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Abstract  

The March 2014 Report of the National Commission of Audit provided some early insights into the 

Coalition government’s agenda for reforming the national tax system and fiscal federalism. One 

proposal with potential to facilitate state tax reform and potentially address the VFI in the Australian 

federation isto encourage states and territories to introduce incometax levies or surcharges on the 

same tax base as the federal income tax.  

Granting states access to the income tax base could address a number of widely recognised policy 

problems. A modest state income levy could be used to replace inefficient state-level transaction taxes, 

improving efficiency and equity within the national tax system. A more ambitious option would be for 

the Commonwealth to cut the federal income tax, creating the tax space for the states to use the 

federal income tax base to raise a significant portion of revenue. Such a reform would help address 

Australia’s VFI with minimal impact on aggregate taxation across the federation.  

However, if such a levy is based on taxpayers’ state of residence (which is required to create inter-

jurisdictional competition) then, based on the experience of other federations such as the US and 

Canada, per capita revenue will vary considerably from state to state. This paper outlines these policy 

design issues before using ATO income tax data to present an analysis of how revenues from 

differentstate income tax levies and surcharges would be distributed across the Australian federation 

and what issues this raises for the introduction of a State income tax in Australia. 
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1 Introduction 

2015 marks the 100
th

 anniversary of the introduction of the Commonwealth income tax 

and.In contrast to the many aspects of Australian societywhichhave been transformed over 

the past century, the Commonwealth income tax has remained a cornerstone of Australian 

public finances over the period -indeed, the scope and significance of the Commonwealth 

income tax been remarkably constantsince WWII. However,the debates about how the power 

to tax income should be allocated within the Australian federation which were prominent in 

the first half of the 20
th

 century are once again coming to the fore.  This paper analyses one 

significant but hitherto neglected aspect of the current debate concerning proposals for the 

Commonwealth to share the personal income tax base with the states: notably the differential 

impact which various base sharing models would have across the states and territories. 

Proposals to share the personal income tax base with the states clearly have merit, but the 

political viability of such a reform will be dependent on understanding and addressing the 

distributional consequences of various base sharing models across the federation. This paper 

provides new insights into the challenges associated with sharing the income tax base by 

providing a brief overview of historical and comparative models of income tax base sharing 

in federal systems before presenting empirical modelling of the likely distributional 

consequences of relevant base sharing models.  

As is the case in comparable federations such as the United States and Canada, jurisdictions 

with lower wage levels and lower levels of labour market participation (due to market 

conditions and/or demographic factors) will have to impose higher income tax levies or 

surcharges (through greater tax effort
1
) to receive a share of the income tax base which is 

proportional to their population. Despite these distributional challengesincome tax base 

sharing has real merit because 100 years after its introduction the personal income 

taxcontinues to be a robust, efficient
2
 and progressive tax which could be used by the states to 

replace existing transaction taxes or, under a more ambitious reform scenario, could be used 

to address the VFI in Australia by replacing tied federal grants. Before developing more 

detailed reform proposals it will be necessary for policy makers to consider and address the 

distributional consequences of different models of income tax sharing in the Australian 

federation. 

                                                      
1
 Tax effort measures how a state taxes a base different from the national average tax rate imposed on that base. 

A state with per capita incomes lower than the national averagewould therefore have to impose tax rates above 

the national average to yield a per capita income equal to the nationalper capita average. 
2
 A 2015 Treasury report on the efficiency of company and personal income taxes, the GST and state 

conveyancing duties found that a flat personal income tax was the least economically inefficiency of these taxes. 

See: Treasury, ‘Understanding the Economy-Wide Efficiency and Incidence of Major Australian Taxes,’ 

Treasury Working Paper 2015 

<http://www.treasury.gov.au/~/media/Treasury/Publications%20and%20Media/Publications/2015/Working%20

Paper%202015%2001/Documents/PDF/TWP2015-01.ashx>.  

http://www.treasury.gov.au/~/media/Treasury/Publications%20and%20Media/Publications/2015/Working%20Paper%202015%2001/Documents/PDF/TWP2015-01.ashx
http://www.treasury.gov.au/~/media/Treasury/Publications%20and%20Media/Publications/2015/Working%20Paper%202015%2001/Documents/PDF/TWP2015-01.ashx
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2 Back to the future: Sharing the income tax base in the Australian Federation 

The case to reform the Australian federation has gained momentum over recent years as a 

result of the ongoing budgetary pressures facing the Commonwealth government and the 

differing economic fortunes of the various Australian states since the onset of the resources 

boom. In particular, the need to enhance the adequacy and efficiency of state finances has 

become acute givenstate governments will be less able to rely on Commonwealth funding 

into the future (evident in Figure 2.1). This agenda has assumed a new urgency amid growing 

budget pressures at a state level and Prime Minister Abbott’s embrace of a more traditional 

brand of classic or dual federalism. Even if this apparent determination at the federal level to 

reduce the vertical fiscal imbalance that defines Australian federalismdoes not result in 

significant reform, it seems inevitable that states will have to rely more heavily on their own-

source revenues. Under either scenario there are real benefits from the introduction of a well-

designed state income tax levy. 

 

Figure 2.1 Intergovernmental Transfers 

The possibility of reform appears more concrete given the Commonwealth government’s 

comprehensive concurrent reviews of federalism and taxation in Australia,
3
 both of which 

raise concerns aboutthe adequacy and efficiency of the state’s existing revenue bases. To be 

clear, this proposal is just one of a broad range of options which have been raised in wide-

ranging discussion papers informing the above mentioned reviews. Nevertheless, the personal 

income tax has consistently proven an effective and reliable source of revenue since its 

introduction and is widely regarded as a more equitable, robust and progressive form of 

revenue raising than the currently distributed GST.
4
 Given the political quagmire that 

surrounds the GST debate and the numerous precedents for income tax base sharing to be 

found in other jurisdictions, the idea of allowing the states to raise an income tax,as opposed 

                                                      
3
 See: Tax White Paper and related discussion athttp://bettertax.gov.au/ and Reform of the Federation White 

Paper deliberations at https://federation.dpmc.gov.au/. 
4
Treasury, ‘Understanding the Economy-Wide Efficiency and Incidence of Major Australian Taxes.’ 

