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FOREWORD

Budget Paper No. 3 is one of a series of Budget Papers that provides information to
supplement the Budget Speech. A full list of the series is printed on the inside cover of
this paper.

This Budget Paper presents information on the Australian Government’s financial
relations with state, territory and local governments. This includes information on

revenue provision and payments, as well as an overview of fiscal developments in the
states and territories.

Notes

This paper uses the following style conventions.

The Australian Capital Territory Government and the Northern Territory Government
are referred to as ‘the territories’. References to the ‘states” or ‘each state” include the

state governments and territory governments.

The state and local government sector is denoted as the ‘state/local sector’. References
to the “state/local sector’ include the Territory governments unless otherwise stated.

Budget year refers to 2005-06, while the forward years refer to 2006-07, 2007-08 and
2008-09.

Figures in tables, and generally in the text, have been rounded. Discrepancies in tables
between totals and sums of components reflect rounding unless otherwise noted.
Percentage changes in tables are based on the underlying unrounded amounts.

One billion is equal to one thousand million.

Estimates of $100,000 and over are generally rounded to the nearest tenth of a million.
Estimates midway between rounding points are rounded up.

Tables use the following notations:

na  notapplicable

0 Zero
- nil
* unquantifiable

not zero, but rounded to zero

$m  millions of dollars



The following abbreviations are used, where appropriate:

NSW New South Wales

VIC Victoria

QLD Queensland

WA Western Australia

SA South Australia

TAS Tasmania

ACT Australian Capital Territory
NT Northern Territory

In this paper the term Commonwealth refers to the Commonwealth of Australia.
The term is used when referring to the legal entity of the Commonwealth of Australia.

The term Australian Government is used when referring to the Government and the
decisions and activities made by the Government on behalf of the Commonwealth of
Australia.
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EXECUTIVE SUMMARY

In 2005-06, each of the states and territories (the states) will receive more revenue
from the GST than they would have received under the previous system of
Financial Assistance Grants and the state taxes that were abolished under The New
Tax System. In 2005-06, the states will be better off by a total of over $1.5 billion due
to the Australian Government’s tax reforms.

Tax reform has delivered to the states a secure, growing and broad-based revenue
source that has more than replaced the revenue from various narrow and inefficient
state taxes.

In 2005-06, the states will receive GST revenue totalling an estimated
$37.3 billion (Chart 1). This amount will be distributed among the states in
accordance with the recommendations of the Commonwealth Grants Commission
(CGC) which are set out in its Report on State Revenue Sharing Relativities 2005 Update
of 2 March 2005.

In addition, the Australian Government will provide the states with Specific
Purpose Payments (SPPs), National Competition Policy Payments and
compensation payments for GST deferred totalling an estimated $27.5 billion in
2005-06. Specific Purpose Payments comprise the overwhelming majority of these
funds (Chart 2).

Under the Intergovernmental Agreement on the Reform of Commonwealth-State Financial
Relations (the IGA), the states have agreed to abolish bank account debits tax by
1 July 2005. Further, as required by the IGA, a range of business stamp duties have
been reviewed and as GST revenues are now sufficient to fund the abolition of
these taxes, the Australian Government has proposed a timetable for their abolition.
To ensure that no state is worse off due to the abolition of these inefficient state
taxes, the Australian Government has offered an additional $563.1 million in
financial assistance over three years, if the states agree to the Australian
Government’s proposed timetable. This financial assistance and the significant GST
windfall gains make the proposal affordable for all states.

The Australian Government and the states have agreed to terms of reference for the
CGC to undertake a methodology review by 2010, which will include a programme
of simplification consistent with the principles of Horizontal Fiscal Equalisation.

Most states are expected to record operating surpluses in 2005-06, although smaller
than in 2004-05, reflecting the downturn in revenue from property-related taxes and
higher than anticipated expenses. Most states are also set to continue the trend of
reducing or maintaining low levels of public net debt.
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Chart 1: GST revenue provision to the states in 2005-06
(estimated)

vic QLD
$7,864.5 million $7’721.1 million

WA
$3,822.1 million

SA
$3,449.0 million

NSW ACT $1,501.4 million

- NT P
10,426.7 million . 722.6 million
$ $1,832.7 million $

Chart 2: Australian Government payments to the state/local sector in 2005-06
(estimated)

SPPs to the states
$19,065.6 million

Compensation for

GST deferral SPPs through the
$127.0 million National SPPs direct to states
Competition Policy local government $7,025.4 million
Payments $439.9 million
$799.2 million

Note: SPPs through the states are payments to state governments to be passed on to local governments
and others.
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The states will receive GST revenue and payments from the Australian Government
totalling an estimated $61.4 billion in 2004-05 (Table 1) and $64.8 billion in 2005-06
(Table 2).

All GST revenue is paid to the states under the Intergovernmental Agreement on the
Reform of Commonwealth-State Financial Relations (the IGA). The GST revenue pool is
distributed among the states on the basis of relativities recommended by the
independent and expert arbiter, the Commonwealth Grants Commission (CGC). The
CGC’s recommendations are based on the principles of Horizontal Fiscal
Equalisation (HFE).

In 2004-05 and 2005-06, each state and territory is estimated to receive more revenue
from GST than they would have received from Australian Government Financial
Assistance Grants (FAGs) and their own inefficient taxes abolished under tax reform.
In the absence of the abolition of further inefficient state taxes, it is estimated that the
states would enjoy a cumulative GST windfall of $17.2 billion from 2004-05 to 2009-10.

