order to achieve the dssired objectives., Alternatively,
this coummittes could receive the total amount from the Federsl Govern-
ment and distridute this between the States ss it thinke best.

The latter alternative has the advantage of removing any
possibility of the Yederal ‘overnment altering any recommendations of
the coumittes. A bdlock amount could de voted by the Federal Parlia-
ment for payment to the committes for distridbution to the several
State Governments according to the principle of relative financial
needs. Such a procedure would, however, prevent the Federal Govern-
ment from attaching any conditions to the grants., An independent
committee such as that envisaged would not have the necessary powers
to 1mpoce conditiona on grants nade to the States,

A comprcmisc solution might be the establishment of a

~separate department under tho Pederal Government with the necessary

power. It could, in fact, be the comission envisaged above but
operating within the framework of the Fodaral Pudlic Service. Even
in this form 1% could be independent of the Federal Government in tha!
each year an amount could be appropriated to that depsartment for
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distribution to the Jtates, Criticiem could still be mede of the fac
that it would be an agent of the Federal Government, but it would
avoid the necessity of voting a certain amount for each Jtate in the
Fed( ral Parliament.

One of the main factors which must de counted against an;
proposal for the diatribution of the total amount availeble dbeing
removed {rom the hands of the FPederal Government or those responsible
to 1t, is the size of the amount involved, Tor example, in Australia
in 1952-53, direet payments from the Federal to the State Governments
amounted to £183m., or 19% of the total expenditure df the Federal
Government. The establishment of an independent body with responsib-
11ity for spending this proportion of the revenue of thu Federal
Government without respchsidility to the people would surely be
without precedent in the practiee of British government.

. Kevertelesy, the proposal is practically sound. #hile
the Federal “arliament would retsin the right to dstermine the total

amount t9 be paid to the States a 8 a whole, the distribution between
the States would be taken oat of Parliament's hands. Hhile there maj
be strong objections to such a proposal on political grounds, it
would prevent the distribution of the total amount being subjected to
the vagaries of party polities and the influence of individual States
on the decisions of the Faderal legislature.

. Any Oppaaiticn to such a proposal on the grounds of the

- large amounts involved could be overcome by the direct payment by the
Federal to the State Covernments of a fixed smount each year, or a
certain amount per head of population. For sxample, the Federal
Government could pay to each State Government an amount of £10 for

- sach resident in that State. In Australia in 1952-53, this would
have absorbed approximately £90m,, leaving a further £93m. to be
distributed according to the principle of relative financial neuads,
In this way the actual amount which the distributing body would de
required to handle would be considerably'reduceé; The claim for
responsibility of Parliament would be partially satisfied and yet the
principle of equalisation could still be satisfied dy the equitadle
diatridbution of the remaining emount,

If the ocbjection relating to the responsibility of
Parliament to its electors is satisfactorily overcome in this way,
there would de no 1mpaasuble barrier to the setting up of an
1ndependent committes of experts. If public and political feeling
were still strongly opposed to it, the compromise solution of placing
this body within the walls of the Federal Treasury might be adoptled.
The solution will depend or: the outloo: and attitudes of the times.
tihereas & completely indepenient body might be inacceptsble now, it
might be regarded with favour in another decads. |
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The other duvcision to be made is whether the body‘chonld
be sdvisory only or should accept fall reaponsibillty for the
distribution of the total amount mudo available in uaeh Year by the

“ederal Government. In the 11ght of preaent teeling on related
matiers, it would appear inadvisable to 8ive a body of persons not
responsidble to Parliament and hence to the electors, supreme power to
control the finsnces of the States. Such a procedure could be sdopted
however, if this body wcre actually'part of the mnchinaryof the
Federal Goverament,

The alternatives thus appear to be, if the Federal
Covernment and Parliament is excluded, to establish a body within the
framework of government but with the maximum of independence compatiti
with this positioa, to be solely rasponsible for the. distribution of a
sum determined by the Pederal Yarlisment, or an independent body
acting in an advisory cspacity only. In view of the importance of the
need that the distridbution should be in accordance with the principle
~ of relative financial needs, it is desirsble that the actual
- Gistribution sheuld be removed from the possibility of aiteraticn by

Parlisment, Therefore, at the prescot time, so far as the Australiar
. Federation is concerned, the choice appears to be the fo mer alternat-
ive, a body within the framework of the l'ederal Government structure,

» There is in Australia, no institution such as that which
has besn envisaged above.' However, its introduction should not be
impossible. ¥hile it would seem that the adoption of this eourse
" is sdvisable in the interesgs of the implementation of the principle
of egquality in the determination of Federal grants, it is not
completely essential. It is quite possible that the same ends can
be achieved if the Federal Yove nment 1tself, through its expert
- advisers, makes the a cisions. However, the final responeibiliiy for
the payment of grants rests with the Federal Parliament, and therefore
there is always the ﬁéssibility that recommendatiéna by experts may
be disrogarded, ¥hile this possibility exists, there 1s continual
danger that the &ccepted principle will be mnodified to satiafy
. political expediency. : -

. The actual methods used dy such a body to determine the
relative finenciasl needs, and hence the amount of the grant which
should be pald to each State Government will be a matter to be decide
by the comuittee itself, after having tsken account of the conditions
which exist in the particular Federation. Such conditions will vary

- from time to time and from place to place, and hence it will Dbe
impossible to examine in detail all the factors which must be

te The nearest approach would be the Commonwealth Grants Commission
(see Clapter g below) and the Comnonwealth Court of Eoneiliatien
and Arbitration. Yor & description of the organisation and
functions of this Court, see Labour Report No. 41 pp.51 ff.
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considered. However, it is possidle to reach certain tentative
conclusions concerning somc‘of the '1dér isgues involved which can be
assumed to apyply uniformly over tim@ and diatanca. The mone'coaplete
detail is @ matter for individuel assessment. The first of these
broader aspects of the determination of the size of the grants is
poesibly part of the principle upou which the grants are determined,

It has becn stated earlier that the principle of relative
- £inancial needa is a principle of equalisation. Thera~may dbe no
statemcnt of principle in the constatutionsl provisions of the
‘ederation, and the distributing committee may receive no instrucgion
o. this imporiant mattsr. Consequently, it way fall upon the
commlittee 1teecll to first determine the principle 1t wlill use, Iven
if guidence is given to this body, 1t will probably be in broad
- outline only, snd although the committee may be instructed to adopt
the principle of relative financial needs, it sust still determnine the
fields in which it will aim to bring about equality between States,

Rhe choice of these fislds in the particular circume tan-
ces which exist may be quite cbvious,. ?or_exampleAfhereimay be wide
 differsuces in the relative severity of texation between States which

. are retarding the dsvelopment of the weaker States and‘perpctuating
. or even increasin;’ the inegualities which exist. Under such
circumstances, ore of the priwary'aimﬁ of the committee could be to
establish methods of Getcraining grints which, when paid, give rise
to egquality of severity of taxation throughout the rederation.
Similerly with the staniards of aervicoa supplied and the degree of
development in each State.

. It is suggested that the conmittee should first aim at
bringing about eguality of standards in thece fields. This can be
' schieved with ressonadle accuracy by & statistical comparison of
existing conditions, and by assessing the amount of money required by
the government of each State to permit the same standerds to operate
in sach State, assuming equal erriciency of operation. ihere sre
certain difficulties associated with such an assessment, but these
would not dbe insurmounta“®le, particularly if the comnittee were
provided with adeguate investigatory staff and has full access to the
"records of each State., It is corceivable that the development of
satisfactory techniques of measuremsnt could not be mads over a short
peeiod. At the oktset it would be faced with the problem of A
obtainirg & quick solution, and it would be found necessary to use
temporary measures to give an approximation to the desired result.
With more experience, greater accuracy could be expected.

It could be expected that over a period of time some
change would take place in the relative financial positions of the
wmenber States of the Federation. TRegular payments of rediatribution
grants aimed at giving greater equality should tend to dring about
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greater natural equality. Consequently, it would be insppropriate,,
for example, for a formula to be developed which would gutomatically
determine the proportion of the totsl amount to be made available to
each Gtate, hile such a formula could pbauibly“be deviged, it is
improbable that it would meet all aspects of inequality adequately,
and even if it did produce satisfactory results in one or several
years, there could be no assurance that it would de sufficiens for the
purpose of operating over e longer period of time, It would he
necessary for the distrfbnting committee in question to de constantly

reviewing its methods and messures if satisfactory results are to dbe
obtained, '

_ This matter leads to ancther question which is probably
incapable of adequsnte solution without reference to the particular
conditions of a specific Federation. - That is, to decide whether the
comni ttee in question should confine itself merely to a statistical
comparison of conditions existing in each State, or whether it should
be competent to use its intuitive judgment after observation of the
relevant data., Arguments can be put forward to justify the use of
either alternative in general, but the deciding factors will probably
only be revealed in the particuler circumstances. The use of
statistical compariscons slone will present a clear-cut picture of suck
aspects of the economy as the relative severity of taxation, and will
permit the authorities in the several States to realise the position
in which each stands in relation to the other States. 0Dn other words,
it will permit the body meking the assessment to Justify its determin-
ation of the relative financisl needs of each State should- the
occasion arise where thie becomes necestarx. This method, however, is
partly unnatisfactory in that there are many aspecte of the economy
which camot be sub Jected to precise atatistical eompariaon.

The concept of standards of scrvices is one exampla of a
rather nebulous term which cannot rcany be defined adequately. It
can be appreciated that it would pg airricult to measure this concept
with statistical apparatus and remain confident of being in a positim
to jJustify the conclusions drawn from such messurement. On the other
hand, it may be possible for a dody of competent individusls to de
able to assess with reaschadle accurawy the relative financial needs
of the several States from observation dbased on such statistical
data which nsy be availadble. .

It would not de possidblae, urderAthesc circumstances, for
the committee concerned to be called upon to justify and explain its
reasoning, for it is conceivable that several different intorptetat~
ions could be placed on the availeble information., Since the
individuals concerned hsve been chosen for their ability, it must be
- assumsd that their interpretation will be the best poseible,
Consequently, if this method of assessment were used, then the
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comnittee would need to be placed beyond the position vhere it can de
 called upon to justify its actions either to the Federal Parliament
or to the appropriate autharities'in the States. It would, in effsct,
require to be given almost dictatorial powers. It would dbe given
financial powers of & Jjudicinl nature. Such a procednre is contrary
to the accepted principle of publie rinance that Parliament should bdbe
the only body to spend public monsy, and could only be justifioa ir
the legislatures concerned were convinced of the ability and
'1ntegr1ty of the 1ndividualn conccrned. '

It would, of course, be pocsiblo for this committee to
svolve methods which would make the best possible use of both altern-
atives. In other words, in the fields where complete statistical
comparison is possidle, i1t could be guided by the staistical inform-
ation alone. In other fields where statistical comparison is imposs-
ible, then injuitive judgment could be brought into play in the
interests of producing the best results.

Another of the broader typez of problem associated with
the assessment of relative firancisl needs which can be mentioned
conveniently st this stage is the problem essociated with the
aifficulty of sssessing needs in advance. ' In point of fact, for the
puspose of convenience, it will be necessary for the comittee to
carry out 1ts inveatigations on an annual dasis, It ia almost
universally aecspted‘that the financial accounting periocd shall be the
complete year. The choice of this period is purely arbitrary snd by
some tests, public accounting and financial practice could be

improved 1f the accounting period were lengthened. However, in all
probability the period of the particular Federation will de fixed
already, and the system of tho disburscment of the surplus rovnnuc of
the Federal Government will need to be woven into the oxisting pattem
It the accounting poriod is 83y, from 1gt July to 30th June, as in
Australia, then availabls revenue must nscessarily relate to that
period, and the distribnticn must also be made in that poriod.

It must be assumed that, in dbringing down its dbudget for
a particuler financial year, the Federal Govermment will sstimate the
amount of revenue which should de available for distribution to the
sevcral State Governmants. This is the amount which the authorised
dody, whether it ia composcd'ot‘politieiann, public servants, or
disinterested individuals, sust distridbute between the member 3tates
according to the predetermined prineiple, In actual practice, this
body will de required to assess the financial needs of the States at
lesst one year in advnnce;-rcr it will be essential for the proper
‘conduet of the financidl affairs of the Stats Governments that they
know as early as possible in the financial year the amount of revenue
they will receive from the disbursement of the total smount made
availsdble by the Federal Government, This will be necessary in order
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that they may adjust their revenue and expenditure policies according-
1y. Thus the comunittee responsible for the determination, will be
estimating constantly not present needs, dbut future needs,

This will, of course, mske the task of distributing the
available supply of revenue on en equifdble basis much more difficult,
In fact it will probedly be found that the most satisfactory way of
circumventing this difficulty will be for the body concerned to make
use of the information relating to a particular financial year in
calculating a measure of the reletive financial needs in that ysar,
Statistically this will be aiffricult, as a statistical analysis is
esnontially'ln historical analysis. However, it 1s not inconceivable
that an expert body could develop statistical technbgques which would
enable it to have assesses at the erd of the financial year, the
measure of the finaneial needs for that year. Theestimate could then
be used as & bnais for the distridbution ir the coming financial year,
and in that way, the distridbution could be made as socn as the amount
available for distribution became knomn. |

' The deficicncies of a scheme such as this, involving a
time lag of one year, are immediately apparent. The main drawbach
will be that the amount of moneyAdiatrlbuted in any financial year
will materielly affect the relative financial needs of the several
States in that year. As soon as the grant becomes known, sach Stats
Government will ddt&rmine its revenue and expenditure pclicy, ana if
theestimate of financial needs is in any‘way related to revenue and
expenditure policies of goveranments, then the estimate will be found
to differ considersbly from the actual nesds. For example, it may be
found that a particular State will find that the amount of the grant
it will receive will be less than sufficient to permit it to maintain
existing services and levels of taxation, and so either standards of
services amust be reduced or the aeverity of taxatiom increased. If
the same progortionatc change has tnken place in all States, then
‘relative financial nqeds will remain unaltered, but if the change is
not proportionate, then relative needs 'will have changed between the
period to which the assessment relates, and the year in which the
grant is actually made.

One of the major problems to be resolved will be to
décide the naturs or form of the grants which will be made to the
State Governments. This will be almost & matter of principle as in
some ways the dccision in this field may influence the way in which
‘the smounts of the grants will be determined., The main alternatives
open are rirst, the peyment of a series of epecific purpoaa grants,
‘second, the use of specific purpose grants on a basis proportionate
to the amounts expended within the States from their own financial
resources, and shirdly, the payment of a single unconditional grant,
It is possible that combinaticns of these alternntives may bs used.
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The acsoeiation of special purpose or "ad hoc" grants with the
ptinciple of relative financisl needs implies that it would be possibl
for the body responsible for the distribution of the total amount
available to isolats relative neede in all the spheres of governmental
activity. If this metho® of peayment is adopted, it sutomatically
assumes that relstive financial needs will be assessed by reference t¢
actugl government expendituré‘ on the various services rather than by
reference to the inherent natural &ifferences which exist detween
States. The major difference between the two epproaches of the
‘assessment of relative financial needs is that the former will be
influsnced by government policy while the latter is independent of
government policy, hen the éystam of special purpose grants 1is
‘adopted, the distributing cosmittee will be required to determine
 relative needs in each of the fields in which it is proposed to dring
about equality and then to recomnend specific payments which, when
expended on the provision of the specified services, will bring sbout
equality in those fields,

- For example, it may be found that in the field of the
provision of education services there would be a very wide difference
1f the States were compelled to rely on their own sources of revenue
to finance the proviaioﬁ of the service. An amount of expenditurs pe:
heed would then bde calculated which would be sufficisnt, after
‘allowing for inherent differences betwsen States, to dring all States
to at least the level of the one enjoying the highest standard of all
States in the Pederation, &and this would be compared with the actual
expcnditure per head of population. The difference represents the
basic grant per head in all but one of the States, if the grant is
depigned to dring all up to the standard of the highest. The ttate
with the highest standard would, in the first instance, receive no
specific grant for the purpose of expenditure on education.
Subsequently it might be decided that the standard should de raised
still higher, and if this should happen all States will receive an
education grant, ' ' : :

This example has related to e specific purpose grant for
‘one particular service which might be provided by the several State
Governments. The same procedure would be carried through for each
type o: service in which it is proposed to bring about eguality and
will de continued until the available financial res-urces are
exhsusted, This is only one way in which the reguired celculation
can be mnde, and can rslate primerily to the determination of the
amounts of the specific purpose grants during the riratlyear of the
operaticn of the princiole of relative financial needs. In subsequent
years, alterations to the smounts determined in thc first year will
be necessary depending on the smount of revenue mede avaidable by the
Podezal Government and the changing pattern of needs between Stdtes.
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The method could only operate effectively if the total
‘amount available is sufficient to bring all Ctates up to the standard
of the : tate_enjoying the highest standard through the use of its own
financial resources. If this were not =0 1t wou1d be impossidble to
chtain equality as it would #ndoubtedly be foun® that, as a result of
government policy, some States would be enjoying standards superioz
to those which could be achieved through the distridution of ths total

emount avajileble, Once the government of a pakticular State deterwin-
ed to concentrate 1ts expenditure upon one particular type of service

it would be difficult for ad justment grants to be calculated to dring
2ll States up to this standard, It would be impossidble if each
State concentrated on & different rfield of expenditure. If, however,
grants from the Federal Government constituted a major portion of the
incomes of the governments of the States, the situation envisaged
above would probably never arise,

The greateat difficulty attached to this method will,
however, relate to the timing of the asseaament and payment of grants,
) The method presupposes that it will producc eqnality of standards of
services over = wide rleld, and the achievement of that equality will
depend in part on action taken by the several State lovaernments.

The grants will be made at the beginning of the financial year and thy
will be aimed at producing eguality in the financial year. The
procedure involved will be firat that the assesaing committee will
require to know the amount availeble for distridbution dy the Federal
Goicmmnt very early in the financisl year, It will alaso require to
know proposed expenditure on the various services, in the fields in
which it is hoped to produce eqQuality, by the State Governments
similarly early in the financial year. Amounts of grante will then
have to be calculated to absorb all available revenue and produce the
desired equality in order to mske known to the Utates the amounts they
will receive for e:pendituré on the various services. This leaves a
very short period in which the cslculations must be made, but thie
will not be impossidle if preliminary investigation has been proceed-
1ng in the months before the heginning of the financial year.

Another dirfiaulty‘would lie in the possidbility of
errors of estimation on the part of the State Governments in predict-
ing their expenditure on the various services from their own resources,
Presumably estimates would be made before presentation to and
consideration by the legislatures, for the hudget would necessarily
include the amounts of the grants from the Federal Government. The
legislatures in question wouldthen de guite within their rights to
alter the estimated exrenditure snd throw out of balanwe the pattern
arranged by the distributing committee. Furthermore, unforeseen
circumstances may csuse the budget estimate to be altersd through no
fault of the govermments concerned,
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There seema to be no adequate mesns of overcoming this
digficulty whilst retaining the desired squality in each field of
provision of scrvices, In actual practice, the overall picture would
not be greatly altered if the States’ hudget estimates of revenue and
expenditure from their own resources were subject to some slight
subscequent alteration, Ih any State, variations bring below standard
expenditure on one type of service would probably be counterbalanced
by variatione bringing sbout above standard expenditure on another
type of service, This amey not be pracisely 80 because a certain
amount expended on one type'of‘scrvice will not necessarily produce
the same results, so far as welfare is concerned, a&& the ssme umount
spent on another type of sarvice. For example, one “tate might find
it particulsrly aifficult to provide education services and comparat-
ively easy to provide hospital services. A certain amount of money
transferred from the provision of the former to the latter will
result in an incresse in compsrative standards, while a reduction in
the amount spent on hospital scrvices at the expense of' expenditurs
on education services will result in a decrease in comparative stand-
ards, If the extent of the deviation from the originel estimate is
not very significant, the effect would similarly be ammll. ﬂowever,'
it would mean that the purpose of using the specific grants would bde
lost. 'ThatAis, there would no 1ongcr‘be equality between Ctates in
the standards of cach type of service supplied, If there wn: much
l1ikelihood of this deviation occurring, it would be advisable to
adopt an alternative method which would permit s0MS 1nterchange of
revenus dbetween different ty-us of eervices Withont producéng these
adverese effects.

The second possible type of grent which should be
considered is & variation of the special purposa grant mentioned
above, yet in some ways 1t 5111 produce completely different results,
This is the allocation of the total amount available according to the
amount expended by the various State Governments on certaln types of
gervices., In Americen terminology it is the "matching® grant.z The
basis upon which tnis type of grant 1is determined is that the Federal
Government agrees to match expenditure by the several State
Governments on certain types of survices. Esgentially under this
method, the Federal Vovernment set out to determine the standards
which will be achieved in any particular field. 1t proceeds to
ensure that th:$¢ atm is achieved by giving to the State Governments
sufficient revenue to ensure that they are able to supply scrvices
equal to a predetermined standard., This can only be achieved, howevel
if the States themselves are prepared to spena :ufficient of thelr

2, See, for example, "Federal Graats~1n-Aid", a8 Report of the
Committee on Federal Grants-in-Aid of the Council of State
Governments in the U. S. A. , 1949, pp.76-80. These granta _
are somatimss referred to as open-end grants,
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availasble financial resources in the prascribed fieldas. 1In other
words, 1f the Federal Covernment decides to subsidise expcnditure on
the provision of certain scrvices on a "& for i" basis, then it is
conceivable that the States concerned would transfer asll avalladle
revenue to that field of cxpenditure in order to attract the maximum
amount of subsidisation. If this method {s the only one used to
distribute the total amount of revenue available, it is difficult to
see how it can successfully satiafy the principle of payment according
to relative financial nceds, In the first place it 18 a very
indetoerminate way of ‘achieving the desired end. The Fede_ral Govern—
- ment will be called upor. to decide which services shall be subsidised
" on this basis at the commencemant of the financial year, before it is
aware of the amount which each State proposcs tc spend in these fieclds
slence, the amount which it will be called upon to provide may vary
considerably froam the actual amount available. This effect will de
negligibleonly if the amount which the i’ederal Government peys out in
grants to the State Governments repressnts a smell proportion of its
total expenditure. Furthermore, the amount which the Federal
Government is called upon to provide may differ materially from the
total amount necessary to maintein a stable level of employmant.

A more fundemental criticism of this method of
distribution, from the point of view of inducing equalisation between
States, is that it tzkes no account of their relative abilities to
provide services from thebr own resources. If, for exsmple, a Federal
Government decides to subsidise exponditire by each.State Government
on a &£ for £ basis according to the amount spent by each State, it
assumes that the nedds of each are proportionate to their expcanditure
from their own resources. A State which spends a small amount per
head of population for the only reason that its income from
independent mources is small, will receive'a correspondingly small
grant as assistance from the Federal Government. A State which is
prosperons and has & relatively high rate of exponditure per head of
‘population will need assistance lesst, but will receive most. Thus
1t can be seen that the use of this method of distribution of the
total amount available, and the principle of payment according to
re?ative financial needs are aomewhat conflicting.

The method of using matching payments can only be used
successfully in conjunction with the principle of payment according
to relative financial nceds i€ there is some discrimination between
States according to their needs, For example, in one particplar
Stete where the need is relatively high, the subsidy for expcrditure
on a certain scrvice might be £2 for every £1 expsnded by the State
Government from its own resources. In snother State, where need is
relatively low, the subsidy might de only 10/~ for each {1 spont.

In this case it will be necessary for the Federal Government or the
distributing agent, to determine the relative financial needs of
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each in order to assess the extent to which expenditure on each
service in cach State will be matched, As soon'as th;< situation
arises, the method becomes almost identical with the cne considered
 earlier, that of making specific purpose grants. In order to assess
.. relative needs it will de necessary to ascertain expected expenditure
in each State and the determination of the matching grant slong these
Aliné: will be, in fect, the determination of a specific amount,

The  third slternagive availeble is that the Fodersl
Government or the dietributing committce can wmake a block uncondition-
al grent to each Stete bssed on the relative financial needs of each.
“he grsrt can be uncorditionsl in the sensc that the respoctive ! Jtate
Governments are free to distribulc the amount received dbetuwecn the
~ provision of the various scrvicus ms they chocse. in the cage of:
special purpose and mmtching grants, payment of each gront was
conditional upon its being used for a specific purpose., An oducation
grant could not, for example, be. transferred to the provision of
" health services at the discretion of the recipient Stéte Governments,
In the case of a block grant, however, the Ctste Governments can use
‘their discretion as to the usc which is to be made of the emount
provided by the Yederal GLovernment,

A» - In calculating the portion of the totsl amount available
which ahall bes paid to each State Uovernmesnt, the disiributing body
should have regard to all aspscts of govermmenial expenditure in which
it 1s‘prcposed to bring sbout equelity. An amounti should bs calculate

~ed which, when experded wissly, will permit the atendards of Ctate

‘gervices to be pravided st upproximately the GEMO 13131 in guch State.
Complete equality will noti be pcssible by this method but thers 18 a
degrec of approximstion in any method uhich might be used. Ilowever,
in this cese it arises beeause of the discrewionarJ powers |

: remﬂining with the State Gover: ments.

: As explainod earlier, co.munity welfare, s0 far as
Government activity ie concerned is amongst other things made up of
the interac:ion of the impact of taxation and other charges on the
one nﬂnd, and the extent of services supplied on the other. The
greater the equalising effect of taxation, the higher the average
level of welfare enjoyed by residents in the comuunity. Thus a block
-grant may de dutermined by the distributin comuittee and be dcsigned
to ruise the residents of ull States to & comauon average level of
welfare, given the existing struc'ure ol taxation. 7he ccrmmittee
aight assume that existing Utate taxation rates would be continued
~ and the amount of the grant used solely for the provision of services,

A perticular State Government might decide that portion
. of its unconditicnal grant should be used to reduce the severity of
 State taxation., Thet 1s, State taxation rates would be rcduced and
'existing levels of services maintsined. If all other States received
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aimilar.granta from the Federal Government and used them for the
provision of services, it would probably happen that the people of th
Gtate which used the grant to ~educe the neverity of taxation would
Tind that their average welfare standards were below those in other
States despite the fact that the amounts of the grants were designed
to equalise averege levels of welfare,

Such & situation could only arise if the “tate _
Governments were responsible for the collection of a large portion of
totul taxation revenus., I the scope for imnoeing taxation residing
with the State Governwents was small, their ability to use Federal
grants tc reduce the severity of State taxation would de limited, 1In
the Australian Fedaration, for exs:ple, the Federal Government is by
far the most important taxing authority and therefore it iz probadble
that the posasibility of error srising from this cauce would not de
of very great imporisnce,

Differences betwsan the anticipated level of welfare in

a Ttate as & result of the paysent of a certain grant and the sctual
level which results méy erise from another cauvse, In calculating the

amount of the grant ea—h State is to receivs, the distributing body
must asaume that it will be used for certain purposcs. That is, a
certain portion ®#ill be allocated for the provision of education
services, another portion for health services, and sc on. As
explained sarlier in enother connection,3 deﬁiation from this distrib.
ution of the grant within a Stete may cause the finsl result to be
different from thet which was originally anticipated.

Thug there are several ways in which small variations
from complete equslity may arise other than the nsatural error which
will arise from the difficulties of calculation. iHowever, the
distridbuting agent woyld probably assume thet moncy providad by the
Federal Government by way of grants would be spent in such a way as
to maximise welfare given the availsble resources. If this maximum
is rot obtained, the fault lies with the State Government concerned
and cannot be cbrrectaﬂ by sction of the Federsl Governmsent or its
agent.

As with other metnods of distribution, a provlem will
arise concerning the timing of the necessary calculations and the
payment of the grants. Again, the committee will dbe forced to
assess future needs on the basis of past and present oxpepignca and
on preliminary budget vstiunates by the several State Governments.
#hile thés necessity introduces an element of approximation, it
appesrs to be inevitsble in any system by which financiel resources
in a Fedoration are redistributed between the Federal and State
Covernmenta, )

3¢ Ses adove, p.93;'.
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The three salternative methods by which the grants may de
paid heve now been examined. The first was the use of a series of
specisl purpoae grants to bring about equality in certain selected
fields, and this can be criticised on several ground. First, it has
- not been shown that the principle of payment according to relative
financial needs is dest served dy endeavouring to obtain equality
separately in certain fields of the provision of serviees. Rather it
is suggested that the principle would operate more effectively if
some flexidility were permitted and lower than sverage standards in
one field counterbalanced by sbove average expenditure in another,

Secondly, there is no guarantee that the purpose of the
special purpose grant could be successfully achieved, as subsequent
alteration through & change of intention on the part of the State
legislatures, or by errors of estimation or even changing economic
circunstances, would probably mean that the pattern designed at the
co.mencement of the financial year would be subjected to considereble

change by the end of that year, Thus the designed equality in each

individual field of expenditure would probably not be achieved.

~ Thirdly, the method is open to criticism én the ground
that it imposes a limit on the independence of the State Governments
which is incompatible with the concept of federalism, It is essential
for the well-being of a Fedsration that the State Governments retain
- the grestest possidble degree of independence. Under this method, the
receipt of the grants would de conditional upon their being used for
the specific purpose for which the grant was made. The Covernment
concernsd would have no power to transfer amounts received as specific
purpose grants from one use to another., It is possible that the
specificity of the grants could de circumvented dy transfer, after
receipt of the grants, of appropriation of revenue from the State's
om independent sources of revenue., If such a procedure were adopted,
the whole purpose of the special purpcese grant would be lost end the
distriduting dbody would have no meens of correcting the podition.

The second method of payment which was considered was the
"matching” grant. As already explained, unless the pure form of the
application of this method is modified to permit different rates of
subsidisation to different States according to need, the method is
dimectly opposed to the prineciple of payment according to relative
finencial need, This method suffers from a further drawback in that
it would be very difficult for the Federal Government to determine in
advaneethe total smount it would make available to the several State
Governments 1n.any‘f1nanc1a1'yeur; Thus it would be particularly
difficult for the Federal Oovernment to implement a policy of full
employment, at least 80 far as Federal grants are concerned,
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: ~The third method, the payment of a block grant, seems to
meet the needs of the principle more than the other two alternatives,
Its mein advantage is that it leaves the State Govarnmcnts of the
Federation with the maximum of independence in their operations. This
is essential at all times or there will be a peraistent danger of the
federal form of govurnmunt aeveloping into the unltary torm. In the
~Australian Federation, for example, the Constitution hes specirically
excluded the Federal Government from the field of the provision of
educeation services. If a large portion of the revenue of the State
Governments is derived from Federal grantl, and - tncy are made sub ject
to conditions a8 to the proportion to be spent. on education, the
Federal Governmsnt is actuslly using its finaneial superiority to
influence the level and directhon of State spending in fields in
which the States are constitutionally autonomcut. '

.%hen payment is made in the torm of a dblock grant, the
State Governments will retain gufficient incentive to ensure efficient
operation, and the danger of ceantralisation is avoided., It is
suggeasted, therefore, that this will be the most effective method of
proGucing the denired result - that is, the establishment of equality
in the average level of welfare in each State whilat lesving the
State Governments with the maximum of independence. The grants should
be looked upon as payments received as a matter of right and not in
the form of a gratulty fram the Federsl chernmant.

‘ " It hasg deen mentioned earlier that the adoption of this
principle of payment according to relative financial needs, the
equalisation principle, is merely & step in a process towards a
desired ond. This is the sttainment of the position where equalisat-
ion of resources has been brought ebout and the financial needs of
the States become proportionate to say, the populationa of the States,
If this is to bo so, then some recognition would need to be given to
it in the caleculation of the distribution of the totsl amount
available. One method of achieving such an end would be to include h
the smount of the grant to the Ytates which are relatively underdev-
eloped an amount which, if prudently expended on development, would
induce a greater fatc of ssonomic development than in th@ already
prosperous vtates. This method is rather cuzbersomes, however, and
would mean that part of th. grant to this type of State would be
conditional upon its being used for a specific pﬁrposc. A more
satisfactory approach would be to include an allowance for'greater
than average expenditure on debt charges when calculating the need .
for services supplied by the governments concerned., In order to
prevént this becoming a conditional grant, some orgsnisation of

. public borrowiug pfogrammns would be required. In other words, it
would be necessary to. ptrmit the poorer Stttes to borrov proportion—
ately more than the wealthier States in order that they may “catch-
~up" on development., This would probably regquire. the orgauisation«ﬂ
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& body to determine withir reaconable limits the extent to which each
Gtate could borrow money for public capitel investment purposes.

This function could perhaps be entrusted to the body
~responnible for the determination of the needs of esach State,
particularly as it relates, so far as interest and sinking fund pay-
~ments are concerned, to relative financial needs. Care would have to
be teken, howsver, to_ennure that the maximum degree of independance'
' was retained by’thefStaté Governments, If the dborrowing of the
‘State Uovernments were unrestricted, it would need to be understood
that prepertienately greater borrowing by the podrer States would be
permittoé nnd the chargaa would represent legitimatc financial n&eds.

' ~ The ‘major problems which would have to be connidered by
©any authority which undertakes to- distribute the total amount of rev-
enue made nvailpoble each year by the Federal GoVernmsnt between the
several State Governments have now been mentioned, It has not besn
the purpose of this snalysis to attempt to supply an answer to every '
prodblem with which @ Pederation will be faced in 1ts financisl
relationships. “any of the prodlemns vhich have not been mentioned
here will need to be sciwcd with reterence to the peculiar circum=-
stances Vhich exist in esch- Federation. - ﬁowevor, it 1s thought that
the brosder matters which have been raisad and possidle suggestions
 for solutions made are tha problems which are common to all Yederatmxn
. 4n which the Federsl Government is rinancially superior to the
governments of thc aeveral States which eomprise the Federat.ion.

The brier analysis of the finsancial problems which can be
expectod to arise in & Fedaration, together with the suggested
principles and mathods by which a solution can be reached has now deer
completed. It would be impossible to daal adequately with such a
- complex problem 1n‘a brief essay such as this.‘ Some of the matters
which have been snmmarily dealt with warrant at leaet a full chapter -
ror udcquate treatment, The study of. prineiplr and nsthoda can well
be regarded as complete 4in it:alt, and if the main purpose hsd bsen
to corifine the anslysis to this aspact, a much fuller trcatment of -
the subject could have been given in the prcceding chapters,

‘ The major cbject of this study is, however, to develop
first an outline of the principle involved and seccondly to examine the
financial orgenisation of the Australian ‘eéaration in the 1light of
these principles and methods which have emerged. It is proposed that
the second part of this 6bjactivc should be attempted in the following
chnptotn. Again, in the apacc avnil&ble it will de impoasiblo to make
a complete eriticsl analyni: ot the Federal—State financial relations
in the Australian Federatiom. - Attention must be concentrated on the
organisations esiablished for this pukpose. ‘Any- omissions vill'bc
‘deliberate and must be regarded as being of secondary importance.
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CHAPTER 6

THE _INITI‘L- PuRIOD - 1901 to 1927

In order to provide a background for a critical analy:ia
~of finsncisl relationships between the Commonwealth snd State
Governments in Australia, it will be necessary to examine briefly the
financial provisions of the Australian Constitution.' 411 appects of
ederal-State financial relations are 1n7somn way connected with, or
influenced by these constitutional provisions and therefore a
comprehensive knowledge of them is necessary for an understan@ing of
the implications of the form of Federal-State financial relations
which has arisen out of the Constitution, ' -

The formation of the Constitution, including the financ-
1al prodsions, passed through three main stages - the first draft
prepared by a Natidnal Convention in 1897, a second or amended draft
resulting from the convention of 1899 and which was subuitted to and
relected by the people in the first constitutional referendum, and the
finad draft which was the second draft altered in a few significant
- aspscts by a meeting of Colpnigl_Premiers in 1900 and accepted by the
people in the second rererendum'held later in that year. Although
there were some material differences'bétueen the financial provisions
of the first and finaid drafts, it will not be'necesaary to study the
sarlier formulaticns. W¥While they undoubtedly had séma influence on
the final decisions, they have had little or no direct sffect on
financial relationships since Federation, which is the subd ject matter
of this essay. Furkhermore, no attention will be given tc the forces
and conflicts which led up to the framing of the Constitution. These
and related aspects have been adequately surveyed in other publicat-
ions.? In short, this Part will consist of a critical survey of
Federal-State financial relations which exist at present, not an
historical examination. In some iays‘it will be inevitsble that the
manner in which the anilyais is made will de to deal with the
‘different forms of payment as they emerged chronologically, Howevet,
it is not intended to dbe an historical survey in the.true'mnaning of
the term. It would be illogical to examine some recent development
before those which have been in operation sincs Federation,

In thc distribution of the functional powers, which was
one of the main matters to be decided in drawing up the Constitution,
it was agreed from the outset that the Federal Government should de
"given control of international trade and hence the imposition of a
tariff and collection of customs and excise duties, Other functional

1. The Constitution of the Bommcnwealth of Australia is printed in
each edition of the Year Book of the Commonwealth of Australia,
See, for exsmple, ¥o. 39 pp. 8 - 26,

2. See, for example, "The ?uture of Australian Pederalism” ,‘by
G. Greenwood,
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powsrs were to be transferred to the Federal Governmant,’but it was
envisaged thet the revenue of the Federal Government would usually be
greater than necessary expendigure, and therefore provision would need
to be made for the transfe: of surplus Federal revenue to the Statess,
The problem concerning the basis upon which this sufplua rgvenue
should be divided between the Statss had then to be cona;dored{

The Constitution dealt with the trmifer‘ of surplus

ravenue from the Commonwesnlth to the States in tio major‘ period
divisions. The first was to be limited to ten years after the ostab-
lishment of the Federation which was to be regarded as the period of
transition, During this time, specific limits wers to be placed on
_ the Federal Government as regards its revenue and expenditure policy
and the amount which was to be aveilable for transfer to the States,
After the expisation of this period, the Federal Government was to be
-given absolute discretion in the field.“The Sections of the constit-
ution whiech dealt with Federal- State financial relations were 87, 88
89, 93, 94, 94, 95 and 96. Other Sections would have some influence
on these relations, but the Sections mentioned are those which deal
exclusively with the financial problem, Of these Sections, all but
two, 94 and 96 relate exclusively to the first ten years of Federatim,

Section 87 provided that for ten years after the

’. establishment of the Federation, and thereafter until the Parliament
otherwise provided, at least three-quarters of the customs and excise
revenue of the Commonwealth was to be returned to the States. Section
88 said that uniform duties of cuetoms and excise were to be imposed
within two years of the esteblishment of the Commonwealth adq, in
conjunction with this, Sectiocn 89 stated that until such tims as
uniform duties were 1mpoaéd, the Comnonwealth should collect customs
and excise duties on behalf of the States and that the amounts so
collected should be paid to the States less the actual amounts
expended on transferred functions in eeeh State and a per capita
portion of the cost of the original powers of the Commonwealth.

For the first five years after the imposition of
uniform duties, the Commonwealth was required to record the amount of
duty paid on goods 1mportéd from outside Australia and entering con-
sumption in each Ltate and pay this amount to the States after deduct-
ing, as in the period befére uniform duties, the actual costs incurred
on dbehalf of each State in performing the transferred functions and a
.per capita portion of the cost of original powars. This was laid
down in Section 93, Section 95 made special provision for Western
Australia as it was recognised that this State would suffer most from
the abolbtion of interstate duties., This Section provided that during
the first five years after the imposition of uniform duties, the
Government of Western Australia could impose duties on the goods
entering the State from other States., It was stipulated@ that in the
first year of this period, the rates of such duty were mot to exceed
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thoae in férce in the last year prior to uniform dﬁties, and that they
should diminish by one-fifth in each subsequent year so that they
would completely disappear at. the end of the f;ve-year period.