Comment [H1]: Is there a source for 
this figure? 

http://bettertax.gov.au/
https://federation.dpmc.gov.au/
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to an increased GST base or rate, has gained some attention. However, whether the income 

tax sharing presents a politically viable strategyfor reforming state taxation and 

intergovernmental relations in part depends on understanding and addressing its distributional 

consequences across states and territories.  

Perhaps the most prominent proposal for a state income tax base was delivered in the 

National Commission of Audit’s report.
5
 Though short on detail, the Commission stated that 

it ‘supports an arrangement whereby the Commonwealth would lower its personal income tax 

rates to allow room for the states to levy their own income tax surcharge’ (p xix), suggesting 

that the income tax surcharge could be introduced at ten percent (p 71). Indeed, allowing 

states access to the Commonwealth’s personal income tax base was one of the formal 

recommendations of the Commission’s Report, on the basis that the move could ‘inject 

further competitive tension within the Federation’ and help to redress the vertical fiscal 

imbalance (p70-72). A less ambitious yet equally significant objective might be to use the 

proceeds of a state income tax levy to replace inefficient state-based transaction taxes. 

Irrespective of the precise policy objective, proposals to introduce a form of state income tax 

sharingappear to begaining political support at both the state and federal levels. 

New South Wales Premier Mike Baird has expressed support for giving the states the ability 

to levy their own income tax at a variable rate under a federal-state sharing agreement.
6
 Of 

course, there is nothing new about the states wishing to increase and control their revenue 

streams. What does buck the trend, however, is tentative Commonwealth support for 

devolving some control and share of the revenue stream. Though Prime Minister Abbott does 

not yet publicly support the idea, there appears to be some support for its consideration 

amongst some members of the Coalition government.
7
 

3 Historical and comparative experiences 

The contemporary debate about states sharing the income tax base with national governments 

has many precedents, both historical and comparative. As Julie Smithhighlights, income taxes 

were traditionally the preserve of sub-national governments in federations established in the 

18
th

 and 19
th

 centuries.
8
In the Australian case state income taxes preceded federation and 

existed concurrently with the Commonwealth income tax between 1915 and 1942.  In the 
                                                      
5 The National Commission of Audit, ‘Towards Responsible Government: The Report of the National 

Commission of Audit Phase One,’ February 2014 http://www.ncoa.gov.au/report/docs/phase_one_report.pdf.  
6 Mark Coulton, ‘Mike Baird seeks state right to levy income tax,’ The Australian March 31, 2015 

<http://www.theaustralian.com.au/national-affairs/state-politics/mike-baird-seeks-state-right-to-levy-income-tax/story-

e6frgczx-1227285275336?login=1>.  
7Latika Bourke, ‘Radical proposal to let the states introduce income taxes will be considered, says Kelly 

O’Dwyer,’ The Sydney Morning Herald April 16, 2015 <http://www.smh.com.au/federal-politics/political-

news/radical-proposal-to-let-the-states-introduce-income-taxes-will-be-considered-says-kelly-odwyer-

20150416-1mm3nm.html>;Latika Bourke, ‘Forget the GST, give states the power to raise income taxes, says 

Liberal MP,’ The Sydney Morning Herald April 15, 2015 <http://www.smh.com.au/federal-politics/political-

news/forget-the-gst-give-states-the-power-to-raise-income-taxes-says-liberal-mp-20150415-1mlow5.html>.  
8
Julie P. Smith, ‘State income taxes: The past and lessons for the future,’ Tax and Transfer Policy Institute, 

Crawford School of Public Policy (2015) 

<https://taxpolicy.crawford.anu.edu.au/sites/default/files/events/attachments/2015-

04/julie_smith_ttpi_conference_27_28_april_2015.pdf>. 

http://www.ncoa.gov.au/report/docs/phase_one_report.pdf
http://www.theaustralian.com.au/national-affairs/state-politics/mike-baird-seeks-state-right-to-levy-income-tax/story-e6frgczx-1227285275336?login=1
http://www.theaustralian.com.au/national-affairs/state-politics/mike-baird-seeks-state-right-to-levy-income-tax/story-e6frgczx-1227285275336?login=1
http://www.smh.com.au/federal-politics/political-news/radical-proposal-to-let-the-states-introduce-income-taxes-will-be-considered-says-kelly-odwyer-20150416-1mm3nm.html
http://www.smh.com.au/federal-politics/political-news/radical-proposal-to-let-the-states-introduce-income-taxes-will-be-considered-says-kelly-odwyer-20150416-1mm3nm.html
http://www.smh.com.au/federal-politics/political-news/radical-proposal-to-let-the-states-introduce-income-taxes-will-be-considered-says-kelly-odwyer-20150416-1mm3nm.html
http://www.smh.com.au/federal-politics/political-news/forget-the-gst-give-states-the-power-to-raise-income-taxes-says-liberal-mp-20150415-1mlow5.html
http://www.smh.com.au/federal-politics/political-news/forget-the-gst-give-states-the-power-to-raise-income-taxes-says-liberal-mp-20150415-1mlow5.html
https://taxpolicy.crawford.anu.edu.au/sites/default/files/events/attachments/2015-04/julie_smith_ttpi_conference_27_28_april_2015.pdf
https://taxpolicy.crawford.anu.edu.au/sites/default/files/events/attachments/2015-04/julie_smith_ttpi_conference_27_28_april_2015.pdf


 

7 

 

United States, where there were Constitutional limitations on the Federal government’s 

capacity to levy and retain direct taxes, it was not until 1913 that the 16
th

 Amendment to the 

US Constitution affirmed the federal government’s right to impose a national income tax. 

Given these historical precedents and their legacies it is unsurprising that sub-national income 

taxes or forms of income tax sharing between national and subordinate governments continue 

to be important features of national tax systems in many federal systems including the US, 

Canada, and Germany. Indeed in the aftermath of the 2008 Global Financial Crisis 

subordinate governments in other federal systems have come to rely more heavily on income 

taxes given their superior performance relative to other more volatile tax bases. For example, 

in the United States state personal income taxes have been the fastest growing source of 

revenue during the recovery, increasing at 4.7% in fiscal year 2014, compared to 

consumption taxes (4.0%) and overall revenue (3.1%)(National Association of State Budget 

Officers 2014, 6). 