A report on business stamp duties was prepared by Australian Government and state
officials and, as required by the IGA, was considered by the Ministerial Council for
Commonwealth-State Financial Relations at its meeting on 23 March 2005. As GST
revenues are now sufficient to fund the abolition of these taxes, the Australian
Government has proposed a timetable for these taxes to be abolished to reduce the tax
burden on Australian businesses and families.

If still imposed in all jurisdictions, these taxes would represent a burden of $8.8 billion
over the four years from 1 July 2006. As some states have already abolished some of
these taxes, the Australian Government’s proposal involves the abolition of $7.4 billion
in stamp duties still imposed by the states over the four years.

The significant GST windfall gains the states are receiving make this proposal
affordable for all states. Even after the proposed tax cuts, it is estimated that the states
will receive a GST windfall of approximately $9 billion over the period of 2004-05 to
2009-10.

As provided under the IGA, the Australian Government has paid Budget Balancing
Assistance (BBA) to the states to cover any shortfall between GST revenue and a state’s
Guaranteed Minimum Amount (GMA). This has ensured that no state is worse off
during the transitional period after the changes made to Commonwealth-State
financial relations as part of the Australian Government’s The New Tax System. The
transitional period ceases on 30 June 2006. However, as part of the Australian
Government’s proposal on the abolition of further taxes, it has offered to guarantee
that no state will be worse off over the three years from 2006-07, resulting in an
estimated payment of BBA of $563.1 million to the states.

3
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The Australian Government will also provide the states with National Competition
Policy Payments to implement National Competition Policy and related reforms,
residual adjustment amounts, payments to compensate for GST revenue deferred as a
result of allowing certain small businesses and non-profit organisations to pay their
GST on an annual basis, as well as Specific Purpose Payments, including FAGs to local
government, to contribute towards meeting the costs of state and local government
responsibilities.

Other features of Commonwealth-State financial relations include the First Home
Owners Scheme, which provides compensation to first home buyers for the one-off
increase in housing prices associated with indirect tax reform, and mirror tax
arrangements, which provide for the collection of certain state taxes on activities in or
on Commonwealth places, to ensure competitive neutrality for businesses operating
from Commonwealth places.
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GST REVENUE PROVISION TO THE STATES

All GST revenue collected is received by the states. Consequently, they have a secure,
growing and broad-based revenue source. Subject to the IGA, states can spend their
GST revenue according to their own budgetary priorities. The states” GST revenue has
grown significantly since its introduction in 2000-01 (Table 3).

Table 3: GST revenue provision to the states (cash), 2000-01 to 2005-06

Increase Average

2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 from 2000-01 annual

(e) (e) to2005-06 Increase increase

$m $m $m $m $m $m $m % %

NSW 7,257.6 8,132.0 9,080.2 9,667.1 9,937.5 10,426.7 3,169.1 43.7 7.6
VIC 5,099.3 5,593.1 6,365.1 6,961.0 7,374.4 7,864.5 2,765.2 54.2 9.1
QLD 4,658.2 5,018.6 5,887.6 6,552.8 7,374.2 7,721.1 3,062.9 65.8 10.7
WA 2,374.6 2,518.1 2,910.2 3,157.9 3,643.6 3,822.1 1,447.5 61.0 10.1
SA 2,278.9 2,476.6 2,859.1 3,146.4 3,307.6 3,449.0 1,170.1 51.3 8.7
TAS 988.1 1,059.8 1,246.7 1,394.5 1,441.3 1,501.4 513.2 51.9 8.9
ACT 472.6 543.9 615.7 658.1 683.2 722.6 250.0 52.9 9.0
NT 1,225.6 1,289.8 1,514.5 1,680.9 1,743.2 1,832.7 607.1 49.5 8.5
Total 24,3549 26,632.0 30,479.1 33,218.7 35,505.0 37,340.0 12,985.1 53.3 9.0

(e) Estimates.

GST revenue

Estimates of GST revenue in accrual terms for the years 2004-05 to 2007-08 are shown
in Table 4. These estimates have been revised since the 2004-05 Budget and the
Mid-Year Economic and Fiscal Outlook 2004-05 (MYEFO) to account for policy decisions
and parameter variations.

Table 4: Reconciliation of GST revenue (accrual), 2004-05 to 2007-08 (estimated)

2004-05 2005-06 2006-07 2007-08
$m $m $m $m
GST revenue at 2004-05 Budget 35,190 37,370 39,530 41,710
Changes from 2004-05 Budget to MYEFO
Effect of policy decisions 218 40 151 161
Effect of parameter and other variations 632 510 409 419
Total variations 850 550 560 580
GST revenue at 2004-05 MYEFO 36,040 37,920 40,090 42,290
Changes from MYEFO to 2005-06 Budget
Effect of policy decisions 0 6 9 10
Effect of parameter and other variations 260 74 -39 -30
Total variations 260 80 -30 -20
GST Revenue at 2005-06 Budget 36,300 38,000 40,060 42,270

Estimated GST revenue in 2004-05 has been revised up by $260 million since MYEFO.
The GST revenue estimate for 2005-06 has been revised up since MYEFO by
$80 million, reflecting the flow-on effect of an expected stronger outcome in 2004-05,
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dampened by expected weaker growth in consumption in 2005-06. Estimates of GST
receipts in cash terms are shown in Table 5.