These, then were the_constitutioﬁal -proviaions relating
to the transfer of surplus revenue from the Commonwealth to the States

during the first te_h years of FPederation. I# can be seen that within
" thie period there were several sub-periods which are not completely
defined. Section 87, stipulating that the States should rewsive at
least three-quarters of Federal income from customs and excise duties
was to operate throughout the whdle period. The provisions relating
tc the repayment of net collections during the pefiod.before.uniform
duties were imposed was limited to two years at the moset, while the
next an-périod wags to last for five years, during which the repayment
of three-quarters of custome and excise revenue was to be determined
by the "book-keeping" method, For the regainder cf the ten-ysar
period, which might be anywhere betwecn: three and five years according
. to the time vhich elepsed after the commencement of Federation and
before uniform Auties were imposed, Section 87 was still tc operate
but the distribution of the totad amount was to be in accordaence wigh
Section 94, which stated that after five years from the imposition of
uniform duties, the distribution of the surplus revenue was to be on
such basis as the Federal farliament thought fair. |

: Thus for at least five, and possibly seven years after
the esteblishment of Federation, & minimum amount was fixed for distr-
ibution, and the principle and method by which the distribution was
to be made was unequivocally fixed by the Constitution., It ensured

 that the Commonwealth would need to levy rates of duty which were
sufficiently high to yield four times the amount required to meet its

necaessary expenditure, end in this way it was provided that the three-
quarters of such revenue which wae returnsble to the States would be
fairly substantial., It can be sai@ that but for two Bections of the

Constitution, this represented the application of the compensation
principle of redistribution. The exceptions werevfirst, the special
provision wade in the cese of W{estern Australia and sccondly, the
insertion of Cection 96. This stated that for ten years after the
estsblishment of the Commonwealth, and thereafter until the Federal
provided otherwise, the Parliament cou1d>grant financial sasistance
to any State on such terms and conditions as it thought fit, It meant
in effect, that during this initial book-keeping period, the Federal
Government could use any surplus revenue avaiidble after the three~
quarters of cuétomsvand excise revenue had bcen eppropriated for
return to the tStates according to the book~keeping method, for making
conditional grante to any State‘which it thought was in need of addit.
ional revenue. If adequate funds were found to be available, this
Section could have becn used to make it possible for the Federal Gove:

nment to modify the principle of payment for loss incurred which was
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implied in the other Sections relating to financial relationahipa in
this period,

For the remaining three to five years of the first ten
years of Federation, the "minimum amount” provision of Section 87 stil
applied, but it was possidble for the 'ederal ﬂovarnment, if it so’
desired, to asdopt any principle of payment it chose, After the expir-
~ation of the ten years during whieh Section 87 opcrated, payments fror
the Commonwealth to the States were to be governed entirely by Sect-
-ions 94 and 96, In some wﬁys 1t would appear that the provisions of
these two clauses cover the same ground. They both gave the Common-
wealth discretion to make grants to the States, but the impression is
gained that 1t was intended under Section 96 té make conditional or
specific purpose grants to any State, and the surplus revenus for.
distribution under Section 9u'would be determined after the payment ol
those grants had been made, The grants resulting from the distribut-
ion of surplus revenue would be unconditional and all States would
participate. Provision thus existed for the Federsl Government to
adopt any principle and method it choase for the payment of surplus
revenue to the “tates after the expiration of, at the most, seven
years of cheration.

vwhile 1t 18 not the intention to exanine here the motivez
which prompted the framers of - the Constitution to adopt this line of
approach to the problem which confronted them, mention can be made of
the main conflicts which it can be assumed were operating, It would
appear that the framers of the Constitution felt concern at the
poseibility of State revenues being drastically reduced followkng the
commencement of the lMederation. 7This would not be very serious if it
. wag the result of the imposition dy the Commonwealth of lower customs
and excise duties, for in such a case, ihe Ireasury loss would be
greater than the community lose in the Statc concerned, and the
difference could be recovered by incressing taxation in the fields of
. taxation remaining to the States. The danger they probably snviaaged
would arise if Federal expenditure on the administration of original
powers bacame materiaslly greater than anticipated, or if different
interpretation of traneferred powers resulted in increased expendit-
ure on those functions. wnhatever the motive, it was apparently thougl
advisable to place some restriction on Commonwealth revenue and
expenditure during the transitional psriocd. In the draft of 1899,
the operation cf Section 87 was not limited to & period of ten years.
"It was to continue for the duration of the Federation or until the
Constitution was amended, '

This restriction on the Commonwealth and the implied
necessity for a restrictive tariff to finance Commonweslth activity
from the remaining quarter of customs and excise revenue, was one of
the arguments used by the opponents of the Constitution, particularly

in New South Wales, the. frse-trade State, against 1its adoption in the
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first constitutional referendum. The Premiers' Conference of 1900
altered thés provision to 1imit it operation to a period of ten years
after the commencement of the Federation, and they also inserted a
new Section 96. The amended Cections were acceptable to both the
electors and the Parliements of the several States, It can be said
that the nature of the financial provisions of the Constitation grew
out of the conflict which existed between certain Ctates ~ some
opposad to any provision which would make 1t necessary.for the Common~
wealth to impose high rates of duties, and others opposed to any prov-
ision which would reduce their revenue. Conséquently, ‘the result was

a compromise.

_ No serious consideration was given to the 1ncorpofation
of the principle of payment according to relative financial needs in
the Constitution, with the possible exception of the inclusion of
Section 96, virtually as an afterthought. Kone of the wealthier
States expressed willingmess to surrender portion of their revenue to
assist the weaker States. It would even appear that the poorer States
would not have been willing to accept this kind of astistance.
Probadbly it was in opposition to the politicsl philosophy of the time.
Where consideration was given to support of the financially weaker
' States, it was in terms of special purposc grants to meet spscial
difficulties. The case of the special provision to Hestern Australia
illustrates the point. It would have been possible for the same
provisions relsating to uniform duties and free 1n£erstate trade to be
‘applied to Western Australia as in the case of the other States. The
deficiencies which Western Australia would suffer could then be made
good by the Federal Government under Section 96 of the Constitution,
However, it was felt necessary to insert the specisl provision in the
Constitution in order that Western Australia would be satisfied that
its revenue was protected, at least fcr ‘some timc aféer Federation,

It is sbundantly clear that the intention was that the
distribution of surplus revenue was to be according to the compensat-
i6n principle, or some variation of this principle, such as per capits
granta, although some small recognition was given to the fact that
some Gtates might need additional assistance to compensate for the
extra disabilities they might suffer as & result of Federation. It
was probably envisaged thet the administrative difficultices sssociated
with the book-keeping system would grow with the Federation, and that
after the tranaitional'period had been successrully negotiated, the
Fedsral Psrliament would adopt 2 similar system which would de simpl-
ar to operate but would give a close approximation to the result
dbtsinod by the book~keeping method.

In this brief survey of the financial provisionn of the
Constitution and the principles of payment to the States involved, tw(
provisions heve been omitted, one of which has played an important
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part in Federal-State financial relations in recent years. This was
Section 51(ii), which gave the Commonwealth power concurrentiy with
the “tates to make laws with respect to tamstion bgt "so as not to
discriminate between States or parts of States." The other, which is
less important from the immediate viewpoint, is Section 105, which
gave the Commonwealth power to take over all or pérf of State debts
existing at the time of the establishment of the Federation, and to

- deduct the interest coat of such debts rroﬁ the proportion of surplus
revenue due to each Stats. These provisions are not dirsectly related
to the payment of grenks by the Commonwealth to the Utates, but as will
be seen later, the farmer has come to influence the amount of revenus
aveilable for distribution.

Sumnarising the implications of the financial provisions
of the Constitution as regerds the principle of payment of’nurplus
revenue to the States, it can be said that while it wes stipulated
that ths Federal Government was compelled to adopt the compensation
principle in the eérly Years of Federation, thereafter it was fraee to
adopt whichever principle it chose, The remainder of this Part will
be devoted to en analysis of the types of payments which have been

used, and more‘particularly, those which are being used at present, tc¢
 determine the extent to which the need for the ad0ption’of the princip
-le of payment according to relative financial need has been recognies

It will not be necessépy to dwell at any length on the
period which finished with the expiration of the five-year "book-
keeping" period, During this time the Comsonwealth had no alternative
but to adopt the principles and methods of disburaement which were
laid down in the Constitution. It was compelled to return in total,
three~-quarters of customs revenue, and the distribution was to de
according to collections in, or on behalf of each State, less sxpenaes
incurred #n each State for transferred funetions, less a per capita
distribution of the cost of original functions. If the *ederal Govern-
ment had a surplus aﬁail&ble for distribution which exceeded thres-
quarters of customs and excise revenue, thers were two alternative
methods of disposing of fhis edditional surplus which could be adopted

The first was to treat the whole amount as available for distribution
according to the book-keeping method. That is, & record would be
kept of all revenue collections and expenditure in, or on behalf of,.
each Ctate, and the balance remaining in each case would be distribut-
ed eccordingly. In other words, the principle of payment as compensat
ion for loss would be adhered to in its entirety. The second '
alternative would have been for the Federal Government to make special
grants under Section 96 of the Constitution to the extent of the
amount by which surplus revenue excesded three-quarters of customs and
excise revenue. JThese grants vould be treated as expenditure on the
performance of origihal func¢tions and each State would contridbute to
the cost on a per cniita basis, Thus it would have been posaible for
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the Federsal Uovernment to modify the adverse effects o strict
. adherence to tie compensation principle as laid down in fections
89 and 93 of the Constitution,

.In fact, during the parlcd under review, the
Commonwealth adopted the former alternative. In 1905-06, for
- example, Commonwealth net custcus and excise ccllcections tcimlled
£8,749,000, while the total amcunt returncd to thc Ttietes wac
£7,385,000, or 84 of collcctions. This wes: ¢ that ahout
£830,000 eould have becr disbursed according to Section 96 while
still conforming to the provisions of the Constitution, The
deternluation of the distribution of this additional amount.could
have been aucording to the_principle of relative financdgl-need»,
buv the recderal Government chose to adopt the principle of payment
for loss of revenue incurred,

It is evident that before Fcderaticn, there vas
considerable inequality baetween Ctates, and this was maintained,
if not emphasised, during the per.od of the book-keceping method of
distribution. The following table 3 shows the relative positlicune
of the aseveral Ctates in 1899-1960 and 1905-06:

Lfrect of Hederation on Liste revenues 1899-1900 to 1905-06

1899 - 1900 | 1905 - 06

STﬁTﬁn | Net Customs & State Taxn. Ant, Feturned. State Taxx
kxcise Rev. g psr head; by C'wealth per head;
£'000 8, A4, £'000 g, ds
N, £,V 1,480 13 0 2,742 . 17 7
Victorisa . 2,061 1 11 2,695 17 9
Cueensland 1,39 15 4 - .858 18 9
Sth, Aust, 638 m 6 562 19 ©
‘et fust. 8u2 13 9 872 20 6
Tasuania 477 12 10 256 27 9
Total 6,892 - ’ 7,384 ' .-

X - Collections, less cost of functions subsequently transferred
to the Commonwaalth, '

One of the reasons for th. wide variation in the chenge in irncomes o
. the ssveral States from these acurces was the wide variation: in the
severity of customs duties which cxisted vefore Fedération. Thess
variations are clearly evident from the next table, b

3. Source - Statistics of Tasmania for 1899 - Appeudix 3, pages 19,
22 and 24; Statistics for 1905-06, Appendix B, pages 19 and 22,
4. Cource -~ Utatistics of Tasmenia for 1900 - Appendix B, page 19,
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Severity of (ustome ?ufiésr - Australiasn Colonies = 1900

Colony Imports per . Customs Revenue Index of Jev-
"~ head , per head erity; (All
. ‘ colonieg= 100
£ 8. 4. & s, d. S
Fo 3o ¥, 17 15 7 . 3. he 48.5
Victoria 15 17 3 1 12 - 7 78.4
GQueensland 14 13 1 2 14 -9 . 138.0
sth, Aust, 22 15 11 1 13 7 BlyL
Wesl Aust, 33 18 11 5 6 7 | 116.0
Tasmania 12 o 1 2 14 0 164.7

. s

“he i.plications of these tablec ig that with the
eotablishuent of uniform customs duvies, the amount collected in
the States which formerly had a high severity,'wduld £all, and
conversely it would rise in the States with 2 low zeverity. The
exact extent of the variation wo:ld depend on the level of duties
imposed by the Comu nwealth, “he effect of the adoption of the
book~keeping method 1s very apparent in the case of Tasmenia.
Before rcderaticn, revenue for necessary expenditure was raise? by
means of high customs duties. After Federation, thi: wvource of
revenue venished, and was only partially replaced by grantsc from the
Commonwaal th, | Thus rcsort had to be made to higher taxation in
other fields. #rcbably the actusl relative inequality did not
alter much between Ltates, but it beocame much more apparent when &
uniform tariff was irtroduced, as it concentrated the ineguelity in a
nerrower fTield. Ancther Teoture of this perioé which is ﬁot ‘
‘brought out by the st'ove tables ir that Cori onwealth exponditure
on functicns transferred from the Ctstes rcse over the pericd. In
1899-1900, expenditure on these functiors by the Colonies was
£79GC,G00: Com.cnwealth expenditure in 1905-06 on the same
functions was £1,115,00C, while at the same tine the cost of original
funeticns wns sbout £500,000, 5 This increase in expenditure
reprecented an a 2itional burden on the taxparer, which in wost cases
woulidl have to be levied by the State Governmcnts.

T"he inegualities betwcen “tates which exlsted at the
comuencement of the Federation couvld have beer overccme, to some
extcnt at leaat, by the use of sw-plus Comsucrrealth Reverue to meke
grants to the more necessitous Gtates. The distribution of

5. Source - <Ctatistics of the State of Tasmania for the year
1905-06; ~ pages 25 and 28, ‘
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the surplus according to the compensation principle ensured that
in.rualities wi ich existed before 'cderaiisn were continued in this
period, %hile the iederal Governuent was in a position to
correct this to some extent, it was humpered by the Gonstitutional
provisiong which sllocated by far the larger portion of surplus
Comnonw..e1th revenue'aceording to the prihciple of compensation for
loss. Thus, the degree to which the iederal Goverument could
nodify the effects of the principle in these years was limited,

Unifora duties of customs and excise were iuposed by the

Joderal Jovernuent as from 9th. “ctoberyg 1901, Thus the five-year
period during which the book-kceping method was .0 operate would
continue until at least 3th, October, 1906, ‘hereafter, the

Ceramonwealth was free to distribute its+ surplus revenue at its own
discretion, but until the end of 1910, this surplus revenuc had to
equal at least threc-quarters of ﬁet coliections of cuatons and@
excise revenuse, The r'ederal Government continued the booi-
keeping method for the year 1907-08, and an 1908 it passed the
Surplus evenue Jsct, which provided for the continugtion of the
book-kceping system, and als. that any surplus revenue available
after the threc-quartirs cf customs and exclse revenue had been paid,
waa to be distribuied diiveenn tiue tates in proporticn to their
populations. " Yow ver, in the same year an Act was pasred
authorising the Tederel Jovernment to pay old-asic pensions, and
“although thie fct was nct to operate until the beginning of the
19€9-1C firanciecl year, ar. cuouut of £656,000, egual tc the amount of
surplue reverue in ecxcess cf three-querters of net cuctoms end excise
colleciinng in 19G7-08 was trancferrcd to a Trust Fund to meet the -
future cost of these nensi-cns, - The Censtitutionel legality of
thiz {ransfor wr: chellenged, but the sctior of the Con onweslth was
upheld., | Censcquently, in 1908~C9, the cmount ¢ revenue
transferred to the Yiates sas exectly ecval to three-querters of net
customs and excisze collecticng, Th:. provisicne of the 1908
Gurplus hevenus Sci concerning the distridbutior of this further
surplus revenuec did not come inte eporation,

o  “he year 1909-1C was to be the lest in which the Braddon
Clause was to ogerate, and com leted the ten year period'during
which the Co:uicnwealth Government was ohliged to tranérur throe-
guarters of its customs rcvenue to the States, | Jince 1906, it
28d voluntarily continucd the book-keeping method of determinigg
the amounts to be paid to the Jtates, and hy so doing, had
automatically continued tb apply the principle of payment as
compengsation for loss.of revenus resulting from ngeration. No
attempt was mads to redistributs revernue received and available for
distribution to the States, and thcrefqre it must be assumed that
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the inequalities which existed befére Federation were still
evident, In feet, it would appear that these inequalities had ever
been slightly accentuated, This can be seen from the following
tsble which compares gross revenue per head of population in all
States in 1899-1900 and in 1909-10, a:d also the revenue per head

received by each State from taxation other then custome and excise!

Total Revenue and Revenue from Taxation per head - by mgsa
1399-1900 and 1909-10

Revenue from Taxsation

State Total Revenue  }ouor than customs ote,)

1899-1900 1909-10 1899-1900 1909-10

5 8y & £ s. 4, 8. 4, 8s Uy
New South Wales 7 7 © 8 19 & 13 0 1% 4
Victoria 6 6 1 6 11 11 S <4 16 8
Queensland S 9 3 8 18 § 15 6 20 5
Sth, Aust, S e 943 1 | § 21
West Aust, 16 16 2 9.7 3 h 3 2y 7
Tasmania 5 8 W 5 8 O 11 © 22 6

From this table it can be seen that the States which
could be sxpected to be the most prosperous, New South Wales and
Victoria, increased their revenue per head considerably and taxatior
per head only slightly, Gueensland, Western Australia and ‘asmenis
showed a &nﬂ»ﬂ« off in total revenue per head and taxation increas-
ed considerably, ¥While 1t must be admitted that this table does
not show the full picture, it is ample verificagion of the assertior
that the prineiple of payment as compehsation for loss incurred will
not reduee any inequality which exists before its introduction. It
is suggested that any superficial examination of financial needs
that could have been made in 1910 would have revealed that the need
for finencial assistance from the Commonwealth wes relatively far
greater in, for exemple, *asmania then in Wew South Wales or Viet-
oria. This aleone would have been sufficient justification for the
partial deviation at least, from the use of the compensation
prineiple,

It must be remerbered, however, that the Commonwealth
Government was aware that the effects of Section 87 would soon be
over and some revision of the whole system of Federal-State financhl
relations would be necessary. It may haveiilen thought that until
the time came for the introduction of a ¢ 1y new method, it
would be simpler to continue the existi fpod, A second influewe
would be that the Pederal Senate, whicil Susposed to be the body
responsible for the protection of © @Vhts, had not proved to
be as effective as anticipated, and % Lower House, the two
States which would stand to lose 8 .,., ,,.a revenue from the sdoption

fke 1899, Apperdix B p, 19 and
%99 527 and 829,

6. GSource: - itatistics of Tasg
Commonwealth Year Book Ho. Mg
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of the'principle of paymmﬁt-lccording tc financial needs, New South

- Yiales and Victoria controlled rcrtybnina of the seventy-five seats,
It would therefore be fairly difficult for the Mederal Government,
even if it were so inclined, to introduce legislation to help the
poorer States at the expense of the richer. Consequently, by 1910, the
end of the first period, nothing had been attempted to bring asbout

equality of taxation burdens or services supplied as between the States
by manipulation of the distribution of surplus Commonweslth Revenue.
It is true that equalisation had taken place in the fields in which
the FPederal Government opesrated, such as the levying of customs and
excise duties and the payment of old-age pensions, but this equality

. WAS only achieved at the expense of greater inequality in fields ol
taxation and services sapplicd by the State Governments.

In the years which preceded the expiration of Section 87,
several conferences of the State ‘remiers and the Federal Prime
Minister were held to attempt to determine a method of sscuring
Federal support for State finances. In 1909 an agreement was reachsd
betwsen the ‘rime Minister and the State Premiers by which 1t was
agreed to amend the Constitution to introduce a new scheme to replace
the provisions of Section 87. The reason why it was though necessary
to incorporate the agreement in the Constitution was because "it was
imperative that the finsncial relations of the Federal and State

Governments - which, under the Constitution were determined only in
- part and for a term of years - should de placed upon & sound and
permanent bagis." In essence, the agteement provided that the Common-
wealth should pay to the States a sum of twenty-five shillings per
head of population annually. Special provision was msde in the case
of Western Australis whers, because of its large customs revenue, a
special annual payment of £250,000 for 1910-11, diminishing by £410,000C
in each succesaive year was to be made. Half of this amount was to be
subscribed Dy the States, including Western Australsa, from their
subgidy of twenty-five shillings per head. The other half was to de
subscribed by the Commonweal th, -

Although the refsrendum which was to incorporate this ’
agracuant in the Constitution rejected the proposal, the Federal
Government passed in 1910, the Surplus Revenue Act which brought the
provision: of the agreement into force from fst. July, 1910, for a
period of ten years and thereaf ter until the Perlisment otherwige
provided, ‘The Act also stipulated that if any surplus revenue remain-
6d to the Federal Government after the payment of the per capita grant
. 1t should be distributed to the States in proportion to the number of

-their people. The 1mmndiata_erfeét of the change from the boojg-keep-
ingmethod to the per capita method of distributior can de seen from
-the following table which shows the amounts peid to the States by the
Coamonwealth in 1909-10, the last yesr in which the book-keeping
method operated, and in 1910-14 and 1911-12, the first two years of
the operation of the per cepita method:
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Commonwealth Payments to the States ~ 1909-10 to 1911-12. (s'ooo)7

' State | ~ 1%09-10 1910-11 191112
'zﬁcw'South Wales . 3,480 - 1,955 . 2,047
Victoria | 2,109 1,647 1,667
Queenslend o - 4,099 692 761
South Australia 843 515 512
Western Australisa : 708 , . 591 600
Tasmania | o es3 233 - 237

-

the immediate sffect was tc reduce the total amount payabls to the
States by 82,889,000, but more important was ths effsct on the States
separately, Kew South Wales and Victoria suffered most. Together
their reduction was £2,117,000. Tasmania was least affected by the
changc.

The implication of the reduction in the absolute amount
payable to the “tates ss a whole or individually is not the immediate
concern of this snalysis. It has been shown earlier8 that the
relative financial positions of the Federal and “tate Yovernments will
- be determined by the distribution of functionsl and financial powers

at the time of the formation of the Constitution. The share of
ravenue and expenditure accruing to the Federal Government will resulf
from the allocation of powers which are considered to be nation-wide
in their impact, and if the financial resources of the Faderal Govern-
ment are greater than its necessary expenditure, the balance should be
disbursed to the States. The severity of taxation burdens and the
‘axtent ot‘cxpenditure on services supplied by the Federal Government
and State Governments must be regarded as complementary, so that
given a certain amout of revenue, whether raised and expended by eith-
er authority, as a first approximation it can be said that the same
overall standards of services are suppliod. If the Coumonwealth takes
over a certsin servive, the btates are relisved of the expenditure
involved. On the other kand, if the Commonwealth introduced & new
service, 1t in effect forces the States to pay for it from therevenue
formerly accruing to them and their expenditure on othereervices must
be reduced. In effect, a new service id given by the Federal Govern-
ment in place of one formerly given by the States, or alternatively,
the States must raise additional revenue from taxation in order to
give the same service as before. It can be said that unless one
suthority operates more efficiently tham the other, the community as
a whole is no better or no worse off than before. Within the commurtty
a different grbnp of people may be deriving more benefit, but taking
the communities as a whole, thers will be very little difference.

It has, ﬁorever, been stated previously that it is the
essence of a rederation that the States ahould retain a maximum of

7. Commonwealth Yesm Book.Ro. 6, p.800.
8. See dbovc, pp.8 rr. :
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-1ndepqndencc, and therefore the assumption of functions by the Commor
wealth which force the States to reduce their expenditure on the
proviiiou of services must be reg&réed as detrimentalAté the euccess-
ful operation of the Federation as & whols. In the particular case of
the Australian Federation in 1910, one of the important factors which
influenced the Federal Government in reducing the amounts payasble to

a1l States was that the Federal Govarnment had decidéd to instftute
the payment of old-age pensions, “rovision had been made for it to
_act concurrently with the States in this matter in Section 51 of the
Constitution, Queensland, New South Weles and Victoria were already
paying such pemgions, and therefore the action of the Commonwealth
‘relieved them of certain expenditure in addition to the reduction of
revenue. To the extent that other States lost revenue for this reason,
they were obliged to reduce aervieos'or‘incraase taxation,

The effect was that the Federal surplus revenue available
for distribution to the States was to be smaller than previously, but
more significant, there was to be a new'bizig for the distribution of
the surplus to the States. *he adoption of the per capita method of
distribution was in fact the adoption of a varkstion of the compensat-
ion prineiple, but 1t operates under one major assumption which, if
incorrect, can produce results very different from the adoption of the
pure compensation brinciple.‘ The assumption is that all States cont-
ribute to the revenue which is to be disbursed in proportion to their
papulationa. In Australia, at the end of the book~-keeping period this
was not so. If the amount per head of population returned to the
States in 1909-10, when the pure compensation principle was operating,
is taken e an indication of the relative amounts contributed to
‘Federal Revenue, it is seen that New South Wales contributed £2.,15 per
_head; Victoria, £1.65; Gueensland, ¥1,90; South Australia, £2,13;
Western Australia, £2,66; and Tasmania, £1,31. Thus, the differences
wers considerable. It can be sssumed with some confidence that the
greater the contribution of a State, the less the nesd for assistance.
. This does not follow inévitdbly,:aa witmess the case of Western
Australia where its isolation and the nature of its resources made it
' necessary for it to import most of 1ts neads and hence contributed
‘more than the average to the Federal revenue thrbugh cus toms duties
while its nseds ware'tcifly greatQ" Nevertheless, thc{amount of the
contribution may be taken &s a reasonable indication of relative need,

If, under conditions of varying relative contributioms to
the revenue of the Federal Government, a distribution of the surplus
is made according tc the size of the population in each State, there
will inevitable be some redistribution of the financial resources of
the Federation as a whole which favours the States whose needs are
greatest, The adoption of the method of per capita payments in
Australia in 1910-11 meant that the relative positions of the States
which received least under the book-keaping method, was considerébly
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N . . _‘ ] ) (‘. .~
 improved. This is illustrated by the fq;}owing comparison o:.ntate
taxation per head in 1909-10 and 1911-12: :

State. a 1292-10 C ' '1211-12 -~ . Ipcrease.
New South Wales & 45 2 & 2 6 £-.7 b
Victoria £- 17 0 @ 2 1 &£- 5 A
Queensland g1 03 . # .5 4 ko 5 1
South Australia  £1 &4 3 £ 6 2  £- 1 1
. Western Australia &1 5 L4 g3 14 .‘f—£ 9 4 5
Tasmania £4 11 5 £ 15 2  £- 3 9

It can be seen that tﬁe State which lost most from the adoption of the
new method, New South Wsles, increased taxation more than any other
State. Thus, the use of per caplta grants, taken in conjunction with
greater expenliture by the Pedaral Governmsnt on & uniform‘basis

throughout she bommcnwealth, dii go some way towards reducing the
inequality which existed., However, it must be recbgniigd that there -
can be no acouracy with the adoption of this method. Greater than
 average needs are recognisecd as being present in the States which
contribute least pér'héad,of p-pulation to the common fund, but it
- makes no attempt to measure and correct exactly_thc degree of inequ-
ality. It may even accentuate it in some circumstances. |

The adoption of a per capita method of disbursing the
surplus revenue ot the Commonwealth can be Quastioncd'on another
ground. The propozal was for a fixed per capita amount to be disburs-
ed for a period of at least ten years, and for the reason thé: it was
fixed, 1t could not be a true disbursement of surplus revenue. It is
inconceliveble that for this period the amount of twenty-five shillings

. per head would represent the exact smount of the surplus in any year.

. Admittedly, provision was made in the Surplus Revenue Act of 1910 for
the per eapita distribution of any surplus which remained after the
payment of the fixed auount of twcnty~f1ve ehillings per head to the
States, However, this aurplus never appearad "and the payments did
not exceed this amount except iu the case of Western Australia which
received a special subsidy which heas alresdy been me:.tioned. It s
apparent,»theréfore, that'either'the revenue resources or spending
capacity of the Federal Government was sufficiently flexible to permit
ad justment to provide that exactly the amount of the requirad'surplus
- was produced.  From the point of view of the Federation as a whole,
such a proeedure would have little or no effect on the net burden on
the comsunity., From the pbint of view of the States, however, it was
significant. If, for example, the Federsl Government hed incrsased

- taxation to produce a aurplus equivalent to say, fifty shillings per
head, and distridbuted this amount between the States according to
population, the States with lowest taxable capacity would gain reslat-
ively most. Thus, thers would be a distribution which would produce

. & greater degree of equality than if the surplus was twenty-five
shillings per head, and probably the net‘hurden of the balancc between

9. Commonweslth Year Book, No.6 p.809.
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taxation drawn off and services supplied would be more nearly equal
between the States. There is, however, a limit to the extent of this
process. There may be a limit to the percentage of incomes which can
~be taken in taxation without adverse repercussions and if this 1is so,
the 1limit may be reached before the desired state of equality. Furthe-
ermore, it may be dboth politically and economically unsonnd to raiac
taxation to a position appreaching this level,

The alternative is for the Federal Governmcnt to reduce
expenditure on the provision of its services in order to pay a greater
per capita amount to the States. It is conceivable that such a pro-
cedure would have adverse effects if the cost of givirg any pakticulax
service is relatively greater in one State than in another, It can be
seen, therefore, that 1t may not be practical for theFedersl |
Governmcnt to produce thflcient revenue to bring about the required
equality when the distribution is to de made on a per capita basis.
Ian fact, it is qu;te'prdbdble that 1t can never be produced if there
is any considerable inequality between States. -

During the first ten years of the operation of the method
of distribution according to population, a considerable change was
saen in the scops and extent of Commonwealth revenue and expendi ture.
The war of 1914-18 expanded the functions of .the Federal Government
tremendously, and in 1914 it entered the field of Estate Duties tex
and in 1915-16 it levied a tax on incomes for the first time. A Land
Tex had alrsady been imposed in 1910-14. The imposition of these
taxes by the Commonwesalth on a2 uniform basis made it difficult for the
States to vary their rates of taxation, particularly in the States
where the rates of tax were slready comparatively high. In other
words, 1t increased the disparity betwecn the taxable capacities of ti
States so far as State taxation was concerned.

_After 1919, the Federal Government continued its method of

~ per éapita grants of twenty-five shillings per head although various
AprOpoaals had been made bi‘both the PFedesral and State Governments for
the alteration of the existing method or the adoption of some new
alternative. As early ass 1919, the Federal Government hsad suggested
reducing the amount of the per capita grant because of its increased
commi ttments, but the mein proposal of the Federal Govertment at this
stage was that it should withdraw from zome ficlds of taxation, and
discontinus &ll grants to the States. The effect of this change, had
it beun adopted, would have been to reintroduce in principle the
situation which existed before Federation. %The per capita method 4id
give some benefit to the weaker States, although it was prdbably not
very significant.

It may bs convenient at this stage to consider the effect
or fhe operation of CJection 96 of the Constitution during this period.
“estern Australie had bcen receiving a special aubvantion,‘halr of
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. which was eantribuied by all States from their per capité grants and
half from the Consolidated Revenue of the Commonwealth. During thss
time, the payment was ragarded in the same light as the per capita
grants, but since that time it has been thought of as equivalent to a
~special grant under Section g6, At least the portion contriduted from
Federal Revenue can be so regarded. This amounted to £125,000 in 1916
11 and diminished progressively until it stood at £55,000 in 1924-25.

In 1910 the Government of Tesmania claimed special financid
~ assistance under Section 96 as a result of the findings of a Royal
Commiscion which was appointed by the Federal Government to enquire
into the finances of Tasmania. The Commission reportad‘Qhat ¥.. the
losses (arising from Federation) suffered by Tasmanies .. are such as
to render assistance to that State imperative.," It recommended the
. payment of £900,000 spresd over the ten year period 1911-12 to 1920-~21
commencing with #120,000 in the firat year and diminishing by &£5,000
in each of the first five years and by £10,000 in each of the last .
five years. The Tesmanisn Goverument submitted & claim in accordance
with these findings. In 1912, the Federal Government passed the
Tasmania Orants Act which made provision for the payment of £500,000
‘over the ten year period, commencing with £95,000 in 1911-ﬁ2 and
reducing by £10,000 in each successive yesr. In 1913, another Tase-
manis Orants Act was passed to pay & further £,00,000 over the remain-
ing nine years of the ten-year period commencing with £5,000 and
incressing dy £10,000 in each 5ué¢easiVe year, The effect of the
conbination of the two Acts was to carry out the recommendations of
the Royal Commission and give Tasmania 2 special grant avoraging
£90,000 per year for ten years,

_ The grants to Tasmania were in effect the rirst made
directly under Section 96 of tnb‘“onstitutiom,‘and the first serious
attempt by the Federal Government to depart from the principle of
payment for 1955 incurred. néwever, the ressons given by the Royal
Commission for the necessity for making a series of graﬁts to ‘asmenie
was as compesnsation for loss 1hcurr¢d ag a resﬁlt of Federation. An
exeminatibn of the documcnta11 relating to these grants seems to rev-
" eal a lack of understanding of the reason for the'relatively disadvan-
tageous position in which Tesmania was found after ten years of Feder-
ation. For example, it was repeatedly quoted that the average level
of State taxation in Tasmania had more than doubled, but it was not
recognised that this high level of taxation might only have been im-
posed to recoup Treasury logs which occurred when the right to levy
customs and excise duty was hended to the Commonwesalth, and that the
net burden on the community was relatively no greater than before

.10, Report of the Royal Commigsaion on Tasmanian Customs Leskage,
1911, p. xiit.

- 41.Report of the Royal Commiseion on Tasmsnien Customs Leakagc, 1014,

Debate in the Commonwealth Farliament on Tasmanian Ursnts Bills,
2912 ynd 1913; Federal Hansard pp.h627 rr. (1912) and 1866 fr,
1913).
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Federation. Conaequently, 1t is contended that the grant was designed
to offset in part the inequalities which existoﬁ,'not necessarily as 8
result of Federation, but baecsuse they had become more apparent with
the concentration of the inequalities in a nerrower field.

It will be remembered that Saction 96 gave the Paderal
- . Government power to meke conditional grante to the “tates. When the
Federal Parliament was debating the Bill to make the grants to Tasman-
ia, the guestion of conditions was raised, and the then Prime Minje-
ter stated: "There is no dotbt as to the power of the arliament to
impose conditions, but go far from recommending a course of this kind,
I strongly deprecate it. At the same time,Ahowever, 1 should not like
to commit myself or any of my collesgues toc a declaration that at no
.. time should the Commonwealth impose conditions in regard to a grant.
. Circumstances may arise under which 1t would be the duty of the
‘Commonwealth Government and Yarliament to make a grant of this kind
.conditional but in the present case I do not think there is any
warrant tc do so.”12 This contention was apparently held by other
Federel :‘inisters for at no stage wss & condition attached to this tye
of grant. Similsrly, the grant to Western Australia was unconditional
Special grants have been pald in each subciguent year to western Aust-
ralia and Tasmenia, and South Australia first reccived a grent in
- 1929-30. This type of grant, as it operated in subsequenti years, will
'5be deslt with more fully in a later Chapter.13

The method of_ distributing surplus Commonwealth i'evenue
‘according to the method of per crpita grants continued on an annual
basis until 1926-27. In the last few years before this time the
Commonwealth Government had made several attempts to reach agreement
coneérning the future of Federal-State financial relations , but
nothing had been firmly agraeed, usually because of opposition on the
part of the States to the Commonwealth proposzls. Finally the »
Federal\g?vernment arnounced in June, 1926, its intention to i: troduce
legislation which would authorise the cessation of per capita payments
Shortly afterwards, the Commenwealth put forward certain alternative
proposals which, in the light of the action of the Redaral Government
ir msking a definite move to aboliash the per capiia grants, the States
felt bound to accept. These proposa’s resulted in the Financial
Agreement, 1927, the sub jJect of the next Chapter. |

Vicwed in retrospesct, the period up to 1927’can be regarded
- @8 the trial phase in the development of a system of Federal-Ctate
financial releticns. It is motable that almest without exception, the
methods of determining the amounts which the Federal Government would
pay to the States which were in operation during this period are no
 longer in use. . The payment of special grahts under Saction 96 has
continued, but the method of arriving at the amounts of these grants
18 now vary different. “imilerly with certain special purpose granys

12. Federsal lsnsard, 24th December, 1912, p.L4627.
13, Chapter 8, "The Commonwcalth Grants Commiesion."
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for road construction and mainfanance, which will be mentioned again
at a later stage.u Generally it can be said that, from this time
onwards, the structure br financisl relationships begen to sssume
greater permanence. The Financiel Agreement of 1927 is still in op-
eration today, and the Uommonwealth Crants Conmligsion which was formed
in 1933 to recommend payments of special grantl under Section 96, stﬂl
‘functions upon the basis which it adopted at its formation, Unirorm
.Taxation and ‘ax Reimbursement Grants were later developments,

, By 1927, somc Progress hnd been.made towards devising a
syastem which would go some way towards bringing all States to a commor
level. The idea of making payments to States from Federal Revenue as
compensation for losses incurred as & result of Federation was still
dominat, but the method of application of the principle had resulted
in & measure of redistridbution of the tdtal resources of the Common-
wealth in favour of the weaker States, *he per capita distribution of
portion of Commonwealth revenus was operating to a limited extent to-
wards this end, end this was supplemented by the use of Section 9 for
the payment of grants to the more necessitous States. It must not dbe
imagined, however, that the Federal Government was deliberately adopt-
ing a policy designed to bring all States to & common level of devel-
opment, In largé measure, the favourable results which were achieved
were accidental, It is thought that the adoption of the per capita
method was designed to give simplicity of administration and while
those who were responsible for its introduction were probably aware
of the redistributive effects consequent upon its adoption, and were
guite satisfied with.the:e'cfroets, these were undoubtedly only second
to the main reason which was eimplicity of sdministration., The
difficulties which had been sssociated with the book~keeping system of
assessing the amount contributed by-dud expended on behalf of the
States had been tremendous, and there was no satisfaciion that the
methods used had achieved the correct result.15 |

So far as the payment of spuclal grants were concerned
their use was definitely a move in the right direction. It was real-
i8ed that although the pvr capita distribution favoured the States
which contributed relatively least to Commonwealth revenus, their
position was still unéatisfactory when compared with the larger, more
industrialised States. Although not specifically stated in sc many
words, the special grants were designed to permit the weaker States
to operate at a certain mininum standard which was coneiderably below
the standerd operating in the wealthier States. *arthermore, the
method of assessmmnt o the amounts of the special grants wes rather
indefinite. Cn occasions Royal Camminsions‘were appo;nted to recom-

" mend the amounte which should be paid, but it is significant that the
amounts recommended werpe usually in the nature of a fixcd paymsnt ovel
a period as long as ten years., In addition, the fixed gréntn were to

be for decreasing pmounts, which assumed that the finencial position

o= ~E T B
15. Ses, for example, the Report of the Royal Commizsion on Tasmanian
Customs Leaksgs. 1911. Parliamentarv Psper F413759.
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of th. States concerned would jimprove, over a short period to an
extent anrficiant to make them independent of specinl rinancial
agsistance. This was evidenced in statements by some FPederal
politicians that the first special graut to Tasmania was to be
regarded as a losn to be repaid ‘at some future data.16« '

The same assumption operated with respect to the per
cabita grants., The Federal Governmment was always looking to the time
in the future when the Siates would be independent of financial
assistance from the Commonwealth., W¥hether this state of affairs was
" to be achieved by the Commonwealth gradually assuming control of some
of the functions then performed bi the Ltates or by increased prosper-
ity of all States is not clear, but it would eppear that the payment
of annual subventione from Comaonwealth revenue for the asu%?tance of

Utate revenues could act only as a palliative, and not as « cure for
the disbalance of functional and rinancial powers. In other words,
this procedurs, on its own, could do nothing perman.nt to correct
the disbalance. At no stage in this period wss attention given to
regulation of the public borrowing policics of the various Statel37
and on this aspect depended, in large messure, the extent of the
development of the States, and the future capacity to increase taxable
capacity and reduce the dependence of the population on services supp-
lied from public funds,

Genefally, in this pericd, the &d justment of the lack of
balance bstween functional and financial powers of the Commonwealth
and States was confused by ‘the vagueness of the Constitutional
provisions which divided powers betwsen the authorities. At the
outsat the funcgional powers of the Federal Government were few while
revenue was substantisl, but the extensior. of the field of operation
of the Commonweslth gradually reduced the amount of revenue available
to the States. As pointed out previously, there was probadbly no
absolute loss to the éommunity as a whole fromn the chenge in emphasis,
but it meant that the Federal Uovernment waa refusing to recognise it
function as acting &z an agert to collect revenue on & uniform besis.
and distribute it iﬁ the'beat interssts of the Federation as & whole,
Rather, it had dccided to use its surplus revenue to increase its
' renge of activities. To this extent it was dringing about eguality
in certsin fields of taxation and dervicss, but the effect wes to
concentrate the ineguality into a smaller field of State activity,
which included on the expenditure side such important functione as
the yrovision of health =nd education services.

- 1t is not the purpose of this esssy to eriticise the
,actione of the <ederal vovernmeni i the éxpansion of its functions,
but where these actions result in a reduction of its surplus revenue
to the point where 1t i3 not in a poaiﬁion 10 bring sbout equality
betwecn ﬁh- btutes tarough the diatrfbution of its revenue, then it

- - s e

16, See Federal Hanserd, 2ith Octdber, 1912, pp.k626 ¢
17. See note p.120. ‘
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intrudes on the subject matter of the points under consideration.