In contrast to the US experience, state income taxes have not played a role in the Australian 

tax system since the 1942 Uniform Tax Case when the Commonwealth reached agreement 

with the states that they cede their income taxing powers to the Commonwealth on a 

‘temporary’ basis. This state of affairs prevailsdespite the Commonwealth only introducing 

its income tax in 1915allegedly as a wartime revenue raising measure (Krever 2004), and the 

Constitution grantingaccess to the income tax base toboth the Commonwealth and the states.  

The Commonwealth’s initial income tax was set at a low rate and only applied at a high 

income threshold, in order to minimise double taxation arising from the concurrent state 

levies (Treasury 2006). However,the outbreak of World War II led to direct competition 

between the Commonwealth and the states over the personal income tax base. Once again, 

the Commonwealth sought to raise more revenue to cover the war effort – and income taxes 

were raised to the point where taxpayers were unable to meet the requirements of both 

jurisdictions (Eccleston 2004; Krever 2004). Indeed, Commonwealth government income tax 

revenue grew from just 16 percent to 44 percent of its revenue between 1938-39 and 1941-42 

(Treasury 2006). After the War the Commonwealth refused to relinquish its ‘temporary’ 

takeover of state income taxing power, and so the states initiated a series of Constitutional 

challenges in order to reclaim their taxing powers in practice as well as law (Krever 2004; 

Krever and Mellor 2014). However, the Commonwealth succeeded in these challenges, with 

the result that only the Commonwealth government has levied income taxes in Australia 

since the early-1940s. 

Yet this has not meant that states and the Commonwealth have not individually or 

collectively revisited how states could access the income tax base.  At the 1970 Premiers 

Conference, the states make a formal request for access to the income tax.
9
In the same 

                                                      
9
Denis James “Federal and State Taxation: A Comparison of the Australian, German and Canadian Systems”, 

Current Issues Brief 5, 1997-98, Australian Parliament House Library 

<http://www.aph.gov.au/About_Parliament/Parliamentary_Departments/Parliamentary_Library/Publications_Ar

chive/CIB/CIB9798/98cib05>.  

http://www.aph.gov.au/About_Parliament/Parliamentary_Departments/Parliamentary_Library/Publications_Archive/CIB/CIB9798
http://www.aph.gov.au/About_Parliament/Parliamentary_Departments/Parliamentary_Library/Publications_Archive/CIB/CIB9798/98cib05
http://www.aph.gov.au/About_Parliament/Parliamentary_Departments/Parliamentary_Library/Publications_Archive/CIB/CIB9798/98cib05
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decade,Fraser’s ‘New Federalism Policy’ saw the Commonwealth sharing the income tax 

with states in 1976 and 1978, passing legislation to allow states to impose income tax 

surcharges (and rebates),
10

The idea behind the 1976 income tax revenue sharing schemewas 

thatstate and local governments would receive fixed shares of income tax revenues collected 

by the Commonwealth (Mathews and Grewal 1997).However, the Commonwealth 

Government soon abandoned its commitment to this regimeand its support for the 

surcharge,which in any case was subject to criticisms about itsdesign.  Central here was the 

lack of any attempt to require the states to accept a degree of fiscal responsibility in their 

surcharge imposition by concurrently reducing the general revenue grants distributed to the 

states (Mathews and Grewal 1997,pp. 268-9). What the experience with Fraser’s New 

Federalism highlighted was the policy design and political challenges when the states and the 

Commonwealth concurrently levied income taxes in Australia, despite many other 

jurisdictionsbeing able to use income taxes asan important source of revenue for sub-national 

government.  

In 1991, with the Fraser New Federalism legislation still in place allowing states to impose an 

income surcharge, the Commonwealth (with support from the states) instigated a Working 

Party on Tax Powerswhich proposed as an option a state Income Tax. On 8 November 1991 

all states signed a communique proposing a 6 percentsurcharge in return for reduced grants 

and the Commonwealth making room by reducing its income tax.  When Paul Keating 

became Prime Minister on 20 December 1991, states puta detailed proposal for income tax 

sharing to the May 1992 Premiers Conference (James 1997), but with Keating opposed to 

income tax base sharing the proposal was rejected by the Commonwealth and enabling 

legislation ultimately repealed. 

From the above discussion, itis clear that there are a number of models which can be used to 

provide states with access to this important revenue base - some which already have a history 

in Australia. The policy design issues associated with state-based income tax levies or 

surcharges are discussed below. 

 

4 Policy design issues for income tax base sharing 

The desirability and viability of any tax policy proposal is determined by detailed design 

considerations and this is certainly true of regimes to enable different levels of government to 

access income tax revenues in federal systems. For example, if states and territories impose 

their own distinctive income tax base and rates concurrently with the federal government then 

the resulting income tax regime will be unduly complex and will result in high administrative 

and compliance costs. However, if state income tax bases are harmonised with the federal tax 

and administered nationally,then such costs can be reduced significantly even where different 

rates are applied. However, if those different rates involved a flat state-based income tax 

imposed from a low income threshold, for example,theycould impact equity by undermining 

                                                      
10

States (Personal Income Tax Sharing) Act 1976 (Cth).  
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the overall progressivity of the income tax regime.  In contrast, a state surcharge imposed on 

residents’ federal income tax liability will have little effect on the progressivity of the 

regime.
11

 In order to analyse these trade-offs, it is useful to identify 4 broad models which 

can be used to provide states with access to the personal income tax base. 