Table 5: GST receipts (cash), 2005-06 to 2008-09 (estimated)

2005-06 2006-07 2007-08 2008-09
$m $m $m $m
GST receipts 37,340 39,200 41,320 43,480

GST revenue measures

Policy decisions affecting GST revenue estimates include: taxing offshore supplies of
options or rights where they relate to goods, services and other things that are
consumed or used in Australia; removing the GST-free status of supplies made to
offshore owners in relation to their residential property in Australia; allowing GST-free
supplies of certain care services and accommodation to residents of serviced
apartments in retirement villages; ensuring that the GST vouchers provisions apply
appropriately to pre-paid phone products; providing a further optional methodology
for compulsory third party insurers to calculate decreasing adjustments; providing
additional compliance funding for the Australian Customs Service; and deferring the
commencement date of the measure to allow certain taxpayers to report and pay their
GST on an annual basis.

The revenue effect of these GST measures is estimated for 2005-06 to 2008-09 (Table 6).
Detailed information on each measure is in Appendix A.

Table 6: GST revenue measures since the 2004-05 Budget (estimated)
2005-06 2006-07 2007-08 2008-09
$m $m $m $m

Additional customs compliance activities 2.4 5.7 6.3 6.7
Annual private use apportionment option — change to the

start date - - - -
Annual reporting and payment option — change to the start date -110.6 - - -
Asian Development Bank — GST concession . . . .
Changes to the vouchers provisions 10.0 10.0 10.0 10.0
Compulsory third party schemes — alternative global

decreasing adjustment methodology -6.7 -6.7 -6.7 -6.7
GST and the sale of real property * * * *

GST-free supplies — charitable retirement villages
GST-free supplies — residents of serviced apartments in

retirement villages -11.0 -12.0 -13.0 -14.0
GST treatment of the Military Rehabilitation and Compensation

Scheme - - - -
Indirect Tax Concession Scheme — GST concessions for

diplomats and consular missions * * * *
Supplies of rights offshore — taxing consumption in Australia 140.0 140.0 150.0 150.0
Supplies to offshore owners of Australian real property 22.0 23.0 24.0 25.0
Total impact of GST revenue measures 46.1 160.0 170.6 171.0
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GST revenue provision

The Australian Government distributes GST revenue among the states in accordance
with the recommendations of the Commonwealth Grants Commission.

The CGC recommends relativities to calculate each state’s share of GST by applying
the principles of Horizontal Fiscal Equalisation. GST relativities are shown for 2004-05
and 2005-06 (Table 7).

The CGC also recommends Financial Assistance Grants forgone relativities (Table 7),
which are used for the calculation of each state’s Guaranteed Minimum Amounts
(Tables 11 and 12).

Table 7: GST relativities and Financial Assistance Grants forgone relativities,
2004-05 and 2005-06

NSW VIC QLD WA SA TAS ACT NT
GST relativities
2004-05 0.86750 0.86534 1.05504 1.03054 1.20407 1.55939 1.12930 4.26538
2005-06 0.86846 0.87552 1.04389 1.02500 1.20325 1.55299 1.14300 4.26682
FAGs relativities
2004-05 0.80363 0.83480 1.10104 1.00781 1.30402 1.74908 1.16529 5.22707
2005-06 0.80494 0.84699 1.08397 0.99807 1.30342 1.75127 1.17714 5.30427

Source: CGC Report on State Revenue Sharing Relativities 2005 Update.

The GST relativities are applied to state populations to determine a weighted
population for each state. The Australian Government uses the weighted populations
to distribute the GST revenue pool. Each state receives a share of the GST revenue pool
equal to its weighted population share of a combined pool of GST revenue and
unquarantined Health Care Grants, less its unquarantined Health Care Grants. This
calculation determines the distribution of GST revenue in 2004-05 and 2005-06
(Tables 8 and 9).
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The Effect of Horizontal Fiscal Equalisation

One way to view the effect of the Commonwealth Grants Commission’s (CGC’s)
application of Horizontal Fiscal Equalisation (HFE) is to compare each state’s
distribution of the GST revenue/Health Care Grants pool using the CGC’s
relativities with a notional distribution on an equal per capita basis. In 2005-06,
approximately $3.4 billion (7.4 per cent) of the total GST revenue/Health Care
Grants pool will be redistributed among the states, compared with an equal
per capita distribution (Table 10).

Table 10: Effect of Horizontal Fiscal Equalisation 2005-06

GST/HCG pool  Equal per capita Difference Population Per capita

distributed under distribution of 1) -(©2) redistribution

HFE GST/HCG pool )/ (4)

($m) ($m) ($m) (million) (%)

@) @ 3 4 ®)

NSW 13,090.3 15,069.6 -1,979.3 6.8 -290.1
VIC 9,782.5 11,170.8 -1,388.3 5.1 -274.5
QLD 9,240.0 8,849.5 390.5 4.0 97.5
WA 4,603.5 4,490.2 113.3 2.0 55.7
SA 4,107.1 3,412.6 694.5 1.5 449.5
TAS 1,672.1 1,076.4 595.6 0.5 1,222.1
ACT 822.5 719.5 103.1 0.3 316.4
NT 1,920.5 450.0 1,470.5 0.2 7,217.3
Total 45,238.5 45,238.5 0.0 20.5 na

Note: HCG means Health Care Grants.
HFE means Horizontal Fiscal Equalisation.

Review of Horizontal Fiscal Equalisation Methodology

At the 2005 meeting of the Ministerial Council for Commonwealth-State Financial
Relations, the Australian Government and all the states agreed that a work
programme be undertaken to review and simplify the methodology that the CGC
uses to determine the GST relativities.

This agreement arises from a review undertaken by the Heads of Treasuries,
commissioned at the 2004 Ministerial Council meeting, which examined aspects of
the methodology used by the CGC to distribute GST revenue among the states. The
review found the CGC’s methodology, while generally robust, could be simplified
without compromising the underlying principle of HFE.