This ecems to have bdBen what was happening in the years before 1927,
The Commonwealth concentrated on bringing sbout that measure of
equality which could be obiained through expenditure of its own rev-

- enue. It was, however, bound to carry out. the provision of services
impartirlly between States, and therefore therecould only be partial
rediatribution. This involved the introduction of new services
administered by the Federal Government on a uniform basis, whilst
leaving existing services ss provided by the States on an unequal
basis, It might be sald that in the intersests of Federation, if it
was found necessary to expand Commonwealth expenditure to that extent,
the correct sction would have been to expand revenue accordingly to
ensure that = sufficient amount would be availsble for the payment of
equalisation grants. Admittedly, this would have been a further
incursion into the 1ndeﬁendancerf the litates, but if this was
necessary to bring about,thé desired eQuality, then it would have beer
Justified. ‘The correct action, however, would dbe for the
Commonwealth to limit itg functional powers to those which are truly
nation-wide in their impact until equality was.reached in the fields
of Ltate revenue and expenditure.
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CrLipTey 7

THE_FINANCTAL Acpﬁmmr - 1927

45 gpa pliernstive to the method of per capita gaymantu to
tue Jtates, the § Pedcral uOVgrnment subwi tted & proposal which was fin-
_aily acceptud oy esch Farlisuent and which is usually referred to =s
the “iinancial Agreement”., The origznal agresmﬁnt wae Tramed in 1927
and the power of the Lommomwuslth to make such an agreemsnt ratified
by the jeople in a referencum which gave rise to dection 105a of the
Constitution. 7<he original provicions were subscguently sltersd by
certain Debt fonversion Agrecmonts of 1931, and & farther Jlnascial
Agrecment of 194h. The mein points of the Agreement, which governs
public borrowing st the present time may Be summerized a: Tollows:

(1) A dosn Council was estdblish062 with the Prime Minister or his
represcuntative as Chairmen, and the several State Premiers or
their repres rtatives as mcaubers to determine the amount, distrid
ution and conditions of pudblic borrowing. uoach State was to have
one vots arl the vomnaonwealth two votes and a casting vote. 1f a
unanimous decision were not reached, one~tifth of the totsl loan
-raisings in any year were to be availablé for the use of the
Comnonwealth flovernment, and the remaining four-rifths divided
hetwean the Gtntes in proportion to their net loan expenaiture
in the preceding Live years.

{(11) All loan raisings were to bs mansged by the Commonwealth on be-
hulf of the vommonwealth and States. This was subject td some
exceptions, such as bdorrowing dy & Siate outside the Commonweal th
sub ject to the spprovsl of tne Loan Council, or dborrowing by a
State withipn its boundaries from bodies @#stablished under Federal
or State law, A State could use publicAmoniel for temporary
purposes. ' |

(114)sach Government was to submit annually to the Losn Council a
pregramme showing the amount it dceired to raise in that year.
This was to exclude loans for the cﬁnvaraicn, renewal or redemp-
tion of existing loans and temporary dorrowing. Losns for the
purpose of funding deficits ware to ba included hut losns for
defenco purposecs were excluded,

(4v) The Commonweslth mgreed to take over the public dsbts of the
States as they existed on 30th June, 1927. The exact amounts
involved were specified in the Agreement, Arrangements were alse
made for the complete taking over by the Commonwerlth of Gtate

1. fac “Financial fgrecment dDotw on Lomionwealuh and “tatec” ,19Lb,
Commonweal th Yarliamentary Paper 3029.

2. # ~#oan Council had been in existence tfor several yesrs previously.
However it was & voluntary associstion bstween the Commonwealth
and States and had no legal existence.
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debte releting to property transferred to the Commonwealth under the
Constitution. The States were to comtinue to be lisble for the int-
erest on the debt {other than that releting to the traneferred prop-
erties) taken over by the Commonweslth, but the Federal Government was
to contridbute to each Stxte an amount egual to the smount of the per
cepita grant received By each State in 1926—27, the last year of the
operation of that method, for a period of 58 years. A sinking fund of
7/6 per cent, of which the Commonwealth would egntribute 2/6 per cent
and the States 5/- per cent was to de established to extinguish the
dedbt existing on 30th June, 1927, over & period of 58 years. With
respect to debt incurred after 1927, the State and the Commonwsalth
would each comtribute 5/~ per cent to a sinking fund to eliminate the
debt over 53 years.

(v} The supplementary agreemsnt of 194L provided that where loans. were
raised to mect s revenue deflcit occurring aféer 1927, the Commonwealkd
would meke no sinking funff contribution and the Btate concerned would
eontridbute to & sinking fund at the rete of mot less than LX per snn-
‘um, Special provision wss msde for the redemption of Treasury Bills
ralsed to finance deficits which occurred before tat July, 1935,

(vi)8iaking funds were to de controlled by a National Dedbt Commiasion and
contributions to theszse funds wers not to be accusuleted but were to ba
applied {to ths redemption sand repurchese of leosn scourities,

(vi1)Certain rules were made by the Loan Council regarding berrowing by
semi-governnental bodies, and those were incorporatsd in 1936 to form
& “gentlenen's agreement” which provides for aubmission to and approve

al by the Loan Coumchkl of all loan programmss of semi-gevernmental

- dodies proposing te borroew £100,000 or more in any finsncial yesr.

' These are the main points of the Agreemant whieh is still

. in tore. and hos governed publie dDorrowimg in Austrslia from 1927 down
to the present tims, In sdditien there were other points of relstivdy
minor importance, such as those governing the procedure of the Loan
Council, eertain aspects relating to the payment of interost and the
establishment of tinkinz rmadn, repayment from State revenues of sink-
ing fund momies which ars applied to the redemption of losns converted
at a discount ., end 30 on. These and other mattera have not besn
govered in detall decakse they have only an indirect effect on the
relative pesition of State finances, which is the wain concern of this
unulnu.3

The situation ismediately prior to the introduction of the
Finsncial Agreement was that the Federal Covernment passed the States
Orants Act which abolished the odligstiom of the Federsl Govermment to
centinue the per cepita grants to the States. PFailing acesptance dy
the States of the Commonwsalth propossls, thers was every probsbility
that the States would receive no financial sssistance in 1927-28 or

3. For full details, sce “Financial Agresment detwsen Commonwesltih
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subsequent years. In effsct, the Statsz had mo alternative but to
accept the Commonweslih's proposition. At the time, the representat-
ives of the States resented the attitude of the Commonweslih Goverammi
in its appraoch to this problem, but in feairmess to the Commonwealth,
it had deen enfleavouring to come to some sarrsngement with the States
since 1919, It would appear that the States had not been entirsly
cooperative in helping ito arrive at a ssatisfactory solution, Constit.
utionally the Commonwealth was in a position 60 distribute its aurplus
revenus upen any basis 1t desmed fair, An earlier Aigh Coupt decisior
hed given legal backing to the sctiich of the Commonweslth in tramsfer-
ring revenue tc trust funds and this mesnt that if it desired, the

~ Comnonwealth could achicwe the position wheredy there was no surplus
‘yovenus to be returned to the States., Nevertheless, the States consid
ered that it was their right to receive soms of the revenus collected
by the Commenwealth. Constitutionally this was not 80, dut undoudted-
- Iy 1t was in the ingterests of the Federation that the Commonwaslth

- should uss soms of the revenue for the purpose of grants to the States

There appear to be two major aspects of the ¥inmencial

. Agreement which warreant dstatled exsmination in this snalysis of

FPefteral-State financial arrangements in Australia. The first i¢ con-
cerned with the implications of the transfer of pewer in the fisld of
publie berrowing from the Jtates to the Loen Council, and the scoond

with the ilmplications of the incorporation ef Commonwsalth payments of
sirplus revenew to the States in the Agreement, and the extent to whin!

. this is compatidle or otherwise with the payments of grants from the

Cosmmonwealth to the States under the primeiple of payment according te
financisl needs. - Substantially, the main consern is with the latter
of these two aspects, but in some ways its impgtanee cannot de fully
appreciated until the wider isplications of the first sspect have

. veen sxamined.

Under the provisicons of the Agresment, the States ere to
svbmit annually their borrowing programmes to the Loan Couneil,
This Council, consisting of the Prime Xinister of the Commouwealth
‘and the Premiers of the several ftates, the former with two votes
- and the latier each with a single vote, first ccnaiders the
- prograames for all authorities as a whole. They will determine
~ whether it 1s both possible and desirable that the total amount
required by the Commonwealth and the States should be raised, It
this is agreed, then no difficulty arises. The period of the
loan, the rate of interest and other detsile are decided, and all
authorities will receive the amount reguested unless the market
iz not as preductive ag anticipsted, In such circums tsnces,
there will probsbly be some agreed amendment to the eonditions of
berrowing ic order to bring forth the required asmount, ¥hen
the Couneil decides that the full amount of the combined programnmes
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can aot, or should not be uﬁ»roau it is necessary to epportion g
total smount available botween the States. The Finsnciasl Agresement
provides that under these circumatsnces the Aistridution shall de by
unanimens decision of the Loan Council, But if unanimisy is not reac
04, then a formula shall determine the distribution. Lhe formula
- dfvides the total smount batween the Commonwexlih and States in the
PFrOpOrticRa ORe-Tifth and four-firths. The four~fifths allocated to
the States will de dietributed sccording to the amounts raissd for
each 3tate Guring the five yeesrs preceding the year under considerat

Upder the Agrssment, the States sutomatically surrender
their rights to determine the amounts they would borrow for the purp
~ of capitel Gevelepment and the tera of dorrowing to a Loan Council
in the decisions of which esch has but s small voice. Attention has
besn dramn on ssvaral occasions to the peculkar nature of the censti
wtion sud powers of the losn aagezw The argurent put forward is
briefly that by acceptance of the Fimancirl Agresment, the Parlismen
of the State; end the “ommonwealth have delegated their powsrs to mak
desisions on smtters relating to piblie dorrowming to an extra-Parlia
entary body consisting of the Premiers of the Gtates and the Prime
Ninister of the Commonwealth, Once the Loan Couneil has made a deci
ion, it 1s eutomatically binding on all Parlismenta. LEven in the
event of one or more Parliaments Aisagreeing with sny decision, they
have no power to alter it or refuse to accept it. The only remedy .
to discipline their ruspective Parliamentary leaders snd so prevent |
recurremce. Despite this peculiar type of dslegation of powers, the
doss net appear to be any danger of a breach ¢f democratio principle
The finel decisiens are msde by electsd represontatives of the peopl
and theParliesentary leaders in the seversl States. The sct of
delegation was made by the Parliaments in full knowledge of the
fmplications of their sctions.

|  Hgwever, & more serious breach has ocourred 1if the Stat
wers under the impression that they were surrendering dorrowing powal
to the Loam Council while in faet thsy waere surrendered to the Coamol
wealth Goverament. 4t would appesr from & superficisl study of the
provisiens of the Finaneisl Agreoment that the position of each Stat
in relation to the Commonwsalth is one of mesr-equality. 7his was ti
view which must have been takemn by the Btates in 1927, According ti
the econstitution of the Losw Ceuncil, the Htates, wher acting as a
coobination, can easily outvote the Commonwselth although unsnimity !
. pecessary under certain circumstances. Other ssction os the agreeme!
however, give sols power to the Commonwealth to berrow money ou bebs:
of the Btates and the Commonwealth., This implies that whatever the
decision of the Loan Couneil regarding the amount that is to be rais
the Commonweslth hae power to decide vhethsr or not the determined
nlaﬁ.wn can be reised in the market or by other means.

r.. Ses, for example, an sriicle dy R. C. Mills in the “Keonomic
Record”, May, 1929: also,"¥he Future of Australian Fedoralion” b)

.~ Flee o gawnw s i
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It may appsar from this statement that there will always
be a lintt to the amount of investible funds iru_na_blo for borrowing
by CGovernments. While it is not necessary to undertake s digression
to discues these aspects of public finance, it should be wentioned tha

in a technical sense there can nsver be a shortage of furds available
for usc by governments. If the reguired amcunt cannot be ralsed in
the open market, the amount that is act.u;ilx raised in this way can
usually be supplemented by the isaue of Tressury Bills by the Govern-
meat with the sssistance of the Uentral Bank. In Australis, it is th
the Commenwealth rather than the Btate Governments which can adopt thi
procedure becauss of its relatiorship with the Commonweslth Bank.
Thus, the Loan Council may decide thet the full px-osrm audbmitted by
all authorities should be raised, but that the mmrket could not pro-
vide the full amount, and that the balance should be made up by the
creation of credit. This latter decision is not, however, one which
the Loan Couneil is compstent to make. It lies within the Field of
activity of the Commonwealth Government, and while the lLoan Council
cen request that the Cosmenweslth assist the losn prograsmme in thés
way, the finsk decision will rest with the Commonwealth Goweriament,
It is the Commonwealth Government, not the Loam Council, whieh will
usually decide the totsl amount which the merket will provide, for ia
large moasure, the Commonwealth Government is the market,

The powers which re#ide with the Commonweslth can dbe app~
reciatsd from an exsminaticn ef dacisions mede by the ioan Council and
the Commonwealth in 1951-52, “n that year, coxdined programnes of the
States and the Commonwealth submitted to the Losn Couneil amounted te
£351tm, The Commonweslth representatives suggested that with Commone
wealth support, the market would yield only £180m. and of thas, the
Commonwealth Government was prepared, either direstly or indirectly, ¢
contridute £125m. Nevertheleas, the States combined and outvoted the
Commonwealth, and by & msjority decision the Lean Council approved a
borrowing programme of £247.%a. It was apparent that without furtherv
Coummenwealth support, the effeciive programme for the yoar wguld de
£180m., the amount which the Commenwealth was prepared to underwrite.
Obviously the Commonwealth could have undersritten the progremme o a
greater oxtent, but chose not to do se. In this case it was stated
that the issue of further Treasury Bills would create inZleticuary
pressure which was updesirsble at the time., Im short, the Commonwealt
has taken upen itsslf power to decide whether a certain amount of
borrowing would be detrimertal to the economy as a whole,; wherecas it
is suggested that this is a function of the Loan Couneil. It is not
intended to debate whether the action of the Comsonwealth was right er
wrong, but merely to demcustrate that the States have surrendered
power to dorrow, mot to the Losn Council, but to the Commonwealth
Government. '
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The sescend aspeet of the way in which the Commonweslth
Covernment has eassumed econtrol of Gecisions of the Loan Couneil relate
to the distribution of the totsl smoung which the Council hes decided
to raise by pudblic borrowing in any jesr. The problem will not arise
" 4f the £211 programse submitied by the 8sate Governments is agreed to.
In this case, since 2ll States sre sallocated the smount asked Tfer,
there is no need for a distridution by the Loan Council.

If the total amount askef for is reduced, hewever, the
actual amount dececided upon smet be divided detween the Goveraments of
the Etates and the Commonwealth. If unanimous agreement coneerning
this distribution is not forthooming, the distridution is made in
sccordance with Seotion 10 of the Finaneial Agreement. This specifies
that the Covmonwealth Govermamnt shall receive ome-Tifth of the total
anéd the reuminder shall bes distridbuted betwsen the &tates in aceord-~
ance with the proportiens of the toitals which they received in the
preceding five years. |

in recent years, all staté Oovernmeats would have esuffer-
ed a reduction in the smouat of loan wmomey they received had this
tax;mla been called ints operation. Customerily the Feleral Govern-
ment has required less than one-fifth of the total smount to be raised
~The rest of its reguiremsuts for finanase for capital investment proj-
ects ars supplied from its current revenus. Thersfore, if complete
sgreouent were not forthcoming and the disiridution were to de deter-
mined by the Formmle, the Commemweslth could dsmand one-fifth leaving
& lowsr amount for distridution to the States compared with the
smount which would have been distriduted with 2 unanimcus decision.

. The way in whioh this can work wmay be illustrated by
reference to the actual determinetion in a particuler ':ytar'. In 1951-52
the total smount agreed to be reised by the Loan (ouncil for distrib-
ution to the Commonwealth and State Uovernments was 4225m. of which
the Cgumonweslth required anly £23m,, Had the Loan Council not reachd
unanimous agreement on the Sistribution of the remaining £202m, , the
Commonweslth could have demsnded ome-fifth of the total amounting to
£%m. leaving enly £180m. te be divided Detween the States. In that
year the Cemmonwealth financed cepital works from revenue to the ext-~
‘ent of £411m. and sa 1t would have been possible for the Commonwealth
to have reguired their full one-Pifth of the total.

From the polunt of view of the Htates, it was therefors
highly desiradble that agreement should de rsached and automatic distr-
ibution of the total amount prevented. Furthermore, siance the agres-
ment of the Commomnwealih is pecessary for unerimity of opinion, any
suggestien dy the Commonwealth would have to de agroed to dy the
' BStatea. Thus it is posseidle for the Commenweslth tu lmpese 1ts will
or the Htastes se far as the distribdbution of the total awount agreed

tc is covneernesd,
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In fairness to the Commonweslth Govermment it must be
stated that up to the present time it has not imposed ite will upon th
States to this extent., But the poseidility does exist and unfoudbtedly
the States’ representatives have this aspect in mind when deteraining
the sllocetion of available fands. It is aignificant thet the formala
has not yet been ussf ms & memns of distributien. Joms compromise is
always resched by the Stxtes rather then suffer ths consequences of
the opsration of the formmla. It ean therefore be seen that even in
this matter the inﬂxmmc of the Commonwealth is greatar than the twu

‘votes afforded ite repruseatatives would suggest. Thus it mest be
ergued that whils the wording of the Finaneial Agreement Iin the
seciions dealing with the procedurs of the Loan Council ostensidly
- proteet State rights in the field of publie dorrowing, the Commonwsalt)
ean in fact determine ths total amount to e raised in any year end
influsnes 1its distridution between States. Whether the States wers
aware of the pessibility of this aituation srisimg at the tise when
 the Agreement waz being framsd is doudbtful, and even 1f the States
d1d recognise the surrender of sutonomy in this field to the Common~
nﬁlth, they had little slteruative but to :eccpt the proposals.

From the States' poimt of view, although some mﬁcponﬁcml
had been surreadered, if not to the Comnonwealth, at least to the Loan
Council, there are some definite advantages to a scheme for coordimat-
ing borrowing by ell governmental authorities im Australia. Formerly
each State detormined imdependently its cspital investment require-
ments for esch yeer and them entered the market under the wmost
advansageous conditions available, Thus there was considerable coupet
itior for investible funde, which, under most circusmstances were
3imited im volume. There was inevitably scme dargaining through
intersst rates and it would be safe to say thst this independent act-
ion by the States did have the effect of meintainimg a higher schedule
of interest rates im Australia then would otherwise have operated. For
example, at 30th Jeme, 1927, the average rate on outstanding dedt for
s1l Btates of the Cemvorwealth was £4/18/2%: at 30th June, 1949, the
corresponding rate was £3/4/-%. ¥nhile this is net conclusive
evidence of greater efficiemecy im Borrowing, s no consideration is
given to the gature or the term of the debt and other fsetora, it doea
- seem to indicate that coordinated borrowing Mas had soms effect on the
terms upon which money is lent to governments in Aunstralia. 7This is
probably due partly to the laek of eonsiderabls competition in the
market and a2lso to the greater ssourity en joyed becauss of the estab-
lishient of sdequate sinking funds for the ultimete rodemption of dedt
in all States and the Commouweslth,. It can be said that dui ror the
Finsncisl Agreement, the States’ developmental progremmes may have
bDesn less advanced, as they would probadly have Deen adle to raise
less than they actually 2id through the Lean Counell, or thedr annual
cl&a’fgu for servicing their debt would have been greater following
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the higher éatu of intsrast, although thm might conceivably have
desn offset by lower sinking fund provisicns.

As mentioned mliu;’ under the prineiple of payment of
grantes to the States by the Commenwealth according to financiil need,
one of the fie¢lds in which it 1s desirable that equality between Htam
be cbtained is that of developmant of natural resources. The way in
which this wmay be achieved is by coordination of public dorrowing and
provision thet the Etates which are relatively under-devedoped ahould
be given the oppertunity to berrow a relatively greater amount than
~the more advanced States. Zhere are two sides to the achievement of
 this equality, the first relating to thie granting of power to the
under-developed States to raise more puwblic loan funds per hewd of pop
ulation thar the other States in a loan garket which is usually limit-
ed, and the seceond to the provision of the additional emounts necess~
ary to mest anmual debt charges which will result from the greatsr
than average dorrowimg. The first of these will be considered here,
and the sseend later in the Chapter when dealing with the impact of tm
Financial Agreemsnt on the relative finscial positions of the States.

A Stste which is poorly endowed with matural rescurces
will probably Tind that itas rate of development will bs retarded
compered with one which has en abundance of resources. Frivate
oapital will be atirscted to the States which offer s greater yield
Tor snveatment, and the average incomes of the pooply sndowed Btate,
and hence the incoms of its governnent will be lower than in the
wesl thier States. Therefore the States whieh have greatust need for
public capital development will be the States which have least readily
exploiteble natural rescuarces, to which private capiisl is not attrac-
ted in any comsidereble guefitity. Furthersore, those States will
fiud greatest difficulty in raising pudblic eapital, not only dbecause
of limited income with which to meet ammual dedt charges, dbut also
becauses investors will be reluetsnt to lonéd to the government of a
poorly endowed State when amore attractive investmenta, sc fer as
security is congcsrned, arc offering in other States. It will proball
be found that kigher rates of interest will have to be offered to
attracs evern the amount of baerrowin; that can be afforded. If one of
the cb jects of the establishment of the federal form of government is
to bring all States to & common level as regurds development, standard
ef liviag, ete., then the payment of grante to the weaker Htates
indirectly from the revenues of the stronger Htates will de onrly a
pailiative unlesa some attempt is made to smooth out the funiamental
Snesqualities whieh exist in the extent to which sach Siate is iam
possession of sssily exploilable natural rescurces.

The cstablishment of the Lean Couneil to eoordinate
publie Yorrowing in Australia offered the possibility of the develop-

5. BSee svove, pp.30 1,
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of olvil servonts sho ave sivesty advisors to the Individusl mssbers
of tha “oan Council, shike tbe second is that 1t could he an entirely
. inGependent body shose neabers have no direct responsibility or
affiliation & any perticular gevernment, The first alternative
suffers from the defect that, as in the case of the kesn Council mede
up of the State Fromiers and the Pederal Prime Winister, the decision
would be influenced by State affiliation. “he second does not suffer
from this disadvantags and therefore has more to recommend it, Such s
body could estebliish & series of primeiples and methods for the deter
minatbon of the loan raising potantial of the market and the need fo
pudlie eapital investment in sach State in relation to that potential

Diffioulty might be exporionced in cbtaining effective

- operation of suoh a body where the Commonweslth Government, or sny

~ amthority under iis control represents a large portion of the invess-
ment market. When this sitastion arises it chould be posaidle for tb
boly of experts to determine, before making its recommendations to th
Loan Counsil, the sxtent to which the Commonwealth is prepared to
aasist the aerket in the partioular year for which the descision is
regquired, This is the only sy in shich it would Be possidle for b
power of the Coamenw:slth. whather rsal or potentisl, to use its
position of infiuence in deeiding the level of dorrowing in the
country, as s lever with mhich to inflinencs the decisions of the Lom
Couneil, The procedure woulé then be for the Ztates and Comuonwealth
0 sbnlt their programnes to this body which would determine, by
indgpendent investigation, the umrket potontisl if the Commomwsalth
- pleys no part. If this potential was found to be less than the toie
- prograsms, 1t would then approsch the Commonwealth Government to
detarnine the axtent to which it or its mgencies would support the
market. If this is still insufficient to meet the totsl of propossd
bovrowings, the amcunt availsble from the open market and from
Commetivealth sourcex could be divided betwesn the Statsa according te
thair needs, A report would bo subaitisd to the Loan Couneil, and
woild then rost with the Ceuncil to uaaoun or acdify the msgnv
tens of the boly of nxcnawu

In this uiw 1t shorld be poseible to covercome the major
defacts of the procent system whershy the Commonwealth is in an oumi-
potent position snd the State Premiers are unadble to chellenge Commo:
woslth estimmtes of the state of the loan market, All mesders woul(
know within reasonsble limits the smount of funds that would de
availadble and it would de difficult for sn individual suthority to
oppose a distridbution determined Dy an expert body adcerding to
. eatablished principles, al guw some minor modificagions would be
© inevitable. The Commonweslth representetives would still retain the
povar given to them by the operation of the sutomatie formula in the

- event of fallure to reach unanimity, but there would be grantaer

possibility of unsnimity being reached without gosreion, snd
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and econsequently lesa chanee of the will of the Commonwealth belng
folt unduly in atonaweuu emenating from the lLosan Council. .

. These are the mmin sspscts of the provisions of the
Finsneial Agresment relating to the establishment and procedure of the
Losn Council. The suggested method of overcoming the dissdvantages
associnted with the functioniog of that body - the transferrsnce of
sovereignty in the field of public borrowing from the States to the
Cosmonwsalth by way of the Loan Council -~ has been designed to operate
within the framework of the existing Financisl Agrssment. It say be
thought to be more effective to smend the present gunoﬁa.an to give to
the States more suthority in Loan Council decisioens, but the handieap
will xlways be the extent of Comnonweslth powers in other fields,
particularly its superioriiy as & revenue raising authority which
- permits 1t to fizance capliel exzpenditure from revenus and its

. association with the central banking system. The permanent modificat-
~ ieon of Coumenwealth powers in these fields would mean = cocmplste

recasting of Federal-State finsnocisal relstions in Australia. Under
existing conditions this wmould not be practicsdle,

The seeconéd major implicatiom of the imtreduetion of the
Finencial Agresment relstes more dirsctly to the current financisl
positions of the States. That is, to the effect Lt had on the current
revenue position as opposed to the long-term dedt position. The

~ Agreement provided that for ® poriod of Pifty-eight years, the

Commenwesal th would pay to the States annuslly a fixed sum towards the
intercst on thedr dcdis as they existed at 30th June, 1927. Actually
the teras of the Agresment in this respeet were that the Cemwconwealth'
would take cver the menagement of the debt but the States would st11l
be responsible for the interest payments to which the Commouwealth
would contridbuis the fixed sum mentioned adove., in addition, the
Commonwealth would comtributs an smcunt equel teo 2/6% on the existing
dskt towards a sinking fund designed to eliminate the dedt over a
 period of fifty-eight years. The States were reguired to pay 5/-% om
the debt into the same fund which was to be eontrolled by a Netlomal
Dbt Commiselion, On future borrowinges, both the Commcuweanlth and
States were to contribute 5/-% to pl_ou.»nuva the weg over Tifty-three
2‘1
The smounts which the Ccrmonwealth proposad to wo..w a8 &

, amvn»nu tewards the interest bille to be met by the States represented
the smounts which emeh State received in 1926-27 under the per eapita
methed of distribution of surplus Commonwesalth revenue, As seen in
the previocus Chapter, the intreduction of the per capita payments had
beon & definite improvemsnt over the book-keeping method, which had
represeated the application of the ecompensstbon principle in 1its
purest form, and which had operated in the initinl years of woasﬁﬁg
®*nile there had been no consciocus move towards the adoption on the

principls of distridutien scecrding to relative finsnecial needs, the
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acceptance of the per caplta wethod hed meant that thers was some
n&»n«n»vun»ua in favour of the Tinancially weaker w«neau.

One of the important aspects of the »aocu.vonnwwaq of the
payments of surplus Commonwealth revenue to the States in the Pinsnelsl
Agreement was that the grants shich had formerly deen uncorditional
were now to be conditional im two respects. In the firat place, they
became special purpose grants which had wa._w- used for the purpose of
meeting the avnual interesti committmenis., Hovever, there was ko
serious limitation on the financial freedom of the States in this
regard. Before 1927, esch State hed received a grant from the
Comscnwealth which was then paid into Consolidated Revenue where it
lost its 1dentity. In all csses, intereast charges which had to de met
from revenus excesfed the amount of the grant, and therefore the
grants acculd even then be regarded as being used to mest interest
cherges. After the adoption of the Financisl Agrecanent there was no
¢hange in the procedurs except that the grant was spscifically allec-
ated to moet interest paymenta., Thus it ecan be said that the State
sacturlly lost mothing from the imposition of this condition on the
grants they received,

A mere sortous condition, however, was thet the grants
were caly payable in the event of the States agreeing to ﬂ,@ou.vw the
other provisirns of the Finanecial Agrecment. That is, if the States
agreed to sudmit their lean programmes to the Loan Council and abide
by its decisions, contribute to a sinking fund at a fixed rate in ord-
or to smortisa their dedts, and shide by the other agn»wﬁgu- they
would receive a cortain sum as =& contribution towards intercet payments
and sinking fund provision. It is spparent that there would have beern
no significent difference to the aperation of the ¥irancial Agreement
if the provisions rsleting to grants had been omitted and the same
amount pald to the States as an uneonditichal grant ocutside the
Agreemont, It mmat be concliuded that its ability to meke paywents tec
the States from 1ts surplus revenue was used by the Cosmonwsslth to
forece the Btates to ascept the Agreement which gave the Comnouwealth
some influenes over State policy as regards public borrowing. It is
not proposed to dedate whether this action was justified or net., Un-
doub tedly there was need for some coordinstion of borrowing but {t
would prodedly have Desn mere desireble for a acheme to de Jdesigned
whiech the States would accept voluntarily rather than a scheas be
imposed from shove by the Commonwealth. Ihe conditionsl mspect of the
grant is not in aecordance with the primciples which it hes heen showr
shouid operate to gevern payments from the Commonwealth to the Statss,
but the only eondition whieh was of any significance was that which a
made payment conditional upon sessptance by the States of provisions
- whieh 4id not relate direetly o she current financiel position. In
~ other words, this condition was not related to the way in whioh the
grant was used snd is not, thersfore, of imuediate relevance, The
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befare 1927, but the total amouni had boen slightly redistridbuted in
favour of the three numericelly smalier ané financislly wesker States.

Fayments to Etates under Finaneial Agrcemnt - 195152

e pmEIRIB RNTIEGS
.New South Wales 3,898 : 4,195
Vietoria » 2,6%6 , 2,877
Sueensland - 1,430 : 1,526
Bouth Australis 4,020 912
Western Ausiralia - 746 ’ _ 735
Tasmania _ 393 . _ 373
Total 10, 142 | 10,633

One other aspeet of thia matter is that under the Finsn-
clal Agresment, the States were compelled to contribute to a sinking
fund at the rate of 5/-5. Prior to 1927, some States at least were
‘not providing for amortisation of debt at that rate.’ While 1t 1s
undoubtedly desirable that rcgular contributions should be mede for
c:nkiag fund provision, the introduction of the FPinancial Agresment
probably weant that some States were suddenly called upon to pay more
than previously from revenus for this purpose. In Kew South Wales, -
for exsmple, in 19526~27 payments in interest and sinking fund contribd-
utions on & dedt of LAiim, were £5.7m; 1§ 1929-30, the comparasble
figures were £135.7m. on a dedbt of £270wm. This arose partly because
provision for amortisation had been relatively low befors 1927.
Conversely, Western Australie formerly made high sinking fund provia-
fons, dut theme were eontinued after 1927. '

It can be said that so far as the relative finaneial pos-
itions of the States were eoncerned, the basis of payment under the
Pinaneial Agreement produced very similar results toc those which would
have been seen haé the per ceplta method continued. It has been shown
that there was scme slight alteration and that this appears to have
favoured slightly the smaller States., To that extent they improved
their financial positions comparsd with the larger 3tates. The reason
for this was besause the smaller States had chosen, and been permitted
‘$0 incresse their relative dedt position coumpared with ths larger
States, s seen from the following Tebled

Indobtedness per Head - 1927 and 1952 = by Stetes~
State 30th June, 1927 30th Jums, 1352  Increase
: 5 N #
Kew Youth Vales 101 158 _ 54
Victoria : 82 129 48
Guesnsland 116 151 35
South Auatralia 155 235 79
Western Australis 164 230 | 67
Tasmania _ 11 _ 237 126

6., Comuoawealth Budget fapers, 1952-53, 9.92.
7. Coumonweslth Year Book no. 48 p.L0b6.
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The three States whose receipts under the Fimsncial Agreement sxceeded
twenty~five shillings per head in 1951-52 were those whose rates of
public borrowing and inveatment were w_owuan and which are, by most
tests, the finencially weaker mewbers of the Australian federetion.

- Host of the additional Burden resulting from the higher borrowing rate
had to be met from their own funde, however, and this msant a greater
divergencs detwger the standards of sorvices given in cother fields and
severity of taxation in these cospsared with the larger States. in

other wordas, the greater berrowing in the finaneislly wesksr States
was finenced at the expsnse of the provisiocn of other scrviees or by
greater taxation. This is subjeet to the qualification that thesge
three States, Jouth Australia, ¥estern Australis sand Tesmanie were
receiving special grantes under Section 96 of the Comstitution which
may have permitted this expsasion sithout uniue effects in other field
This aspect will be econsidered more fully in the next Chapter.

It ean de bunnoa»aga that the incorporation of pesyments
to the States by the Cormomwealth in the ¥Fimaneial Agreoment Adid virt-
ually nothing to hasten the process of trensfer from the priaciple of
paymont as compensation for loss to the principle of payment according
to relative financial needs, So far sas thsae w»«sonon are concerned,
they were designed to compensats the States for part of the financial
lons which they suffered as a result of the transfer of powers to the
Comnonweal thh CGovernasnt, and because thsy have continued until the
present day, 1t must be considersd that the primeciple still operates.

- There can be no doudt that slthough they were related to debt manage-

ment echarges, they bore no relationship to the level of sach charges
in ench Stats. This point is brought out by the following gwwosw»g
shows interest committmsnts and the Commonwealth suddidy to easch “tate
at the time of the introduetion of the Financial 4Agreement.
Interest Coomittments and Cosmonwealth Cubsidy ~ by Getates -~ 1927
— Outatanding m%gwﬁ Comronwealth Gubsidy to

State Debt (&m.) Subsidy £'000 nﬁuwagps

Hew South Bales 242 12,072 2,917 24.16 .
Vietorie 146 7,190 2,127 29,58
Guosnsland 106 _ 5,076 t,096 21.59
South Australie 90 4,538 704 - 15.51
Weatern Australia 72 3,272 473 . 1446
Taamania 25 1,203 267 22.19
| Total 680 33,350 7,584 22.74

. ¥pom thias teble it is apparent that in determining the
distribution of the total smount avajiladle for disbursement from

8. Comsonwaalth Year Bock no. 21 pp. 380 and 383 and No, 24 pp.
Ny and 277. . ‘ .

ma Qgg“ﬂwu Ysar g ‘OO 21 chg and ”00 -0 P qwmt

10. Coomonwsalth Year Book No. 21 pp.386/7 and “Finaneial Agrsement
bstween Commonweslth and States” p.10, _ .
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Commonwealth revenue, no sttention was peid to the relative sisze of &
pudlic debt and interest chargses of the States. The amount of subsidy
each would receive pepressnted approximately twenty-five shillings per
head, and therefore the States with the highest interest d1il) per hesd
would receive relatively least financial assistance by way of Common-
waalth grant under the Financiasl Agresmsnt, At the time, the interest
payadble psr head rangod Trem £8/9/11 in Western Australis to &;/3/4 in
Vietoria. To some extent the amount of the dedt per head is a measure
of the need for capital development in & State from pudblie resources,
It the ebject of the grant was to sesisi the States to meet their
annual dedbt charges it would have been moresppropriste to relate the
grante to the interest charges psr head. In this way it would have
been posaidle to brimg about some measure of egualisation of the bdburd-
en of interest payments between States. Mor example, ons appresch
might hmve baen to allocate the availadble amount on & percentage dbasis
according to the amount of interest for which each State was committed
It such & procedure had besn adopted, “the intersst payments to which
the subsidy was to be related would necessarily be the net burden. A
lorge part of the interest payable in esch State was not a net charge
on resvenue but was reacouped from other instruzentalities. For exsaple,
almost helf the cutstanding debt of the States in 1927 was debt ine
curred on behalf of railways and tramways, and the imtereat on this

- portion of the debi was paysble Dy those instrumentsliities., Where

they were profitsble concerma, the interest would not dbe a burden on

Consolidated Hevenue. Thus the appropriate figure to use would de the

net burden of interest paymsntas on Consolidasted Revenue.

By relating the grant to interest paymesnts, it would have
dsen possidle to equalise the net burden of debt management charges
as they existed in 1927. 4t is realiced that this might not have been
the best method of application of the principls of payment accerding
to relative financisl needs decsuse no sonsideration would dbe given tc
the relativa importance of the interest burdens on the revenus of each
gtate. ‘“‘evertheless, the payments under the Financial Agreement, by
the very fact of their assoeiatiom witlh the Agreement, wshich was con-
cerned maiunly with the losn fund aspect of public finanee, and that
the payments were specificd as contridbutions to the interest charges
payable by the States, 4id suggest that in this field an attempt was

- bveing made to eguslise development. while this is quite erroiisous, as

the earlier sxamination has shown, it was possible for this eourse to
be slopted, although sdvantsage was not taken of the opportunity.

Furthermore, the conscious spplieation of the principle
of relative financial needs would have called for adjusatmsnt to the
grant sccording to future borrowing, If the zim hsd been to dring
about sguality in the field of development of natural resources, prov-
ision would have to be made for either sn incresse in contributions
acecording to subsequent borrowings, or a redistridution of the total

ameunt avesilable for disbursement by the Commonwsslth. So far as
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oquality betwecn “tates 1z concerned, the total smount available for
distribution is not of prime importance., ¥hat is significant is the
proportion of the total which is sllotted to each State. Thue, in one
year the total amount available awmwn‘we £10m, and this &s distridbuted
in a certain way to give the desired nannwupw. In the following year
the total amount might be lowsr, but provided that thih is distributed
correctly, equality can etill be maintained but at a lower general
level. The limit to this procsas is wher, under the perfect distrib-

ution, one State receives no assistence. This procsdure eculd have
beon applied to payments under the Financisl Agreement, I the
attaimment of eguality dy these payments is limited to agquality of
development, then panipulation of the distribution of the total amount
availadle, whether fixed or variadble, could have achieved the desired
result,

sarlfier in this nunceanwé it was suggested that the wholse
arrangemwent coul@ have been improved if an independent body had bheen
established to sdvise the Loan Council on the loan market potential
and the proper distribution of aveilable loan money in each year bet-
ween the States to prouece the eguality of devslopment which, it is
contended, should have been one of the chjscts of the estadblishment of
the Pinencial Agreement, In aidition to thet function, the dody
suggested could have deen given the power to distributs the total
amount mvailsdble From Comuonweslth sources for asaistance to States’
revenusa, to cuable tne dtates which needsd groster than average
development, to finance the!r sdditional borrowing. In this wey it
~would heve been possible to briung about a perfectly ccordinated systen
of pudlic investment betweun State which would, in the lang run, lead
to au improvement of the position of the weaksr States and hence
assist the attainment of the position where the rclative finencial
needs of the States wore in proportion to thaeir contribution to
Federsl revenune,

Unfortunately, the cpportunity wss not taken, and <o aom
oxtent at 1 ecast, the inegualities which ware then present are deing
perpetuated. An examination of the second teble on page 133 reveals
that there has been soms improvement and the three weaker Status have
mnade some progress in this fisld towards eguality with the remaining
three States compared with the position as it was in 1927. 1t is
suggested that this has only dbsen possible becauss those thrse States
were receiving special additionel)l financial sssistance from the
Commonwealth and they realised that sdditional expsnditure inourred i
debt sanagement charges would de recouped. This aspect oarnot be
fully apprscistsd until 2 study has Duen made of the principle adopte
"in the assessment of speeisl grents,

The aecond sspect of the Finaneclal tzreement & that rela
ing to the impaect of grants under the Agre:zment -~ hed now been

11, See pp. 128/9 sbove.
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although theare was recognition of greater need by certain States, ther
was 8 lack of appreciation of the real reascon underlying this need.
Conseguently there was no nrovision in the Agreement to permit those
States to expand st a relatively greater rate with the object of
reducing their rulatively greater nved for assiutsneu. The Vimancial
Agreement 3111l operated and perpetuctes the avommu» ofl Federal-State
finaneial relaticns that existed in 1927. Conditions and cutlooks
havs changed since thenh and while the nnueu- and aoiugagug continue
to he dound by the provieionas of the Agroenent, sone nodifications
have baen effected Ly other means,

bevertheleas, so far as the finances of the States are
concernsd, the bssic criticisms of the Pipancial Agreement still
remain. Thesc ame that the graants to the States from the surplus
revenve of the Commonwealth are comditional upon the surrender of
exclusive power in the field of public borrowing by the States, and
that no provision was made to enswre that the States with the greatest
Reed for capital development received proportionately more thanthe
other Ltates in the distridution of availadble funds. I1n short, the
Agreomcnt as 1t now stands could have no piace in sn adequete schems
Tor the adoption of the prineiple of distribution of surplus revenue
of the Commonwealth mccording to relative fimanoisl needs. The ideal
' solution would be, of course, to reform the Agresment along the
desired lines, axnd if ueceassry reallocate the distribution of powers
between the States aud the Cosmonwesalih., lowsver, such & acheme would
probaly be impracticable at the pressnt time and therefore it is
necsssary to Jdevise sone method which would operats within the present
constituticonal framework and within the pravisions of the Finaneisl
Agreement, but with some smendmenta, One possidle scheme has dbeen
suggested in tie ectablishment of an advisory hedy with powers such
as those outlimed above., An alternative would be to hand complete
control to the Comwonwealth but aafeguard the rights of the States by
preseribibg the conditions and priwneiples under which Lt would operate
in the Financial Agreemsuzt, This matier will be taken up again in
the concluding chapter of this essay.
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The early development of the payment of special grants
under Bection 96 of the Constitution has been sxsmined inm' a previcus
Chapter. ' denerally 1t can be s8aid that these grants hal been mide
to the two Statcs which were leaat developed and which had the small
est populations, ae compensation for the loss which they incurred as
a result of the transfsr of power to collsct cusiéms revenue from th

 States to the “ommonwealth. The smeunts paid in this type of grant

had been determined dy the Commonwealth Government after investigati
had Resn made dy variocus Royal Commissions., The method sdopted hed
been to £ix s certzin amount to de paid over a period of years and
usually there wes no review during the period. The Dest that cen be
s8id of this method was that the recipient 3tates were aware iz sdva
ce of the amount of amsistance they would receive over & nuaber of
years. The smount of finencial asssistance tc be given to each Stat
was determined by the Federsl Purliement and it may be sssumed that
the individual memdbers of Parliament weres not fitted to eassess the
financial needs of the States. They haé neither the necessary sxper
knowledge or time at their disposal. Admittedly, some ascistance wa
given by the Roynl Commissions which fnguired at infrequent interval
intc the financisl position of ths woaker States, but again, these
Commissions were not composed of the types of people who wers
competont to meke such imvestigaticns.