4.1 Concurrent state income taxation 

Thoughthe Commonwealth introduced its personal income tax in 1915, Tasmania had 

introduced its income tax as early as1880 and all states had such a tax from 1907.
12

  Prior to 

the 1936 Income Tax Assessment Act, the states had administered their own income tax base 

and rates.
13

The 1936 Act was to give effect to an agreement between the states and the 

Commonwealth to alignall the income tax legislation in Australia.  However,  by 1938the 

goal of complete uniformity  had not been realised leading the Commonwealthto again seek 

agreement with the states for the elusive goal of income tax coordination across the 

federation.
14

Prior to these actions, the definitions of taxable income varied widely between 

states as did tax rates and their progressivity.  The result was that taxpayers who had income 

from more than one state had to submit separate state taxation returns and be liable for, in 

total, some 22 separate taxeson their incomes.
15

 

As a war measure in 1942, the Commonwealth implemented the 1942 Uniform Income Tax 

Act for “efficiency and revenue”
16

 reasons, despite protestation from the states, resulting in a 

now uniform base and tax rate schedule.  As the literature on the political economy of 

taxation clearly demonstrates, tax systems are highly path dependent
17

 and Australia was no 

exception.  States did not easily relinquish their state income taxesortheir income tax 

administrations asthis tax base was established and institutionalised and required them to 

abolish or abandon revenue streams even in the face of political opposition and threats of 

reduced Commonwealth grants. Australia therefore has a history of concurrent income taxes, 

a system abandoned in 1942 due in large part topoor coordinationbetween the state and 

Commonwealth income taxes.It is therefore reasonable to conclude that such systems are to 

be avoided in the future owing to their high administrative and compliance costs. 

                                                      
11

 If progressivity is measured by the liability progression measure of the ratio of marginal (t) to average (a) tax 

rate, the a flat percentage surcharge s would increase progressivity if t>a, but at a diminishing rate as a 

approaches t. 
12

 GST Distribution Review, ‘Appendix B: Key Developments in Taxation,’ 2012 

<http://www.gstdistributionreview.gov.au/content/Content.aspx?doc=reports/interimjune2012/11AppendixB.ht

m>. 
13

Australian Taxation Office, ‘Working for All Australians 1910-2010: A Brief History of the Australian 

Taxation Office,’ 2010: 56 <https://www.ato.gov.au/General/Gen/Working-for-all-Australians-1910-2010>. 
14

Richard Krever and Peter Mellor, ‘The Development of Centralised Income Taxation in Australia, 1915-

1942,’ paper presented at the Tax Law History Conference VII at the University of Cambridge 30 June – 1 July 

2014. 
15

Intergovernmental Relations Division Western Australian Treasury, ‘Revenue Sharing or Tax Base Sharing? 

Directions for Financial Reform of Australia’s Federation,’ Discussion Paper (1998): 14. 
16

Ibid 64-6. 
17

See, e.g., Bird 1992;Tanziand  Zee 2000; Lieberman 2002; Mahon 2004; Bird and Zolt 2005;Scholz and 

Lubell 1998;Torgler 2005; Eccleston 2007. 

Comment [H2]: Is it meant to be 
Eccleston 2004? 

https://www.ato.gov.au/General/Gen/Working-for-all-Australians-1910-2010
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In practice, however, the extent to which concurrent state and federal income taxes can 

persist in the absence of coordination depends on a host of factors, including the prevailing 

political culture and constitutional framework. The United States has a much more devolved 

federation than does Australia, and an engrained culture of preserving states’ rights. Attempts 

to harmonise the federal income tax base with the income tax regimes of the 42 states that 

continue to use this as a revenue base have largely occurred on a case by case basis, in the 

absence of any concerted national effort to promote harmonisation. In Canada, the Provincial 

Personal Income Tax is harmonised with and administered by the Canadian Revenue Agency, 

though provincial governments do use specific income tax credits and deductions to achieve 

specific policy goals. The notable (and expected) exception to this regime is Quebec, which 

has developed and administers its own provincial income tax.
18

 

Australian federalism is more akin to Canadian federalism in that it is less state-centric than 

the US political culture but, unlike Canada, does not have a great deal of recent experience 

with concurrent taxation to draw from. However, given the path dependence noted above, the 

fact that the Australian states relinquishedthe income taxbase in 1942 means that we are 

starting afresh rather than remaining tied to an outdated model of concurrent income taxation. 

In any case, such a model could draw on the strong tradition of policy coordination across the 

federation and the precedent of Commonwealth administration of the GST on behalf of the 

states. Much of the current criticism of the GST concerns distribution decisions rather than 

any serious complaint as to the efficiency of its administration, suggesting that at least the 

bureaucratic deficiencies that hindered concurrent income taxation in the early 20
th

 century 

could be mitigated.  

4.2 Revenue sharing 

Under a revenue sharing model, the proceeds of the national personal income tax are 

distributed to the states on an agreed basis – either by fixed ratio or some agreed formula or 

process. There are several precedents for this model: the German constitutional distribution; 

Fraser’s (failed) New Federalism approach; and, indeed the GST (albeit applied to a different 

tax base). Germany’s revenue sharing model is entrenched in the Constitution (or Basic 

Law), and mandates horizontal fiscal equalisation and a specific allocation of the income tax 

base to the Lander (states), set at 42.5 per cent of net revenue collected.
19

 Interestingly, 

however, the high allocation of the income tax to the Lander does not appear to have 

promoted effective horizontal equalisation.  

Furthermore, while an appropriately designed revenue sharing regime could address the 

concerns associated with the adequacy of the state tax bases, such a model would not increase 

the political or fiscal autonomy of the states and would do little to address accountability 

issues in the Australian federation. The fiscal capacities of the states would remain restricted 

by a previously agreed upon formula, both constraining the ability of individual states to 

respond to changes in economic fortunes and political imperatives and perhaps allowing an 

inefficient use of resources. Similarly, if state income tax sharingwas used to replace 

                                                      
18

http://www.cra-arc.gc.ca/tx/ndvdls/fq/txrts-eng.html 
19

James, ‘Federal and State Taxation.’ 

http://www.cra-arc.gc.ca/tx/ndvdls/fq/txrts-eng.html
James
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inefficient state transaction taxes, how the income tax is sharedacross the federation is 

important because these inefficient taxes might vary widely in number and size across states. 

Finally, as the current debate about GST distribution demonstrates, revenue sharing regimes 

are subject to political contestation as financial circumstances change. For these reasons, a 

revenue sharing model of income tax distribution is unlikely to address the main structural 

problems associated with contemporary Australian fiscal federalism. 