The CGC will be provided with terms of reference to guide it in simplifying its
methodology by 2010 and developing a continuous programme of improvement,
building on the work undertaken by the Heads of Treasuries. This work
programme will place HFE on a sounder and more sustainable basis.

The CGC will report back to the 2006 and 2007 Ministerial Council meetings on
progress in relation to its work programme, ahead of its final reporting date of 2010.

12
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DELIVERING MORE FUNDING TO THE STATES

In 2004-05 and 2005-06, all states will receive a GST windfall over the Guaranteed
Minimum Amount (GMA). The states will receive a total gain from tax reform in
2004-05 of approximately $2.2 billion more than the GMA (Table 13). The GMA is an
estimate of funding each state would have had available to it had tax reform not been
implemented. Components of the GMA comprise estimates of Australian Government
Financial Assistance Grants forgone, state taxes abolished by tax reform and other
items. Narrow and inefficient state taxes that have been abolished include financial
institutions duty, stamp duty on quoted marketable securities and accommodation
taxes (bed taxes). Bank account debits tax will be abolished from 1 July 2005 and
estimates of the revenue the states would have received from this tax are included in
the GMA from 2005-06. Even after the abolition of debits tax, the states will receive a
GST windfall of over $1.5 billion in 2005-06 (Table 13).

It is estimated that if further inefficient taxes were not abolished under the
Intergovernmental Agreement on the Reform of Commonuwealth-State Financial Relations
(the IGA), the states” gain from tax reform would continue to grow over the forward
estimates period, with the states receiving a cumulative gain of $17.2 billion from
2004-05 to 2009-10. In light of this, the Australian Government has proposed that the
states use a proportion of this GST windfall gain to remove more of the inefficient state
taxes as outlined under the IGA.

Under the IGA, the Australian Government guaranteed that in the transitional years
after the introduction of The New Tax System in July 2000, each state’s budgetary
position would be no worse off than had the reforms to Commonwealth-State financial
relations not been implemented. To meet this guarantee, the Australian Government
has paid Budget Balancing Assistance (BBA) to any state whose GMA exceeds its GST
revenue entitlement. The transitional period ceases on 30 June 2006.

To ensure no financial disadvantage to any state as a result of the Australian
Government’s proposed timetable for the elimination of further inefficient taxes, the
Australian Government will extend the transitional period to 30 June 2009. This will
provide compensation through BBA to any state which has a shortfall between its GST
revenue and its GMA after the implementation of further tax reform under the IGA.
The Australian Government is not proposing to extend the transitional period unless
the states agree to its timetable.

Compensation payments for GST revenue deferred

As part of tax reform, the Australian Government is compensating the states for the
deferral of GST revenue as a result of the Australian Government’s decision to allow
certain small businesses and non-profit organisations to pay GST annually. As part of
these arrangements, $219.4 million has been paid to the states in 2004-05 as an advance
from their 2005-06 GST entitlements. Consistent with the requirements of the A New
Tax System (Commonwealth-State Financial Arrangements) Act 1999, the Australian

13
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Government will deduct this advance from GST payments to the states in 2005-06.
However, the Australian Government will add this $219.4 million to the 2005-06
compensation payments. This will ensure that the full financial impact of allowing
annual payment of GST is borne by the Australian Government and there will be no
impact on state budgets. Compensation payments for each year will be subject to an
ex-post adjustment once final tax return data becomes available and the impact of the
measure on GST revenue is known.

As the states are already receiving separate payments to compensate for lower GST
revenue due to allowing small businesses and non-profit organisations to pay GST
annually, the measure should not also result in states receiving increased BBA. To cater
for the possibility that a state may require BBA in the future, it is necessary to put in
place a mechanism to ensure that double compensation does not occur. The Australian
Government is proposing that the compensation amount paid to each state be included
in that state’s GMA (that is, the GMA will be offset by the amount of compensation).
This will allow the existing mechanisms to be used to adjust payments as estimated
BBA and compensation entitlements change throughout the year. The Australian
Government will consult with the states on this matter.

Tables 11 and 12 show the estimated GMA components, GST revenue entitlement and
the BBA calculation for each state in 2004-05 and 2005-06. Table 13 shows the estimated
GMA, GST revenue entitlement, BBA and gains from tax reform for each state from
2004-05 to 2008-09.

14
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Adjustments in 2004-05

GST revenue provision in 2004-05 has been adjusted to account for the final 2003-04
outcome (Table 1). In 2003-04, the final GST cash collections outcome was $45 million
lower than the amount determined by the Commissioner of Taxation in June 2004 and
provided to the states in 2003-04 under the terms of the A New Tax System
(Commonwealth-State Financial Arrangements) Act 1999 (the Act).

Consistent with the provisions of the Act, the amount of GST revenue determined by
the Commissioner and provided to the states in 2004-05 will take account of this
variation. The residual adjustment amount for New South Wales for 2004-05 has also
been calculated to account for this variation (Table 14).

Residual adjustments

The Australian Government introduced residual adjustments to ensure that all states
receive their appropriate payments under the Act as they come off BBA. Residual
adjustments will offset any underestimate or overestimate of payments in a previous
financial year.

Queensland and the Northern Territory ceased to require BBA in 2002-03. The residual
adjustment amounts for 2002-03 reflect an underestimate of payments in 2001-02.
Victoria, Western Australia, South Australia, Tasmania and the Australian Capital
Territory ceased to require BBA in 2003-04. The residual adjustment amounts for
2003-04 reflect an underestimate of payments in 2002-03 for Victoria, South Australia,
Tasmania and the Australian Capital Territory and a minor overestimate of payments
in 2002-03 for Western Australia.