Until 41928-29, only twe Gtates, Western Australies and
Tasmaniz wers cleiming financial assistance under Section 96. The
smounta fnvolved hsd incressed slightly over the ysers, dut even the
they were not unduly high. In 1912-13, for example, ¥estera Austral
reteived £230,000 and Tusmania £95,000; in 1928-29, they had increas
to £300,000 smd £220,000 respactively. These smounts were reletivel
fusignifricant compared wiith total Cammonweelth expenditure, which at
that time was in the vicinity of A7%m., but to the States concerned,
the sige of the grant was of vitel importance. The position was com
plicsated in the follewing year, 1929-30, when South Australis cleime
and was granted spsecial fimancisl assistance undsr this Seetion of t
Constitutien. Another Royal Commission was appointed to investigate
this elaim and it recommended that an amount of #500,000 per snnum b
peid to South Australis for two years. Apart from the findings of ¢
Roysl Comuission concerning the amount of assistence the Gtate ghoul
recelve, s recoomendation was made for the establishment of & perman

1. Eee sdbove, pp. 114 1YL, -
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body to carry out a continuwal investigation of the finarcial positicns
of the States of the Commonwealth, The full text of the statemsnt was:

¥ In one respeet we have to confess some disappointment. Remesdering
that this was the third State to make appeal for help to the Federal
Government on the ground of alleged Federal disabilities, we hoped
to find, in the course of our enquiries, some formule or primciple
which could be readily applied te the changes srising out of futurs
finaneial relations of the Comscnhwealth and States. Although we
have searched diligently to this end, we are forced to confess that
80 fer we have failed to find it, In the absence of this we are
strongly of the opinion that the times has come when some provision

should de mafle for a continuoms study of the finencial relations of th
Commonwealth and the States. 7The duty should de delegated to a smal

- Voldy af misn, specially gqualified for the purpose who would de sdle
mwol time to time to inform the Commonwesalth and States authritative

" =1y of the interactions of their policies snd finamcial proposals.
It seems fairly certain that in the future, following the exsmple of
other gevarnments,these financial relations will continue to shange
as  result of the internal presperity and development of the .
individaal States as well es the legislation. The experiesce and
knowledges aquired by suek 2 dody should in time suggsst some sound
working principle or formulas aw»aw eould de applied with expediensy
ts tlhese evoluticmary changes.”™* ,

. In 1929-30, the Commonwealth Government made a special
grant of £360,000 to South Australis, and underteok te pay £320,000
in each of the two foilowing years. Thus, the £im. recommended by the

NQ«-H Commission to be paid over two years was to be spesad over three

years., In the fellowiag year, 1930-31, the Government of South

Australie claimed £im. snd the Joint Committes of Public Acaecunts of

the Commouweslth Parliament supportsd this claim., Eventuslly the

Commonwealth Governaent agrsed te pay & further £8%50,000 in addition

to the &£320,000 to which they were already committed, making a total

of £1,1705000 for the year. In that year, the Public Accounts Commite

- tee alse urged the institutior of & permsnent Commission so that:

" eee in fairmess to the Commonweslth and States, wniform metholds and
procedure in.relation to financiasl assistance to the States should -
be evolved." "

Finelly, in 1933, the Commonweslth Government passed the

Commenweelth “rants Commission Act which estsblished a permanent

Commission to inguire imto and report upon ie

{a) Applicstions mede by any State to the Commonwealth for the
graut by Parliament of financial assistance in pursuance of
Section 96 of the Constitution;

{b) Aay matters relating to grants of fimsncial sssistance made im
pursuance of that Seetion by the Parliament to any State whieh
are referred to the Commission by the Governor-General; and

(e) Any matters relating to the makimg of any grant of financisl
sssistance by the Parliament to sny State in pursuence of that
Section and referred to the Commission by the Governor-Genersl,

The Comuonwealth Granis Commission, whieh consists of
three mesbers and a trained staff, has zince oxsmined claims made in

2., Z¥gport of the ¥oyal Commission on the Fimances of South Australis
as affected by Pederation, 1929, p.33, paragrsph 61.

3. " Joint Comalttee of Pudblie Accounts - Report on the Finances of
8outh Australia as affscted dy Pederation - Jume, 1931, p.3.
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each succeeding year from the three Ststes, South Australia, Western
. Australis snd Tasmanis, and has recounended specific annual grants to
be paid in each of its twenty-one years of sxistence. The first two
years of the Commisgion cesn de regarde! ss a Torammtive pariod during
which it examined alternative poessidilities of scouring a permanent
basis upon which the smounts of the grants to e paid to necessitious
States should he doteramined,

K | As early as 1930, L. ¥. @iblin, then Ritehie P.rofnsor ot
Economics at Melbourne University, stated in a memorandum submitted tc
the Committee of Public “ccounte enquirsug into Tesmanian 4isabilities

that ¥ any 8tate requiring help from the Commonweslth should show its
g00d raith by satiafying the following conditions:-

(1) It should be taxing its people with eamidtrably greater severity
than the Australian average,

(2) It should not be attempting técinl pmvinim on a more ganemn
scals than the average,

(3) Its costs of administration should be below average, and

(4) It should, for some years at least, have shown moderation and
: eaution in lean sxpenditure.

Ii' these conditions are satisfied, I psubmit that the responaidbility ia
en the Commenwealih to mmke up what iz regdired to snadble revenue to
balance expenditure. It is not a2 question of meking a contribdbution
towards 1t. If the sdbove comditions are fairly satisficd, the e¢dlig-
- ation is on the Commonwealth to make up thecdeficiency in full as a
vital cendition of the effective mking of the Federatioa.” k. :

Tais statement would appear to bs the first flear pron-
cuncement of any dasis for the assessment of the amount of finaneial
assistancs to de given to the poorer States and was in faet the only
practical alternative that had deen suggested. Without deudt, the
adoption of this methed as a mesns of determining the grants to de puf
would have represented the adoption of the principle of payment accord
ing to relative firanciel needs, although there are some points which
could be criticised, Professor 0idlin was one of the original mesders
of the Commonwealth Urants Commission and aa will be seen, the ideas
incorporsted in this statoment were also to be seen in the principle
and methods later adopted by the Cosmiission.

In its Third Report to the Commonwealih Covernment mede
in 1936, the Grants Commisnior emunciated inm the following words, the
prineiple shich it has sdopted as a basis for the calculation of the
sooants it recommended for payment to the three States as specisl grant

"Specia)l grants are justified when a State through financial stress
from any canke 15 wnadle sfficiently to discharge its functions as &
meaber of the Federation and should be determined by the amcunt of
help fourd mecessary to make it possible for that “tate by ressonsdle
;ﬁo&t tesfmtim at s standerd not sppreciably delew that of other

s

The enuncistion of this principle, which has deen follow-
by the Commission down to th_e prezent time, was the first oceasion on
which the principle of payaent sccording to relative Tinsncial needs

Le The Uase for Tusmania, 1930, Appsndix J, p.69
5, Commeonweanlth Grants Commissiem, Third Remrt De 75
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was officially stated in sny form snd therefore it marks the beginning
of & view era in Federal-State finsncial rslations in Australias.

- Eabodied in the Ytatement 14 the 411 recegnition of the primeiple of
equality,zs it may be called. The opsrative words are “Special grants
ses should e determined by the amount of help found necessary to make
it possidble for that S8tate... to function at a standard not appraciabd
Below that of other States”. This almost eompletely subraces the
equality primciple. Had the words "not apprecisbly below” deen re-
place by “equal to", it would have reprssented the complete adoption
of the prineiple which hes boen shown to be the most desirable inm
dotermining the amourts of grants from the “omuomwealth to the States,
This, however, is mot the complete story. Although the Cosmission
stated a principle which is in reassasdle accord with the principle
which hes been shown to be the most sdvantageous doth to the States
concerned and to the Federetion ae a whole, and which hes bDeen follow-
ed to the present time, it does not necessarily follow that the
srinciple is deing applied in the may designed te give the dest pess~
ible resuits. Ir order to determine this, it will be necessary to
conduct a fairly exhauvstive exsmination of the metheds whieh the
Comulssion uses in the application of its stated prineiple.

" The method which the Commiszion has used to assess the
financial needs of the three Stetes which have Desn consistently claix
ing finaneial assistance under Secticn 96, and whieh are referred to
by the Commissien as the slaimant States, have varied slightly over
the twenty-ene years of its eperation. The change can be regarded as
having deen brought about partly by the development of mew thought en
certain aspects of the applieation of the principle, and partly by
changing eircumstahces withiu the Peleration. Therefere it has baen
thought sdvisadle to consider firat the method used at the time of the
Third Repert, 1936, and then at the time of the Twenty-rirst Report,
1954. This will ®ring out both the changes im approach sand the
changes necssaitated by altered circumstances.

“Yenerally, the Commissicr adopted the approach to the
messurement of relstive finansial needs as that suggestsd by Préfessor
@iblin in the "Case Yor Tasmenie, 1930." which was guoted sbove. The
first problem with which it was faced was actually a statistical one
relating to the delay which was inevitable before nsceassry statistie-
a8l date decame available. If the method sufgestsd by Frofessor Gidlip
was 0 do uwsad, then the fundamsntal bdasis of ssaessment ef grants
would Bs the derfieit in Conselidated Kevenue sscount in eash year,
This implied thet the finarcial needs of any “tate would noi de known
until the exd of the fimancidl year to whie: the grant would relate.
In orter to resclve this probiem, the Commiasion sdopted the method
of assessing the neolds for s particular year on the basis of experiens
two years earlier. Thus the assessment for 1936-37, for example, was
made OB the data avelladle fer 1534-35. Such a procedure is subject
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to the criticism that over the period of ths time-lag, sudbstsntial
change sy teake place in the relative finsncial positions of the
States. The alternative wes for the Cocmission to eatimate nseds for
the year to which the assessment relsted on the basis of such infora-
ation ag was availsdle and make its recommendation sccordingly. The
Comnission recognissd this altermative, dut rejected it ov the greunds
that it “would lead into reslnms of most wacertain epeculstion, and
would quite ressonsbly cause grave dissatisfaction.*® It cam be sate
that the methed sctuslly adopted, involving the time-lag of two years,
wourld be ressonadly satisfactory if sconomie conditions were comparat-
- ively astable. Where they wers chamging rapidly, this method could
catuss even greater dissatisfaction. _

The next problem tc be faced was the determination of a

~ standard by wmhieh to juldge the financial neede of the claimant “tates,
In this, the Comaission was fortunate that only three States, thosse

" with the smellest populatioms, were claiming finaneial sssistance. Ths
thrae larger tates were sufficiently well-endowed to ensure their
independence of Commouwsalth assistance of this nasure. Comseguently,
the interpretation by the Commission of ita un.w.a@»uwc governing the
assessaent of relative finsneial neods was to recomnend grants to the
claiment States suffichként to permit then to functiom at s stapdard
"not sppreciebly balow" the sversge standard operatiug imr the three
remaining States, czlled for convenience the "standard”™ States. Thus,
ths coumeneing point of the assessment wes that, all other things
being equnl, the claimant States should receive im any one year, an
smount suffieddnt to bring their dudget results of two years sarlier
to sguality with the averags result in the three standard ,mapnuu.

During the first three years of ils operations, the Gom-
mistion dié not adopt this approash in its eomplete form. 7The stand-
ard was determined by referencs to ¢onditions #n Victoria and Queens-
lsnd alone. HNew South Xales was excluded because it exhibited “so
many disturbing features".’ ibis was = serious deviation from
adherence to & primeciple which at firat sight had offered ths possid-
115ty of achisving the m~st favouradle results. IHowsver, in the
Fourth Report,(1937), the Comuission ussd the results of all three
standard CStates and sc this possible objeection was forestalled.,

The derivation of the hudget standsrd wea by correctiom
to the published budget result, surplus or defickt, of oesch Btate in
order to dring tham to a comperable dasis. In arriving at the ecorrect
ted budget resulte of the claiment States, the apecial grant received
in the year unfer review was diaregarded. The ob ject was to determine
finsmeial need irrespective ef special assistance received dy the
States from the Commonwsalth in that yesar. The next step wes to cor-
. rest the piblished results of all States. Corrections other than that
already made for the speeial grant received in the case of the

6. Third Report p.98.
7. Third Repert p.91.
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the claiment States were of two types:- 8

{a) An allowsnce for items which wcre brought inte sccount in the
budget of some Jtates but met in the ecase of others, snd

{b) adjemtments of the items of revenuec and expeaditurs so that they
referred only to activities in the yeasr in gqueaticn, and eliminat-
ion of the effects of windfalls of revenue, smsrgency expenditure,
and of variations ir aceceunting practice.

By the applicatien of these corrections, the Goomission would errive
at 2 notionel budget result for each Gtete whieh would probably dbe
guite different from the actual or pidlished budget result. However,
it must be agreed that this procedure was necessary tc bring the
accounts of the different States on to a comuonr basis after taking
into acecunt the different methods of recording revsnus snd expendit-
ure traussctions. The result ebtained by the Commission can De
regarded as the true picture, as opposed to the picture shosn by the
published preasults of the States which were distorted dy different

practices and procedurss in ths application of scccunting practice.

‘fhc correcoted budget rosult of each Stats was then expr-~
cud in terms of its population, and the aversge o ithe three stand-
ard States adopted as the standard. For sxample, ths grants for
1937-38, (Fourth Report) were based cn the financisl results of the
tatos in 1935-36, in which year, New Scuth Fales had a correctsd
deficit equivalent to £0.729 psr head, Victoris a surplus of £0.04%
per head and Queensland s deficit of £1,066 per head. Ths awesn of the
threse States was thus a deficit of 40,582 per hesd and this bscame the
s tandard for that ysar. In oiher wordes, the férat approximatioa to
the grant would be an smount suffiocient to ensdle the claimant Ytates
to prefuce & deficit of 40,582 per head. Actually in that year the
corrected deficits of the claimant States were Scuth Australis -
£2.388; Wegtera Australia - 1,659 and Tasmentes ~ £2,457 per head,

This, however, wae merely the first approximetion to the
grant. The Commission had propsunded im its statement of principle
of deternination of the amounts %o be recommended, that & claimant
Ptate weas reguired to make ressonsble effort to achieve financial
independence of the Commonweslth. In other words, the Commission had
to be sure that the scvarity of taxation in the olaiment ltetes was
at laast eQual to that in the standard Ttate, that standards of serv-
icen supplied were not comparatively extravagent, and so on. Obviou=
sly, i the sassesemont of the grant stopped at the stage of producing
corrected budget results couparadle with Rlicse in the standerd States,
the claiment States eould enjoy a omch higher standard of living than
the standard States, but at the expense of the stendard Statsas.

The first sppreximation to the grant, as dstermined dy
the procedure cutlined above, had ther to be adjusted to take inso
aceount the effort ench elaimant State was making towards balaneing
1ta budget infependently of special finsncial assistencs from the
Commouveslth. *‘he aspsets of finmancial poliey to which the
8, Third Egport - pp. 93/100.
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Commission gaic attention in this regard -ﬁrcz-g
la) “he maintenance of sapitel eguipament,

(b) ‘he standard of economy in expenditure imvolving
(1) The coat of administration, and
. {14) The scele of social sarvices,

(¢) The standard of e 'fort in raising revenue, involving

, Ana saverity of taxation, and

11) Yne zcale of payment tor services,
, “he mathed of spplieation of ad justesnts to the first
approximation $o0 the grant was to calculate from statistical data,
wherever poszible, the difference which would have taken place in the
levels of revenue snd expsnditure in $he btudgets of the slaimant
Etates had those States taxed with equal seveority and guppliied the
sane standards of services ss operated, on aversge, in the standard
Siates. Of the five types of adjustments specified above the Tiret,
relating to maintenance of cepital sguipment snd the laat, relating
10 the acales of payment for serviees, were relstively unimportant.
In the former cass, an adjustment was made to the buss smount of the
grant recommended for payment to Taamunia to permit increased maint-
enance expenditure during the t'zrlt two years of the Counissien's
operations, dbut thereafter, this type of adjustment was discontinued.
Until recently ipe Commission made no spacific adjustment for the rel-
ative severity of charges for servicea supplied by publlic utilities,

‘he siijustments which affested the detsraination of the
size ol the grants to the c¢lajimsnt Etatus wers therefore limited to
threes types of State financial policy, the relative saverity of taxat-
ion on the side of revenus, and on the expenditure sides, econemy or
extravagases in the provision of social services and costs of adminis-
tration. The method of Jetermining the severity of taxetion in sach
State was to relate su index of taxatien collections per head of pop~
ulation to an index of taxable capecity. The forwer wes based ou sot-
ual collections of taxstiom from sll sources in vach State, snd the
latter on atztements of income ecntalned in income tax returas lodged
for Commonwealth inoome taxationh purposes. 7“he severity of taxation
for each State was then shown ARs sn index nuzber with a base of 100
squsl to the aversge scverity in all States. The average of the index
nuzbers of the three standard Utates was adopted as the standard to
determine the percentage by which the severity in esch claimant Jtate
deviated from the standard. This percentage daviation from the stand-
ard was then applied te the sctual eollections in each cleiment State
to determing the ad justment which should de made. This adjusiment
could be either positive or negative resulting in an addition to or a
refuction from the base smount of the grant.

Por the purpose of Getermining the adjustment for expend-
iture on secial services, the Commisasion used statistical dats prepar-
e for 1t by the Commonwealih Stagistiscian. This éats was a compil-
ation of the met expenditure on sceisl serviees in each State

9. Third a&mt’ pe1C2.
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expenditure per hesd of population, and the simple sverage of sush
expenditure per head in the thres standard States represented the
standard by which expenditure in each clsimant State was measured.

The possibiliiy vas recognised, however, that the Statca with the
soaller populeticns might experience scwe greater difficulty in prov-
i¢ing the same standards of services for the same cost per head as in
the standard States, and therefors allowances for social donaity,
expressed as percentages of stendard expenditure per head were allewed
At the time of their introduction, thess allowanees were arbitrarily
determined as 3% for Soanth Australiz. and Tssmania and 78 for Western
Austrslis. The standard th.s beecame the average exponditure per head
in the atahdard States, plua the allowance for cocial density, and
this was compared with the actual expenditurs in the relevant claimant
State in order to determine the nmecessary ad:u:hent. Again, this
-could e either positive or mgcun. _

The ad justment for the level of txpem!ituro on adminig-
tration ns less precissly determined than either the previous sdjust-
nents., Iz this regard, the Commissiocn informed itself as far as
possidble from available statistiezl data, dut the retusl adjustment
nas based on the intuitive judgment of the Comsnission, In sddition -
to theee three types of adjustament shich could be either positive or
Bogative adjustacnts to the first spproximation to the grant which had
slready been deterrined from the gorrscted budget results, ihe Commise
sien made certain other adjustments which were inevitably unfavourable
to the claiment “tates. It will bercmanbered that the statoment ef A_
principle upon which the Commission proposed to determine the amounts
of the grantes 1t would recommend said that the gwant should be surfic-
fent to enshle the claimsnt ¥tates, by ressonsble effort, to function
2t & standard not appreciadly below that of other States., The
Commission deecided that it womld M%p:rroprutc for a grant to be paid
whichwas sufficiently great to ensble the claimant Siete concerned to
operats at precisely the saxe standard as the standard States ou
average, and thersefore it imtroduced the concept of providing that the
claimant States made s spocisl effort to reSuce their depandency on
the Commonwealth for finaneclal support.

In other words, the Commission introducsd an adjustment
that would ensure that the standard in the claimsnt States would be
below, but not sppreciably delow the standard in the other Btates,
This adjustment was made in two ways. First, the average exrenditure
on socisl servises in the three standard 3tates was reduced by 10% to
give ths standasrd By whieh ecomperasble expenditure in the clasimant
Btates was te Do Judged, and secoddly, ths stanéard aeverity of tax-
ation, as detormined dy relatimg taxation collsctions to taxable gap-
acity in the standard States was jncressed by ssrtiain percentsges. In
the Third Keport, Tor example, the sverage ss determined by the
methold cutlined sbove was imcressed By 7% in order to ' judge Seuth
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Australlan severity and 5% for %estern Australia ss specisl additional
effort required by thane States. Yo additional effort wac requirad by
Tesmania. This latitor odjustment was of the nature of a panely impos-
ed to meet that portion of the deficit of a claimsnt State cavsed by
past extrquence' or mistakes, particularly with referance to the
annual burdon resultiny from unnecesssry past borrowing.. v

In this memner the Commission arrived at a figure which
rapresented, as far as the caleulations permikted, the cmounts which
the elaimant States should receive to permit thew to operaie at
standards socmewhat comparable to those in the standard Stataes. Mo
attempt has been made to examine the ststistical teehnigues iuwolved
in this sssessment sa, while not frrelevant, this asps¢i is relatively
unimportant from the point of view of underctanding the broader implie
ations of the adoption of eertain methods in relation to the stated
principle., Befors snalysing these implientions, it will ds convenient
 to cousider the changes in method which have since taken place in
srdar to appreciate thce method in operstion at the pressnt timse,

The greatezt changes wsre drought about by the impact of
the 1939-4%5 war on the finences of ths Austrailsn States. In the
immediate post-war periocd, Australis experienced repid inflation, and
the mathod of assessing relativs financiel needs based ca the budget
regult of two years eerlier became unaatisfastory as the differences
in the smeunts neécssaury to overcome differehces in relative financial
need bytwesn two years grew. Ino it Fiftaenth Report (4948) the
Comuission introduced a new method of determining the awount of the
grant for any partisulsr yeer. 8y thes new method, called the "two~
part® method, an estimate is mede of the fiansncial needs of a claimant
Etate in ths year te shich the payment is relgtsd, This estimste is
based on budget gztizates of the States concerned and sstimutes by the
Coumission of asjus ments 1 will Be required to make to the aetuel
budget result when that year becomss the year of review., A margin of
safely is allowed, and the smount so determined is recomssndod to de
$aid as an sdvance tc be fin-ally adjusied when the year. in which the
paynont is mde becomes the yenr of roview - that is, two years hence.
in other words, the Commission's estimrtc will de corrected whsn the
informatior become eveiledle to permit it to assess, by the methols 1t
kes edopted, the amount which the Stete should have received to permit
it to reach the required stsndard. Thua, in any one year, & claimant
Ctate would recolve a grant mede up of two parts, the first to be
regarded ass an advance to be applied to the sccounts for the year in
which the peyment iz made, and the scecond to be applied to the accowte
of the year of veview., Under this method it is possidble for the
seeond part of the grant to de a negative amount #f the Commiasion
oversatimated the needs of a claimant 8tate, iz which case, revence
from the asccounts of the year of review have to de transferred to the
acecounts of the year of payment to ensure that the full amount of the
“Lmman Lo atmtlahtas for nes in the very of poynent,
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‘ After the intreduction of Uniform Texation, to which
tororonce will be madc in the following Chapter,asveral modifications
were made to the way in which ad jus tments were medse to the bass amount
of the grant. The adjustment for economy or extravagence in sxpeanedis
ure on administration was Jdiscontinusd on the grounds that euployment,
and hence sslary costs in the pudblic services of the States had been
dirxcrontly affectesd by the impact of war conditions. The transfer of
income taxing powsrs from the States to the Comnonwealth necessitated
. the adoption of an entirely new approach to the measurement of the
relative severity f texation, and becauss this transfer limited the
fisld in which the claimant States could reduce their dependence on
.the Commonwealth by apecial effort, the special effort reqnirod of twg
States to coupensate for pantrmdatakos in capaial expcnditure3 and the
special effort reguired of sll claimant States merely decause they
were claimant States and which wax formerly equal to 10} of standard
net sochkal services expenditurs, was gradually reduced and finally
discontinued entirely.

In 1ts Sixteenth Report(1S49}, the Sommission introduced
s new adjustment which related to the relstive impact on the financial
results of State business undertakings on the budgeta of the States.
Thess adjustments are based only indirectly on statisticsl data. A
strict statistical comparison in this field is not essy to make, and
therefore the Commission had to rely largely on its intuitive judgment
after consideration of all statistical data which it had avallable.

‘ One other §3pect‘of the sssessment of financial needs and
hence the amounts of the grants which is of grest importance froam the
voint of view of the principle involved, relates toc the adoption of
‘the budget standard from which the first approximation to the grant is
derived, In the earliest yearn of 1ts existsnce, the average budget
results of the thres standard States wss inevitadbly a deficit, and
therefore the Commission decided that it was appropriate to recommend
grants which would prodice ¢omperable corrected deficite in the claim-
ant States. From the point of view of producing equality, this was
undoudbtedly the correct appracch. During the war yénrs, however, the
budgets of the standard States showed substantial surpluses. Neverthe
less, the Commicsion decided that while this situation offered the
~ possibility of adopting a surplus standaré, it considered that this w
inappropriate to the purpose of special grants and it would omly rec-
omaend grants which enabled the claimant States to produce & balanced
budgst, Thus, whenever & surplus standard appears warrsnted by the
Commission's procedures, a balanced budget standard ia adopted.

in other respects, the methods used by the Comnissior in
its earlier years of operation have not bein altered. The adjustment
‘for expenditure on social services has aontinued unchanged, with the
exception that the nllowanee_for social density has becn altered to
an sllowance for spesial difficulties and the percentage sllowances
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increased to 5% for South Australia,i1® for %estern Australia and 9%

for Tannunia.‘o’ Summarising the method at present used by the Comm~
ission, it can be said that the basie amount of the grant to a claim-
ant State in any year is the amount of its deficit unlese the dudget

results on everage in the standard tates is a deficit, in which case
the base amount of the grant is an amount equal to the difference det-
ween the standard deficit per head and the actusl deficit in the State

concerned. 'This base amount is then corrected for &ifferences in
scoounting prectices between States, and the result sc obtained is
adjuste@ for differences in severity of taxation and other State
charges, and differences in the level of exp&nditure on social servicas
This amount is determined two years after the financial year to which
1t relates, but portion of the amount has elready been received by way
of an advance in the year to which the calculation related. The €iff-
erence, when finally paid is credited ajainst the deficit of the year
to which it relates, or if no deficit regained after receipt of the
advance, then it is applied to the accounts of the year in which it is
actaally paid and will de regarded dy the Commission as part of the
advance for that year to be finally adjusted two years later.

It is now possible to analyse the principles and methods
used by the Commonweslth grants Commission to determine the amount of
of the grants it recommsnd should be pnid‘annually to the claimant
- Gtates in the light of the principles and methods which have been

showa as themost suitable for a federation such ss that which exists
| in Austaslia. £Eefore reaching this aspect, however, it is necessary
to comment briefly on the way in which the estadlishment of the Comn-
4dsion itself fits into the general scheme wahich has been suggested.
Generally, its composition eppeara to be guite satiefactory for the
purpsse, It is composed of three men who are experts in their owmn
£ield and who operate in a part-time capacity. One improvement could
possibly be the sppointment of s full-time Commission, or at least a
full-time Chaiman, as the task they ars called upon_to perf:rm 1s of
the utmoat importance doth to the claimant States and the Federation
as a whole, This shortcoming, if it ias a shoricoming, is partially
overcome by the fsct that they are assisted by & full-time secrstariaf
- The whole body, conprising the Commiseion and the secratariat is app-
- ointed by the Commonwealth Government and to this extent must de re-
'gardod as an agent of the Commonwealth. Inevitably the Commonwealth
is associated with the body responsidle for the making of grants to
the States and tends to create the impression that the object of the
Commission is to keep the size of the grants to a minimum compatidle
with the use of the stated prineiple. The impressicn is probadbly
quite srroneous, but unfortunately it must exist while the Commission
and ite staff is snewersdble only to the Commonwealth Government.
Nevertheless, it appears that it is the only way in which it can func-
tion sneecssfnlly; The alternative is for it to be an agent smployed

10. Twenty-first Report (1954) p.36.
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by the Ctates themselves, snd this would raice insuperable A1fficult-
1es in appointments, salaries etc. In all events, the establishment
of such & Commiasion is fer prefersble to leaving the determination

' 'of the grants to the Commonwesl:'h Government which would mean, in psac
-tice, to the officers of the Comnonwealth Treasury. The selection of
. Commissioners of high integrity can slways ensure that the interests
of the eclaimant States are protected, Generally, it may be agread
that the establishment of a Commission of this type to deteraine the
relative financial needs of the States and meke recommendations to the
Coamonwealth is in accordance with the operation of the principle.

The next step is to determine whether or rot the stated
principle which the Commission has adopted to arrive at its conclusiaw
is in sgreement with the principle of payment which has dsen decided
1s the most eguitable in & federsztion such a8 that which has developed
in Australis, It is apparent that whatever principles and methods the
Grants Commission adopts, it will never be able to dring about equal-
1ty between all States under ths circumsfances which exist at present,
The extent to which it could influence the achievement of this situat-
ion would depend on the nunber of States which claimed finenaisl
assistance from the Commonwealth under Section 96 of the Consthtution,
In the event of all States claiming such financial assistance, it
would then be possidble, provided always that the revenue potential of
the Conmonweslth Government was sufficient to enable it to make grants
to at least five of the States to permit them to echieve eguality with
the sixth State. %here, howsver, only three States are dependent on
thia type of financial assistance; it is poseible for the Commission
to influence the achievement of egquality between those three States
and oquality of those three States with some preconceived standard. -
The remsining three States will inevitably be operating with different
standards of services and severity of taxation and other charges, and
the problem to be faced is the determination of a standard to which

* . the three claiment States shall be raised. In all probability, the

three standard States can be classified in descending order according
to the standards of services perating in esch, snd arguments can be
advanced for the use of escl of these three States ms a standard to
which the three claimant States shall be raised, | '

. The main cbjective of the adoption of the principle of
pay-snt according to relative financial needs is to produce equality
of standards in all States. In the first instance, the average stend-
ard adopted by the Grants Commission will probadly be lower than the
highest standard operating in ’ny one itate before its adoption. It
would be appropriaste, therefore, in the particular case of the exteni
of the equality which can be achieved by the workings of the Grants
Commission, to attempt to raise the three claimant States to the leve’
of the highest standard State. However, it must be remeubered that

the three claimant States gre the smallest States if messured by
population size and the size of their annual budgets, and the amoun!



*ff°d “sa0qe 835 4

ATuo eoJos sIeyy *‘pepuncdoad 3sITJ SEM 3T UAUA 6T AU IV SOULISIOX
JO SWII) 83T UWIYITA ©F pPInoed 371 S8 JuJ $% 8031835 Y} USeAl}8q Lypyrende
SB3U JO UOTIEUNLTS ¥ #dnposd 03 poudisep erdyoured v g3 papawdss eq uwd
¢£30aT3ue 8317 Ul pejdope J1 ‘yYoTym oumo sy sydioutad u,norltrmhoo oug
‘gpoou TeIoUBUTZ earIeras Jo ordiourad eyl Jo myusmesinbed oyl -ﬁoon
ArejeTdwod jsouTe ‘s9je3Ic JUBBIBIO Y3 O3 pred sq 03 apuaﬁuooaa 1t
HOTUA SjUnowe oY) SOUTWINIOD UOISHIRINO) U YOTUM uodgb‘xozdsqg 3TY3
up I83T3Ee pejonb uasq sey Yoyum ‘Jresyt sydisuvad syy

*ponuUTIUCD uLaq pEY syuvI? Teiosds ;o‘eﬁunoma

83 Jo uo;icu;uao;ap JO poylam JeWIOJ Yl JY oTqrewod usaq eawy ptﬁag
TeYy] peYosId useq sey AjrTEenba JO esafep ameeal w ‘uerl;;awog Y3 Jo

IUSKYSTIQEIBS Y3 JO JITN¥dL ¢ 8@ IBUY DTS 8Q ®WeO 3] °PIOLF POITWIT -

® Uy €83818d0 UOTESTUMION SUI SBReDI3Q pred oq 2%t yoTym eorad eys
s pop&nzo: 9Q U®d SIY} ‘J0AOMOl °PIASDUBIS WYY JO JUIWUTEIIE SYY O3
®INQTAIWOD LOU} STTUM ‘S03E€33 JUNMTUTO #y3 Lq pefofus osoyl uUPU3 JISMOT’
Q8 YOTUM S3DTAJOE JO sSpISpuuis 38u Lfofus ©3 $93€IS PISPUIS Y3 JO Om}
J0 SUC J0J ‘pejdope sey WOT STWACH BY] IPOYIIW eyy Lq ‘eTqiesod =T 3%
SOYL °3ESMOT 8Y3 JO TPAST Pyl uUNY)l JeyuSiy InQ ‘jesg pawpuws 3soydty
SY3} JO TPAST Sy} UWY3I JSMOT DIVPUBIS ¥ 3¥ UOTIIUBI 03 S[Q® OQ TIIA
A9U3 0JOUM UOTITSCE ® O] FIIVIS JUBITETO Sy 98THI 03 UOSQ 8vY wWLe
Y} ‘Lrjuendosuc) °E¥e1VIg DIVPUSLIS SIJY} TS JO o3wvaeAv 9Ul DeEIn sey
3T ‘uoTlTsod STPPIW SY3 UT IIWIEL PIUPUURE oY) Jo uotyisod euy L1e108m
Zugsn JO pPBEISUT INQ ‘WOPD eBY UOTENTWWOS Y3 Jeua *3003Fe up ‘st ezqm'
‘uoy37e0d STPPTW Y POTANDIO0 WOTUM 93935 DPARPUTIL YT pIVpUeIS MY} 8V
Suyst £q peuocesd #q PINOO esTwoldwod ¥ WYl PGS 8Q PINOD 31 ¥ ‘ArTeuty
*S60TAJAS JO BPICDPUELS ISOMOT AU} YITA 9IWIS PIVPUEIE VYUY JO TPASYT
Y3 03 pesSTeI IQ PINOYS 8Os JUBAIRTO Y3 1My ‘jusumBas sTys Jepun
‘erwiadoadde wess pinom 31 *T®ART 1%Y3 Qawoa 0o} 803wl 3UWWMIEIO
Y3 POTQPUS YOTYA muRa® sy3 ©3 FUTINQIIITLD 3083 Ul oI YOTUM S8I¥Ig
pavpusls omg 8y} Ul o8Oyl usyl JSUFTY aIea Yotyua splepuwis Suilofue

Q PINOM $83IVIS JUSBWIVIO BYJ WYY pinsxn 8Q Uy} pPINOS 3T

*SPISPULL S OSOY) UT UOTIONPAI TTEWS SWOS UT IInes JuBIm Yy} qnnoqztal
‘2007AJ08 JO spavpu¥ls 30U 388YETY OUY UITE 835D pIBpuvys syl ‘se3els
JUTWTUO Y] OSTPI O3 YOTUM O3 DJISpUmIS B B¢ 680 09 ‘JTeS3T punog
UOTSSTUMO,) SJUNID OUY UYOTYA UT WOTIMNIIS oY) up ‘srarssod 8q praom

1T ‘Ar3uenbosuo) - pvey I9d. -/9/CF I9A0 03 JUITEAINDS ST WFUNWEB], 03
ute? oyy eTITue ‘pesy sod ;/Q’UBQQ 80T 03 JUSTEATRDY SaTey UINOT MON
U7 POYTddns 89OTAINS UT uoronpas ¢ sjuessadod ‘pefeveTAuUe SQ WSS UVOTIN
WIFUOD IDIIFP © yone Jy ‘n}nvwnB& OF WITEY YINOK AIN WOJII PIILJQTLIN0D
‘wiy Jo juncmw ue ‘erdmexe Jog °uworsBIndsd JaBJer yonm 8 J8A0 pwoads
o pInOoA 1} ev Trwws Afearivaedwods eq pInom WOIINQIIIUCD EIY] JO
Buiyew eyy) woay FuryInsad U91WI8 SS0U] UT SPIRPURIS UT UOTIONPAJ o
pae ‘sejwis pavpuwls oy} £q uiwe Lt ] uf PPINQTIIUCD 8q pIRoA SO WG

. JUNETETO 9y} 03 UPAIR SoumySTUs® Sy *109370 ux  ‘as3eyy <9drey
oY} JO 8398pnq oyl JO SITF Ul MITA pPeIeduwiod TS 6Q PIROA 1seuB1y
SY3 JO TPAST SY31 03 SDIBPUEIS JTSY] SSTUI 03 AJEssedau BQ PINCA YOIyM

‘1St



152,

three Jtates claiming s.ecial financial assistance, and while this
situation hae not yet changed, ‘here is always the possibiliy of any
or all of the remsining three States claiming financial assistance
under Section 96, While the number of States claiming assistance is
fewer than five, the adoption of the stated principlt'can only schieve
squality between the States which have claimed financial assistance,
When five Gtates are claimant States however, 1t is possible to sachiew
equality between the- and the sixth State, Thus the principle is de-
signed to meet the situstion if the nuaber of claimant!”tates increass
e seyond its present number, and st the same time to function adequ-
etely dbut not eompletely, with fewer than five claimant Stgtes. As
pointed out sdove, it can do nothing to achieve equality betwesn the
stahdard States. The only criticism as it applies at present, is that
‘1t does not proposes to raise the level of the claimant States to
equality with the other States, but only to near-equality. That is,
1t proposef to enable them to function as a standard not appreciably
below that of other States. There is no justifiable reason why the
claimant States should not be raised to & position where they can
function at a standard equal to that of other Gtates, and in fact,
with some qualifications which will be elsborated later, the methods
‘'which the Commission has applisd to enforce the principle do sctuslly
provide for this, In the earlier years of its operation, the Comm-
ission made an adjuatment equivalent to 10% of the standard expcndit-
‘ure on socisl services as a penglty for claimency. That is, merely
because a State wae in s position where it found it necessary to claic
financial as:istanee from the Commonwealth, 1t was required to functix
at a standard lower, by the squivalent of this amount, than the
standard operating in the other States., Thise penalty has since been
discontinued, and apparently with it went the concept of the requiring
the eleimant States to function at & standard slightly lower than that
of the standard States, although it is possible that this penalty for
c¢laimancy hss becn\introduced in other, but less ocbvious ways.