4.3 Coordinated base sharing 

A coordinated base sharing model would see the administration of personal income tax 

resting with the Commonwealth and the states making decisions as to the rate of their specific 

state-based levy. The reforms proposed by the National Commission of Audit are an example 

of this model. This is perhaps the best model, because it balances the goal of administrative 

efficiency withgranting the states discretion and autonomy. Such a model improves 

accountability because the states would not be able to blame the Commonwealth for their 

levels of funding to the same extent that they do now.  Furthermore, if the states were granted 

tax space by the Commonwealth it could create a regime which would allow scope for 

different levels of taxation and service provision across a federation.  

One major challenge associated with implementing a coordinated base sharing model, as 

discussed in greater detail in Section 6, is that revenue yields from state-based personal 

income tax levies at any given level will vary across the federation, depending on income and 

labour market participation in a given jurisdiction. Another issue arises with respect to policy 

design. The key challenge concerns the definition of state residency for the purpose of this 

model, and the structure of a proposed surcharge. As discussed in Section 5.1, the flip side of 

allowing a degree of inter-state competition over income tax rates is the incentive it provides 

for high-income residents to move to low-taxing jurisdictions or arrange their affairs in such a 

way that their state of residency for the purposes of income tax assessment differs from their 

state of residence in practice. Such issues would need to be comprehensively addressed in the 

development of any coordinated base sharing model, particularly given that the Australian 

income tax system is meant to be progressive. 

4.4 State-based surcharge 

This model is a technical alternative to coordinated base sharing. Under this scheme, a fixed 

percentage (determined by individual state governments) of an individual’s Commonwealth 

personal income tax liability is paid to the states. As with coordinated base sharing, the 

advantage of such a surcharge is that it is administratively efficient and preserves vertical 

equity. Once again, however, difficulties arise in providing tax space to ensure revenue 

neutrality, and issues associated with residency and inter-jurisdictional redistribution need to 

be addressed. Modelling of the impact of one surcharge scenario is provided in Section 6. 

There are political risks associated with surcharges, as the headline percentage rate to raise a 

particular quantum of revenue will have to be significantly higher than an equivalent levy. 

This is because the former is applied to existing tax liabilities rather than all taxable income. 

It may be challenging to explain this technical distinction to the voting public. 

5 Key design considerations other than base and rate 
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While the case to replace inefficient state transaction taxes is clear and uncontroversial and 

the argument to grant the Australian states greater fiscal autonomy is gaining momentum, 

there are a number of issues which pose real challenges when designing state income tax 

levies and surcharges necessary to fund such reforms.  This section will briefly review the 

key issues and how they might impact on the design options under potential consideration. 

5.1 Defining residency 

One of the implicit design criteria for the more suitable models of state income tax sharing is 

the need to grant Australian states and territories the capacity to vary their share of the 

income tax to meet local needs. As noted above, granting such autonomy through either 

coordinated base sharing or a surcharge should both improve accountability across the top 

two tiers of government, and facilitate more diversity across the Australian federation. 

However, the consequence of this is the administrative challenge associated with a regime 

that enables (and encourages) states to impose different surcharges or supplementary taxes: a 

robust method of establishing the residency of individual taxpayers is therefore needed where 

there are materially significant variations in tax rates between jurisdictions.  

Although individuals are not as mobile as capital (precluding problems of the scale associated 

with tax evasion by multinational corporations, for example), evidence suggests that mobility 

between states is increasing – especially among wealthier high income earners.
20

  Where rates 

differ significantly between states and technical definitions of residency are adopted, scope 

exists for taxpayers to relocate to minimise their tax burden. 

In Canada, for example, the applicable tax rate is that for the taxpayer’s province of residence 

on December 31 of that tax year.
21

 Though designed to reduce the possibility of double 

taxation and streamline the tax filing process, applying an arbitrary date might overlook that 

the bulk of a resident’s familial or economic life actually occurs in a higher taxing 

jurisdiction. This possibility raises concerns over the equity of such a model, given that it 

would predominantly be high-income earners who have the means to travel and arrange their 

affairs in such a way as to avoid high income tax assessments – leaving those on a lower 

income to do a disproportionate amount of heavy lifting. A more robust approach is adopted 

in many US states who define income tax residency based on more complex legal definitions 

of domicile informed by residency, ownership of real property and sources of labour income. 

An alternativesolution is to adopt the practice undertraditional income taxes of imposing the 

statetax on a source-based model, but this would require identifying the source of all income 

sources within the federation which is impossible in practice.  The challenge with a 

residence-based approach is clearly its manipulation by taxpayers to minimise their liabilities. 

                                                      
20

 Such issues already arise in Australian states when determining the liability for land tax.  In NSW for 

example, the occupancy status of the propertyon 31 December determines its tax treatment for the following 

calendar year.:http://www.osr.nsw.gov.au/taxes/land/about.Oneapproach to resolving residency for state income 

tax purposesmight be to link residency to the principal place of residence for land tax purposes in each state.  

This does not however address the case of tenantsin residential property. 
21Canada Revenue Agency, ‘Income Tax Folio,’ <http://www.cra-arc.gc.ca/tx/tchncl/ncmtx/fls/s5/f1/s5-f1-c1-eng.html>. 

http://www.osr.nsw.gov.au/taxes/land/about
http://www.cra-arc.gc.ca/tx/tchncl/ncmtx/fls/s5/f1/s5-f1-c1-eng.html


 

13 

 

5.2 Administration and compliance 

Self-evident issues arise with respect to administration and compliance. The most efficient 

administrative method would likely involve all income tax revenue being collected by the 

Commonwealth, with appropriate shares then being distributed back to the states. This would 

prevent the need for duplicate tax returns and lessen the bureaucratic hurdles placed on 

individual taxpayers. This system could be developed by drawing on the lessons of GST 

administration. 