Current estimates show that New South Wales will not require BBA in 2004-05. Based
on current estimates, New South Wales’ residual adjustment amount for 2004-05
reflects an underestimate of payments in 2003-04. As final payments for 2004-05 will
not be known until the June 2005 determinations, final residual adjustment amounts
for 2004-05 will not be known until after that time.

As the Australian Government and the states have not yet agreed, as required by the
Act, on the manner in which the determination of each state’s residual adjustment is
made, it has not been possible to make the adjustments. A draft methodology for the
calculation of residual adjustments has been provided to the states for their
consideration. If the states agree to this methodology, it will be used to determine and
make residual adjustments to payments to the states.

Table 14 shows estimates of the residual adjustment amounts, based on the draft
methodology.
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Table 14: Residual adjustment amounts for 2002-03, 2003-04 and 2004-05
(estimated)

NSW VIC QLD WA SA TAS ACT NT Total

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

2002-03 0.0 0.0 38.8 0.0 0.0 0.0 0.0 11.0 49.8
2003-04 0.0 11.1 0.0 -0.5 1.4 2.9 0.7 0.0 15.5
2004-05 35.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 35.0
Total 35.0 11.1 38.8 -0.5 1.4 2.9 0.7 11.0 100.4
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DELIVERING FURTHER TAX REFORM

One of the objectives of the Intergovernmental Agreement on the Reform of
Commonwealth-State Financial Relations (the IGA), signed by the Australian Government
and all states in 1999, was the achievement of a new national tax system, including the
elimination of a number of existing inefficient taxes which were impeding economic
activity. As part of this objective, the GST was intended to replace a group of
inefficient indirect taxes, one Commonwealth and nine state taxes. The state taxes
included in the IGA were identified by the states themselves as undesirable on
efficiency and equity grounds.

Under the IGA, wholesale sales tax and accommodation taxes were abolished on
1 July 2000, financial institutions duty and stamp duty on quoted marketable securities
were abolished on 1 July 2001 and, after review by the Ministerial Council for
Commonwealth-State Financial Relations, bank account debits tax will be abolished in
all states by 1 July 2005.

The IGA also provided that the Ministerial Council will, by 2005, review the need to
retain stamp duty on the following:

* non-residential conveyances;

* non-quotable marketable securities;

* leases;

* mortgages, bonds, debentures and other loan securities;

» credit arrangements, instalment purchase arrangements and rental arrangements;
and

» cheques, bills of exchange and promissory notes.

The reason for agreeing to a review of these taxes, rather than setting a firm date for
their abolition, reflected uncertainty in 1999 about when GST revenue would be
sufficient to fund their abolition. It was understood that if GST revenue proved to be
sufficient at the time of the review, the states would abolish these stamp duties.

The GST is now estimated to deliver significant windfall gains to all states and
provides the revenue capacity to abolish most of these taxes.

In light of this growing GST windfall, at the Ministerial Council meeting on
23 March 2005, the Australian Government put forward a timetable for the elimination
of the majority of the above taxes, with the remaining tax to be reviewed later and a
further timetable agreed.
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The Australian Government’s proposal involves the abolition of the following indirect
state taxes by 1 July 2006: stamp duty on non-quotable marketable securities; stamp
duty on leases; stamp duty on mortgages, bonds, debentures and other loan securities;
stamp duty on credit arrangements, instalment purchase arrangements and rental
arrangements; and stamp duty on cheques, bills of exchange and promissory notes.

Further, stamp duty on business conveyances other than real property would be
abolished by 1 July 2007. This would include the components of business conveyances
(such as goodwill, supply rights of a business and intellectual property) listed at
Clause A3 (ii) of the original Intergovernmental Agreement, signed by all states in
April 1999.

The Australian Government also proposed that stamp duty on business conveyances
of real property cease to apply from a date to be determined by the Ministerial Council
on the basis that no state will be worse off in any year.

To ensure no financial disadvantage to any state as a result of the Australian
Government’s proposed timetable for the elimination of further inefficient taxes, the
Australian Government will extend the transitional period to 30 June 2009, subject to
the states agreeing to the Australian Government’s proposal. This will provide
compensation through BBA to any state which has a shortfall between its GST revenue
and its GMA after the implementation of further tax reform under the IGA. It is
estimated that, as a result of the Australian Government’'s proposal, BBA of
$563.1 million over the three years from 2006-07 will be provided to the states.

The significant GST windfall gains the states are receiving, along with the Australian
Government’s provision of BBA where needed, make this proposal affordable for all
states. Even after the proposed tax cuts, it is estimated that the states will receive a GST
windfall of around $9 billion over the period 2004-05 to 2009-10.

Under this proposal, the IGA will be upheld and the full benefit of tax reform will be
available through the abolition of a range of inefficient business stamp duties listed in
the IGA.

Six of the eight jurisdictions have responded to the Australian Government’s proposal

with their own timetable for the abolition of the taxes, and the Government is
considering its response to them.
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First Home Owners Scheme

Eligible home buyers have received over $5.2billion through original and
additional First Home Owners Scheme grants since July 2000.

The First Home Owners Scheme provides eligible first home buyers with a $7,000
grant. Since its introduction on 1 July 2000, the scheme has provided over 689,000
grants to families and individuals to assist in purchasing their first home. The
scheme is administered by the states. The Australian Government guarantees the
funding for the scheme through Budget Balancing Assistance by including the cost
to the states in the Guaranteed Minimum Amount (Tables 11 and 12).