In the application of 1ts principlo, the Commission adop-
teﬂ the approach suggentod by Professor Giblin in 1930, That was thd
the financial needs of & claimant State should be rslated to its
budget positidn»i;tb,rararcnce to such aspects of government financial
policy as the relative severity of taxation, levels of expenditure on
sécial services, costs of administration, and so on. In the first
part of this eaaay,zit was suggeated that thore were two alternative
approaches to the application of the principle of payment according tc
relative rinanclal needs., The first was that relative finsncial needs
could be determined by reference to the budget results of the States,
as in fact the Commission has done, while the second was that it could
be determined by refersnce to inherent differences detwasn States,

‘he relative merits of these two alternative approachcs

12. 8ee above, pp. 74 ff;
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have alresdy been examined, snd it was shown that under certain circ-
umstahces, they could produce similar recults. This would ocour if,
in the use of the budget result approach, every aspect of governmental
ectivity in a claimant State snd even those spherea of activity in
which governments dc not operate but which contribure tc diffspences
in standards of Iiving, wape taken into sccount by the Commission when
determining relative financisl needa. Differences in standards will
“oceur in flelds in which goveroments play no part, and if the assess-
menit of relative financial needs is based only on budgetary resulta,
‘then no consideration will be given to these extra- governasntal
aspects of inequality. Por ¢xempleé, the housing facilities and cond-
itions which residents of the scveral Gtates enjoy will e influenced
by the differences in resources of the States, but this will nét be
reflected in any wsy in the State budgets, and hence will bs ignored
when comparing financial needs from budget results alene. Thus, there
are two ways of interpreting financial nesds, the first rslating to
the financisl neods of governmsnts to permit them to operats at sn
approved standard in the fields of asctivity in which it is customary
for all governmsutis to operate, and the second relating to the financ-
ial needs of esch community as a whéle to enable them to enjoy stand-
ards of living comparable to those in other states. Obviously, if the
first is adequately satisfied, then it will go quite a long way
towards satisfying the secon€ interpretstion.

It is8 coritenided that while the s:cond alternative is the
more desirable, it might be impracticadble to attempt to achieve that
position. *he problems of direct measurcment would be imnensc, and
any npprtoéh to moasurement would probably need 3o be indirect., A
suggestion was made earlier that perhaps the measure to be used could

‘be the average levels of incomes in each State. That is, the object
of redistribution of the total wealth of the Commonwealth would be to
produce the ssme avcr;ge level of income in each State, Again, there
is the problem of measurement, but this could probsbly de overcome by
ihe use of approved statistical techniques. theﬁthelcns; there are
many argueents which could be advenced in oppesition to such a scheme.
Foremosx amongst them would he the magnitude of the gmounts involved.
Por example, it is estimated in the White Paper on Estimates of Nat-
' ional Income for 1950-51 ia Australia, tiat perscnal income per head
in Tesmania in that year was £274 compared with an average of all
States of £351. The increass in Tacmanian incomes necessary to purmit
it to rech the average in that year would thus be of the order of i23
st transfer of an smount of sueh magnitude would be fantastic, and in
order to Alsposc of the additional revenue, the Tasmanian Government
would need to qntar all fields of economic and personal activity. _

Such an'apprcach would be feasible only if the differen-
ces betwsen the “tates were comparatively swmall, but in prosent—day_
Australia, whers the diffsrences are great, attention must be gencen~-

trated in the more limited sphere of government budgeting, which is
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éproading over & wider field sach year. This would aim at bringing
sbout equality. irv a restricted field, leaving the wider eonccpt to
change, if neceecary, in the natural order which can be assisted by
systematic inveutment progrsmmes. In this r stricted field, equmlity
is sought to the stage where the gcvornmsnta provide the same standaxl
- of services at the same cost to the residents of the State and this cs
be achieved BQCQQS'filly by canaidaration of budget positions alcnc.
However, the method of assessmant should embrace all aspects of goverr
.~ mental activity, and in this respect the Comonweslth Urants “ommissia
does not function as adeguately aa perhaps it should. There 18 a wide
field of expenditure which receives but cursory attention in the est-
imation of needs and therefore it i3 possible that the desired equal-
ity, even in the limited field of goverumental ‘activity is not being
achieved. Consider two claimant States, one which concentrates
expenditure on the provision of services in theform of development of
industrial potentisl, and the second on the provision of social
services such as hospital services, sducation ete,.Although the resid-
cnta of both States mey enjoy the same net standards of services, the
State which concentrated'on the provision of sccial services will prob
ably have a permanent budget deficit equal to the extent to which its
expenditure on social services is above standard, while the first
State will probebly balance its budget,. baeguse ad justments are madC'
to the firat approximation to the grant for cxpcuditura on soeial
services but not for other types of expendituro.

Another aapaect of the prdblem.or which approach should be
uced in determining the financial needs of each btate is that when the
budget appraoch is used, it inevitably means that there will be a time
lag between the year to which the pnymsnt relates and the year in
which 1t 1s received. The tvo—partAmgthod adopted by the Commission
in recent years has overcome this to some extent,‘bnt unless the
Comnission has been very sccurate in its estimate of relative financi:
nead, the States concerned will finish the financial year with a defl.
~eit which must de carric@ for two years Antil the final result,
"ba_sed' on the actual budget results in the claimant end standard States
is xnown. The amount of the &dvante may in this way influsence the
final result, for eny State will be hesitant to budget for a very
large deficit, both for political reasons and because it may have
.difricnlty in fin®ing the ready cash with which to carry on at its
proposed rate of expenditure, even if it aware that at some time in
the near future this deficit may be reduced if the Commission deter-
mines that their estimate of financial needs wss less than calculated
nesdas. Where only portion of the expunditure field is audbjsct to
ad justment, it can well be that the limitation of expenditure thought
~necessary by the government of a claimant Stete because of the sise
of the sdvance received is received to the field of non-ad justable

expenditure, and therefore no consideration will bde givan to the



185,

consequent reduction in standards of scrvices when the final aascés-
ment of financisl necds 1is made.

However, apart from this aspect, which can bo corrected
by & full coverage of all fields of expenditure in the adjustncnts;
there still remains the problem of the time lag, and so far as can be
seen, it must remasin while financiasl needs are assesaed by reference
to government budget results. If some way orvéstimnting needs at the
beginning of the financial year can be devised by reference to inhere-
nt differences, the amount of . the grant sould be determined in time
for inclusien in the budgetary pnoxramﬁs of the claiment States on the
understanding that it was to be the final payment for the year. In
that way the time-lag could be overcowms, and the method of sssessmont
and payment of special grants placed on & wmore satisfactory dbasis from
‘the point of view of the reeipiont Statel. '

In addition tc these more genoral observations on the
procedure of the Grants Commission in the light of the adoption of the
principle of payment according tc relative financisl needs, thers are
several particular points -elsting to the methods adopted which have
some bearing on the applicstiocn of the principle and which should ,
therefore, be mentioned briefly. The first of these felates,to the
adoption of an eppropriste budget standard when the standard States
are shown to have schieved a corracted surplus, The Commiassi®n has
decided that when such an average surplus is shown to exist, they will
recommend grants that will, all other things being equal, permit the
claimant States to balance their budgets. This appeare to be a
- depgrture from a principle which is designed to bring sbout equality
between States, and 1t 1s suggested that if a deficit budget atandard
i2 to be adopted when conditions warrant it, then a surplus budget
standard should similarly be adopted. 1If a2 standard State achiasves a
surplus, it can be used to offset & deficit incurred in previcus yeara
held. in reserve to meet future deficits, or used for capital expendit-
ure. If the claimant Ytates are not permitted to follow the same
procedure, then ther 1s some deviation from the accepted prineiple,
It should be mentioned, however, that on seversal occasiong the Comnis-
sion has adopted a balanced budget standard when a deficit budget stan
dard would have been warranted because it had refused to adapt a
surplus stendard in carlier yeara. 1{ may be that in this regard
there will bc & balancing out ovcr & period of years,

Tho second deviation from complote adherence to the
principle is prodadly more serious. This has srisen from the adoption
of the two-part method of assessment of grante and relatss to the
" adjustment which is made to the sdvance when that year becomes the
Year of review., . It is possible for a balanced budget atandard to
be adopted and yet a claimant State to de shown to warrant payment of
a grantAautricthnt to produce a surplus for that year. The rirst
approxination,to the'grant will be the. amount of the corrected deficit
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" which may, under certain circumstances, de the same or greater than
the published deficit. If the adjustments made on account of revenue
and expenditure policy are positive, then an addition should be made
to the first approximation which could easily.produce an smount more
than the deficit. Inder these circumstances, the Comuaission has
decreed that despite the fact that it has been shown that the State
. has beén opersting at a level below the standard adopted, that State
will not be permitted to schieve anything more than a corrscted balam-
ced budget. This argument can probably be better understood by
reference to an actual example'ot the operation of thc célculation.

In 155051, South Australia received a tctal grant of
55,552,000, of which $502,000 was to de applied to & corrected deficit
incu:red in 1948-49, and the rewmsinder, iL,830,000, was to be regarded
_as an advence to be used in 1950-51, but to be later adjuated smccord-
ing to calculated financial needs in thet yeaf, In fact, South Aust-
ralia showeé€ & published surplus of £230,000;1&-1950-51, and therefore
the actunl deficit excluding the advance was £4,600,000. This was
subject to corrections which gave & corrected defieit of &£l,573,000.

The Commission determined that a _net favourable adjustment for revenue
and expenditure policy equal to en additienel 5&28,000 was warrsnted,
and this increased the corrected deficit from *15,573,000 to 2‘5,0(‘»0,000
which is the a¢ justed deficit. In other wordz, according to the '
Commission's calculations, an amount of &5,000,000, of which £4830,000
had akready been advanced, was‘necosaary to permit 8outh Anstralia to
operate at the same standards as those which were enaoyud in the

s tandard Staten. Tha Commission has stated, however, éhat e claimant
' State will not be permittad to produce better tham a corrected balanc-
ed budget, irrespective of whether or not the standards Statea were
eble to produce a surpi&s corrected budgst result, Consequently, in
this particular instanee, the Commission determined thst in that year
‘the advance to fiouth fustrelia wae £257,000 greater than was necesszery
to produce the'necessary balanced corrected budget’reeult,land there~
fore £257,000 had to be repesd. In actusl practice, the grant for
1952-53 was made up of a negative first part of £257,000, and an
ndvance of 6,600,000 giving & net grant of £6,343,000. This meant
thet £257,0C0 had then to he transferred from the accounts of 1950-F4
lesving e published dcficit in that year of 27,000, to the sccounts
of 1952«53, in order that the full advence of 6,600,000 be available
in that year, '

The implication of this procedure is thst although the
Comnission has determined the amount neceesary to give the desired
equality, under certain circumstiances it will then reduce the smount
and prevent the equality being reasched. The presence of a net favour-
able adjusiment memns that the Commission has assessed the levels of
services lupplied'as»being below standard, or the soverity of State
taxation as being above standard so that om balance, the residents of
13, Gee, for éxample. Jthe Twenty-first Report, pe16.’
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that partieculsr State enjoy standards which are below those of the
standard States, and because it has decided not to permit a publishsd
surplus, the grant ia lowar than the amdunt necessary to permit the
governments of the claimant Utates to raisc standerds to those operat-
ing in the standard Jtates. Une aspect of this problem iz that the

" ad justment relates to a rinanciallyear two years earlier, and nothing
that can be done will alter the standards of services received by the
people in that year. lHowever, by adopting the budget approach, the
Lommission has elcctud to permit governmnnts of claiment Statea to
supply net services which are comparable between States, and therefore
it would be reasonadble to consider the possibility of permitting

" claimant States to estadbliesh reserves, extinguish past dedbt or incur
new capital expendi turs from surplus revenue if the standard States
are in a position to do so. The extent to which thie type of deviat—
ion from the rbsolute operation of the principle of payment according

to relative financiel needs will oceccur, will depend on the extent to
which revenue and expenditure policy in a claimant State deviates from
_ the standard. If a claimant gtate is prevented from reaching equality
with the standard “tates in any particular year by this procedure of
the Comuission, the procedure also permits alteration in subsequent
yearn'to eliminate the fsvcurable adjustments by incressing expendit-
ure on the provision of social scorvices or decrcasing the soverity of
taxation or other charges. For e¢xample, in the instance quoted above,
if expenditure on social a.rvices in South Australis hed beer greater
by #448,000, the corrected deficit would have been grester by this
amount and so too would have b.en the first approximation to the grant
U the other hand, the favourable ed justment would have been eliminat-
ed and standards in that Ctate sould have b. en graater to the extent
of the experditurc of this edditional amourt and which, by the Com =
ission's methods of measureme: £ would have had to be spent to produce
equality of stsndards with the stendard ltetes. Thus, although the

me thod may result in deViation from the principle, it ma; also give
the desired result. Ir deviation doee exist, it may be correctcd by
action of the claimart —tate, '

1t should be mentioned that under the preecnt method used
by the Grants Com:iission in Aeaessing relative financial nceds, expen-~
diture incurred by a élaimant Ctate on debt charges lieas i. the field
of non-ad justable expenditure. I« otuer worda,rany level of this typs
of expenditure is pcrmiceable, irrcspective of the size of similar
expcnditure in the standerd "tatec., It has beern sugpested that in
order to achieve maximum cvquality betiecr Ltates it is disiradle that
adjust ents be made for al'l types of cxpunditure, and if this were
introduced, exp.niiturc on debt charies would 1 . cessarily come .nder
survey, fHeverthclers, in this particuler field of experditure, the
pre.ent method appears to be satisfactory, beca s the smount of
pudlic borrowing which a Utate may undertske is determined by tae Le
Gounicil, and thercfore it must be as. umed thet th. Comuonweal th
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Government and the Uovernment: of the stondard .‘tatcs are fully aware
of the impact on their dbudgets of Loan Courcil decisions which permit
a claimer t State to incur dcbi charges which are above average in thok
relation to “tate budgets. 1t would be unreslistic if the Loan
Couricil approved certain borrowing ard the Graants Commission disallow-
e the annual commitments resulting from those borrowings in the
assessmint of relative finaricial needs.

Lt can be scen from there few observations that the
methods which the ¢rants Comniasion have adopted in the application of
the principle upon which it cslculstes and recommends grantes csn
result in somc deviation from the apparent intended purpose of the
principle. Thi: could be either mininised or accontuated by a
tendency which appears to have develaped in recen; .ears for the
Comnission to place le:s rclience upon purely statisticsl examination,
arnd to depcnd more on i tuitive Judgmer t, No-one would claim that
perfect results could be obterined dy purely statieticsl una]ysis; ir
for no dher resson then the fact that some of the magnitudes with
which the Commi sion is corcerned cernot be sudb Jected to precise
statictical analysis, and it ir inevitsble that judiment duse' upon
statistical data must be used to some extent., However, il is coneciv-
able that the intuitive methed may lend itgelf to the possibility of
greater deveition from the optimum then is appsrent with the purely
statisticel method. Kelisnce must thei be placcd on the ability of
. the individusls concerned to correct the error which vould arise if
tie result were related solely to statistical comparisons. 1 is
ecsential, however, that a satisfactory balance be maintained between
the two approsaches. The trcnd towards assuscment accor:iing to intuit-
ive Judgment, if carried to fts ultimate, could make serious inroads
into complete adherence to the principle of rilative finsncial needs.
Yrom thc viewpoints of bdoth the Commonwealth :overnme:nt and the claim-
ant "tates, 1t is advisable that the manner ir which the amounts of
the grant reconmmnended are determined, is rcv.aled, It is dusirable
that the Lommonwealth :over:mer t be amre of how the aiounts are
arrived at in order that th¢ Com onwealth Fgrliamcnt, which is the
bod responeible for making the grsnte, any exercisc its control of
expenditure ir this field. The Utate Covernuents, on the othir hand,
should be satisfied that they ere being trcated equitably in the
a portionmcrt of surplus (omnonweslth reverue, in thé-past the States
concerned have beer reasonably corntent with the approach used by the
Conmisuiop, but if in futlure the grants become determined more and
more by methods sbout which they are not fully informed, it will de
dirficilt to maintain the harmony in -“ederal--tates finsnciasl
relations that is ess rtisl to the well-being of the “ederation.

it must be remembered, however, that the Com:uonwealth
Grente Youmuisaion 18 responsible only for msking recommendstions to
the Commonw: a’ th tiovernmert concerning the payment of grants under
eation 94, It is only sn sdvisory hody. Irrespective of the
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principles and =aethods used to determine the amounts the Comuismion
will recomnend, it still remains thc prerogative of tue :ederal
“srliament to accept, modily - or reject the recommerdatione of the
Commission, Laring the twenty years of its operation, the Comumiss-
ion's recomaendations have boccn sccepted unressrvedly by the Common-
wealth Covernmer t, b.t the possibility of amendmert is aslways present.
Any aitaration would probably take the form of a reffuction brought
about by finarcial stringency in the 'ommonwealth Budget, If the
Commonwecalth Uovernment hms consciously sdopted the principle of
paymer.t according to relative financial n:eds, t.en thir situation
should never arise, The alternative to a reduction in the amounte
calcilated to bring the claimant * tutes int: equality with the
standard Ctates is for the Commnnwealth Goverrment té increase the
severity of taxat&wn'to produce the additionsl revenue necessary to
enable the recommended ;rants to be paid in full, : In other
werds, 8 greater contribution should be ca'led frrth from all Ztates
to enable the total amnourt to be disbursed to reach the level whers
it is possible to reach the desired equality between Ctates, This
procedure might nct be followed for several reasons, including non-
recognition by the Commonwealth of the principles invelved, the
political .npopularity of higher taxatior, end the fact that the
recommendations of the Comnissi n may be made too latc in the
finencial year to permit alteration of the bhudget. Consequently
the possibility always c¢xists that the amounts rccosrmended by tne
Uommissinn wil®l be reduced by the Fedcral Parliament,

It 18 more than possible that the Commission is
aware of the existence of thig situaticon, st d perhaps unconetciously
takes intec corei cration the poseible Comionwealth Govornment
reaction when it is determining the smow.ts it will recom:ucrd.
Fepresentatives of the Comuonwealth "reasury each year submit
suprestions to the ‘‘omnissi n, and in this way the Jom cnw.alth
viewpuint on certein aspects of the as:escment of grants is made
known. to the Lomnission. it is possible for this influence
to be fclt much more ca ily if the assesument is -umde by the
Comynlgrion according t- its intuitive Judgenent rathcr than by the
direct statistical apnrosch, Martharmor. , 1f this dces take
pliee, it Lrevitably ueans that therc wil! be seme deviatic: from
the anplicatirn ot the prirciple of payment according to relarive

firancisl rceds. It 1s imposel le tc c¢stigate the wxtert to
which thiis hsg nperated i: the past ss it is surely & 8 bjcetive
mattcr, it may have played nc part wi.atsoever, sut in any casec,

the pre¢ er procedure would be for the Uromaission to recom.end the
Tull smourts necessary to bring the claiment Dtates into equelity
with the sta:dard “tates and if any pruning is necescar,. he:a.se of
the Comonwealth bud;etary positicn, then it should de carvied o t
by the Com %analth Lovernment. which is in a poeitiun to know
exactly the amount available for distribution to the tatez and the
advismhility or otherwise of raisirg aiditionsl rev nue,
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Rriefly sumuarising tihc forcgoing comments, it mag he
~aid that so far as 1t ic able within 1%e tarug of reference, the
Crants .om .dssleon has adopted a pelicy of asscsﬂing grants which arc
decigred to bring the throe claimant Utates to a positicn of
cqualliy with tie¢ threc stardard 7 tates, : The methods of
as.¢senient waleh it has adopted to give effcer to this principle may
not produce ¢xactly the desired result, and this may have been
cccasicned partly by the neces: ity to have recrurse to asuessmet
based on intultive Judpement when staiistical data &re¢ rot available,
and partly by the «nowlcedge that recommendations are subJect to
amendaient, by ti.e (om-onwcalth Covernment 1f the nceescar. revenue
with which to naxe the grants to the claimant Dtatie is8 not available,
Generally however, it may be said that the cstablishment of the
Co1.issiorn for the purpose of mekiug r<costwrndati:ns concerning grents
under “ection 9. of thc (Comstitution, and the adcption by the
Commnissiocn of the principle of pa;ment sccording ftc rclative financisl
needs, was a step towards th: establishment of a satisfactory eystem
of redistributicr. ¢ the total wealth of the Com onwcalth,

Althougn the i o0 .:i88i n has dbe n functianing for twenty years, its
methods have been modified from timec to tiwe, and presumally this
procese wil® continue, aiming alwsys at perfection of the ap lication
of thiec s8.a ed pr:neiple under which it opcrates,

Throughout this Chapter, the aspectu of Federal-Siate
financial relations which stem from Secticn 95 of the Constitution
have becn dcalt with in isolation. A full appreciaticn of their
impourtance can only be gained by consideration of this type of grant
in conjuncticr. with others. ‘ ‘
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UNIFCRE TAXATICN ABD TAR sl dSNROEMeliT GUANTS

Section 51 (1i) of thu Tonstitutior provided that the
00unonwta1tb sarvlissent should have power t4 impose taxation "but so
as nct to discri.irate betwe n iiiates or parts of States". It was
tc enjoy this power concurrently with ihe Grntes, {o far as
taxation of incomes was concerned, the :tetes entered the field between
1884 and 1907. In the years beforc Federation, the asounte
collected a8 income tagation were not very significant, but afier 1901,
with the loss of customs and c¢xcise revenue, they dbegan to ascume
greater 1mportance in Ctate budgots as a :eans of compeicating for the
differcnce between the com unity loss scd the Trcacury losg occasioned
hy transf.r of power to levy customs Auty to the (omuonw_alth, #ith
the greater financial burden placed on the Com .onwcalih, which was
giver exclusive deferce powers during the 1914-18 war, the Cormcnwealth
entered the f£icld in ithe Pinancial year 1915-17%, and thereafter all
“tetes and the Tom:onwealth levied income texation concurrcntly,.
+hil. the severity cf income taxaticn levied by the “tates varied
considerably betwein “"tates, that impesed by the Comionwesnlth, as
'stipulated by the Conrtitution, was uniform throughout ;.ustralia,

In th years $romediastely preceding the 19309-LL war, the people of
Australia were paying approximatcly 450 willion in inecme and related
forms of taxetior, and cf this sbout 16,5 million, or approximately
cne-third, was ccllected by the o onwealth,

48 a conscguence of the 1939-4% war, the Com.onw.alth
found it neccessary to ascume control of all inccme taxation. ¥rom
the purely financial viewpoint, increased com.itments for defence
experdi ture made 1t necec ary to increase revinue cbnsiderably, while
from the dbroader econondic viewpoint it was necessary to adopt a policy
wh.ch invelved drawing off a laryc portion of tneome to prevent
poteible inflat: napry presodres,. Howoever, effective meticn was
hampercd by the presence of the states ir the rficld, with each tate
levying dif'erent rates of taxaticn. “or exampleé, the amount of
“tate incom texation payable on er income cf £500 in 1938-39 ranged
from {£15.3% in Yictcéiu to £35,.58 in uccensland, It was s parcnt
that the severity of fononwealth taxes, which was required to de
uniform in 11 Ttates, was lizited by the nhighest prate levicd in any

one Utate, and when thie 1imit was reeched, there would be & large
| untarped source of revenue and means of qontrol of spending ir the
States where Ctate rates were comparatively low. “he Co . onwdslth,
therefore, proposed to the Ttates that it shovld a:sume complete
contrel of income taxaticn for the duratic: of the war, and in return

meke ann al reimbursement payments to the Ststcs to coumpeneate them



162,

for their louss of incom..

“he preliminiry-overtur&a by the Com .onwealth
Covernment were summarily rejected by the Dtates on the ground that
the propossl, if uffectcd, would reprisent an invesion of {tate rights,
A Comnittee was appoirted by tiue Comaonwialth (Covernmcr.i to inveetigate
thie implicati ns of the corntinuaticn of the existing system, ard 1its
ricorkndations were to the «T’ect that the system of dboth . ilatec and
the Com cnw alth levying income taxation concur eritly was not in the
beet interecsts of tie nation'as war effort, and that a single taxing
authority, the Comicnwe lth Government, should hrve power tc levy and
ccllect income taxation for the dureti-n of tie war and f£-r cne year
thereafter, 1 and that the “tates should de componsated for their
rctirenent from the ficld of income taxatiocn.

Legislation was paused ir the ‘edersl arliament
providing for a high level of taxation and uayment to the tates of
fixed reimbursenent grants on condition that they did not impeae
taxati-n on incomes. The actuasl amounts of the rulmburscment
grarte were rocomcnded by the investigaling Co. aittec, and
represetited the average colloctions in cach Ntate from that socurce n
tac twe preceding years, 1939-L0 and 1940-41, less the saving in
adnirictration costs. *his meant that the collections in that year
would be perpetuated for the duration of the war at the levcls opc?at»
ing in thése years, while the severity of taxation wculd be egqualis-ed
in all States . The i plicaticn of this wse that a formerly low-taxing
Gtate, such as Victoris, would be contributing to “ederal Revenus
proportionately to the other Ctates and yet the amount that State would.
receive by way of reimburscment would be governed by the rates of
taxation imposed by the State in the years preceding Uniform Taxation,
In other words, the contribution of these States increaced considerably
with no corresponding increase in servicus. <he amounts of coampensat-
ion recomtended by the {.om:ittee were:

e o et ammer 4 -

State Gross ' Administration ket
: Compensation Costs Compensation
; 48000 _ 4.1QC0 41000 —
iew South #ales 15,991 o 208 15,783
Victoria 6, 60 : 119 6,547
Lueensland 5,982 144 £,821
South Australia 2,417 48 2,309
Weatern Auctraliae 2,57¢ _ £3 © 2,523
Tasmania 825 12 811
Totsl 34,455 €01 33,854

it wae mlso recomisnded that if a . tate found itself in
Tinsnciel difficulties, it should be edble tao claim an increased reim-
bursement &nd that this claim should be investigated dy en irdependent
authority which would report to the Comvionweslth (.o¥ernment., A further

auxgerthmrﬂﬂnr4ﬂwnw4me-Qommonwcalth should be rcsponsible for the
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collection of arrcare of taxation due to the States and the amounts eo
collectod held as a loan to be repaid at the conclusion of the scheme,

~subscquently the Uomionwealth Government introduced leg-
islation which impo:ec texation at & high rate, gave the Commonwealth
priority in the collection of income itax, and undertook to compensate
the Ststes by amounts which differed only slightly from the recommen~
dations of the Comaittee. These pay cnts were tc be made only on the
condition that the States did not levy an income tax. in addition,
minor recommendations of the Comnittee, such as these rulating to the
ecllecticn of arrears and their retention by the Comuonwealth till the
enl of the scheme were adopted. The provisions relating to reimburse-
ment, which were containcd in the States Grent :*ncome PTax Reimburse-
ment)Aet, 1942, were to operate unt.l the last day of the firat finan-
clal year after the cessa icn of the war, Four of the States, Viectoris
Queensland, South Australia snd Hestern Australis challenged the
constitutional legality of the legislstion, but the High Court upheld
the action of the Commorwsalth not simply sz a defence powur which
could be inveoked in time of war, but as 8 constitutional right at all
times.” That is, the Court ruling made it possidble for the Comnonw.sif
to introduce uniform taxstion &s a permsnent pcace-time ueasure,

Later in 1942 the Gtate Coveraments agresd to vacate the
£ie1d of Lntertainments ‘axstion to the Commonwealth for the duration
of the war and one year afier. in rcturn the Comaonwealth was to
reimburse the States by arnual payments of :76%,787, which was the
total amount the States collected in Entcrtainments Tux in 1941-42. 3.
The history of Unifora ‘axation during the war can be told bricfly.
A1)l States withdrew from the ic¢ld of income taxation and the amounts
prescribed for payment as compensstion in the Aet, less an amount
equal to arrcars of State tax collected by the Comaonwealth on behalf
of the States, was paid to the States by the Commonweslth. Iie Act
provided that the Treasurer of any State could inform the Comnonwealth
Grants Comuission 1t it considered that payments under the Act were
insurficient to meet thc revenue ne ds of the State, Tusmania made
early application for & revision ¢f the base amount and from the out-
set 1its reimburscment grant was increased from :811,00G to :388,000.
In 1944 -45, South Australis applied for an increased grant, and its
grent was increased by £553,00G, ard i the following year, th:¢ three
claimant States were grar ted incresses totalling 42,123,920, Uuring
the pariod 1942-43 to 1945-46, Cixed amounts were paid to five .itates
as Lntertainments Vax Keimbursement. ‘ueensland did not participate
because no State Erntertainments Tax was previowsly levied in that Sta e

2. South Australia v the Commonwealth, 6% C, L. T, 373,

3, .ntertainments Tax Reimburscments as such, were A1 contin ed from
1946. The amounts formerly paid in this typc of grant were includ-
¢d in the Tax “eimbursement Crant. Subsequently, the Com onwealth
vacaeted the field of rntertalnments Tax from 1st. Dotober, 1953,
Three States, Yictorat, vestern Auatralia arid ‘asmania have sitce
reimposed the tsx.
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“hic briefly, was the nosition that existcd at the end of
the war, It is thought that the implications of lniform Tnxation in
Australis up to this stage, and the related question of the determin-
stion of the amounts of “ax i‘eimburscments a8 it affected the princip-
les of Commorwealti: payments to the Utates can safely be ignorcd., It
was introduced &s s war-time measurae, snd the original intention was
that it should be continued only until ore year after the cessation of
the war, atf which stage the Commonwcalth and the Utatus would again
both share the field of Income and nterterinments taxation. i:nder the
circumstances, it could be expecfcd tiat the motives of the Lomuon-
wealth Uovernment were not necessaril; to in roduce an equitadble dis-
tribution of the & ditional revenue collected as & result of the
transfer of incoms taxing powers froa the Ltatus, but rather it was
intendeé¢ thet the Commonwealth should dbe given control of this fore of
taxstion in order that it should be able to drain off erfectively
excess purchasing power at s time when goods available for civilian
consumption were restricted, and unfetiered spending could ircrease
inflationar. pressure,. 5urthﬂrmore, the ability of Ctate Uovernments
to carry out thulir normal Tunctions were restricted , and the pattern
of public finsnce became disterted. <or theusc reasons it has been
thought unnecessary to examine in detail the scheme of tax reimbursc-
ment as it operated during the war.

ihe Comuonwealth legielation relating to uniform tsxation
and Tax Reimbursement grants was due to expire on 30th Junc, 1947 -
that is, the end of the first complete financial year after the end of
the war. However, at a Premiers' Conference i1 August, 194F%, the '
Prime xinister expressed the vies that it was iunportur.t that the
exlisting uniform eystem of sssessment and colleation of income and
entertainments taxation should be éontinued'subaect to a review of
reimbursement grants payable to the States under the Gtates irarts
(Ineome Tax Reimbursement) Act, 1942, and tne itates Grants (Entert-
ainments Tax “eimburaemant) Act, 1942. The reason given dy the
Commonwealth for desiring to continue Lniform Taxation was given at
& Premisrs' Conference in January, 1946. It wes said that:-

"ee there are two ma jor ressons why the cortiruation of urniform tax-
ation is :seential, In the first place thd contihuation of uniform
income taxation is nccescary not orly to c¢nsure that sufficient
revenue is raiscd ir the most cconoalcal way to finarce the inereased
comitm nts of the Comonwesalth, but also by reason of uniformity in
the ircidence of ircome taxation, to aseist the Comionwealth to
implement successfully the requisite financial policics in conunectim

with matters (such ss the maintenance of high levels ot cmploymant)
which affect the Australian economy as a w%hole.

Cecondly, thr fact that Comuaocnwseslth rates of income texation will
necessarily be higher thar. before the war, and that priority will be
accorded to Commonwealth arsessments would, if uniform taxation were
abandoned, leave to thie States a much narrower field then pr:viousiy
in which their rates would operate,

Under such conditions 1t scems cecrtzir thrt some, 1f not all of
the States would find it embarrasing, if not impracticable, to
impone scparate income taxes adequate 10 their requirements,” L

uStatement issued by Commonwealth tiovernment at the Premiers' Confer-
anna - 22nd. January, 1946 ; pp 2 and 3.
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In addition, the Lommonwealth statcmenti listed certain merits of
uniform taxstion 820 far as the taxpayer was coneerncd,

All State opposed the continuation of iniform Taxation
but the right of the Comnonwealth to priority of collection of taxes
a8 verified by the Migh Court in ite 1942 Jjudrment mentioncd eariier,
erisured that the Comnonwealth could impose uniform taxation upon the
Utates by the simple expcdient of imposin: taxation st rates sufficilert
to exclude the States from the field., Furthermorc, paymente to the
States could be made corditional upon their remsining out of the field
of income taxation. Consequently, in the face of the Comionweslth's
determination to continue Uniform ‘sxation, the bLtates had no alternst
ive but 1o accept the proposals and endeavour to obtain the most
favoursb e system of reimbursements,

In deteraining such a system of reimburscments, there
were two major problems to be faced,; thc determinutior of the total
amount o be distributed to all .tates »nd the distribution of that
amount between States., Under the originnl a ranyement, a formula waes
devised which wag intended to solve bot! thcse problems automatically
in each year for some undefined pericd. +he Comrcnwealth agreed to
pay to the itrstes, s Income Lox end Frierteinmerts Jax Reicbursements
& total sum of i40m. in esnch of the years 19L46-47 and 1947-L48. The
total smount to be paid in 1948-49 and subscquent yesrs was to be iL0m
divided by the population of fustralia &t 30th, Jure, 19.7 snd mult-
iplied by the populstion st the heginning of the financial yesr to
which the reimbursements relate, and the smnount =c obtsined to be
increased or decreased by hLialf the percentege ircrcsse or decrense in
‘average wages between 19L6-47 end the financisl year in waich the
reimbursements are made, This fixed the total suocu vt to be paid by
the Commonwealth ir. each successive yesr according tc the economic
conditions curre t st the time.

I, the first two years, wher. the total rcimbursement was
fixed at i4Cm.,, the distribution was to b¢ prop-rtionate to the Aist-
ribution which had heer made during the war years and which was baaed
on the average c llections tn 1939-40 and 1940~41. From 1948-49 to
1956-57 inelusive, the distribution butween the sStates of the total
reimburscment amount as determaine’ ty the method outlined in the'pre~
ceding paragraph was to be detremincd by the weighted mean of (1) the
percentsgcs indicated by the "a?justed population” for each [tate, and
(11) the percintages of the 1946-47 and 1747-48 distriburion, giving
the latter a wéight of nine-terthe ir 1948 49, eight-tenths in 19,9~50
and thuc 4d:creasing regularly by one-terth to one-tenth in 1956-%7,

In 19%7-58 and subs quent years, the distribution wae to be hased on
the ad justed p puletior. of each Ltate. i'or the purpose of the dist-
ribution, the adjusted pnpulstion wes to be crnlculated by adding Tour
times the number of c¢hiliren aged ' - 15 years inclusive to tho ac{ua‘
population of exzch Ltate ar the beginting ot_the fine: cial yesr in
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in wiich t.e relambursencnts src made, and jrercasin: the population 8o
o Justed b. an allorane for ‘ensity, which was calculated asccording
to a stoted formula, '

“he originel lepisletion operated ir 1its crtirelp for orly
one year, 19L46-47, in the followin:- yesr, the base smaount of SLiCm.
wao increased by ifm. whaich was t: be divided in thc same proporticns
a8 the :ijlm. but was not to be subj et o futurc &2 justuent sccording
to changes in populaiion ard averagre wa; Cs. iiowever, in the follow-
irg year, 19LB-}9, the t:0 amounts were ~ombincd and the totel was to
be subject vo future adjusizent. In that ycar also, thc provisions of
the Act which s-eclivicd thsat the basc smount wes to be increased by .
half the percerntege incresse in wagres, woe altered to provide that the
ircresse should he i: accor‘arce vith the full incresse in waires. *he
amerded fornule hac operated in ecsch of the years 1948-49 to 195 -55,
but in esch o' the last five ;cars of t:ls puried, the Tax eimbursce
ment grar t hae dbeer: supplomerted by specinl firarncial assistsncc,

In 1950~81, t.c total anmount to be distrivuted was
8lightl more than i'70m. ard the Jtate repres.nhtatives at the annual
dremicrs’ Confererce urged the Jon.onweslth (overnmert to ircresi e the
base amount. The Com.ciwealih sirecd to psy to the Liates ar addit-
iot.e]l amow t of :tm, distrihuted irn the eaie proportions ac the £70m.
In vcecmber, 1950, trne Commonwealth Court of Conciliamtiorn and Arbite
ration increaced the basic ware in  ustralis by .1 pcr weck and in
recognition of the acditional burder this placed on Ltate budgets, the
Comiior wealtl: Covernmert agreed to gre .t » imriher’£15m. to be distrib-
uted after "having rugerd to the finsrcial neceds of the ..imaics 1In that
year”,b' In fact the - tates wire requircdi to supply the Lonmoriwcalth
with ¢stinates of added coat for tha! year recsul *in - from the rise in

" the bazie warce, and this formed the brsis of the diatribatiam.

3¢ anplicatior of the formula in 1951-52 would have
yiclded a total reiaburscacnt grernt of epproximately -C6.4m.. T..1 was
substartially less thsan thoy reeeived in the provious ycar, if the
specivl finarcial assirtance of .- 20m, jiven in that year was tecen
irito considerotion. ine [ tavel were outspoken 1r their clein thst
their finsrciml requirements hnd risc: and ‘hat the smourts they
received from the Cori.wonweslth should risc ocesrdinply. +he Co.mon-
wesdt! sgreed to ircrease the total anount svailable for distribution
from i8H.im. to +1.0m. aud of thi. the former ausount should be distrid
uted as deternined b; the formula, and the ruialining & 535.6m. was
allocat.d ar & #realers' Conferernce by mutusl agriemunt dYetwesn the
reaicrs. A sdudlar procedure was cdopted ir the followin, year hen
tie formula =rsnt was +1.8.8m. nn’ wes incressed to 41:5,91. and the
distriburion of the a ditlionel arvount made by agruvemnt. Apain, in
19535=8:, t.« 1" rauls grsnt was A1QG.5m. arnd wes increaged to ~142.4m,
by the aldition ot specisl finarcial assistunce.. In 19:L=L¢, the
formula grant of :1’C.5m. was ircreage? to .S.15ZCm. 6.

f. 4rcasurcr:a sud-et Hpecch, 2Gth, September, 19%1, fppendix p.10
6. Tressurcr 8 “uzdret Speech, 18th., August, 195k, #ppendix p.ii.
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‘his brief sccount of the history of Uniform “‘axetion in
Austrelia has been thought nceessary as a preliuminary to an examinate
ion of the extent to which this aspect of Federsl-State financial rel-
ations, and in particulsr the basis of the distribution of the t tal
amount of the Tex Feimbursement Grant iz in accordance with the prine-
eiples which have emerged sas being the most satisfasctory in a ‘ederat-
ion such a8 that which exists in Australia, 7The part played by the
determination of the total amount of the grant is not strictly releve
ant to the discussion bu some attention should be given to it, if
only for completeness, 7The thesis which can be developed is that,
although the smount is more or les: arbitrs 1ly determined, it will
8till be in accordance with & system of ‘ederal-itate financial relate
ions designed to implement the distribution of surplus Commonwesl th
revenue according to the prineiple of relative financial needs., It
is apparent that the total amount raiscd by the Commonweal th Govern=
ment will be determined by the severity of Commonwealth taxation. In
the 1946 legislation relating to Tax Reimbursements, the total amount
to be peid as Tex Reimbursement grants was fixed at i4Om. for two
years and was to ‘nerease thereafter according to population and wages
changes, Assuming that the base total amount wae fixed sccording to

some satisfactory messure, subseguent changes would be roughly in
accordance with chenges in the national income. This determination of
the total amount for some time ahead by means of an automatic formula
would appesr to indiecate that there would be no ecom lete distribution
of surplus Commonweslth revenue in the true sense¢ of the phraee.
However, it must be taken into econsideration that the exaet amount of
surplus revenue, or revenue availeble for distriibution to the States
can be determined with reasoneble accurscy by the Commonweslth
Government at the commencement of the financial year,

¥hen preparing its budget, the Commonwealth will first
determine its own financial needs, and then the amount that it conside
ers should be paid to the States in the various types of grants, If
the current rates of tax:tion and other charges sre extimated to yield
less than the total smount required, the Commonwealth Covernment can
adopt one or both of two courses of action, It is essumed that items
of expenditure other than payments to the States are inescapable com-
mitments, and if this is so, it mey elther reduce the smounts it has
decided should be paid to the States, or increase rates of taxation in
order to yield the additional revenue necessary to make the payment »&
full., If tne payments have been determined according to the -ooavnw& |
prineiple of distribut on, any reduction in the total amoung wi
probably distort the pattern, but provided the total amount av
is suffiecient to permit an adequate distribution, it is possi
mgintain the desired equality by some modification of the or
distribution, It would not be sufficicnt, for example, to
grants by the same percentage, as such a procedure would s
the services which could be supplied from fineneial assis
the Commonwealth, ver ir the same proportion in esch ¥
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would recuire & couplety re-sllocastion of the total amour.t available.