5.3 Interaction with intergovernmental grant arrangements 

If vertical fiscal imbalance persists even after any revenue or base sharing arrangements, then 

states will be reliant on grants from the Commonwealth to address any remaining revenue 

shortfall.  Just how that revenue shortfall is distributed between thestates has the potential to 

impact both the incentive for states to assume the political risk arising from implementing 

such a tax and how it should be designed.  If state risk is rewarded with reduced grants from 

the Commonwealth, then this could serve to undermine the interest by states in such a 

revenue source (Warren 2010, 2012) 

5.4 Impediment to Commonwealth national responsibilities 

While state income taxes can facilitate equity at the state level through enabling a framework 

which reflects community choice about the level of service sought, such taxes do have the 

potential to impact on the Commonwealth’s national responsibilities of economic 

management and the equitable distribution of income.  Coordination and consultation are 

therefore important requirements of a well-functioning revenue sharing arrangement. 

6 An empirical analysis of the distributional consequences of income tax sharing in 
the Australian federation 

6.1 Variations in income and income tax revenue across the federation 

The current debate concerning sharing the Commonwealth personal income tax in the 

Australian federation has focused on models which would grant states and territories real 

autonomy in terms of the rate of income tax they impose. Such models have merit regardless 

of whether resulting revenues are used to abolish state-based transaction taxes or, under a 

more ambitious scenario, to enhance accountability in the federation through granting state 

governments greater fiscal autonomy and political independence. Given this emphasis the 

empirical analysis presented below examines specific scenarios designed to illustrate the 

distributional consequences of state income taxes based on either Common Base 

Sharing(CBS) or a State-Based Surcharge (SBS).  

As noted above, both models require that taxpayers’ state of residency be defined and, as a 

result, state revenues will vary depending on the taxable income of their residents. It follows 

that per capita revenue yield from income tax sharing will vary depending on average 

incomes which in turn are influenced by prevailing wages and levels of labour market 

participation. The analysis begins with an overview of how net personal income tax share 

varies from the population share across the federation (Figure 6.1, Table 6.1). These data are 

based on a 2 percent sample of ATO returns for 2011-12. 
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Figure 6.1 Variations in personal income tax and population share across the federation 

2011-12 

Figure 6.1 provides an overview of the relationship between population share, taxpayer share 

(influenced by demography and labour market participation), taxable income (influenced by 

income levels) and net tax share (influenced by interaction of incomes with the personal 

income taxrate structure) across the federation. The first observation is that per capita revenue 

yields at a given level of state income taxation will be higher in wealthier jurisdictions where 

the net tax share is greater than population share. Predictably net income tax share per capita 

is higher for Western Australia (the data is for the peak of the resources boom) and the ACT 

where per capita gross income is significantly higher than the national average (Figure6.2). 

Similarly South Australia and Tasmania, the two states with the lowest per capita gross 

income, have a population share which is higher than the net tax share.  
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Figure 6.2 Per capita income and expenditure across the federation 

The relationship between population, number of taxpayers, taxable income and net tax paid is 

more complex for the large populous states of Victoria, Queensland and New South Wales 

owing to specific demographic and labour market conditions which, as outlined below, have 

implications for tax design. In New South Wales for example, tax paid is above the 

population share while the number of taxpayers and the taxable income share are marginally 

below population share. This can be explained by a bi-modal income distribution where there 

are relatively more poor and wealthy taxpayers and fewer medium income earners. This is 

illustrated in Table 6.1 which indicates that the share of taxpayers in the lowest and highest 

income decile is 2.1 percent and 0.9 percent respectively above the national average whereas 

deciles 6 through to 9 are above the national average. When this income distribution interacts 

with a progressive income tax structure,an above average net tax share results. 

In contrast to New South Wales, Victoria and Queensland both have an above average 

number of taxpayers but a below average share of net tax owing to the fact that low income 

earners are over represented in both states. As a consequence Victoria and Queensland would 

benefit from an income tax sharing regime in which they received revenue from across the 

income spectrum.The consequence of this income distribution is that a base sharing model in 

which state revenue is drawn from higher income earners will be of greater benefit to NSW 

than Queensland and Victoria, and of greater benefit than a ‘flatter’ tax sharing regime. These 

scenarios are modelled below. 
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Table 6.1 Distribution of income tax paid across the federation  

6.2 Implications of different income tax sharing models for state revenue 

Having established that per capita income tax revenue varies between states and territories, 

the analysis now turns to modelling the likely distribution of revenues across the federation 

for different base sharing scenarios. In order to compare the distributional consequences of 

different models the state income tax rate for various bases has been calculated to raise $10 

billion per annum in 2011-12. To put this quantum in perspective, in 2011-12, the 

Commonwealth personal income tax raised $149.8b, total state expenditure was $209.4b and 

total state tax revenue $59.9b.  In terms of what $10b would fund, in 2011-12 it would allow 

changes to the much criticised state taxes on insurance and conveyances which raised $5.4b 

and $11.7b respectively.  The quantum of $10b therefore serves to highlight its magnitude 

relative to state revenue and expenditure and is not informed by assumptions regarding states’ 

revenue needs or which taxes should be reformed. 

Reflecting the overview of different models of income tax base sharing provided in section 4, 

four income tax sharing scenarios have been modelled. Three are structured as state-level 

personal income tax levies on the existing personal income tax base. Obviously the broader 

the income base on which such levies are based the lower the rate required to raise $10b per 

annum. Finally, a personal income tax surcharge is modelled at a rate of 7.13 percent of 

personal income tax liabilities (as opposed to taxable income) in order to raise the $10b target. 

6.3 Impact of income sharing models 

The four scenarios modelled on the 2011-12 Australian Personal Income Tax schedule 

(detailed in the Annex) include a: 

1. 1.58% levy on taxable income (based on the Medicare levythresholds inthe Annex); 

2. 1.70% levy on taxable income above $6,000pa; 

3. 3.26% levy on taxable income above $37,000pa; and a 

4. 7.13% surcharge
22

 on a taxpayer’s Commonwealthincome tax liability 

                                                      
22

 The rate of surcharge is high relative to the above three levies because the base of the surcharge is a 

taxpayer’s income tax liability which in 2011-12, was on average 22.2% of their total taxable income.  Put 

differently, taxable income is around five times larger as a base for any state tax than income tax liability. 