In March 2001, the Australian Government made an additional $7,000 grant
available to first home buyers contracting to buy or build a new home before
31 December 2001. The Australian Government fully funds the additional First
Home Owners Scheme grant with a Specific Purpose Payment through the states to
meet the cost of grants. The Australian Government extended the additional First
Home Owners Scheme to provide a grant of $3,000 for first home buyers
contracting to buy or build new homes between 1 January 2002 and 30 June 2002.
To date, the additional First Home Owners Scheme has provided over 69,000 grants
to eligible home buyers.

Although the additional First Home Owners Scheme has ended, grants continue to
be paid to eligible applicants due to the time needed to complete construction and
the period allowed to lodge an application once construction is complete. Estimates
of payments are shown in the Specific Purpose Payments tables (Appendix B).
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NATIONAL COMPETITION POLICY PAYMENTS

The Australian Government makes National Competition Policy Payments (NCPPs) to
the states for implementing National Competition Policy (NCP) and related reforms.
These reforms include a commitment to review legislation that restricts competition,
apply competitive neutrality to government business activities and introduce specific
reforms in electricity, gas, water and road transport.

NCPPs commenced in July 1997 with the first of three tranches of payments. The third
tranche commenced in July 2001 at an annual level of $600 million in 1994-95 prices.
The NCP agreements, signed by the Australian Government and all state governments
in 1995, provide for the Australian Government to make NCPPs to state governments
up to and including 2005-06. The future of NCPPs beyond 2005-06 is under review.
A Council of Australian Governments’ review of the terms and operation of the NCP
agreements, including an assessment of the future of NCPPs, is scheduled to be
completed in 2005.

Each state’s NCPPs are subject to that state making satisfactory progress with the
implementation of reform commitments. Prior to the scheduled payment of NCPPs in
each year, the National Competition Council (NCC) assesses whether each state has
met the specified conditions and provides recommendations for consideration by the
Australian Government.

Out of an estimated maximum level of payments in 2004-05 of $777.9 million, the NCC
recommended permanent deductions currently estimated to be worth $26.3 million
and suspensions currently estimated to be worth $114.1 million. The NCC has
indicated that it will recommend that suspensions be lifted or reduced and suspended
monies released if and when states sufficiently progress reform.

Table 15 shows estimates of NCPPs for 2004-05 and 2005-06. Each state’s amount for
2004-05 reflects reimbursements for 2003-04 suspensions, permanent deductions for
2004-05 and suspensions for 2004-05 as recommended by the NCC. The amounts
reported below for 2005-06 are the current estimates of each state’s maximum level of
payment (that is, if no reimbursements, permanent deductions or suspensions apply).

Table 15: National Competition Policy Payments

NSW VIC QLD WA SA TAS ACT NT Total

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

2004-05 233.5 201.6 143.3 53.6 50.4 19.7 13.6 8.5 724.3
2005-06 266.2 197.3 156.3 79.3 60.3 19.0 12.7 7.9 799.2
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SPECIFIC PURPOSE PAYMENTS

Specific Purpose Payments (SPPs) constitute a significant amount of Australian
Government expenditure. In 2005-06, SPPs ‘to” and ‘through’ the states are estimated
to total $26.1 billion. In addition, the Australian Government will provide SPPs direct
to local government totalling $439.9 million in 2005-06. In total, SPPs are estimated to
represent around 13 per cent of total Australian Government expenditure in 2005-06.

The Australian Government makes SPPs to the states and local government as a
financial contribution to important areas of state responsibility in pursuit of its own
specified objectives. The Australian Government makes SPPs in a large number of
policy areas, including education, health, social security, housing and transport
(Chart 3).

In 2005-06, SPPs for health, education and transport are estimated to account for over
75 per cent of SPP expenditure. These categories encompass SPPs for public hospitals,
schools, vocational education and training and the development, construction and
maintenance of the National Land Transport Network under AusLink.

Chart 3: Composition of Specific Purpose Payments ‘to’ and ‘through’
the states in 2005-06 (estimated)

$hillion $hillion
9 r 49
8 r 4 8
7t 17
6 46
5 45
4 14
3 r 4 3
2 r 42
| Il =m0 R
0 - 0
Education Health Social Housing Transport Local Other
Security Government
B SPPs 'To' SPPs 'Through'

More detailed information, including payments on a state-by-state basis for 2004-05

and 2005-06, is in Appendix B.

24



Commonwealth-State Financial Relations

SPPs can be classified into three groups:

* those paid directly ‘to” the states — payments direct to state governments, totalling
an estimated $19.1 billion in 2005-06;

* those paid ‘through’ the states — payments to state governments to be passed on to
local governments (for example, FAGs to local government) and to others (for
example, to non-government schools). This category is estimated to total $7.0 billion
in 2005-06; and

* those paid direct to local government to help fund local government programmes,
such as roads. These payments are estimated to total $439.9 million in 2005-06.

SPP agreements often include agreed national objectives. However, in making these
payments, the Australian Government does not seek to take over responsibility for
state functions. The majority of SPPs are ‘tied’ meaning that they are subject to
conditions designed to ensure that national objectives are achieved. These include:

» general policy conditions (for example, the provision of free public hospital access
for Medicare patients in return for funding under the Health Care Agreements);

» requirements that payments be expended for a specific purpose only (for example,
SPPs for schools may be spent on teacher salaries and curriculum development);

* state maintenance of effort and matching funding arrangements (whereby states are
required to maintain funding levels and/or match the Australian Government’s
funding contribution in a specified programme area); and

» reporting of financial and performance information.