Un the other hand the Commonweslth could increase revenue
by increassing ratcs of taxation and sc maintain the originelly propos~
ed distribution, pom the point o view of the comuurity ag s whole,
there would be no geain or loss from the adoptiorn of such a procedure,
but there will be some Turther ridisiribution de tween Ciates and betw~
ecn individuasls in esch State. ‘“he additional revenue to be raiced
will be contributed by esch i tate accor. irg to its taxeble cepacity,
and it is reascrisble o0 assume thei the wialthier “tates will contrib-
ute relatively more then the . tdtes with a relatively low taxsble ¢ p~
scity., Uimilarly, within a tate the recipients of the s.rvices
supplied trom the additicnal grant would not nccessarily be the
individusls who contribuied mosi in add’ tional taxation.

Applying this to the case of surplus Conlonweslth rcvenue
i1t csn be scor that i7 u policy is mdopted which sims at producing the
riesreut possible gpproach to cguallt: by eay of Comiionwealth grants,
the minimun amount which should dbe reis.d by the Commonwealth to pro-
duce surpl.s revenu, which, if disirib.ted equitably betwein L -ates,
will be sufficient to bring about equality in the desired fields is
thet aaount which, when istribused between five Statcs according to
their relative firencisl needs will raise the standards in those
- States to thosc operating iu the cixth ltate., Any additionsl smnount
above this minizum should be dictribuied butwee all six Jtates, and
if the digtridbution is sufi-iently accurate, it will not alter the
relative position & of the ‘tates, but will almost ccriainly luprove
the absolute level of aservices gives in sll Ctates. 7Thus, so long as
211 lrates arc receiving eome assistance, the toial gmount can be nafe
1y red.ced oilow the level of the amount first detcrmired, pr-vided
tiat the 41z ribution of the new total is made irdependently of the

initinl alstribution., It is sppercrt that if the totsl amount is
reduccd PY 8 ccrtain perce tage, it would rot be sufficient for the

proposed grant to earh “tate to be reduced by the same pcreentage, for
if such reductions continue, the stege would never be reusched where
one Ltate received nuo grnnt, and this is a prercquisite of the minimom
totul amnourt to be distributed by the Comuonwealth. =iliis does uot
purport to say that absolutcly therc would be ro difference iu the
standards enjoyed by the Suatcs, but rather that i¢ is possible to
obtain equality at some livel, given 8 minimum total amount available
for distribution. '

where, however, the prirciple of payment according to
relative firancial needs is not being—invoked to ita full exient, but
rather that somne rough approximation 1is being achicvved, 1t would sean
that the greatcr the amount aveilable for distrribution, the greeter
the possibility o re¢achine the optimum position of maximum eqg.ality.
In the case of the suounts availsble for Income &x Kelmbursement
payments, thie argument iould appear to be reasonable, and that in
this particular osse, i! would be tsfe to say that thi larger the
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totel amourt availedle for payment {o the Ltates, the lowcr would de
the differerces in s'ardards operating in the Gtates. Conscquretly,
in the interects of reaching this position, it would be preferable for
the Gommonwealih to deiermine fbrst the needs of t.e States according
to the choser stsudards and ther, if necessary, increase taxation
rates to meet the requirements. Gince the total amo.nt to be paid to
the Itates in roicbursement grante was fixed according to the operatir
ol independent influcnces, the Coumonwealith had no alternative but to
raise the rcquired astount once the base amount wns fixed, and under th
civcumatahces. it is thought that this was the proper apreach. “"his
formula imposed s minimum which 1t could be expected would permit a
disrribution which would allow the Stimte Covernmente to operate at
approximately the same level, IJo lorg as this minimum was mainteined,
and 1t is probadhle that it would alter from year to year, the prirciplk
was catisfied. %he sbgolute level of scrvices sBupplied as & result of
the deteraminastion of the totsl amount is not directly reluvant, but it
can be mer-tioned that by the loss of income texing powers, the .tates
logt tieir most flexible gource ol revenue, ard 17 in future the gen-
eral standards of ‘services werc io be raieed absoluiely fn the . tates,

they would e reliant upo the Commonwealth foverument for increased

tax reimhursement, or some other form of grants,

“ain coneern, howcver, should be corcentrated on the
method by which the total amount dccided upo: as being available was
to be distriuted betweaer the Ttates, for it is in fhat field that the
prineciple upor which grants are uade must be considcecred. As muntioned
earlier, in the period before 19416, the distribution was dekermined by
the extraordinary circunmstances prevalcnt at the rime, .‘asicslly the
Stetus w ro compersated for the “poasury loss irvolved in the transfer
of ircome taxing powers, but in all cases rhe rmount involved was
coneiderably different from the comunity loss, he iuiediate elfect
of the transfer of income taxing powers was actuslly to reduce the
burden of taxatior (with a few minor excoptions) yet the smounts rec-
tived by the Utate reasurics in reimbursement grantis, and hence the
level of ltate services supplied, was roughly the samne as before.
However, the e¢xtent of the reduction varied widely betueen S-ates. for
examnple, ir somc irccme rarnges in the case of the Victorkan taxpayer,
the anournit tc de paid under Uniform 'axation war greater than the
amount paid in the previous year, and ir some other cases, particular-

1y the less-populated Itatus in the lower ircome rstges, there was
consgiderable rcductiion, 7“he implication of this variation in the
effect i:. the different Otstes wes that the r sidents of those Utates
where the reductior was greatest continued to er joy the same aisndards
of State scrvices with a considursbhle r duction in the ecveriiy of
taxation, while thc residents of thosc lLtates where tle reducticn was
least, also enjoyed the game o tandards of State services as bufore, h
contributed more by way of taxation psymcnts. In other words, aill
othcr things being egual, the States which er Joyed leact immediate
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reductiors were forced tc contribute more than proporticnately to Red-
eral Levenue in relation to the size of the grant they received. lowy
evear, it must be remeubered that the conditianﬂ at the time were extra
~ordinsry, and that during the nexi few yesrs, the increases in taxatio
rates yenerally were 8o substantial thar the differcrces ip State
rates which existed before the introduc’ion of Uniform Saexation, becanm
became small when compared with the total burden of taxation in thése
years. | | . |

. “he situation was quite differcnt afrer the ¢nd of the
war. As a tcaporsry expedlent to assist in the furtheriug‘of the
nation's war effort, an arbitrary distribution could be cor.doned, but
when it appeared that uniform taxation wa: to bucome & peravinent
feature of Yederal-Utate fina cisl relations it b.csme necessary for
the distridbation to be detrermined by some method acccpteble to both
the Comnionwealth and the States., The method which had been us.d durig
the war pe iud hed, in fact, bee: the adoption of the compensation
vrinciple, with the amount of the coupensation based on the actual
"reasury loss fmcprred. ir has boeon stated aa:“lier,‘?that. the adoption
of ihe compersation principla involves the payument by the Lo..iornwealth
to the Liates of the comuun ty loss and ther, if the Yreasury lo:s is
greater then the coumnity loss, the rcasury can recoup the differ-
ence by levying higher rates in the ficlds of taxation remaining to it
and if the eqmmunity loss is greater than the "ressury logs, the
Treasury mey remit the difference by rcducing taxation in other fields
In the particuls circumstances pertaining to the adoption of uniform
. taxation in Austrslia, 1{ was the “reasury loas wnich wig paild in Tax
Reimbursemant grants, and ther.fore there could be no reallocation by
tiie ‘reasuries, becausc they were place:d in aprroxiaately the same
position as before. The;, ha'® no surplus to remit or no taxable
capacity with which to take Qp sr.y difference that may have existed
between Treasury loss and coumunity loss. Hefore Uniform :axation,
there was probably some réugh balance betwein the standards of serv-
ices supplied ard the suverity of itate taxation betwsen States.
income taxatlon collections formed & larye nart of tetal taxation
collections, ard therefore the iniroductior. of uniform taxation
brought about equality of severity of taxation in this field, but
there wrs no correspording alteration in stendarde of scrvices supp-
lied. ~hus ther¢ woere two spproaches wiich could be made in attempt-
ing to devise a new method of distridution of the total amount availe
ahle. The firs! arcec if it were decided to adont the ﬁrinciple of
compatsaticn for loass in which case ii would be necesgary to introduce
a distributioi which would comperéat@ the ﬁtates for comuunity rather
than *reaauty loss, and the sccond, if the prirnciple of payment accord
ing to relative financial nueds were ndopted, a complete redistributin
was nceded to take into gccount the relative financial needs of sach.

&t the meeting of Jremiers held in January, 1946, the-
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wes haged on the actual :xpenditure on social services in each Staete,
ir. ecsence, the Commonwealth proposal was that the grants which oper-
sted Auring the war should be subjec¢t to automstic increases as social
services cxperditure'increaaed above the 19LL-U%5 level., “he effect of
it.ic proposal would have beu:. tc make the grants to the Jtatcs equel to
the thern axiatiﬁg fgrants plus the whole of the ircrease ir soeial
services exncnditure since 194L-45, upn to a specified amount higher
t-an the lar:cest éxpﬁnditur@ hitherto incurred by any Srate}and there-
afer on a contributor. basias. In addiilon, irn order to moe«t the
ﬁosition of those States whose reimbursem nt grants wore rolatively
low due to relatlvely low levels of social services expcnditure, and
‘hcnee low rates of incnme tax ir the hase years 1939-L0 ard 194 -41,
the Cbmﬂqnwealth Govcrnmmnt'prOpoéed that the reimburscment grant to
any & ate should noti. be les: than 9./~ per head in the year upon which
the grant would be based. “he propotel slso included a meximum grant
of 97/6 per head. Thus, as social services expunditure i ench State
ircrensed past the meximum, & certuir stage would soon be reached
where the per capita grants would be stabilised, aud the absolute
amounts would increase only in proportion ic the populrtion.

Jhir acheme a8 not scceptahle to the ftates, and the
alternative cuigested was the system that wae eventually adopted,
At that time, the indicsitions of the post-war inflation wshich was to
come, were Just hecomiﬁg apnare: t, and the 3tatcs were noncerned lest
they should be caught with a major portion of their income fixed at
s time when prices and costs ware ftsinq sharply. It was thourht that
this poscibility would de provided for adequately 1if the totsl amount
of reim ursement. gr=nts fixed for the initisl year mas to be increased
praporticnately to the increase: in populatlion, which would govern any
sbsola ¢ increese ir the roal cost or'providing services, and to the
increase in averaze wages which would be influcnced by changes in
prices and costs. On the other nmnd, !he Corionwealtn Uovernaknt was
fearful that 1f the Gtates were giver too much by way of reimbursement
grantsy they could sccentuate any_1nflaticnary'prcsaﬁre that might
exist, and therefore it was thought dcrsirsble that the sutomatic in-
crenses be restricted to the ircreases in the population plus only
 half the incresse in average wages. | . ’

.0 {ar ag the distribution of the totsl amount was con-
cerned, i would'aupaar that from tie outsit the Cgm;onwealth Uovern-
mernt recognisuvd dboth the principlé.of relative financial necds and
the principle of payuent as'compensation for loss. Their eu:cstion
- called for the contirustion of the existing reimburscacnt grants,
which were related to the coupcnsation prirciple, =i d thoir subsciuent
alteratior accordi g to cxpendit.rc on socisl survices, wahich pives a

hint of rceopuitior of relative financial needs. “ha! schome was not
scccpiahle 10 the Ttatcs, although it wes r aliced (hat 1t wgs sithin

he power of the Cornonwealth to impose upol the “tates a.y scheme of
reimbursJoment it chose. ' ‘
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: - It was generally reco;mised thst under the distribution
which had operated butweer 1942-43 and 1945-46, several States, and
particularly “ictoria and  asmenia wire receiving considersbly less
thun 1T the total azoun' hed been divided proporti nately to the
contributi n made by those Jtates or ceriain other weasures such as
tae relative sizes of population in eseh . tate. This reguired correc-
tion, but the problem to be faced was tnant the amount involved, by any
measure was, ir. the casc of Vicioria, so subsinntisl that the sudden
incresase ir revenue at tie ezptnse ot other Gtates might cause diff-
iculties in the managemer t of ltate fina.ces for a few years. ~here-
fore it was proposed that the substituiic: £ the new method of dist-
ribution for the 0ld should take place gradually. This led to t.e
adoption of ine procedure of basing the distribution during the firs:
ten years on a combination of both metheda.s This again was to be
but a peeing phese and it wrs intended that the distribu ion aeccording
to the adjust«d population alone would opcrate to the full extent by

19%6-57, It i informative to consider the percentage distrivurion
of the iotal as it stood in 1952-53, when E0~. of the totsl available
was iivided according to the original listribution and 50% according
to the adjusted pepulation, compered with the percuntage distriburion
i th. total smoun® had been divided sccordiry to the original dictrib
utior, or a pcr capita distridb.:*ion, “hesc tires possibilities,com-
pared with the aciual diviaion, are shown in the rolloninp table:-

DIstridution of Tax Feimbursement Lrant jetwacn_Ctates « 1952-53

b P 24 K

State Actual ~ Original Ad jus ted Per
Distribation Distribation Population Cepita
— o - i b
New Couth f8lcs  39.99 41.19 38.73 39.49
Victorie 23.99 22.1% 25.82 27.09
Jueensland 16,08 16.50 1¢.66 i4.37
South Australie 8.59 8.65 £.50 8.58
Weat. fustrelia 8.04 8.56 7.02 6.96
Tasmsnia o 3.31 3.0% 3.57 3.5
100. 100. - 100. . 100.

“roa the poirt of view of analysis, re ard should be giv-
en mairly to the formula distributi u - that is, the distribution acc-
ording to tie adjus ed population - for it is this cspect of ‘ax
Zeimburscment Grants which ecoculd beexpected to influence Federal -
State financial rolations permbnently. Under the scheac wvhich was
finally adopted, th basis for distribution of the tofal amousit was to
be the poupulaiion it each . tate aijusted for di ferences ir the numb-
er of children in the school-age group, & - 15, ard tie rulaiive duns-
ity of the Srates, ur the ares of t ¢ Utates which werc socially
served, It can be appreciated that tihe original proposal of the
Comnouseul th Covernment that Tax Deilmbursement .Jrants should be relat-
ed to axpenditure on social aervices was beling continued in this

8. Boe above, p.16%.
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formul:. with the significar.t difference that the Comionwealth propos-
jtion had been that payments chould he r-lated to nctusl exprnditure,
with a provision as to the maximum amount payable, wheress in the lat-
ter proposalthey were to be related to diffcrerncer iIn experditure on
gsocisl services which could be expceted to arise becsus: of fundament-
al differences in the opcration of factors which influence the level
of expenditure on the provision of sceisl scrvices in easch Ttate.

Jnder the former mothod, the situation could arise where
a Strte which is favourable situatced as regards relstive costs of pro-
viding a certain standard of services could reisc its standsrds sbove

those operating in other Utates and still operate within the maximum
provisiorn. of the pro,posgl, whercas ancrther Ltate might be spending at
a rate well above the level necersary to obtain tue maximum reimburse-
ient, end yet bo providirg & lower standsrd of survices than enjoyed
in the more frvourably situated /itate. !nder the sccond altcrnativs,
which w.g evertuallr adopted, the possibility of this eventuelity was
taken. into consideration, in par - at lesst, ‘he @ Jor criticism of
the use of the ad jus ad pcpulation to :.etermine the distributio:n be-
tweer. the Statcé of the otlsl anount aveiddble is that it prclates only
to factors 1nf;uencing expernidliure iu part of the ficldé of g verrment
expunditure. Hot only dAid is ignore a wide Tield of sociul services
expendlture, but it comple lely disregarded exp. nditury on scrvices
oth.r then social survices. .ever necle s, it .suet Do acznowledged as
a corsiderable sdverce or. the adoption o the principle of pa-aent as
com tnsation for losuy. Ilowever, i. must be criticised becnusc it went
ouly part of the wa. .owards adoption of the¢ principle of pa mont
secording 1o relative firencial ro.ds.

The us. of the formuls method dces have the advantagc
that it proposed that after the expirstion of ten years, the distrib-
ution would dbe completely divorced from the pa mer ts made as compen-
srition for loss incurred b, the Jiates #t the time when income taxing
powers were transferred to the Comtonwealth. 1t is, however, opun to
criticisa or. the grounds that there would be ‘a long period bufore the
diztribution would he made entirel accovrding to tie adjuszed populnt-
ion. "he reason for this was that at the time wher the formula was
introduced, it was srnticipated that the total amourni pa able from
year to ear would increase slowly, and that an «lteratiocn, if made
suddenly, mirht cause some disruption to the patterm of Utate finan-
ces. i"or that reaso:. i was decide to spread the alterstion over a
pericd of ten years. It was soon apparent, however, that thu effect
of inflation would be toc csuse the amounts payable to the Utates to
increasse rapidly, and that the transition puriod could have been very
much shorter. The Ltate which stood io los. most from the introduct-
ior of the formula mcthod of dis rivution war New South Nales, and
between 1947648 and 1952-53, the grant to that Utate urder the form-
ula rosc¢ from 418.3%m. to &L3.5m. Hed the distridution in 1952853
beer nccording to the adjusied population and completely divorced
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from the forwmer moethod of digiribution according to the loas which the
State suffered nt the time when taxing powers were tranafarred, lew
South sales would have received £:2.2m. Thus, no vur: great hardship
nould have been inflicted had the change b:en coimpleted by 1952-53%, As
soon a8 it was seen that the amounts involved were increasing rapidly,
the period of transition could have been shortened consodersbly.

It hes been pointed out previauﬁlgg that {f the principle
of po:ment according to relative financial needs 1s to be adopted, it
is impoesible to reduce the distribution of s:rplus Commo wealih reve
enus t¢ & simple forsuls, and i+ 15 here that the inadequecy of the
existing wethod of determining income tax reimbursements is revealed,
Zhe finaneiel needs of a Stsite are influenced by a multitude of fact-
ors, and if a truc measure of their influencs is to be cbtained, it 1s
essential that eve., one be tmken into considerstion. &ome of the
factors cannot be subjected to statisticsl measurement and therefore
must he igrored or'treated inadequalely in any formuia, no metter how
carsefully devigsed. Furthermoras, the relative importance of esch
changes from . tike toc time and no account can be taken of this unless
the formula ie revised after it has been in operatjon for = compsrat-
ively short period of time, Thus, it is evident that if any formula
is devised for the distridufion of the total amount available for pay-
menit of ineome tax reimbursement grants it will be highly complicated
£if 41t is to be at all satisfsctrory for the purpose, and at bemv 4t wil
ignore some imporiant fsctors which should be taken into consideratior
and will requirc modification after it has been functiocning for a
short period to take account of alteration in the basic conditions,

“he formula used in calculating Tax Reimbursement grants
suffers’ Ifrom gll these defects, Dut 1t must be remembered that its
intention was not nececsarily te dring about &£guality betwssn the
States, but rather to iron ouf certain inequalities which had ariaen
from the introfQuetion of uniform taxation. 5evértheless, uniform
taxstion 414 offer 2n excellent opportunity for the inrroduction of
the principle of pa ment sccording to reletive finsncial neeods, and
to some extent the formuls which was adopted was a step in the right
direction. So far as the three claimant States were concerned, to
the extent that the methods used by t:e Commonwesalth {rants Commisa-
ion brought about eguality between emch of the these thres Stotea and
a standard egual to the averege operating in the three standard
Btates, 1t was immaterial which mathod was adoplted for determining
the distribution. In the claimant Stateas, the Tux Reimbursemsnt
Grant is taken into Consolidated Revenue account, and thereby influe-
nces the budget result upon which the firet approximataon to the
special grant 18 based. However, therc is no such guarantes ir the
case of the three standard States, eud it is here that the Tax Reim~
bursement Grants could play an important part in producing the des-
ired eguality. The only factors teken into consideration were the

9. See a‘bov&, y.&ﬁ.
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numbers of childran in the school-gge~-group and the density of the pop
ulation in each State, and the influence of these two factors is prob-

ably only & minor portion of the total forces at work to produce a
complex pattern of financial needs. It §s sugpested that thess two
factors were chose:r becaunge their influence was the most apparent
cauge of differences in the adbility of State Governments to provide a
given standard of socisl services at & cost similar to that incurred
in all Glates o the average, and sacondly because 1t was posaidle to
apply statisticel moasurement to the operation of these two Tactors.
there was no &oubt that a more satisfsctory result could be obtained
by extending the scops of the formula to include other factors, but
the difficulties involved in their inclusion would be too great for
solution in a simple formula.

It is apparent that while 1t si intended that the distr-
ibution bs made by reference o a formula which will oporate sutomat-
ically, it can safely be asserted thst it will Be impossible to achisw
& distribution that will satisfy the principle of payment aceording te
relative financisl needs, The most that will be achieved will be a
hybrid which has the sdvaniage of rejscting the principle eof payment
as compensation for lose, but which goss only part of the way towards
adopting the best possible alternative., Prodedly the only satisfactory
nethod which can be usad to put into effect the prineiple of financie
needs 1s for the distribution to be dstermined as a recommendation to
the Federal Government by a dody of independent experts who can devote
their full time and resources to the prohiem of measuring the relative
financial needs of each State. It would be guite compatible with the
principle for the tetal mmount o be decidsed by some arbitrary method
such as according to Commonwealth buldgest or general economic poliey,
or sven by an sutomatic formula, provided that the distribution is
madle according to relative financial needs,

The task which wonld confront such a body of experts
would be very great. It would Jdiffer from the cperation of the pres-
ent Grant Commicsion in that it would be required to examine, not only
the relative positions of the States, but also the absolute levels of
services provided, severity of texaiion, ste. in all States. To a
larce extant, $tis operation would probably dbe of the nature of trisl
and error until some sort of picture was formed, and thereafter its
function would e to adjust the existing picture to conform to changes
in the relative financiel positions of the States. This is probsbly
an over-simplification of the problems which would fece such s h»ody,
but generally it is thought that it would probably yield the most
satisfactory results in the long run. The attainment of & reasonablp
~ acourate distribution would probadly take some years ito perfect, but
with each successive year it would de appreseching nearer and nearer tc
the optinmum as statistical techniques were perfected and the meabers
of the body gained more knowledge of the problem. The composition
and organisation of such s body which would dest suit the purpose Mas
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alreédy'bean outlined in Pnrt 13cand there is no need to elaborate at
this stage. It will be given further consideration when coordinstion
of all types of grants is being considersd in I'art 3. ‘

The re~mining metter relating to income tax reimbursement
grants which should be treated in detsil is concerned with the distrid
ution of amounts @hich have be.n pald to the States as "Special Finan-
cial Assistance.” In each year since 1947-48, the Comaonwealth

Government has supplemented the total amount of the grant whieh should

have been peaid to the States according to the formula, by substantizl
sums. In 1951«52.Ath13 amounted to £33.6m. and in 1952-53 to £i27.1m.
In 1953-54, the additional amount was 42°.9m and in 1954-5C, £19.5m.
The distribution of these amounts was decided by the Comaonweglth Gov-
ernnsnt after consideration of opinions of the several State PBremiers.
“he diatribution of the total amount of speciusl financial assistance,
compared with the actuanl dictrib .ticn of the tot:~) atouny available x
reimbursement determined asccording to the formula is shown in the
foklowing tabéec for two repreisciiative yeosrs:-

Distridution of Tax Reimbursement Crants by Percentiges -~ 1951-52

_ and 1952-53. ;
A Originel Adjusted Actunl Tex Jpecial Actual LGpecial
State “i:tridbution Population Reimburse~ FinagcialTax Re.Financial
' ment 1951/2 Ass,':4/23972/3 Ass. 52/

, — - = .
Le &. W, k1%19- 38:79 140.27 38.94 L0.08 38.74
Victoria 251 25.82 23.19 27.17 23.98 26,20
Gueensland 16.50 14,66 ‘ j16.19 14 .91 16.08 15.50
Sth. Aust. 8.65 8.5L 8.59 8.34 8.55  B8.49
Hhe Aust, 8.46 7.62 8.11 7.42 8.00 7.75
Tasmanie 3,05 357 3.25% .25 3.3 3.32
Total 100. 100, 1250, 1CG. 100, 100.

.t i am——

From this table it can be scer that the additional amount
wag not disteidbuted according to any of rhe‘poatibilitias»arising froa
the formula. Tor example, in 1974-52, Victoria received 23.98- of the
total amount of :108.%m. as determined under the formule. In that
year 50% of the totsl amount wee divided scecording to the proportions
which operated durin; the pre-1946 period of uriform taxution, referr-
ed to for simplicity, as the origihel distribution, when Victorin's
share was 22.1%5, and the othir 50% according to the adjusted popniat~
ion, with Victoria rcceiving 25.77%. 0Of the additionsl amount avail-
able in that year, Victoris received 26.28%, ard hence it is apparent
that the distribution was rnot in accordarce with any of the prede<term-
ined messures. Ir. fact, the distributicn was decided during the
course of a I‘remiers' Confererce afie¢r the #rime Ministcr hed announc-
ed that the specified amou t would be made availsble by the Common-
wenlth, and requeste! thet the iremiers agrec betweon themselves as to
its distridbution. The disiribution was a coupromise aud followed
roughly the pa tern of the division of the total tax reimbursement
grent proper. Special consideration wss giver to Victoris which had

10. Glee aﬁove, pp. 82 ff.
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suffered most from the adoption of the compencation principle &n the
sarlier years. |

Tre distribution of the sdditional amount by this mathod
cannoct be supported on any grounds. If it assumed that the major am-
ount as determined by the formula, has deen apportioned batween the
States according to come deaign, then the division of the additiocnsl
amount according to some othsr criterion can only sct as a Aisturbancs
to the ariginal pattern, Furthermore, the distribution was made dy
the bergaining of politicel leésders who, at this stage, could not be
interested in the principles involved, baut only in gaining the maximus
financiel assistance for their own States, Lven 1P they were advised
in thetr sctions by pudblic servants acting in the cepacity of expert
qdvisers, there is still the probebility of biss influencing decisions
in these mattera. If the procedure can bs condoned at all, it must be
or. the grounda of urgency. The meeting at which the extra amount whid
the Commonwealth will make available is antounced after the commcnce-
ment of the financial year to whic: the grants relate, and the decisi-
ons must be made at short notice in order that State Governments shoull
be in a position to prepure their budgets for presentation to Psrlia-
ment early in the financial year. ©Nevertheless, it wo.ld bdbe a»simple
matter for the edditional smounts to be paid ir the same manner as the
msjor amount, If it is :ntcnded'that the prineiple of payment accord-
ing to relative financial need is to be followed, and the total amount
to be disgbursed is eltered, the oriyginal distridution should be disre-
garded and nesds recalculated on the dasis 8 the new amount,

Ir. the case of income tax reimbursement grants, however,
the principle of finaneial needs has only been partislly adopted.
sguality can be produced only to a limited extent, and the equality
can ensily be offset by ineguaiities in other fields, Under the part-
icular circumstances, it is suggested that there would be no eigniric~
ant disturbance to the intended effect, if the ar‘ditional amount had
been distridbuted in proportion to, if not the adjusted population, st
least the eriginal distribution and adjusted population together. Of
the two alternatives, it is suggestcd that the ad justed population
method would have besn better, as 1iis application tc the diatribution
of the edditional amount would have lessened the effect of the long
transitionary period which could have buen shortened with advsntages.

It should be nentici.ed that it is not necessary to assoc-
iate the supplementary grants with income tax rcimbursement grants.
Technically there is no direct connection between them, although it
was claimed by the ¥tates that the amounts as dstermined b the form-
ula wire insufficient for them to continue State services at the
standards they had been sble to afford in previous years becausc of
the effects of inflaticn. It was stat.d that the States were unable
to expand revenue te meet higher coests decause their most flaxible
source of income had been taken over by the Commonwealth. In recop-
nising the claim, the Somaonwealtn automatically plaeced the special
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financisl assistance payments in the sams category as income tax ru-
imbursement grants. The, are also similar in that they are only pay:
able on eondigion that the Siates do not levy an income tax, and the
are both urconditional in that they ere block grants which may be tal
or. into revenue and used for whatever purpose the States choose.

So far as the conditicnal nature of the grants 1s conce:
ned, it can be sai? that since the conditions apply, not to the
manner or purpose for wijiich the grent is uscd, but to the undertaking
givan dy the States not to levy an incoms tax, there is no serious
limit- tion on freedom of action hy the Statee. It has deern anaerte&1

that a grant from the Commonwealth Government to the State CGovernment
should be unconditional in order that the States may retair the max-
immua degres of independence, dut with the type of condition which has
been applied to tax reizbursesment grants, there 18 a difter:nt prin-
eiple involved, At tho outset, when uniform tsxation wes first in-
troduced, this was thought necessary to enable the Comuonwealth to
conduet 1ts defence policy with meximum efficiency, and it wss contin
ued in the post~war period decsuse of increased Comnwonweslth comnit-
ments and the necessity tc levy a higher rate tha' in pre-war years.,
An associated reascn, which was not specifically stated dut which was
implied at the time was that the Gomuonweslth Government desiresd to
maintain its ovipsll control of State aexpeniiiture in the interests of
the economy as a whole, and in particuler to prevent the occurrence o
inflation. Apart from this, the Commonwealth Government would have
been quits justified in retaining uniform taxation purely for the pur
pose of ralaing sufficient revenue to enable it to wske graants to the
Statcs of cufficient magnitude to enable the distribution to dbring
sahout equality between the States in any chosen fields. In fact, thi
@may have been one of the metives.whieh prompted the Commonwealth to
retain uwniform taxation, but if such wax the case, it would have been
politically edvisable to give the reason in those words,

In 1953-5L4, the total kununt of assistsnce given to the
Stetes by the Eomnonwealth in all forms was £22hm. and of this, L142m
represented tax reisdburscment grants and special financial assistance.
Had uniform taxation not operated in that year, Cowmonwealth grants
would have totalled £82m. and in visw of the size of the fHtate budget:
approaching £500m., it is doubtful whether &£82m. weuld have been suff:
icient to produce asny @egree of eguality when distridbuted sccordiang t
relative financiel needs. #Furthermore, the abandonment of uniform
taxation would, from the point of view of the principle of relative
financial needsa, have decn a retrograde step 1: that uniformity in
one important fisld, namely severity of income taxation, would have
been lost. With uwniform taxation, it is safe to assume that the burd-
en of taxation ias spresad fairly equisebly throughout all Statea. Ad-
mittedly, there still remainz a large field of taxation in which the
States operate, but its significance is relatively small., 1In 1953-%4,

11. See sbove, p.96.
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Stats taxation revenuc, where differences in severity car arise, tot-
alled £50m. while Comaionwealth taxation, which must be uniform through
out all Statej yield-d revenue totalling £898m. of which £528m. was
revenue from income taxstion, It can be ceen, thersfore, that the
possibility of considerable differences in severity of taxation aris-
ingwhile uniform taxation operates is remote. However, if taxing pow=-
ers were to be returmed to the States, it is more than prodbable that
the severity of texation between Status would again be different, and
heise the inequality to de corrsctsd dy the distridbution of Common=
wealth revenue would be inereased, and the means which the Comaonwealih
could use for this purpose would dbe reduced. Conseguently, it would
appear thit, apart from any other considerations, the present method -
of uniferm taxation a:.d income tax reimbursement grants is desirable
merely as a means of providing the Comucnweslth with sufficient
surplus revenue to permit an allocacation between the Status which woud
permit squality of atandards of services snd scverity of State
taxation and other charges.

Summarising the implications of uniform taxation and tax
reimbursement grants as they affect the adoption of a prineciple upon
which grants are made to the States, it may be said that its intro-
duction offered the possibility that a distribution of surplus revenue
would be poasible which would bring asbout greater eguality between the
8tates. Ic the initial years of itz operation, it can be eppreciated
that becsuse of the peculiar cireumstances operating at the time, no
seriocus attempt was made to do more than maintsin the revenus posit-
ions of the States irrespective of the slterations in the relative
burdens of taxstion. In 1947, however, when it appeared that uniform
texation was to become a permanent feature of Pederal-State financial
rclations in Australie, it should have deer possidle to introduce a
wathod of distribution of the total amount avaialsble according to the
prinoiple of relative {financial needa. The formula which was intro-
duced went only part of the way towards achieving this position, and
while it h+d some aldvantages over the principle of payment as compen-~
saticn for loss, if the principle of Tinancial needs i: to be adopted,
the only suecessful method of determining an sdequate diastribution
sesms tc be by the appointment of & body of experts who are fitted to
determine the relative finasncial needs of each tate, and who would
advise the Commonwealth Government on the best way to disiribute sur-
plus revenue between the States, The necessity for the appolintaent
of such & body has beer accentuated by the practice which hae grown
up in recent yearas of distributing eny amounts additional to those
indicated by the operation of the formuls by agreement between State
Premiersa, B8uch a procedure can be Jdetrimental to a planned distrib-
ution secording to relative finaneisl needs. Further refersnce will
be made n the manner in which & sxtisfactory solution msy be reached
in Part 3.
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CHAPTER 10

§D:CIAT. PURPUSE  GRANYD

In addition to the major types of grents from the Colmon-
wealth to the Btate UGovernments which are dasieally unconditional in
that they are taken into Consolidated Revenue Accounts and from that
stage lose their identity, there are a nunber of minor speciel purpose
grants made to the 3tate Governments which must be used for specific
purposes, and hence can be called spacisl purpose or "“ad hoc" grants.
They may be made oﬁw& in one year, or they may be of a p:rmanent nat-
ure. In 1953-54, the total amount received by the States in direct
financial assistance from the Commonwsalth smounted to £224 m. and of
this, the three types of grants which have becn dealt with in the
breceding Chapters, Urants under the Pinancial Agreement, Special
Grants under Secticn 96 of the Constitution and “ax Reimbursement
grants, acoounted for £1(Sm. or 75" of the total. The remainder was
divided between the spccial purpose grants paid to the Siste Govern-
ments refarred to sbuve, and a group of grants paid as assistanwe to
vq»sbaw produsers, and whieh were paid directly to the produeer or
Gonsumer in some form but which were indepsndent of the finances of
the State Governmenta. ¥hile this latter form of speecial purpose
grant will influence the relative firnancial needs of the several com~
munities, they will have only an indireet effect on State budgets.

For this reason they will not be considered in detsil in this Chapter,
elthough reference will be made to them at a later stage. Attention
will be concentrated on the special purpose grants wade directly from
the Commonwsealth to the State Goveramentsa, and 1t will be necessary to
spend soms time on exsmining the different purposes for which the gre-
anis are sade snd the methad use for determining the relstive amounts
which each “tate will receive,

(1) Pedersl Aid Roads.

Io 1922-23, the Commonwealin Government first mesde a
grant to the States to sssist them in the development of their main
roads. The total amount provided was £1,750,000, snd this was mede
conditional upon the States spending £1,500,000 for the same purpose.
The distribution of the totsl was to be three-fifths according to
population and two-fifths according to srea. A similar smount on the
sane eondiitions was provided in esch of the two following yesrs and in
1926, ths Commonweslth passed the Federal Rosds Act, which provided
that the Commonwealth would pay to the States & sum of £2m, 1in each
of the tem years commencing 1926-27. The distribution of this amourt
was (o be the ssme a8 befors, three-fif he according to populatior and
two~fifths aecording to ares, and was agein conditionmsl upon the
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States apending £1,500,000 for the same purpoae. Thns the original
payment was plece on & permsnent basis and the Commonwezlth contridb-
ution increased by £250,000 per snpum.

Duping the emrly j¥ears of the depression of the 1930's,
the States found difficulty im meeting their obligations in tnis field
due to the economic stringency of the timss, so in 1931, the agrecement
of 1526 waes altered to provide that for the remsinder of the ten-year
period, the Commonwealth should pay to the States an amount eguivalent
to 23d. per gallon customs duty and 1id. per gallon excise duily on all
petere) entered for home consumption in esch year. No corresponding
contridontion was required of the States, The immediate effect of this
change was to reduce the total amcunt payadble from £2m. in 1930-31 to
£4,812,000 in 1931-32, but by 193334 the fixed amount of £2m, which
had previously exiasted was sxceeded by :ii12€0,000. The distribution
between Statea was continued as before. The sgroement was renewed in
1937 feor a further period of ten years but the Commonwealth contribut-
iorn was increasel to the aguivalent of 34. per gallon customs and 24.
per gallon excise duty on all petrol entered for home consumption. The
gistribution was also ebangé‘ slightly, snd under this agreament,
Tasmanie was to receive 5% of the total, and the remsining 95% was to
be shared between the other five Htates én the dbasis of three~{ifthe
according to population and two~-fifths according to area.

A new agreemont was mede in 1947 under the Comnouwealth

Aid PFoads and Yorks Act, which continued the existing agreement for &
further three yoars snd elso provided that the total amount as deter~
mined was to bs increased by s furthaer £im. In 1948-49, this extra
smount was increesed to £2m,, and in 1949-50, to £3m. In that year,
& nevw agreeneni was mzde to cover the next five years. %The ¢otsl am-
ount was to be determined g8 the equivalent of 64, per gallon customs
and 3.4, per gallon excise duty on petrol ontering the country for
home consumption and the distributicn was to be as before. In 1954 th
legislation was agein amendsd to provide that the total amount payadble
to the States should be eguivalent to 7d. per gsllon on both eusioms
and excise duties on petrol. The immediate effect was to increase the
total amount of the grant from £17.3m. in 1553-54, to “2im. in 1954-55
The followirg table shows the total amountes paid in certaiun years:

Amounits Paid by the Commonwealth as “ederal Aid kopds

Yeur Amount Year Amount

£m, £m.

1922-3 to 1925-6 1.75 1947-48 6.3

4526-7 to 19301 2.0 - 1948-19 7.6
1934=32 1.8 1949--50 9.3

1932-33 2,2 1950-51 14.1

1937-38 4.1 1951-52 15.2

194647 4.8 1958-53 15.6

166455 {est.) 24.0
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The distribution of the total amount, which has operarcd
with the minor cxeepticn of the proporticn payable to Tasmania, since
the incepticn of this type of grant, gave the following amounts to
esch State in 1953-fl:- | |

Kew Couth fiales -~ &4,685,000 Gouth Austrelie - 1,828,060

¥ictoria - 2,892,000 Western Australia- &£3,191,000

Queensiend - £3,191,000 Tesmanie - & 831,000
The method which has been adopted to determine the portion of the totl
amount whieh each State receives has some merits. The objeet of tue
grant was ‘o plsce each State on an egusl footing so far ags dsvslon-
went of its roeds system was concerned, but later the Cemmonwealth
agreed that portion of the grants ghould be used for repeir and main-
tenance purposes. i(owever, the measwre used to determine needs for
finance for roads dsvelopment and meintenance does not appear to be
vary precise., The simple messure which takes into sccount only pop=-
lation and area lenves such to be desired, for the slge of the pOpu1a4
tion may be unrelated to the need feor roads and there wmay be large '
parts of the States which have no road reguirements whatsoever, eas, fa
example, large parts of Yestern Australia. Unless the error arising
from the operaticn of thise factors is proportionate between States,
the measure which has been adopted will give only a rougrh spproximat-
ion to the perfect result. '

Fuprthermore, such a measure gives no consideration to the
ability of tie Ltates to mset road developnent and maintensnce costs
from their own revsnue. The main source of funds for these purposes
at the present time in moat States is taxation on motor vehieles, and
the amounti received will depend an the nusber of motor vehicles rcgis-
tered in gach Sitate ard the rates of tsxation on those vehicles. In a
dennely populated State which is highly industrialised, the number of
vehicles will be proportionately greater, and the need for funds for
rosd maintsnance purposes proporiionately smaller than those of a State
with a large ares snd a small) population which is wedl dispersed. “he
weasure use? hu the Commonwealth in distributing the total amount avsl
lable assumes thet the numbor of vehiclea sand hence taxable capgeity
in this field, is proportionate to the population of each State, and
that the meed for roads varies with the aresé of the States. Neither
of these sssumpiions is strictly velid, but neverthwless it is probab-
le that the wethod used has given a result which is fairly close to
the distribution which would have been echieved 1f evary factor had
been taken into consideration, The most pleasing Tfeature of the
method is that it bears no relaticnship to the ampunts wiich the indiv
iduals of each State contribute in custome and excise dugies. Assuming
that patrel conasumption varies directly with the number of motor veh-
icles registered, it can bs shown that the pecple of Vicioria
acntiributsd approximasiely four times the contribution of ihe veople
of kestern Austrelir, yet in 1951-52, the grant to <estern Ausiralia
wan graater than that paid to Victoria, Thus it 1is apparent

- L - S
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of each State rather thsn the relative amounts contridbuted by the
residents of each State. .