Decile 1 Decile 2 Decile 3 Decile 4 Decile 5 Decile 6 Decile 7 Decile 8 Decile 9 Decile 10

New South Wales 2.1% 0.2% 0.2% 0.1% 0.1% -1.3% -1.4% -0.6% -0.5% 0.9%

Victoria -0.4% 1.3% 1.1% 0.7% 0.8% 0.6% 0.6% -0.1% -1.3% -3.3%

Queensland 0.5% 0.1% 0.3% 0.2% 0.3% 0.6% 0.3% -0.5% -0.6% -1.2%

Western Australia -1.0% -1.1% -1.4% -1.3% -1.7% -1.2% -0.3% 0.3% 1.8% 5.8%

South Australia -0.4% -0.1% 0.4% 0.4% 0.7% 1.2% 0.3% 0.2% -0.4% -2.3%

Australian Capital Territory -0.5% -0.5% -0.7% -0.3% -0.4% -0.2% 0.1% 0.5% 1.0% 0.9%

Tasmania 0.0% 0.2% 0.4% 0.3% 0.3% 0.3% 0.2% -0.3% -0.4% -1.0%

Northern Territory -0.4% -0.1% -0.2% -0.1% -0.1% -0.1% 0.2% 0.5% 0.2% 0.0%

Australia 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
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b.  

 
Figure 6.3 Relative implications of base-sharing as against revenue-sharing models for 

state revenues 

Figure 6.3a presents the relative benefits of the four alternative models toeach state when 

each model raises $10bin 2011-12. As to be expected, those states in which there are 

relatively more high income earners such as Western Australia and the ACT (Table 6.1) 

benefit more from an income tax which exempts low income earners than states with more 

lower income earners such as Tasmania and South Australia. While 6.3a highlights 

differences in the level of revenue across states from a state income tax, what Figure 6.3b 

highlightsis a major challenge states confront when designingsuch a tax.In particular, that 

these differing income levels (Figures 6.1 and 6.2) and their distribution (Table 6.1) means 
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that the progressivity of the tax option adopted assumes real importance.  The results in 

Figure 6.3a also provide guidance on how a state focussed on revenue alone might view the 

different options based around their progressivity with, clearly, the high average income 

states being attracted to the more progressive options. 

 

Figure 6.4 Redistributive consequences of income tax sharing models across the Australian 

Federation 

 
Table 6.2Percentagechange in State tax rate necessary to yield national average per capita 

revenue: 2011-12 

1.58% State 

(Medicare 

Based) Levy

7.13% PIT 

Surcharge

Flat 1.70% 

above 

$6,000

Flat 3.26% 

above 

$37,000

New South Wales 4 17 5 19

Victoria -21 -31 -22 -36

Queensland -22 -36 -23 -40

Western Australia 108 152 112 177

South Australia -55 -89 -58 -105

Australian Capital 

Territory

178 200 178 229

Tasmania -90 -129 -93 -152

Northern Territory -18 -40 -21 -40

Australia 0 0 0 0

National per capita 

average

445 445 445 445
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Table 6.3State tax rates yielding an equal per capita revenue of $445pa: 2011-12 

Figure 6.4 and Table 6.2 draw out this contrasting experience of states more starkly, 

highlighting the distributional implications of the various models of income tax base sharing 

across the federation. While the basic pattern is predictable in that Western Australia and the 

ACT are major beneficiaries on a per capita basis from having access to the personal income 

tax base, what is interesting is how NSW, Victoria and Queensland generaterevenue only 

marginally different from a per capita distribution.  This reflects the dominant role of NSW 

and Victoria in the federation and in impacting the average across Australia as evident in 

Figures 4.1 and 4.2.In the case of South Australia and Tasmania, their lower incomes 

unsurprisingly result in revenue well below the national average from these state based 

income taxes. These data highlight the significant distributional consequences of common 

base sharing and state-based surcharge models across the federation.  

Table 6.3 presents this most clearly. For example, ceteris paribus, Tasmania would have to 

impose an income tax surcharge 41 percent above the national average to raise the national 

average revenue compared to the ACT where a rate 31 percent lower than the national 

average would raise equivalent per capita revenue. Using our example of raising $10b 

nationally, Tasmania would have to impose a 10.1 percent surcharge to raise an average of 

$445 per person whereas the ACT would achieve this result with a levy of 4.9 percent of 

income, half the rate in Tasmania.For South Australia, their rate would need to be 8.9 percent 

or 81 percent higher than the ACT or 68 percent higher than that in Western Australia.  

7 Conclusion 

The analysis presented above reflects the experience in other federal systems where 

subordinate governments share the income tax base with the federal government, namely that 

poorer jurisdictions with lower wages and levels of labour market participation need to exert 

a greater tax effort to raise equivalent per capita revenue. While the consequences of such 

variations can be managed with careful policy design, such considerations must be central to 

any Australian policy debate. 

For the wealthier states who are donors under current HFE arrangements, they would be 

amajor beneficiary of income tax base sharing and this could act as a counter point to the 

ongoing political controversy surrounding Australia’s HFE regime. Indeed a carefully 

State 

(Medicare 

Based) 

PIT 

Surcharge

Flat rate  

above 

$6,000

Flat rate 

above 

$37,000

New South Wales 1.56% 6.87% 1.68% 3.12%

Victoria 1.65% 7.66% 1.79% 3.55%

Queensland 1.66% 7.76% 1.79% 3.58%

Western Australia 1.27% 5.31% 1.36% 2.33%

South Australia 1.80% 8.92% 1.95% 4.27%

Australian Capital Territory 1.13% 4.92% 1.21% 2.15%

Tasmania 1.97% 10.05% 2.15% 4.94%

Northern Territory 1.64% 7.84% 1.78% 3.58%

Australia 1.58% 7.13% 1.70% 3.26%
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designed personal income tax sharing model may just be able to act as a circuit breaker in the 

current debate about GST distribution.However, it would be expected that these wealthier 

states would also demand that any revenues from state personal income tax be exempt from 

HFEdeliberations in order to reward risk, to enhance the fiscal independence of the states and 

to increase accountability in the Australian federation. 