SPPs also include some payments that are not subject to conditions. These typically
relate to revenue sharing arrangements or compensation (either for the transfer of
responsibilities or for other Australian Government action that affects the states). For
example, compensation payments are made to the states under the Extension of Fringe
Benefits SPP for the extra costs resulting from the liberalisation of access to the
Australian Government’s Pensioner Concession Card in 1993. In return, the states
agree to provide a core group of concessions to all cardholders.
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FINANCIAL ASSISTANCE GRANTS TO LOCAL GOVERNMENT

The Australian Government provides financial assistance to local government for
roads and other local government services. Assistance is paid in the form of general
purpose assistance and untied local road funding. Local governments can spend both
forms of funding according to their own priorities.

The Australian Government is providing a total of $1.5billion in FAGs to local
government in 2004-05 and an estimated $1.6 billion in 2005-06 (Table 16). The annual
increase in funding is based on an escalation factor, which the Treasurer determines
with reference to population growth and the Consumer Price Index.

This financial assistance is paid to the states as an SPP, on condition that all the funds
are passed on to local government. In 2005-06, as in previous years, the general
purpose component of local government assistance will be distributed between the
states on an equal per capita basis and untied local road funding will be distributed on
the basis of historical shares. State grants commissions determine the intra-state
distribution of the grants to local governments.
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MIRROR TAX ARRANGEMENTS

The Australian Government introduced mirror tax arrangements in 1998 to ensure the
states were not financially disadvantaged by the High Court decision in Allders
International Pty Ltd v Commissioner of State Revenue (Victoria), which invalidated state
taxes on Commonwealth places.

These arrangements mirror certain state taxes including payroll taxes, land taxes and
stamp duties on activities in or on Commonwealth places.

The states collect these mirror taxes on behalf of the Australian Government and bear
the administrative costs of collection. All mirror tax revenues are automatically
credited to the Australian Government and automatically appropriated to the states at
the same time. Hence, mirror taxes are recorded as both Australian Government
revenue and negative revenue, with no net impact on the Budget.

Table 17 shows estimates of mirror taxes from 2004-05 to 2008-09.

Table 17: Accrued mirror taxes on behalf of the states, 2004-05 to 2008-09
(estimated)

2004-05 2005-06 2006-07 2007-08 2008-09
$m $m $m $m $m
Mirror taxes 347.2 365.5 384.1 401.7 421.9
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FISCAL DEVELOPMENTS IN THE STATES

All states, except the Australian Capital Territory, are expected to record net operating
surpluses in 2005-06. After allowing for capital investment, the majority of states are
expecting general government fiscal deficits in 2005-06. However, most states are
forecasting an improvement in their fiscal balances by 2007-08.

Most states are also set to continue the trend of reducing net debt or maintaining low
levels of net debt as a percentage of gross state product (GSP). Most states are
forecasting that they will be in a net financial asset position in their general
government sector by 2005-06. This trend is primarily due to states implementing
medium term fiscal strategies and asset sales.

The fiscal indicators presented below indicate that the fiscal outlook of the states is
strong. However, the challenge is to sustain this in the longer term in light of emerging
pressures associated with continuing increases in demand for services such as health,
and the ageing population.

STATE GENERAL GOVERNMENT SECTOR NET OPERATING BALANCE

The aggregate state net operating balance for the general government sector is
estimated to be 0.2 per cent of gross domestic product (GDP) in 2005-06, slightly lower
than in 2004-05 (Chart 4). The 2004-05 and 2005-06 surpluses are lower than in
previous years, partly reflecting the impact of a softer housing market on revenue
collections from property-related taxes.!

The net operating balance measures, in accrual terms, the gap between a government’s
expenses and revenue for a given period, and provides a good indication of the
sustainability of the existing level of government services. An operating surplus
indicates that a government can finance the services it provides in a period using
revenues derived in that period. An operating deficit indicates that a government must
borrow or sell assets in order to finance services provided in a period.

Aside from the Australian Capital Territory, every state is expected to record an
operating surplus in 2005-06 and each of the forward years. The Australian Capital
Territory is expecting to remain in deficit in 2005-06 and the forward years.

1 See, for example, NSW’s 2004-05 Half-Yearly Budget Review, pp. 10, 17 and Victoria’s Budget
Paper No. 2, 2005-06 Strategy and Outlook, pp. 33, 43.
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Chart 4: Individual state general government sector net operating balance®®
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(@) The ABS is currently reviewing accrual time series data, in consultation with all Treasuries, as accrual
reporting is now established in all jurisdictions. Improvements in the quality of the time series data have
resulted in some changes to these series. Further revisions are expected over the next year.

(b) States’ net operating balances are expressed as a percentage of GSP (left hand axis) and the states’
aggregate net operating balance is expressed as a percentage of GDP (right hand axis).

Sources: ABS Cat. No. 5512.0, state 2004-05 mid-year reports, Victoria, Australian Capital Territory and

Northern Territory 2005-06 Budgets and Treasury estimates.

STATE GENERAL GOVERNMENT SECTOR FISCAL BALANCE

The aggregate state fiscal balance for the general government sector is estimated to be
-0.3 per cent of GDP in 2005-06, slightly lower than in 2004-05 due to the lower
operating balances of the states (Chart 5).
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The fiscal balance measures, in accrual terms, the gap between government savings
plus net capital transfers, and investment in non-financial assets. A fiscal surplus
indicates that a government is lending to other sectors. A fiscal deficit indicates that a
government is borrowing.