(2)  Hospitals Benefits Agreement Crants.
In 1945, arn asrecvment was reached beiwecn sach Jiate

and the Commnonweslth, whoreby the Comaonwesalth agrecd to pay to the

States the eguivalent of six shillings per da; for each occupled bed
in public hospiials on condition that no charge was mede to petients
ir public wards of the hospitals, end the fees in non~public #asrds
roduced accordingly. At the ocutset, only porticn of the

totel amount wee o be veed for masiniecvance costs, whilc the remainder
vae to be used for capitel expenditure, As ¢ rcsult ct represer.tation
by the 8tates ian 1947, the Commonwealth agreed that the whole of the
amount of six shillings per occupicd bed per dsy coculd in futurs be
used for maintenance purposes. As from 1at July, 1948, the amount was
isoressad to the egquivalent of eight shillings per occupied bed per de
for both pudblic and non~pibliec bheds. From tha outset, the sgreemcnt
slso applied to private héspitals which were elso required o reduce
fees %0 patients by the amount of the subsidy from the Comnonweslth,
but these payments are not relevant {0 & consideration of financlal
relations between the Commonweelth and State Governments

In Pebruary, 1951, the Commonwsslth gave notice of its
intention to terminate the agresment at the earliest possible date
according to the terms of the legislation. The Cownaonwealih and [a-
Hospitals Benefits Agreements Act provided that eightemn montihs notic
of termination should be givcn, and therefore the arraugements were
due to expire in August, 1952. In that year, new agreements were en-
tered into between the Commonwealth and the Sistes under shieh the
States agreed to charge at least eightesn shillings peb day for publi
hospital beda. Of thies charge, the Comnmonwealth agreed to sudbsidige
patients to the extent of eight shillings per day, and a further rfow
shillings per day if the pat#int is e wezmber of an approved hospitali
benefits society which pays benefits of at least aix shillins per'da;
Thus, in the case of en insured person, there would be no Adirect cos'
invoived, as combined Commonweslth and insurence payments wcunld tota
eighteen shillinge per day. +here the paiient has not insured, he
vould be required to meet chargus of ten c¢hillings per day, and the
Commonwealth the remaining eight shillings. The revenue of the hosp
itals would therefore be increased by st least ten shillings per day
28 8 resulis of the new arrangement, although the grant from the
Comaanwealth wowld conly be inecreaszed by foar shillings in certein ocas

8o far as the smoumt peid by the Comanonwealth to the
State ia concerned, thera is little difference between the schemes
which opersted before and sfter ‘952, with the exception that the co
ditions upor which the payments are now made apry nore s.vere thau th
which prewicusly governed thess payments, snd therefore the scheme o
payment since its inception up te the present time c¢an bs treated in
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general terms. From the point of view of principle upon which the
pagmant of grants is made, it is concerned only with the relative am-
cants paid to each State. The smount whieh each Sksersceives, is
determined zo0lely dy the number of patients treated end the longth of
their stay in haspitel, The principle of payment as compensation for
the relative mmount contridbuted to Fedoeral revenue does not arisse, but
as in other cases ~f a similar neture, the principle of payment ascor-
aing to relative financisl needz has been only partislly asdopted. 1t
ast be expecied that differences ir the reiative costs of supplying
ospltel survicer betweern: the States wilil de;-end o the relative inci-~-
dence of sicknes:, disesne etc, the existence of privake hoapital
facilities, the relative disrributior of tne populatiions, and the ave
eraze mize of hospitals in each State. Of these fsctors, the effects
of the firet three will be rstflected in the number of bed-deys in
public hospitals in ssch State, and to this extent the mothod of det-
eraining the reimbursement adopted by t e Commonwealth appsers to de
setisfactory. Nowever, no recognition ie given to the fourth, and 1t
in possidle that thiz 1ies the camse of considerable differsnce in the
relstive acst of providing the ssme gianderds of service in the States

In the cuse where a ftatc has & large populaticn eoncent~
‘rated in o few cer.tres, it is possitle io orgemise 811 hospitisls so
thet they operate st the wmost efficient level., It could be expec ted
that as the size of s hospital grows, the cost per patient per day
will f221 until, at & certain size, costs #1l) resch a minimum, and
from then onwards =8 sire increases, r¢lative cocts %111 also increace
Trus the total cost wil]l be minimiged AT all hespitrls are of an opt-
imom gige, In g Stete with 2 sowll populsti-n, however, it will be
impogsidle for this atate of affalrs to de argahiaad* and it 1s quite
conceivable that all hospitels will be less then this optimum. Thus,
if there is eny speclal need in the finances of ~ State arising from
the operation of this feetor, it is not recognised in the present
scheme of Hospitals Benefite Peyments. Nevertheless, the method adop-
ted does tske into consideration a large part of differsnces in rel-
ative financial need ariszsing from the provision of this Serviec, and
it has the advantage thet no considcration is giver to the relative
smounts which the residents of esch State contributed te the revenue
of the Commonwsslth in determining the amounts tn be peidtc each Simte.

The sehems can be criticised, however, on the zrounds of
the conditions upon which the grant is made. The sxount which the
patient 18 now required te pay for the service, sither dirsctly or
th ough an insurance scheme, is uniform throughout sll States, 1If
the principle of relative financial needs i boing adépted, then this
assumes that the adility of persons to pay for even a portion of the
cost of the service they receive is uniform throughout all States.
This is obviocusly not sc, and by any messure, the abilitiy of the res-
idents of a State sueh as Tasmanis to pay for ths serviees they re-
ceive will be less thsn the sbility of the reaidents of & State such
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as Nem “outh ¥ales. To this extent, the insistence of the Conmonwealt!
on & minimum charge of eighteen shillings per day per bed in pudblic
wards, has tended to create more differences in the net standards of
services received in each State. This is not intended ss a criticism
of the National Health Scheme as such, but rather as a criticisa of
the requirements being the same in each State. Consideration should
also be given to the relative sbility of residents of sach {tate to
provide part of the services from their own resources.

(3) Hente) Hospitale Benafits Granta.
T.e iiental ilospitals Berefits Agrecments were between the

Commnonwealth and each Ztate scparately during the yeers 1948 ana 1949,
and were to operate for a minimum perind of ten years. Under these
agreements, the Commonweslth {overnment undertook to pay to the States
a fixed amount for esach patient day in mental hospitals on condition
that the Statcs ensure that no means test is imposes upon, and that no
fecs are charged in r:aspecs of any patient in a mental hospitsl in
that State. The amount payable to each State was the amount collected
by the State for the provision of this service in the period prior to
the introduction of the Agreement. The amounts ranged'rrom 84 per
day in Western Australis to 1/2 per Qay in Victoria and have continued
unchanged until the present t;ma.

The effect of the introdiction of this scheme wae to plac
the States, 8o far gs net mentsl costs were concerned, in approximately
the same position as before, except that henceforward their incomes
w-uld be fixed whereas before the agreements were instituted, the
suthorities could raise charges to mect rising costs. The only con=-
cern of the Commonwealth was to provide that mental hospital services
should be given fr:e of cost to patients in each State and no regard
wns paid to the possidle reasons why revenue from charges differed
betweer States., For the same reascrs that were mer.tioned in the case
of public hospital aervicea,1 relative coats of the provision of ment-
al hospital services would vary between States, and therefore in det-
ermining the amount that would be paid toc each Sintes, the Comuonwealth
should have been interested in differences in costs rather then 4iff-

. erences in revenue, if it wes intended that the principle of relative
finencial needs should be used, Aa‘the position stands as present,
the relationship dbetween costs and revenue which existed in 1948 will
be continued s0 long ss the agreement is in force.

It 4 interesting to compare the cost of the provision
of mental hospital services per patient per day with the aumount of
subsidy per patient per day in each State in 1951-52:

Cost per day Cubsidy per day
New Bouth Wales 16/5 - 1/-
Victoria 13/9 1/2
Gueensland : 12/5 ‘ -/10
South Auetralia - 12/1 -/4G
#estern Australie 14/~ -/8
Tesmania 17/3 ~/9

1. See awove, p.184.
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It esn be seen that the Commonwealth subsidy represents
on}r & small portion of the total cost ir each State, and that there
is little relationship betwsen the cost and@ the amount received. Yor
example, in Victoria the cost was 13/9 per patient per day and the
subsidy 1/2 per patient :er day, while in WesternAustralia the figures
were 14/- per day and -/8 par day respectively. If the paymernt was
according to relative financial needs, snd the same standardec of ser-
vices are being supplied in each State, it could be expected that the
eost and the subsidy per patient per day would vary uniformly detween
the States. As it stands at present, the method of distribution of
this portion of surplus Commpn-ealth revenue is purpetuating the
inequalities which existed before 1948,

(4) Tuberculosps Sub idy,

The Tuberculosis Act (1948), provided that the
Cononwealth could crter irto an arrangement with a Ltate for the
provision b; the Itate «f servicee ard faciliiies for the disrrnosis,
treatment ars control of tuderculosis. Any such arranzement
wae T provide f r tihie reimburscmunt of the liate by the Comicne
wcalth i recpect of cap tal expenriiture by the State on or after
lat. July, 1943, in the provieirn of land, buildings, furrnishings
ard equipmer.t for diagmosis, rreatment and c:itrcl of tuberculesris,
and net meintenarce expe:rditure to the extent thai it exceeds
maintenance exve ditire incurred during 1947-48 for tie samc
purpose. Asrecments were made with all “tates in 1949 and
1950, and peymern: s have continued since that tine. Again, fhis
was a8 fu~ction of government which resided sclel; witi the States,
ard if the Com.onweslth wisi.ed to play ery part, it had to be
through the arency of iLhe Jtates. The method which the
Com wonwealth chose to ersure that tie service was given iy all
Ctates was this form of subsidisaticn,

Hain consideration m st be given to the subsidy for
mainterarnce expenditure, for if thc s:siutance from the Coaionweuslth
for the provieiocn of capital w-rka were rot ferthenming, this
expenditure would be met from loan funds and the burden or the Stnte
budgets would be cmmparstively small, The Com onweslih a-rced
to meet any expenditi.re or meintenance cver te level cf Jtate
expendihurc which was incurred on the provisisn of this service in
1947-4%, and by adepting this measure tended to¢ perpeluste the
irnequalitiee which may have existed et that tinme. A hypotheilcal
case can be enwisaged rhere, efore the intrcducti-n of such a
scheme, the net stendards of services recuived in all (tates were
the same but the distribution of the services was dif.erent so
that, for exa:ple, one "tate conce . trated on the provisicn of
health services and another on educat on, but on balance the net
benefits received b thi residents of cach Ltate as & whole werc
the same, Under such circ msiarcee, if csuld be tha' one
litate was spending a much greaver saiwunt on tuherc losis co trecl
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thar another, and so the introduction of a scheme which provided for
the subsidisation of all excess expenditure on tuberculosis control
over the level in the base ysar would raise the relative standards of
the State which formerly spent less on this scrvice, but compensated
for it by greater expunditure in another ricld. The subsidisation
would permit all States to reach a comion level in the provision of
thie specific service, but would ignore differencesz of standards in
other fields which were partly cadsed by the levels of relative stand-
ards of this particular'uervice in the base year. OUonsequently, it ear
be st ted that this form of grant does nothing more than permit an in-
cresse in the differences in standerds of net s.rvices which existed
between the States, if the States corcerned chose to take advantage

of the method sdrpted to determine the amount of thc subsidisation.

(5) trants to Universitic.s. 4

In the imnediate post-war periocd, the finances of the
Universities of Australia were improved by the increase in the numbers
of students enroclled under the Comuonseslth Reconstruction Training
Scheme. The revenide of the iniversities is derived from several
sources of :hich the main one is the annual grant from the respective
State Governments. . This is supplemerited by donations and benefactica
which vary considersably between States, student fees, and in raecent
years, grants from the (Commonwealth lLovernment to meet the eost of
Reconstruction students and for research purposes. Through the Recon-
struction Trairing Scheme, the Commonwealth Yovernment was giving fin-

ancial support to the 'niversities, but by 195G, the numbers of siud-
ente enrolled under the scheme wsa declining rapidly. The Lniversity

authorities were finding it Aifficuly to mest their commiimenta became
of rising prices and costs. It was suggested that the Commonwealth
might reliave this position by sdditioral grants to the Ctates, and in
1950, & com:ittee was set up to inquire into and repurt upon the fin-
ancial position of the Universitiea. Ae a rcsult of its recomaendat-
ions, the Comacuwealth fgrliament passed legislation to make grants
to the States for assistsnce to the Eniversitie:,

The Stntes Grants (Universities) Act, 1951, provided thst
in each of the calendar years 1951, 1952 and 1953, the Commonwealth
would pay to the Utates as a whole, en amount of £803,000, divided
betwsen the States according to the number of full-time students, witi
an adjustment to make allowasnce for special difficulties in the small.
er States, o8 it was recognided thst the cost per student in smaller
Universities, such as the University of Tasmania, is very much grest-
er ther in the larger Universiiies. The payament of these amountis was
to be conditional upon each State spending the equivalent of {hree
times its prcportion of the base grant of #803,000 from its own
resourees upon the provision of University services. In sddition to
the basic grants, the Commonwealth sgrced to pay "second-level” grmts
eqhivalent to £1 for every £3 by which the Stete grant, plus fees re-

ceived by the University, exceeds the qualifying amount for the dasic
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grant, with & maximum sccond Yovel grart payable to all States of
§300,000. The Jegislation was amended in 1953 to double the maximum
second level grants. All money rcceived wa: to be apent on mainten-
‘ance, ‘There were other minor points of the agre.ment, but the main
finarclal peoints were thoss mentioned shove,

This is one of the few wxamplcs in Australisn Federel-
Jtate financial relations where a grant is made to the States on the
principle of the matching grants - that is, where expenditure by a
State on a particular service is matched by a proportionate grant by
the Commonwealth, In sart 1,2 the part of the matching grant in
Federal-State financisl relations was examined briefly and it was s
shown that this method ca.. only be justifisd when the several States
are capable of providing the same standards of services from their
own resources. If this position does not exist, the matching grant
may lead to the concentration of expenditure in the field which is
sussidised at the expense of expenditure on other types of aervices,
In the particular case of grants to assist Universities, hovever,
there are peculiar festurcg shich tend to lessen the likelihood of
this happening, <‘he amount which the Commonwealth will provide is
limited to £1,403,000 irrespective of the expenditure by the States in
exces: of three timesz this amount, and therefore there is no induce-
ment. to the States to exceed this fi~ure once it has deen determined.

‘he metho® of dsterminin, the distri-ution of the total
basic grant appears to vatisfy the principle of payment according to
relative financial needs, for it has becn atated that it is distrid-
uted "according to the number of full-time students, with an sdjust-
ment to make allowance for smaller nivcrsities."3 It can be expsct-
ed that, all other things being equal, the cost of msintenance of a
University will vary acco ding to the number of students. However,
there 18 probably an optimum size where the cost per studen: 1s lowest
When a University is less then this size, or expands beyond it, the
cost per student will bes greater than in a University of the optimum
size,

It is extremely doubtful whether some of the smaller
Universities approach anywhere nesr this optimum size, end therefore
their relative costs will bde greater than those of the larger Univer-
sities. Thie is apparentl. recognised in the distribution of the dase
srant. tHowever, the condition which provides that the States must
find three times thc¢ basic grant to qualify for acsictance mesns that
the goverament of a {tate containing onc of th¢ smaller Universitice
must f£ind three-qua:ters of the difference in costs arising from the
operation of this size factor. If the principle of relative financia
needs were being enfdrced in its entirety, provision would be made to
ensure that all differences mriming from thisg source would be met by
the Commonwealth Government. In other words, the ltates wo.ld be

2. See sbove, p.93. .
3. ‘tatement by the Prime :iinister during the debate on the ?tatea
grants(Universities) 3111, Hansard, 27th Novembsr, 1951 p2786.
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required to @ind thet proportin of cxpenses which srises from the
oparation of factors which ere comu'n to all Ytates, while the propor-
tivn arising from the operation of factors which differ in the severity
of their impect on the seversl Ztates will be found by the Commnonwealtl
iIf an; baluance remailned in the amount evailable for disiribution to
the Utates after the Coaonwealth had made tihese pasuoents, this could
he divided between the States according to the number of full-time
atudents, which is the main determin'nt of costs efter the size factor
has bien excluded. 7To the axtent that this operates, the present
method of distribution is defectiive, but apart from this, tae metnod
adopted mcems to be reasonably satisfuctory.

(6) Miscellaneous Gprants.
In addition io the grants which have bsen menticned above

in 1953-54 the Cowionwcelth Government msde the following payments to

the Statﬂs:h &
Grants to assist in imp rting houses .. - 615,400
Coal ‘ining Industry - Long Cervice Leave .. 578,903
Encouragement of Meat Production .o 113,011
Westcrn Australien Waterworks e 333,047
Price Control Reimhursement o 83,609

There were also some pay:ents for assistasnce to primary producers in
the form of bounties and suhsidies, but since they were made to the
producer or conswmer independently of the Liate Governments they need
not be considered here,

some of the amounts sre small, some are of the nature of
uon-recurring grants, others relate to peymenta to one particular
state, and the field covered is very wide. It is not considered
necessary to examine each in detril, but mcrely to state that the;, are
all special purpose grants which the Commonuealth Government has
deemed advisable to asaist a particular branch of industry or
governmer tal activity. ‘

It 1is now possible to consider the role that the differ-
ent types of grents for specisl purposes which have dbeen considered
gbove can plsy in & scheme of paynents from the Comaonwealth Govern-
ment to the States bascd on the principle of relative financial needs.
Some atte Lion wuas given to this matter, insofar as the principle
involved was corncerned, ir the irst Part of this essay.5 It was
" pointed cut that while this type of payment could be in harmony with
the principle of payment according to relative financisl needs if the
distribution of the total amount available betwsen the Gtates was
calculated acceording to some predeterained method which took into con-
sideration all the factors which csused the relative financial needs

of each State to differ
b.t it would he completely effactive only if

speclal purpose grants were colclated in relation to all ficlds of
economic activity. !However, the very nature of this type of grant

4. Comaonwealth Mudget +apers, 195,~55, p.146
5. GSee mbove, p.91 rf,
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was that the payment wes conditionel upon its being used for the pur-
pese specified, acd this implied & reatrsint on the financial indepen-
dence of the Stntes. This restraint would be far grester than would
be evident 1f the method of block urconditionel grants wers used.

inhe use of mecial purpose grants, if carried out complete
ly, implies that the rFederal Government aims at forcing the States to
achieve equality of standards of ascrvices supplied in all fislds of
governmental sctivity. On the other hand, the use of the bleck
unconditional grant implies that States are permitted to achieve over-
all equality by & judicious expenditure policy, but the decisions as
to how the funds are to be expendud remains one of their sovereign
rights, An additional deficiency of the speeiel grant methed of
disbursing surplus ‘omuonscalth revenus, even when the method ias foll-
owed completely, will be that 1t can not itske into sccount differences
in the severity of State taxation while the “ederal Goveriment 18
compelled to levy taxatiorn at unifors rates in all States,

A general examination of the use of s.peci.ell purpose
grants in the Australian Mederstion can de spproiched from two 4iff-
erent viewpoints, the first relating to the method of distributing the
total amount available between the States, and the second to the
conditional naturec of the grants. It may be said that in all cases,
in determining the relsiive amounts which each State is to receive,
even in the case of Federal AL Rouds which operated from 1922-23, the
principle of payment as compensation for loss or according to the
actual amounts coantributed by esch Jtate to .‘ederal ravenﬁe was not
adopted. #rom the outset recognition was given to special circumst~
ances which caused different needs bctween the States, and in this way
the principle of relative financial neuds was adopted, in part at
least.

ilowgver, it invariably happened that this principle was
only parﬁially adbptcd in that when the amount which each State was tc
recelive was being éeterminod, rot s#l1ll1 the factors which would de expec
ted to influence the relative levels of the cost of providing the
specific service at s common standard, to which the grant related were
takcen into consideration, Tor example, in the case of Cownonwealth
A$d Roads, the factors which are considersd are the relstive sizes of
population and the relative areas of the several Lilates., UObviously
there must be other factors which will helwn to determine varistions
ir. the cost of providing the same standavds of road services in ail
States, and because they are not taxen into consideration, there io
ar: immlied sssumption that the sffects are relatively the same io all
Gtates. ‘he cumulative «ffect of the operation of the unknown facte-
ors may have consilderable effect upcr: the distribution based upon the
measure of area and population slone, 1f they too wure isken into :c-
count, ~$ailarly, in the cases of other spcciul purpose grants whict
have been mentioned above, the omission of the effeets of certuin
influential factors has probably had the effect of produckng a
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distribution which vasries in sone way, small or lsrge, fron the dist-
ridbution which would heve becn obtaired if the principle of relstive

financiel needs had been full incorporated inu the formuls gcvorning

the distribution of the total :mounts availsble.

The other condition which would make the us¢ of special
purpose grant; compatiole with the principle of payment sccording to
relative financial necds, 1a that thiz type of grant should cover the
whole ficld of governmental activity. It hea been s.2n from the fore-
going snalysis that in Australia at the present time, there is only a
restricted field of coverage. In fact, the totul amounts paid by the
Com .onwealth to the Ltates ss flranciasl assistance in the form of
gpacial purpose grants form only a small proportion of the total
amount of financial assistance given. The bulk of the remainder is
pald under Tax Reimbursement Grants and Special Financial Assistance
Crants and it hasd alresdy been explained that these grants are dncon-
ditional in the sense that ther is nc compulsion upon the States to
use the funds for the provision of any particular service or s:rvices,
It is possidble that the adverse effects of the special purpose grants,
covering only a limited field, may be modified as a consegquence of
this, dut the interrelationship of the various forms of grants will be
considered ir greater detail in the next Chapter,

Reluted to this aspect of the special pukpose grant are
the implications of the use of the "matching grant”, which has been
used in one particular cass, that of finacial assistance to the Univ-
ersities. It hac b.en emphesiscd that this type of financial aseist-
ance is definitely 4in opposition to the principle of financial neodn?
as in its jpurest form it gives preference to those States which are
in a position where they may be rclativcly independent of the Commom-
wealth for financial assistance., Ir this psrticular case, however,
the adverse osffectz ars modified in that the base amount which must be
spent by the Ztates before they gualify for the assistance, taxes
into consideration to some extent, the ability of the States to spend
money or: the provi:ion of University education from their own r:sources
Navertheless, it containg many of the und.siradble fesxtures inher¢nt
in the matching grant, and therefore must be cond:mned as a method
which takea very little notftice of the principle of payment according
to relative financial needs, It could easily result: in the poorer
States transferring available funds fron the provision of other serv-
ices to the provision of University education in order to qualify for
the Commonwealth aasistance, thus causing a net rcduction of relative
standards coupared with the nosition in other, wealthisr Gtetes where
the transfer might de effected without causing any great disturbance.

Generally it may be said that the methods which have beer
sdopted to distribute available funds between the Gtutes by means of
special purpose grants have not representsed the complete application

of the principle of relative firancial needs. %the second factor

€. UGee sbove, p 93 if.



192.

which must be tsken into consideration before a complete sssessment
can be wade as to the adeguacy or othersise of thia type of grsnt, is
the conditional nsturec of thu grants, “he genersl condition upon
which the pasyments are msde is that the. shall be uselsolely for the
purpcse for wihich they are specifised - for example, the maintinanco ot
roads 1n the case of Commnonwealth A31d Hoads., By itself, t.is does not
appear to ba & very stringeit condition, for it could be argued that
even if the grantis were made unconditionally, tne mocasy would be taken
into Consolidatad 2evenue and in all probability an amount approximat-
¢ly egqual to the grant from The Comnonwesalth would be uszed for the
spscified service, liowcver, svaen if this were true, and there can be
no positive assurance on the point, therec 18 s major aspect of the
nature of the grants which muzt be taken into consideration and which

relates to the Constitutional division of funetional and finaneisl

porers between the Commonwealth and Stat:s.

The division of functional and fihuncial powers under the
Const:tution was such that tho Comuouwealth was given potentiel finan-
cial powsrs wshich would yield revenue consideranly in excess of that
necessary for the adeguate performance of its functional powers. The
States were in the revursec position with their financial potentisl
less than their Tincisl neads. A system of grantas was the only satis-
fuctory way to correct the disbalance, since it must be assu.ed that
the division of powers, bot: functional and finencial, which was
adonted under the Constitution was the most desirable for the efficied
conduet of the “ederntion as & whole. As soon 8 such grants became
conditional in the aense that they must B¢ used for the provision of
some specific purpose, the Commornwealth is endeavouring to overcome
the diebalance of the Constitutional division by taking over, as far
as posaible, certai:i. Tunctional powers properly belonging to the
Ctatea., The extent to which ir can ansume control is determined by
its financial euperiority &nd its Constitutional right to make cond-
itional grants., %t can dictate that grants shall he conditional on
the States expending & certain amount on a function detormined by the
Commonweal th, :

Ir other words, the Comaonweslth, by distriduting portion
of its surplus revenue in the form of specisl purpose grents, is en-
dcavouring to mss me soms measure of control over the funeticrse which
were allotted to the Stetea under the Constituticr, At the time when
the Comonwealth 18 determining the peyment of & specisl purpcte grang
it is prone to overlook the peint that the amountes involved are ir
fact portion of surplus Commonweslth revcnue which it revenuc availsble
- for distributior toc the “tstes after the Commonwealth hes met ite own
necegsary expenditure., The same effuct could be schieved withcut con-~
ditione, i1f say, grante ir aild of Urivereities were discontinusd and
the gene smouvnt paid as additional “ax Yeimhursement Urant or Special
Financial Assistance Grant, Alternstively, the Cownconwealth could

reduce teaxation by the aqquivalent of the same amount and thus widen
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the ficld available to the Gtates, although this approach would tend
to increass inequallitie:z between “tates. It can be &.en, therefors,
that there is no justification for the adoption of the special nurpose
grant unless it can be shown that it 1s sdvissble for the Commonweal th
to have some contrl over certain functions which were given to the

St tus under the Constitution. If this is not shown, ther it must

be contended that the bmposition of conditions by the Comnonwealth on
grants made to the States is an unjustifiable intrusion into the
Ticlds of Sinte iudependence, and this pesults from an unwillingness
by the Commonwealth to recognise that its ability to produce surplus
revenue is mearely an incidental accompaniment o 8 logiecal distribut-
ion of functionsl powers. |

One other matter which should be considered with respect
to spsclial purpose grants, and which hes some us:ociation with the |
conditional nature of this type of grant, is the chatom sdopted by the
Comaonwealth of imposing a time limit on the periocd during which the
States shall receive assiatunce for special purposes. Ir some ways a
time limit is a desirable feature of a grant, not £o much ss regards
the limitation of the period during which the grant will be psid, but
rather with regard to the distribution between the Jrtates of the total
smount availa':le. 1t has besn shown that the methods used to determine
the portion of the total amount #hich each Stnte shall recelve, is
only partially in accorierce with the prineiple of pa;ment according
to relative finencisl needs, and tlierefore leaves much to dbe dusired,
It can be appreciated, howcver, that there will be a certain amount
of frial and error inveolved in obtaining the pirfect distribution
sccording to the accepted principle, snd with the aim of schieving
this perfect distribution, it may beo desiradble to reconsider the
methods at periodic intervals. If a time limit were imposed merely
for the purpose of reconsidering the methods at periodic intervels, e
it could be an acceptable part of a system of spucial purpose grauts,

It 1as suapeectad, however, that this has been'only part-
ially the resaor wh the Comnonwealth has imposed & time limit., Prob-
ably the Coamonweslth has been reluctant to commit itself to make
grants during an indefinite future period. - Host of the legislation
govarning the pasyment of grants of this nature, has contsinad some
provision stating the total amoun® which chall be paid to &l States,
or the precise wey in which this amount shall be detremined. In other
words, the amount =hich the Commonwealth is recuired to find is pre-
deternined. It con be undarstood that sny Commonweslth Covernment
wduld be unwilling to comiit itself %o make grantas of unspecified
amounts for unspeeified period. However, there could be no objection
to le;'islation authorisini the nevment of s sum to be determined from
time to time within wide limite on = nermanent basis. As it ztands at
present, the Statis are constantly swure of the possibility of any
special purpose grant belng discontinued as scon as 1ts pericd of
currency expires. The complete cessation of a grant, such as
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Lo macnwerleh id Nicade, could sericucly disript the finsneinl siebile

£ty of + Utete, yel undor the peesnt srrangennt, thic cculd eccur
guitc cumily. Ghersfire, if e gpecified time 1iuit io recesswry, it
should apply, not t¢ the grantc thenselves, but to the totel suounts
of the grants aud their distribution betweer Ctates, The Staies would
then be assured of somw revenus from this source which, if necesssry,
could be al the cxpense ol defieit financirg in times of depressed
eeconomic conditiona.

bumarising the foregoing comments on specisl purpose
grants, it may be maid that, when regarded in ismolation, the distrib-
ution of the totsl]l amount available for this type of grant should be
atrictly in sccosdatee ith the principle of peyment according to
rc¢lative finaneial needs, 1f it is found to be necegesry in the e stem
of Federal-State {insncial releticna, Fo-ever, the inherent
corditionel naturc of the grarte is not ir accordance with the besic
concept of a Pederestion - thnt is, the rctention of the maxinum emount
of independence by the Stotes, end ever shouldthe optimum distribution
be achleved, it will 2lways be apparent that by the use of thia
nethod, the Commorweslth ig “endins fto asrume the responsidbility for
the perform . nec of certain functions which are Constitutionally the
prerogative of thc Ctates. Ir short, the use of special purpose
grants introduces a tendency towards the breakdorn of Federelism and
g movement towards a unitary form of government where the States
become merely agents of the C-mmonweazlth.
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CHAPTER 14

A PROORAN: K POR REVISION OF uXISTING PINANGCI

In the first Part of thio esan;, the nature of the part-
icular financiel probvlem which arises in & Federation waa outlined,
Particular reference was made to the problem which has arisen in the
Australian Federation. It was suggested that where the powers of the
Pederal and State Governments respectively are rigidly defined by a
Constitution, there will inevitably be a lack of balance between
functions requiring expenditure from revenue, and revenue rseising
powers. This lack of balance will give rise to & need for redistrib-
ution of publiec revenue from the governments which have superior
revenue raising powars to governments witi: rcvenue raising powers
which are insufficient to meet expenditure requirements. In th&
Australian Pedersticn, the distribution of functions is such that
payments of grents from the iederal to the State Governments have
become necessary. This situation appears to be paralleled in the
other me jor Yederations of the world.

The financial problem referred to above relates to the
determination of the dietribution of the totsl amount which the
Federal Government has available for distribution to the several State
Uovernments in any particular year. The two major alternatives
as prineciples of distribution were gshown to be available for adoption.
Ti.e first was thatApayments to the State Governments could be made in
proportion to the amounts contributed to Federal revenue by the
residents of the respective States., The 8.cond was that the grants
could be determined sccording to the relative financial needs of esch
State. The conclusion reached wes that only the adoption of the
second of these alternatives could satisf; sdequaltely the principal
policy objectives of governments in the modern Gtats, These object-
ives were first, the achievement of an equitable distribution of
goods and services between the people of the Pederation, secondly the
encoursgement of a balanced usc of aveilable recources and coordinat-
ion of capital investment and thirdly, the achievement and meintensncae
of full employment in the Federation. It was shown that the redistr-
idutive objective of government policy car be achieved through the
imposition of progressive rates of income and other typss of taxation,
and the provision of services and transfer payments according to
individual needsa. The other objectives entall some control by the
Federsl Government over the totsl of reverue and expenditure of all
governments. ‘
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- In the sucongd Part, the exikting practice in Australia

was examined to determine the c¢xtent to which it ssatiafied the prin-
ciple of distribution according to relative financial nesds. It was
scen that the prese: t practice is for the Federal Government to pag
to the State Governments several typcs of granta ranging from small
special purpose grants to large unconditicnal grants. This practice
has developed graduslly over the years as s result of the interaction
of political end economic forces. Some small recognition has been

given to the fact that the financial needs of the sevaral States are
substantlelly aifferers, dbut this recognition is indecd smell. It
follows that if the earlier ressoning is sound, the principsl financis)
nolicy objuctives of the governments cen be more fully implemented by
a reorganisation of “ederal-Ctate firancisl relatione in the light of
the principles and methods of redistridbution which have bcen evdlved
in the preceding chapters. The object of the concluding chapter is to
try to suggest practical ways by which thiz aim might be aschieved,

It would not be reasonable to exnect tha® a co.plete
revision of the whole systcm of ‘rderal- tate firtancial relations in
Australia could be made in a very short tims. The syestem has grown
with the Federation, and any attempt to bricg sbout a suddeu and .
substantial reorgenisstion would meet with strong rcsistance. >urthex
a succussful scheme for revision would take some time to develop, 1t
is essentisal that csre be taken to ensure that the revision, when
fully introduced, satisfies ccumpletely the criteria which have becn
eatablished. For these reasscns it would be advissble that changes
be introduced graduelly so that the immediate effects of each
alteration will be small.

In other words, it would not be practiceble to divise &
new scheme to determine the finaricial assistance which the six States
gre to receive from the Federsl Governm nt and expect the revisior to
be worked out in a short time and introduced at the com er.cement of
the rext financial year. Such an asproach would be docomed to failure
It s suggested that instesd of attempting the complete revision in
one step, imnedlate action should be taken to improve the position,
but this action should involve the minimum of altsration to the exist
ing syatem. This would be the short-term reviaion which would be
merely a spep towsrds major revision and compiete intrecduction of the
prirciple of distributior. according to ralative'fipancial needs.

Once the short-term revisicu has been completed, steps
can then be teken to prepare a plan for complete sdoption of the
principle. This will be brought ir.to cperation over a ruzber of year
and when fully operative, will ensure that all the conditions of the
principle of relativc financial needs are satisfied, Necognition
must also be given to the possibility of the ne¢d for a longer-term
plan to meet long-term changes to the whbéle structure of the
Federation. | |
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The approach which is considered to he practically sound
for each of the e periods, the short, medium ard long terms, will de
conasidered separately, l!However, attention will be focused on the plan
for revicion in the "medium” period - the period Guring which the
principle of distriburicn accordirg to relative financial needs is
fully invoked.

A programne for revision in the shori-term is one shich
could be put into operation imncdiatcly. It will not repreccut s
complete solution to the problem, dut will be s pa. tisl solution which
will have some corrective effects during tho pericd shich must elupsze
before s more complete solutich csn be worked out snd put into eraiicx

: In the short pericd, the existing forms of grants from
the federsl to the .‘tate Governmente can be accepted, The &#ifferent
types of grants in operation in the fuztralian -ederaticn at the
present time have been explained in I’srt 2 of this 33333,1 and it was
there shown that cnly in a few cases, and there qui‘é inedequately, is
the principle of dis ribution according to relative financial needs
employed for the purpose of determiﬁing the grnts. It is sug;. sted,
thercfore, that the programic for revision in the short periocd should
involve the retention of the presunt grants structure but with alter-
ation to the methods of calculation of thc differert types of grauts
to follow more closel  the principle of distributicn asccording to
relative financlial needs. '

The first sppraoch which might be sﬁggest&d is 8 revision
of the method of cslculation of each type of grasnt. It would be posi=~
ible to revise the legislation to provide either that each t pe of
grant made by the rederal (overnment should bec paid accoiding to a
prescribed formula, or that the distridutior should be made at the
discretion of the Pederal Government. In the former case il would bde
necessar, for a different formula to be dcvised for esch t.pe of grant
partiecularl; ir the case of special purpose grante. In the laticr
case, the agents of the Federal {overnme:t would be responsible for
the making of the necessar; calculations to ensurc that each grant
paid to the State Governments was an aporoximate measure of the
relstive financial needs o” esch in the particudtar field of expendit-
ure to which the grant related.

Such & proce’ure would involve some amendment to existing
legislation., If the former alternative were sdopted, the amendments
would be consideradle. It is thought that any programme for imaiediate
revision should avoid, if possidble,ths need for legislative action.
Apart from the dclay which would inevitably ocecur, the inclusion of
formulae in existing legislation would probably make it more difficult
to amend or repeal the lsgislation at a leter date when further

.echanges had become Jdesirable in order to bring into action permansent

arrangements for assessing grants,

1. Ses mbove, p.100 £,
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It would appeer to be sufficient for the purpose that in
the short period, when it is possible to satisfy only some of the
criteria, if only one or a few of the severrl t pes of ederal grautis
were calculated according to the princisle of reiative financial needs
The Australisn system of fedaral grants includes several special
purpose grants, grants under the <inancial Agreement of 1927, Income
Tax Reimbursement granta{'g 8°é5&c§%§”8?%313“58333*388t2589§5'or the
Constitution., Only one of the: e t: pca of grents, provided it repres-
ents a substantial portion of the total, can be calculated according
to the principle of relative financial needs, and it will fake into
account other typus of grants paid to the Ctates. In short, one t;pe
of grant can be used as a balancing grant to dring about greater
eaquality between States and to correct errors or omissicns contained
in the remaining grants.

To the extent that the are calculated acc riing to the
principle of relative financisl nceds, the present grants under Sect-
ion 96 of the Conatitution can be said to de dusigned to achiew this
result so far ss the three claimant Gtates, Couth Australis, -estern
Australia and Tasmania are concerned. Snecial grants are designed in
such a ey as to give each claimant Ctate sufficient revenue to permit
it to function at a standard not appreciably below that operating in
the three standard (tates, New South Yales, Victoris and 1ueennland.2
In calculating the necessary amounts, the Comuonwealth Yrents Comniss-
ion takes into consideration revenus collected by both claimant end
atandard States from most of the types of srants provided by the
Federal fiovernment. In short, the Tpecial grant 1s a balencing grant
which 1s su-nosed to raise each claimant State to thu levsel of the
three standard States.

Under the prusent method of determining grants, there is
no comparable b-lancing grant beiweer: the three stsndard Gtates. To
some extent the Income Tax RNeimbursement (rant does take account of
certain differerces between Jtates, but only to a linited extent.3
The firat step which should therefore be taken to corrsct the defic-
iencies of the present grants system is to recoghise a type of graut
which is at present paid to all States as a balancing grant and calc-
ulate this grai:t accorling to the principle of relstive financial
needs, To achieve the desired objective, this grant should be compar-
atively large, 50 thet 1t ma, de sufficient to permit matural differ-
. ences, and difrerenees accentuated by not calculating other forms of
Federsl grants according to the principle of relative financial needs,
to be corrected. ¥or simplicity of introduction, it would be advigab-
le for the grant envisaged a8 performing the function of a beslancing
grant to be free from legislative rectrictions., That is, it should be
a grant which is determined arnually by the Federal Government at its
own Adiscretion. '

2. See Third Report of the Com:ionweslth Grants Com:ission P. 75.
3. See above, p.173.
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At the present time there is only one type of grant which
appeara to satiafy all these criteria. 7This is the Specisal Financiel
Assistance Grant which has been paid to the State Governments since
1950-51 as a supplement to the Inome Tax "eimbursement (irants. This
grant is mede entirely at the discretion of the Federal Government,
and in 1953-5,, the total amount distributed was £22m.

‘There appesar to be two aléernative methods wheredy the
Special Firsncial Assistance Grants could be sdagsted for use as a
balancing grant to be calculated according to the principle of relat-
ive financisel needs. Both involve coumbination with the {ipscial Lrants
paid under Section 96 of the Coustitution to the three claimant
States. In the first place, the Federal Government could announce
that as from a specific date, Special Financial Assistance Grants
would be discontinued. The size of these grants is suchh that those
States would probasbly find it necessary to appl for financisl ass-
istance from the Federal Government under Section 96 of the Constit-
ution. 1In faet, the Federal Government could announce that its in-
tention was to discontinue the Special Pinancial Assistance Grants for
the purpose of inducing the three larger States to adopt this appraach
and formally claim financial sssistance under Section 96,

If this happened, the Federal Government would, if
existing practice is continued, refer the claims for fingncisl assis-
tence to the Comnonwealth Grants Comnission which was formad for the
spaecific purpose of examining and reporting on such claims to the
Federasl Parliament. It would be expected that the Comuonwealth Grants
Commission would extend its methods of calculating grants according
to the principle of relative financial needs to include the three
standard States. This would provide all States with a balancing grant
which wouldtake into account the rel/ative financisl needs of each.