We believe models for sharing the personal income tax base with subordinate governments in 

federal systems have real merit and should be given careful consideration in the reviews of 

the national tax system and the Australian federation currently being undertaken. Despite 

being a centurion, the Australian personal income taxremains an effective, efficient, growing 

and progressive tax base and state governments in other federal jurisdictions are increasing 

their reliance on income taxes. However, our analysis also highlights technical design and 

distributional challenges. From a technical perspective careful consideration needs to be 

given to defining income tax residency within the federation.   

The most significant challenge however is understanding and the significant variation in the 

distribution of revenue from state income tax levies and surcharges across the federation. 

While poorer states may be reluctant to embrace sharing the personal income tax base given 

they will reap less revenue for a given tax effort, they may be willing to accept such a 

political bargain if provided with appropriate incentives. Options might include a 

commitment to preserve the HFE of GST revenue combined with incentives, either direct 

(vertical payments from the Commonwealth) or indirect (concessional grants commission 

treatment of state income tax levies) designed to encourage states to use the income tax base. 

Based on international experience, the one thing which is clear is that reforming fiscal 

federalism will require committed and effective national leadership. Only time will tell 

whether this exists in the Australian federation. 
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Annex  General Income Tax Rates 2011-12 Income Year 

Total Taxable income: 7.1  Tax on Total Taxable Income: 

  Not less Not more 7.2  7.3  7.4  7.5  7.6  7.7  

than than 7.8  7.9  7.10  7.11  7.12  7.13  

       $        $ 7.14  7.15  7.16  7.17  7.18  7.19  

1 6,000 7.20  Nil 

    6,001 37,000 7.21  Nil         + 15c for each $1 over $  6,000 

  37,001 80,000 7.22  $  4,650 + 30c for each $1 over $37,000 

  80,001 180,000 7.23  $ 17,550 + 37c for each $1 over $80,000 

  180,001 7.24  7.25  $54,550 + 45c for each $1 over $180,000 

  Medical Expenses Tax Offset: 

     20% of expenditure in excess of $2,060 

    Medicare levy thresholds: 

      All other taxpayers 

   

Medicare Levy 

 (excludes those eligible for senior pensioner 

 

Reduced 7.26  7.27  

and senior Australian tax offset) 

  

Levy* 1.5% 7.28  

    

Threshold Applies Applies 7.29  

    

$ $ $ 7.30  

Single** 

   

19,404 19,405 22,829 7.31  

Spouse without dependant child or student child*** 32,743 32,744 38,522 7.32  

        * The levy is shaded in @ 10% of the excess over the threshold till taxable income  is reached where 1.5% applies 

**Higher threshold apply to pensioners - $30,685 who qualify for the Senior Australians  

 Tax Offset and $30,451 for other pensioners eligible for pensioner tax offset. 

  ***Threshold amount increases by $3,007 for each dependent child or student.  

  The family income threshold eligible for the Senior Australians Tax Offset -$44,500, 

 increased by $3,007 for each dependent. 

    Medicare levy surcharge 

      Medicare levy surcharge 

 

1% of taxable income above the threshold 

  

   

Threshold 

    Singles 

  

$80,000 7.33  7.34  7.35  7.36  

Family* 

  

$160,000 7.37  7.38  7.39  7.40  

* Increased by $1,500 for each additional child after the first. 

        

   

Pensioner Tax Offsets Senior Australian Tax Offset 

 For single rate 

       Maximum Tax Offset amount * 

 

$2,859 7.41  $2,230 7.42  7.43  

Taxable income threshold  

 

$25,060 7.44  $30,685 7.45  7.46  

Tax Offset cut-out figure  

 

$47,932 7.47  $48,525 7.48  7.49  

        For partnered-rate 

      Maximum Tax Offset amount* 

 

$2,005 7.50  $1,602 7.51  7.52  

Taxable income threshold  

 

$19,367 7.53  $26,680 7.54  7.55  

Tax Offset cut-out figure 

 

$35,407 7.56  $39,496 7.57  7.58  

        For partnered pensioners unable to live together 

    Maximum Tax Offset amount* 

 

$2,705 7.59  $2,040 7.60  7.61  

Taxable income threshold 

 

$24,034 7.62  $29,600 7.63  7.64  

Tax Offset cut-out figure  

 

$45,674 7.65  $45,920 7.66  7.67  

        * This was reduced by 12.5% of each dollar of taxable income over the threshold 

          Beneficiary Tax Offsets: 

      The beneficiary Tax Offset is calculated using the following formulae: 

  (a)  if the taxpayer's benefit amount is up to $35,000 

    Lowest marginal tax rate x [taxpayer’s benefit amount-Tax free threshold] 

(b)  if the taxpayer's benefit amount is > $35,000 

    Lowest marginal tax rate x [Taxpayer’s benefit amount - Tax free threshold] + 

 0.15 x [Taxpayer’s benefit amount - $35,000] 

Where: 

       Lowest marginal tax rate is 15% 

     Taxpayer's benefit amount is the amount of Tax Offsetable benefit received by the taxpayer during  

the income year, rounded down to the nearest whole dollar. 

   Tax Free threshold is $6,000 

      If the Tax Offset amount calculated using the above formulae is not a whole dollar amount, it is rounded  
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up to the nearest whole dollar. 

      Low Income Tax Offset: 

      Total Taxable income: 

 

LITO: 

    Not less Not more 7.68  7.69  7.70  7.71  7.72  7.73  

than than 7.74  7.75  7.76  7.77  7.78  7.79  

       $        $ 7.80  7.81  7.82  7.83  7.84  7.85  

1 30,000 7.86  $1,500 

    30,001 67,500 

 

$1,350 less 4 cents for each dollar of taxable income > $30,000 

67,500 7.87  7.88  $0 

    

Withholding amounts have been adjusted to allow payees who are eligible for the low income tax offset to receive half of their 
entitlement through decreased withholding. If the payee is eligible, they will receive the balance of their entitlement when they 
lodge their tax return. 

 

Source: https://www.ato.gov.au/About-ATO/Research-and-statistics/In-detail/Tax-statistics/Taxation-statistics-2012-

13/?anchor=sum_detailed#sum_detailed 
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