The elimination of standard States would, however, neces-
sitate a revision of the methods of the Commission. At the present
time, the Commission assesses the relative financial needs of the
three claimant “tates by reference to the conditions in the three
standard Ststes. A grant is recomnended which will permit each cleim-
ant State to function &t a standard abproximntely equal to that oper-
ating in the standard States. If all Ctates were to clamim financial
assistance in this way, this standard would no longer exist. It would
thus become necessary for the Federal Government to advise the
Commonwealth Orants Commission of the totel amount which it is prepar-
ed to make availadble to all States by way of Special lrants. The
function of the Commission would then be to distridbute the total
amount betwesen the States according to the relative financiel needs
of .ach.s' '

4. In 1953-54, Kew South Wales received £8.6m.; Victoris, £5.7a.
and Queensland, £3,5m,

5. The details of existing Grants Commigsion procedure are given
on p.?hh £r.
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The alternative approach which could be adcpted by the
Peaeral Government in order to produce a greater degeee of equality
between the State in the short run would be to retain the existing
system of grants but calcklate the Special Minancial Assistance Urant
accerrding to the principle of relative tinincial needs. If this
‘approach were adopted, it would again bo'nooosuary to amalgamate the
Special Finencisl Assistance Grants and the Speciasl Orants at present
recemmended by the Commonwealth Grants Commission, or restrict the
Special Financial Assistance Urants to the standard States. In the
former case, the need for the Commonwealth tirants Commission as such
would no longer exist if the Federal Government undertook to caslculate
the distridution of the total amount available, Alternatively, the ~
whole task of calculation could be handed over to the Grants Commiss-
ion. 1If this latter apprcach were adopted, the result would be simil-
ar to that which would be produced if the Speciml Financial Assistance
Grants were discéntinued, with the exception that there would be no
claim for financial assistance by the several State Governments.

The restriction of Special Financisl Assistance Grants to
the standard States would he practically impossidle. It would mean
that one grpup of Statcs would be claiming financisl essistance and
the amount received would be dependent upon the investigations and
recommendations of the Commonwealth Grants Commission. The other
group would not de claiming sueh aszistamee but would be receiving
comparable grants which would be determined by the Federal Government,

Either of the two appreaches suggested above could be put
into practice without any great difficulty. The choice betwcen the
- two would then hafe to be made by reference to gsome other criterion.
This could poscibly be the extent of administrative adjustment involve
ed in the new approach, or the attitude of the various State Govern—
menta to the slteration., It is felt that the present standard States
would be extremely reluctant to become claimant States in the existing
meaning of the term, Claimency, as it operates at present, involves
the loss of a certain degree of independence as a result of the in-
vestigations and subsequent “sd justments” made by the Orants Comnbss~
ion, Thie reluctance would not appear if all that was involved was
the distribution of the Speciml “inancial Assistance “rants according
tc new methods. This appreach could lead to the ebandonment of the
Commonwealth Gr-nts Comuission in its present form, which might be
viewsd unfavoursbly by the present claimant States.

Ahatever obJections are made toc such a scheme in official
circles, it should be emphasised by the Federal Government, when ann-
ouncing the change, that the alteration would be purely a&n intermed-
iate stap in the eventunl development of a new system of Federal-State
financial relations. It would be a ahort-term programme for revision
which would uwltimately be replaced by an alternative which will
invoke the necessary principles to the fullest degree.
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“hen soms revision such as this has been made, it will be
possible for the :'ederal Government to commence preparation of a long-
er term proiramme of revision. During this longer pericd, carseful
attention can be given to all aspects of the grants systcm and 8 new
scheme prepared with the object of fitting it inte the general scheme
of government finsncial policy. It i: with p. spect to thie longer-
tera revision that attention will be concentrated in this analysis.

The practicability of any sugrestio for improvement is
important. C(ne recomaendation which might be made is for the whole
structure of Federal-tate finarnciel reletions to de redceisned to
minimiae the need for grarts to be paid by one suthority to another.
Juch a suggestion would imply substantisl esmendment to the Constitute
ion, and this may be lupracticable, even over & fairly long period.
It 1s notoriocualy difficult to amend the Constitution unless the pro-
posed amendment to the Ceonstitution receives the support of all polit-
fe: 1 parties.s The amendmente necessary under such circumstances
would be soc far-reaching that it is doubtful whether the move could
de made with any hope of succeas,

Alteration to the present system should elso bs designed
80 that it could be inastituted by the “ederal Government, This is
al80 necessary to avoid political complications. If the introduction
of a new scheme of Tederal-Ctats financial relations were dependent
upon cooperation between the Federal and Hitate Governments, it would
almost certsinly de doomsd to failure. Incvitadly the politicsl party
holding power in the Pederal Parliament is opposed to that which is in
power in some State Prrliaments. and although this problem and its
succes:ful solution should bc above party nolitics, it is feared that
unanimous agrcement would not be obtained,

There is always danger that the *edersl Government itself
will be reluctant to institute any changes in the existing relation-
ships. This will be particularly so if the introduction of change
brings with it any diminution of powers or sphcres -f influcnce of the
redoral Governmeni. The tendency over recent yeare has duen for the
Federal Government to use ites position of tiganeial superiority to
increase its authority in the fields of activity which were constit-
utionelly resiricted to tete Govermuents. Proposels for improvement
wight be suggestead which would tend to reverse this trend, Under
tiiege circumstances, it may be difficult to persuade the Federal
Government that it is desirable té fuplement the proposals,

Although it has be n suggested ahove thut it wculd be
elmost impossibie to obtain unanimous agresment between the State and
federal Governments, any such schems for improvement would usually
have to be acceptable to a majority of State GCovernments before the
“ederal Governmunt would introduce it. Cccasions have arisen where

6. So far, 23 proposals have been submitted for referenda, and the
consent of the electors has boein received in four ceses only.
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schemes which affect the finances of the Statea which have buen impos-
ed by the Federal Government against the wishus of 811 State Govern-

ments. The outaterding example was the introduction of Uniform Laxat-
ior. and Income Tax Reimb.rsement Grants in 19&2,7 but this can bde
regarded as having occurred under exceptional circumstances - that 1s,
as a national security measure in time of war. An opposing rcecticn
under peace~time conditions was scen in 1952 when the Federal Govern~
ment was prepsrcd to hend dback income tmxation povers to the Ctate
Governments. Because some Stute Governments were unwiiling to accept
this responaidilty, no further actiocn hus been taken.

No definite conclusion can be reached on the gquestion of
whether the Federal (overnment would introduce substantial alterations
to the existing struci'ure without réterancq to, or receiving spproval
from the {tate Covernments, or wherher the Federal tlovemment would be
influcanced in adonting e seheme sponsored dby State Uoverrments. The
answar must remsin a matter for conjecture.

*hie, then 1s the background sgasinst which sugrestions
for improving the present system must be made, [However careful one
might be in framing these sugrestions from the practical viewpoint,
thcere will always be some danger that forces ~ill arise &t & psrticu-
lar moment which will make the suggest @ soluti n impossible, at least
nntil there is some alteration in existing institutional conditions.
Any proposition must thcrerore be constrﬁad, not in the light of con=-
dition which exist at the moment, bui rather ir. the light of the most
favourable conditions which sre 11kqu to arise irn the future.

The dificicrcies in the nethods uscd fo deterninc the
amount of grants payzble to the State Covernments in the Sustralian
federation have alresady been outlined.a Bpiefly restated, the method
in use »t present is for the Iederal Coverument to comnit itself tc
pay to the Gtates, for s limited period, certain grants for speeific
purposes nnd in some cases, for general purposes. Thus, in any parte
iculsr year, the i‘edersl Covernment is dound to find a certain amount
of revenge for payment to the State Covernments. This amount is the
sum of the different types of grants which the 'e..eral Government has
ststutorily comaitted ltselfl to pay. These grarts include payments
under the Financiel Agreement, Comnonwealth Aid Roads, Hospital Benef-
its, Grants for Univereities, Income "nx Feimbursement Orsnts and to
n certain extent, Special Grants under Sectirn 96 of the Constitution.
In fact, there are very few granis which the Federal Government has
not committed itself to pay for & nunber of . ears and which do not
have the totsl amount determined by some automatic formula, The most
important exception is the Special Tinancial Assista:ce Grant which
has beon paid in recent years only and which is regarded as
sup ‘lementary io the Income Tax Reimbursement Grants.

7. See shove, pp. 162/3.
8. See above, Part 2, p.100 ff,
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It ean be apprecilated that in any one year, the extent to
which the Federal Covernment ¢an control the total amount which it wil
pay to the Ytate Governments is considerably restricted, For example
in 1952-53, direct payments by the Federal fiovernment to the ltate
Governments totalled £183m. Of this total, at least £140m., wes prov-
ided for in legislation passed in previous years and under which the
total amount payable was predetermined., Of the remaining $43m.,
Special Financiel Assistance grante accounted for £27m. and Special
Orants under “sction 96 of the Constitution accounted for £46m. This
latter grant is recommended by the Comuonwealth Urants Commission and
although subject to variation by the edersl Government, is customar-
ily accepted without serious question, and therefore it can be regard-
ed as prudetermined., The Federal Government thus had effective cont-
rol over only about 15% of the total amount of grants in 1953-54,

These comnltmentc of the Yederal Government asre made
onl b Pederal legislation, and could therefore be rescinded by
the passage of the necessary amending legislation, The present
attitude is, however, that the ¥ederal legislation in this respect
is in the nature of a contractual commitment, and an; attempt to
reduce the total amount would he repgarded b the Staites ag & breach
of contract, although legally such a procedure would be quite within
the powers of the Federal Goverrment. It 8 felt that the
political reaction would be sufficiently strong to prevent the
Federal Government from taking this line of sction 1if it were‘round

neoessar. to reduce the total amount which it has promised to pay
to the State Governments,

1t was shown earlier that for the eflective implement-
ation of s full emplo ment polic., the Federal Government should be
in a positicon to determine the total amount which shall be raised
by tsxation by all governments, and the totsl amount which should
be expended b all yovernments on the provisicn of services. The
taxation aspect is adeguatel covered under the existing s;stem,
where the Pederal Government is responsible for the eollection of
income tax and cusioms and excise duties, On the expenditure
side, however, there can be no such assurance while the Federasl
Government is comnitted to pay o the State Governments a large

percentage of the totsl amount which it doea actuaslly pay. It
must be recognised that the Federal Govern:ent can always of'fset
these effects b manipulation of its own expenditure. - 1r, for

example, commitments in the form of grents to Ctate Governments
taken in conjunction with expoenditure by thuse Grovernments from
their own resources, and anticipated expenditure by the Federal
Government in exercising federal functions will be greater than
necessar; to maintain full emplo.ment, the Federsal Uovernment can
restrict its own expenditure. Such a procedure may, however,
be entirely unsatisfactory from other points of view, The

relative urgency of federal functions compnred with Gtate functions
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must also be considered,

Thus, in order for contrcl to be effective, the Federal
Government should be free to vary the tctal amount which it will make
availeble to the States during any particular periocd in the light of
the particular economie conditions of the time, {nder preasent
econditions, the Federal Government does not poscess this power fully,
and therefore one of the necessar; corrsstions should be to reocrg~
anise the present grants system to restore this power to the Federal
Government, ol

At this atage, mention should be made of the part pla.ed
by capital expenditure from loan funds in a full employment poliey.
It would be true to say that in Austrslie government financial policy

can be used to influence the level of employment Pfar more effectively
by eontrnl over expenditurs from loan furds than by surplus and dericit
budgeting in the revenue accounts, In order to implemsnt a full
empleyment policy completely, it is thus necessary to have regard tc
public investment expenditure as well as public revenue expenditure,
It has been shown that through its grants system, the federal
Government could influence the total ¢f public revenue expenditure,
but greater di“ficulty may dbe experienced in obtaining the same

degre:. of influence over public investment expenditure.

In a previous Chapter, 3 the part which the Pederal
Government plays in determining the total amoui t which the Ctate
Governments shall receive from lcarn furds in any financial ;ear was
discussed, It was supgeated that slthough the Financial
Agresment of 1927 gave to the Federsl Governmsnt only one guarter of
the total voting power necessary to deterizine the total loan programnmne,
the Fe’'eral Guvernment's position in relation to the central banking
system in Australia has given it almest complete powers in deciding
the total loan prograiie. _ Furthermore, it would appear that
the Federal Government has consciously used t:iis power in recent
years as part of a poliey designed to combet inflaticn, It would
not be proper to discuss here the prepriety of the scticn of the
Pedersl Covernment in using 1ts influence with the banking system for
this purpose, but the existence of such power dces mean that the
Pederal Government can, if it so desires, determine the total amount
of pﬁblic borrowing, and hence the extent of public inveatment
activity in any year.

The “ederal (Government thus has dircct or indirect
influence over the amount of taxaticn revenue wihich will be raised,
and the rmount of loan money which will de raised. It can never,
of course, compel a State Govermnent to spend money, either from
revenue or poan funds, but it can set an ap.roach to the upper limit

9. See sbove pp 123/4.
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to expenditure from both sources, through its grants system in the
former case, and through its domination of decisions of the Loan
Council in the latter case. It can also influence the lower limit
through its own expenditure policy. Therefore, if the amount which it
shall pay to the Gtate Governments by way of grants is predetermined,
one of the important clements for full egployment policy is missing so
far as correcting or preventing the occurrence of a situaticn of over
full employment is concerned, Thus the first requirement for permansat
improvement is to free the total smount which the Federal Covernment
will pay to the States in any year., The ederal Government must be

free to fix the total smount which the States as a whole will receive.

If this position is to obtain, then future legislation
relating to the payment of grants of any type to the [tates must de
non~-commnittal so far as the actual amount to dbe psid in future years
is concerned. This may be éifficult to bring about in view of the
nature of existing lerislstion, particulsrly so far es Income Tax
Reimbursemenrt Orants and payments under the Financial Agre.ment are
concerned, However, in a1l cases, and particularly in the case of
the more important 3ypes'or grants, there will dc political 4difficult-
ies in effecting reductions, Wwhile specific sums are associasted with
specific purposes, there can always be political reaction to reducing
the total amount of the grant, particularly when revenue is dbuoyant,

2or these reassons, it might be preferable to discontinue
the present multiplicity of grants, and replace them all with a single
grant which embraces all avenues of expenditure previously covered,
but with no specific reference to any purpose for which it may be used
In other words, to introduce a single unconditional grant. The total
amount of this grant could be determined sach year after consideration
of the particular circumstances operating at the time, 1In this way,
the ‘ederal Covernment could vary the totel amount available without
the pcliticel repercuscions which might arise with reduction of the
total amount of a pasrticular special purposs grant.

The second major shortcoming of the present method of
redistriduting public finsncial resources is that the determination of
the relative amountc which each State shsll receive, follows no part-
fcular pattern., It was showrn ear]ier,1ghat all governments have s
redistributive function to perform. (ne of the accepted methods of
achieving this objective ia by bringing sbout greater equality of in-
comes of rcsidents of the community. In & federation, the choice musi
be made bet:een attempting to achieve greater equality within each
State separately, or within the Federation as a whole. If the decisiot
is left entirely to the State Coverrments, then the achievement of
greater equality of incomes will be restricted to each Ctate separate-
ly. Thus, although a deliberate policy may be adopted by each State
Government to bring about the desired redistribution of waelth dy thii

method, there will still be inequalities, and hence the need for
10.. "Bee sbove, p 20. rf.
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further redistribution bvetween Gtates., This lies within the aphere of
influence of the Federal Jovernment,

Because of its superior financial poasiticn, the Federal
Government can choose between the two alternatives. In distributing
the total amount which it has available for the purpoase, it can elect
to apportion it sccording to the amount which the residents of each
State contributed to the totel, in which case redistridution can be
achieved only in each State separately. On the other hand, it can

fgnore the contridutions of the residents of each State and distribuse
the total amount betwcen the States in such a way that a greater degme
of equality ean be cbtained., That is, it can contribute accerding to
the relative finanecial needs of each.

It has bueen suggested in an earlier Chapter11that this

latter alternative is the most appropriate one to adept. It was arg-
ued that in this instance thers seems to de no reasl reason to distin-
guish between different sections of the community because of the
existunce of State boundaries. In fact, under the Australian Constit-
ution, the Federal Government is debarred from discriminating between
States. 2

If thece arguments are acceptéd, it would appear to de
reasonable to expect the Federal Government to distribute the totsl of
funds aveilable for the purvose according to the relative financial
needs of each State. At the mresent time, with a large number of
diffsrent types of grante, there is very little attention paid to
strict adherence to any particular principle. In only one case, that
of Specisl Orants under Section 36 of the Constitution, is recognition
given to the principle of distribution eccording to relative financial
needs. In other cases, such as the formula used to calculate the
Income Tax Reimbursement Grant and Grante for Universities, there is
implied partial recognition of this principle. In meny other cases,
as explained in earlier Chapters, the distridution is determined more
or less arbitrarily. &4 very great improvement could therefore be
achieved if each different type of grant were to de calculated in fut-
ure according to the principle of relative financial needs,

It was suggested earlier in this Chapterzsthat a8 an
immediate remedial measure, an approximation t¢ this result could bdbe
achieved if one type of grant (provided that in total it is sufficient
1y large) were distributed according to the principle of relative
financial needs. In the process of calculation, deficiencies which
evolve from the arbitrary distridbution of other types of grants would
be corrected. Thus, in total, each State Government would receive an
emount whiech would permit the net burden of benefit of government
financial policy, impingeing on the residents of the Pederation as a
whole, to be more equitadbly distributed.

11. See above, Chapter 2, p.20 f,
12, Hec above, Chapter 4, p;63 ff.
13, See sbove, p.199. :
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That 1s, in total the rocsident of each State would pay
taxes and recelve benefita according to relative needs rather than
aceording to the size of incomes. However, while asuch a procedure
would dDe quite scceptable as a short-term remedial measure, it suffers
from two defects which would require correction over a longer period.
The first of the e is that thetotsl amount of the grant chosen as the
balancing grant may not allow sufficient flexibility. It was suggest-
ed thet the Special ¥inanciel Assistance Grants, taken in conjunction

with the Special “rants under Section 96, would be adeguats for the
purpose. J‘heir adequacy could wedl be restricted to a very short
periocd, however. In 1954-55, the total amount of these two grants is
only £32m. It can be expected that in 1955-56, the Lax Reimbursement
Grants will autometically rise by about £5m., and if the grant total
of all grants to be distridbuted dy the Federal Uovernment remains un-
changed, the total amount of the:-e two specific types of grsnts may
well fall to about £27m. Such an amount may be insufficient both for
the purpose of introducing flexibility to the total sommittments of
the Federal Government and psrmitting an adequate distribution
between the State Governments.

The scconi &eficieney of this temporary expedient is that
it retains certain specific inequalities which are being perpstuated
by en ardbitrary distridution dy the Federal Covernment. Foe example,
the distribution of the total amount available for the payment of
Commonwealth Aid Roads iz partislly a per cepita distridbution and part
ially a diatridbution according to area. It can be expected thet rel-
ative needs for finance for road mesintenance bears only en approximate
relationship to population an area, and therefore some States will be
receiving relatively more thar they require. This will be taken into
account in the calculation of the finsl balancing grant, but under
Federal legislation, the amounts received as Commonwealth Aid Roads
must be used for expenditure on rosds. Therefore, in ftates which
benefit from the precent form of distribution, the amount available
for genersal purposes will be lowsr than it would de if the Comnonwealtl
Roads Orants were distridbuted according to relative financial needs.
In short, in those States, the standards of roads will berelatively
high, but the standards of secrvices in other directions w»ill be releat-
ively low. In the other JUtates the reverse position will exist.

The solution of these problems appears to lie in the com-
bination of all grants into cne all-purpose grant. This has already
been suggested as & solution to the prohlem of deciding how to give
the Federal Covernment safficient flexibility in deciding the total
amount it shall distribute. One gra: t, distributed according to the
relative financial needs of each State would allow the Grverument of
sach State to decide the manner of expenditure and the type and extent
of the services it will provide. Obviously there would net be uniform
ity betwean Ctates although the ‘ederal Government would be competent
to advise the State Governments on the extent to which standards of

e
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particular services varied between Ctates and suggrest projrammes for
bringing about greater uniformity in this respest. One CState Govern~
ment may decide to concentrate on the provision of education services.
fhen thece services are above the average level in the remeining
States, other services will be below average, and vice versa.

If the problem iz looked at from snother viewpoint, under
the present system of federel grants in Austrslie, the principle of
distribution according to relative financial needs will only de fully
invoked when each type of grant is calculated according to need. If
this were to de done, the problem would be greatly simplified if all
the present types of grants were combined into one single grant. The
only Justification for retaining the present multiplicity of grants,
esch calculated according to need, would dbe to give the Federal Gover-
nment control over the avenues of expenditure by the Ctatea of the
amounts reccived from the Federal Government. In viuw of the nature
of a federation, it &s difficult to see how such control by the Feder-
&l @overnment can be Justified.

The conclusion which has been reached is that, as a long-
term policy, -ederal-State financial relarione in Australis could best
be improved dy amalgamation of all grants at present made by the
Federal to the Ctate Governments into a single grant. The total amou
of this grant will be determined by the “ederal Government as part of
its ordinary duldget projramme, and the distribution made between the
scveral State Governments according to the relative financial needs of
each. Before procsdding to discuss the methods whiech could best de
smployed if such a procedure were sdopted, it msy dbe advisable to
consider in rather more deteil the implications of the amalgsmation of
the presert miscellany of grants into one unconditional dblock grant.
In particulsr, it will de necessary to examine any possible d;tricult-
ies which might arise and assess whether or not they are insuperable,

In the first place, some legal difficulties might be
sncountered. At present, all grants paid by the Federsl Government to
the State Governments are prescribed in legislstion by the Federal
Parlisment. If wmsy be assumed, thercfore, that all such provisions
may be repesled and replaced by legislation which provides for the
peyment annually of a single grent. However, there will undoubtedly be
some complications. i‘or example, the provisions of existing le islat-
ion relating to Income Tax Reimbursement Grants provide for grants to
the States according to a prescribed formula,'?or 80 16rg as the State
Government refrain from imposing an income tax on their residents.
This 18 an arrangement which hes been accepted by the Ltates as the
*price” of their retirement from the field of income taxation. The
present legislation is in the nature of s contract between the Feder=-
al and State Governments which fixes not only the diatribution of the
total amount between the States, but alzo the total amount itself, It

could be arpued by~tha States that 1f these grants ware incorporated

14. USee above, p.165.
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in a genersl grant, there would no longer be an ascurance that the
total amount. indicated in the formula would be forthcoming, and that
esach State woul ' receive st least as mueh as they would have raeceived
under the operation of the formula.

On the other hand, the conditional nature of the praesent
Income Tax Reimbursement “rants would no longer be present. That is,
the payment of a single all-purpcse grant could rot dbe condijional
upon the Gtate Covernments refraining from imposing an income tax.
Thus, if the “ederal Government reduced rates of taxation and as a
result had to reduce the total amount available for distribution to
the itates, the State Covernments could impose their own taxation to
resto:ea the total to the position which would have existed before the
Federsl reduction ir income texation rates. |

Difficulty would also be experienced in sltering the
present arrangement concerning grants paid to the States under the
Financial Agreement of 1927. At present, grants are paid as subsidies
towards interest and sinking fund charges on borrowings by the State
Governments and are econditional upon the Ltate Governments abiding dy
decisions of the Loan Council concerning public borrowing. If the
smount of the grants at present made in this way were to be incorpore-
ated in a single unconditional grant, there would no longer be any
inducement to the Jtates to participate in the decisions of the Coundl

. Howcver, even if the inducement were no longer present,
there are two reasons why the prescnt orgsnisation concerning public
borrowing woulqéfobahly continue. In the first place there would be
an implied condition that portion of the grant was related to contin-
usnce of the existin Loan Council atructure, and if any .tates were
to withdraw, that portion ofthe grant would dbe retained by the Federal
Government. Such an implied restriwtion wculd, however, be contrary
to the nature of the uncénditional giant and should therfore de
avoided if poassible,

The sc¢cond renson is that since before 1927,1§he federal
Government has ascted as the borrowing agent for the State Governments,
and although it would not dbe impossible, the Gtate Goverrments would
probadbly find difficulty in raising their own loan money. Murthermore
the relatiouship between the Fsderal Government and the Central Bank
is such that the Federal Government enjoys & largs measurse of control
over the total amount which can be raised at any one time by open
market borrowing. It could be expescted that if oche State decided to
withdraw from the ¥inancial Agreement, it would find considerable diff
iculty in raising its requirements in competition w»ith the ‘cdersl
Government., At the least, it would have to offer more attractive
borrowing terms, and if to this is added the possidbility of a reduct-
ion in the Federsl Ursnt it receives, it is likely that a decition
will be made to remain within the “inancial Agreement.

15. <See sbove, p.12C note 2.
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It would scem that in all other cases 1o difficulty would
arise. The legislation provides Tor the payment of grants for a per-
iod of years. hen the ¢xisting provisions expite, the leglislation
can lapse, and the amounts formerly ircluded in that legislation would
then be included in the general all-purpose grant which, for the pur-
peses of exposition, may be c¢called Genoral CGrants. Eventually, sll
the present special purpose grants would be abscrbed in the tieneral
Grant with the exception of Income Tax Reimbursement Urants and Grants
under the ~inancial Agreement, both of which are not restric-ted by
a time limit,

At the appropriate time, thesc could slso bde ircorporated
in the Gencral Grant., In order tc mske the change~over agreesable to
all parties, it would probably be advisadle to choose a year in which
it is e¢conomieally desirable that the totad of government expenditure
be increased substantially. The payment of the additional smount coud
be offered as an inducement to sccept the final incorporation of asll
existing grants into one 'eneral @grant.

One other aspect of the int-oduction of the block grant
remains to be considered, namely, the extunt to which such a scheme
would affect the relative ilmportance of the State and Federal (overn-
ments respectively in the field of Federal-State financial relations.
This aspect is relevant because a diminution of the power of either
the Federal or State Uovernments could jeopardise the introduetion of
the scheme. If either party felt that such a scheme would transfsr
part of its sphere of influence to the other, there is no doudbt that
it would be vigourously opposed. Although the final decision must
rest wi'h the ‘Federsl Oovermment, concerted opposition by all Stste
may have sufficient poliiieal repercussi ns to prevent the Federal
Government taking the necersary steps. Similarly, if the Federal
Government feels that the preoposal will increase the power of Ctate
toveruments, it will probebly not be introduced,

In one respect, the introduction of a General Srant would
appear té increase the power of the Yederal Government, but this in-
c'ease would be more apparent than real. {inder the sugygested schenme
of u General (Grant which would be distributed according to the prin-
ciple of rclative financial needs, the total amount would be dccided
at the discretion of the Federsl Government, it has bien shown that
thir is ersantial for the implementation of a policy designed to
achieve or maintsin fall employment, but the State (lovernments may
regard it as s diminution in their authority and therefore be reluct-
ant to place this power in the hands of the ‘edersl overnment, It
might be thought that it would presert tco great an opportunity for
Federal expansion at the expense of powers of the State Governments,

In fact, there would be very little more opportunity thar
existe at present urder a system whure there are a considersble nuwbe:
of special purpose grants. The only difference would be that while
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under the present system wherc the total amounts are fixed periodical
or f'luctuate according to s formula, any reduction would csll for
emending legislation, under the propose¢d scheme the totesl amount woul
De determined each year. It would, however, be very much simpler for
the Federsl Government to reduce the Ccnersl {irant and lenve decisior
as to where the actusl reductions are to be made to the State Govern-
ments, than reduce the separate totals of several apecial purposs
grants,

It may be thought desirsble, at the inauguration of the
chanie-over, to place some limit on the extent to which the “ederel

Government could reduce the total emount which it shall pay to the
State Governments. The situation could arise where, when a reduction
in the tntal of government oxpcnditure is called for in the interests
of the nationsl economy, the Federal Loverament, through its power
over the total smount of the Ueneral Urart, could ensure that the
reduction is made solely in the level of expenditure of the State
Governments, Tnis could be prevented if an assurance were given that
in sny year the total of ths General Grant should ..e at least a given
perecentage of the total revenue of the ‘ederal Governmont. Howaever,
for such a provision to have an, permanence it would need to dbe
inserted in the Federal Constitution.

While these arguments are prcdominantly councerned with
the case where it becomes necessary, in the interests of the econowmy
of the Federation as a whole, to reduce the total amount paid to the
State UGovernments, it can work also i. the reverse direction when th
Federal Government finds it desirsble to increase the armount it wishe
tc disburse to the State Governments. It would be true to say that =«
method of determining grants would permit the Federal Government to
increase the total amount to e paid to the States without any diffic
ulty. However, where the grant takes the form of & single uncondit-
ional grent, the Federal fiovernment is relieved of the problem of inc
reasing individusl special purpose grants. Under existing circum-
stances, the Federal lovernment may be reluctant to pass legislation
increasing the total of one or several of the special purpose grants
because of the knowvledge that 1t may be necesssry to reduce the total
in the following year, and that such a reduc:ion would be unpopular.
When only one Oeneral Grant id concerned, an incresse in one year may
be folliowed by a reduction ir the next without sny such difficulty.

Although the Federsl Government may consider that, in th
interests of the national economy, it is desirable for public expend-
iture levels tc be raised, an increase in the total amount which it
uakes availadble to the State Governments will not necessarily achiev
that rcsult, There can be no compulsion upon a State Government t@
spend money received from the “ederal Government. Experience has sha
however, that in the Australien ¥ederatfion, the lack of balance
between constitutional functions and the finance necessary to perfon
these functions will ensure that the State Governments will not
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usually produce & surplus of ary significant sisge in their Consolid-
ated Revenue Accounts. For all practical purposes, it may be assumed
that grants paid by the “ederal to the State (iovernments will be
spent durirg the year in which they are paid,

From the point of view of the recipierts of the Pederal
Grants, the iitate Governments, the substitution of a Ceneral Grant
for the present system of & series of conditional grants would have
one outstanding advantage. It would give basck to the Stetos greater
inde endence of ascticn in that decisions concerning avenues of expend-
iture would henceforward rest with the State Governments umore complet-
ely than at present., In short, the ederal Governmant would surrender
power to Jdetermine the way in which some grents shall be spent, and
gain wore complets power to vary the total amount which is to be paid
to the State Governments. Conversely, the State Governments would
lose some of the certainty which at present attaches to the total am-
cunts they will receive and in return they will gain greater independ-
ence of action in the field of determining averues of expenditure.

t'or  the suggested procedure to function smoothly. it
would probably be necessary for the Federal Government to keep. the
State Covernments more fully informed on the ressons why the total
amount to be made available should be varied in any particular year.
It would alsc be advisable for the Federal Government to accept ress
ponsibility for attempting to bring about greater coordination betweer
States do far as expenditure policy is concernaed. -hile it is realis-
ed that if Pedersl grants are made unconditionally the I tate Coveri-
ments are free to spend the grant in any way they choose, the proxim-
ity of States to each other and the ease of transfer from one to an-
other would probsbly ensure that great differences in policy detwsen
them would not arise, It could de expscted, for example, that the
standards of roads in each State would be roughly comparable even if
Commonwealth Aid Roads Grants were incorporated in a @eneral Grant,
However, the “'sderal) (iovernment could play e more important part in ar
advisory capacity and bring about closer coopcration by collecting
comparative informetion for the use of the State CGCovernments.

If the concept of a single, ail-purpose grant were
adopted, the sccond major problem which would dbe encountered would de
the mcthod of determining the distribution of the total amount betwaer
the States and more particularly, the agency which would be responsilic
for meking the distribution. In an earlier Chaptor,’%he alternatives
available were examined in some detall, It was shown there that the
cholce must dDe made detween a body of experts established within the
framework of the Federal Public Survice, and a similar outside body.
The conclusion there drawrn. was thet at the present time in the Aust-
ralisn Federation, the former alternative would be the more practicabl
although under certain circumstances, an independent body of experts,
such as the Commonwealth GrantaAcamminaion might be practicable.

“ge above, Chapter 5 p.83 rf,
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In fact, the deccision will probadly bde made before the
complute introduction of the scheme. It was suggested earlier in this
Chapter that ss a temporary measure the Pederal Covernment should make
the existing Special Financial Assistance Grant act es & balancimg
grant., If this step were taken it would be necessary at that stage
to decide whether the distribution of this graat should be made dy the
federsl Government through its Treasury or a newl]y established agency
within the framework of the Federal Public Serviee, or by enlarging
the acope of the Commonweslth (rants Commission.

Sursequent consolidation of speelal purposc grantd into
a General Grant would mean only that the General Grant, which at the
beginning would include only the Special Finsncial Assistance Grant,
would grsdually be enlarged. The body entrusted with its distridution
would be dealing with a total amount available for distribution which
would be growing larger and larger as more and more speisl purpose
grents were 1nc}udod. #inally, all existing grants would de incorp-
orated in the ngorcl Grant without change in the body responsible
for the distridbution.

A major difficulty which must be overcome 1f this proced-
ure is to be adopted is the provlem of dbudgetary timing. The first
step in making the arnnual grants would be made by the ‘ederal Govern-
ment when it determines the total smount to de distributed as part of
the normel budgetary process. XNormally the Federsl budget is intro-

duced about two months after the commencement of the financial year.
The several State budgets are usually dbrought doen within the month

. following the Federal dudget. At the present time, the size of almost
all Federal grants are known by the State Governments before the
introduction of the Federal dudget and therefors there is little dela)

The introduction of a single all-purpose grant to replace
the many existing grants would mean that the total amount available
to all States will not be known until the introduction of the Federal
budget. There would de some further delag wiilce the distriduting body
determined the allocation of the total amount between the States. The
State Government would then need some little time to draw up their
budgets in the light of this distribution., It is conceivable, there-
fore, that under thids system, the introduction of Utate budgets would
be delayed until feirly late in the financial yoar unleas it ia
possible to make the system more flcxible.

The first possible refinement would be the sarlier intro-
duction of the Federal Budget. There scems to be no gocd reason for
the long deley which has become a feature of Ausiralian public
finencial practice. However, if this wers altered, the State Govern-
ments would probably wish to adopt the same procedure. Nevertheless,
while it would mean the earlier introduction of the State budgets,
there would still be a long delay between the introdwction of the
Fedsral snd Ctate budgets. Perhspe & better solution would de for th

L R e e
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Federal Government to inform the distributing body so e time before
the introduction of the bdudget of the approximate amount which will
be available for distribution to the States. That body could then
proceed with the necezsary calculations so that the delay between the
time when the totel amount become publicly known and the tims when
the distribution betwsen States is determined is reduced to a minimum,

It would be expected that greatest difficulty would be
experienced in the initial years of the operation of the acheme,
After several years have slapsed, thc several Ltats Uovernments would
probably dbe able to estimate fairly accurately their share of the
total amount evailabdble once this total becomes known., This would be
sufficient for budgct purneses, and a delay of several months in the
actual calculation would not then be of great significance,

Inevitably the foregoing explanation of the processes
involved mske the problems scem simpler than they really are, Both
phases of the process involve extremely difficult decisions., First
the Iedersl Government must decide the total amount in the light of
existing conditions, the relative needs of the Federal and State
Governments, and other factors which will arise from time to time. The
distributing body must then determine the relative financial needs of
all States in order to calculate the proportion of the total amount
available which each shall receive. The calculation of relative fin-
ancieal needs is itself a tremendous task, but the body of experts

envisaged should dbe able to reach conclusions which are sufficiently
accurate for the purposes intended,

Zhis, then is the programme which could de introduced
over a fairly short peritd with a minimum of change in the existing
structure. It can all be introduced by the Federsl Government in the
ordinary course of legislative business, and no constitutional alter-
ation is necessery. In short, it has been designed to continue exist-
ing relationships between the Fcderal and State authotities.

It is possible, however, to visualise the necessiiy for
more substantial alteration over a lon er period, and the longer-term
programme may be regarded as a programme designed to eliminate rather
than resélve the financial problem in a Federation. It envisag.s a
reallocation of functions between the Federa)l snd State Governments so
that the necd for fineancial redis ribution is reduced to a minimum.

It should be emphasised that if perfect balance is to he achieved at
any point of time, it will be guickly lost as the relative lmportance
of function of the i'ederal and Siate Governments changs.

For grester balance to be achieved, gither certain
functions at present carried out by the fiate Covernments should be
handeédé to the Federal CGovernment, or certain revenue raising powers
held by the “ederal Yovernment should de handed to the State Govern-

ments. The simplest of these aspproaches is the hending ober by the
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¥ederal Governmcnt of certain revenue raising powers to the “tats
Governments, as with this asppreach, no constitutionsl amendment would
be necessary., The present annual revenue obtained by the Federal
Government from income tax alone, for example, 1is far in excass of th
total amount paid annually to the State Governments., If part of the
power to collect income tax were surrendered Dy the Federal Governm-
ent, the nced for financial aid to the States would disappear,

But if this approach were adopted, so téo would disappear
the power of the Federal Government tec redistribute the total wealth
of the Federation between the States, In fact it would increase the
degree of inequality which exists at present. Income taxation rates
are at present imposed uniformly throughout the Federation, and in
determining the amount of the grant to be paid to each State in the )

scheme for revision suggested earlier, the rclative financiel needs of
each State would be taken into account, If the State Covernments were
to impose portion of the income tax in lieu of Federal grants,
uniformity of rates of taxation between States would almost certainly
be loat. The States with the lowest relative taxable capacity would
find it necessary to impose higher rates of income taxation compared
with other States in order to derive the same amount of revenue as
previocusly received as Federal grants.

Any action which would increase inequality between States
without offering any mesns or opportunity for offsetting the increased
inequality must, it is felt, be rejected. It 1z not a solution to
the finaneial problem dut merely eliminates the problem whilst leaving
n»»wa«w:aou between States which are in direct opposition to the suc-
cessful operstion of the suggested ob jecgives of government financial
policy. The only occasion when such an approsch could be justified
would be in the event of inequalities between States disfappearing.

In the final analysis, this is the ultimate objective of a system of
redistribution between States., It would de expected that, with con-
sistent eguality being srtificislly produced, eventually the States
would decome more naturally egusl. If this did cecur, it would be
over a very long period of time, and until aﬁwa time arrives, any re-
allocation of functions designed to eliminate the need for grants from
the “ederal to the State Governments should be discouraged.

This is not meant to imply thst partial reallocstion of
functions should be discouraged, All that is required for the success
of a scheme of financial rcdistribution is that the total amount to
be distributed dby the Federal Government is sufficiently large to per-
mit equality between States to De reached.

The alternative to 2 transfer of revenus raising power
back to the States is s transfer fro: the Stats Government to the
Pederal Government of certain functional powers. This could be doms
in elther of two ways. ¥irst the State Governments could voluntarily

hand over the selected functions to the 'ederal Government, and



216.

J secondly, the constitutional provisions which at present rectrict the
range of functions to be carried out by the Federal Government could

{

4 be amended. In this latter case, the proposed amendment would reqguirs

e 17

agresment by a majority of electors aud in s majority of States,

Again, the transfer of functions to the Yederal
Governmert would not necessarily rcsolve the problem in its entirety.
At the present stage of development, and within the foreseeable future
the transfer of functions alone wouwld still lesve some degree of
inequality between States in the functions remeining with the States.
1t would,of course, be possible for the States most in need of
financial asanistance té tranafer to the Mederal Jovernment more powers
than the States least in need of financial aseiltanco.15

Although such a procedure would be extremely unpopular
with the State Governments, it may e that such a conclueion is
inevitable. 7The history of "ederation in Australia has revealed a
pronounced trend towards the expansion of “ederal functions at the
expcnse of State functions. Ureatest impetus has been given to this
trend by national disasters, particularly two ¥orld ¥ars and, to a

> lesser sxtent, the Qepression of the 1930's. Tluring these periods,
orgsnisation on a national basis was found to be necessary, and
through this medium the “ederal Government strengthened {ts position.

In the opinion of an eminent authority on Federalism, 19
Austmalia is evon now a rederstion in name only. He has suggested
that the superior financial power of the Federal f(iovernment has
destroyed the dbasic conceptls of federation which are provided for in
the Australian Constitution. It may well be that the future will see
& continuation of this trend and the e¢ventusl disappearsnce of the
States as independent entitics with the substitution for the States
of a new form of regional government, In this respect the inplish
pattern may de followed and & unitery form of government with a
strong regionel or local form of government emcrge. If such a
structure were to emerge, the financial problem, whilst still existing
would be quite different. The regional governments would be purely
agents of the central government snd would be subject to direction as
to revenue raiasing and expunditure policy. It would, however, be
guite beyond the scope of this essay to duvime schemes of financial
relationships based pon such hypotheses,

17. Commonwealth Constitution Act, Section 128.

18. For exsmple, ir the Auttralian ‘‘ederation, Tasmania has handed
power to collect statistics to the lMederal Government as an
sconosly measure. P

19. . C. "“heare, "“ederalism.” . Y