The aggregate state fiscal balance is expected to slowly improve over the forward
years, with most states either moving towards or maintaining a fiscal surplus.

Chart 5: Individual state general government sector fiscal balance®®
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(a) The ABS is currently reviewing accrual time series data, in consultation with all Treasuries, as accrual
reporting is now established in all jurisdictions. Improvements in the quality of the time series data have
resulted in some changes to these series. Further revisions are expected over the next year.

(b) States’ fiscal balances are expressed as a percentage of GSP (left hand axis) and the states’ aggregate
fiscal balance is expressed as a percentage of GDP (right hand axis).

Sources: ABS Cat. No. 5512.0, state 2004-05 mid-year reports, Victoria, Australian Capital Territory and

Northern Territory 2005-06 Budgets and Treasury estimates.
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Trends in the aggregate fiscal balance for state/local general government, public
non-financial corporations and the non-financial public sector are presented in
Tables 1, 2 and 3, Statement 12, Budget Paper No. 1.

STATE GENERAL GOVERNMENT SECTOR CASH BALANCE

In aggregate terms, the general government sector cash surplus is estimated to be
0.1 per cent of GDP in 2005-06, compared to 0.3 per cent in 2004-05. In 2005-06, cash
surpluses are expected for all states except Victoria, the Australian Capital Territory
and the Northern Territory (Chart 6).

Chart 6: Individual state general government sector cash balance®®
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(a) The ABS is currently reviewing accrual time series data, in consultation with all Treasuries, as accrual reporting
is now established in all jurisdictions. Improvements in the quality of the time series data have resulted in some
changes to these series. Further revisions are expected over the next year.

(b) States’ cash balances are expressed as a percentage of GSP (left hand axis) and the states’ aggregate cash
balance is expressed as a percentage of GDP (right hand axis).

Sources: ABS Cat. No. 5512.0, state 2004-05 mid-year reports, Victoria, Australian Capital Territory and

Northern Territory 2005-06 Budgets and Treasury estimates.
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An underlying cash surplus reflects the extent to which cash is available to a
government to increase financial assets or decrease liabilities (assuming no
revaluations or other changes occur). An underlying cash deficit measures the extent to
which a government requires cash, either by running down financial assets or by
borrowing.

Over the forward years, the aggregate state general government sector cash surplus is
expected to remain steady. Despite considerable variation in the states’ cash positions
in recent years, most states are forecasting cash surpluses by 2007-08. However,
Victoria and the Northern Territory are expecting small cash deficits in 2007-08.

Trends in the aggregate cash surplus for state/local general government, public
non-financial corporations and the non-financial public sector are presented in Chart 2,
Statement 12, Budget Paper No. 1.

STATE NET DEBT

In aggregate, state general government sector net debt? is expected to remain at around
-1.8 per cent of GDP in 2005-06. Net debt for the aggregate state public non-financial
corporations sector is estimated to be 4.5 per cent of GDP in 2004-05° up from
4.2 per cent in 2003-04. The public non-financial corporations sector owns nearly all of
the stock of state non-financial public net debt.

The higher the net debt of a government, the greater the call that will be imposed on
the government’s future revenue flows to service that debt.

Most states continue to reduce their levels of general government sector net debt
(Chart 7). For example, between 1997-98 and 2007-08, South Australia and Tasmania
are expected to reduce general government net debt by more than 13 per cent of GSP.
This primarily reflects the sale of assets, such as the electricity privatisation process in
South Australia,* and the application of budget surpluses to repay debt.>

2 Net debt is the sum of selected financial liabilities (deposits held, advances received, government
securities, loans and other borrowing) less the sum of selected financial assets (cash and deposits,
advances paid, and investments, loans and placements). Net debt does not include superannuation or
superannuation related liabilities.

3 Estimates for the public non-financial corporations sector and the non-financial public sector are
unavailable after 2004-05 in some states. The public non-financial corporations sector comprises bodies
that provide goods and services (such as electricity, gas and water) that are mainly market,
non-regulatory and non-financial in nature, and are financed predominantly through sales to the
consumers of these goods and services.

4 SA Budget Paper No. 3, Budget Statement 2002-03, p. 6.3.

5 SA Budget Paper No. 3, Budget Statement 2004-05, p. 5.1 and Tasmanian Budget Paper No. 1, Budget
Overview 2002-03, p. 18.
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Aggregate state general government net debt is estimated to fall to -2.0 per cent of
GDP by 2007-08. From 2003-04, New South Wales joins Queensland and the Australian
Capital Territory in forecasting an ongoing net financial asset position, with South
Australia and Tasmania forecasting to be in a similar position from 2005-06.
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Chart 7: Individual state net debt by sector (as at end of financial year)®®
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(a) The ABS is currently reviewing accrual time series data, in consultation with all Treasuries, as accrual reporting is now
established in all jurisdictions. Improvements in the quality of the time series data have resulted in some changes to
these series. Further revisions are expected over the next year.

(b) States’ net debt is expressed as a percentage of GSP (left hand axis) and the states’ aggregate net debt is expressed
as a percentage of GDP (right hand axis).

Sources: ABS Cat. No. 5512.0, state 2004-05 mid-year reports, Victoria, Australian Capital Territory and Northern Territory
2005-06 Budgets and Treasury estimates.
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AUSTRALIAN LOAN COUNCIL ARRANGEMENTS

The Australian Loan Council is a Commonwealth-State Ministerial Council that
coordinates public sector borrowing. The Loan Council comprises the Australian
Government Treasurer as Chairman, and state and territory Treasurers.

Present Loan Council arrangements operate on a voluntary basis and emphasise
transparency of public sector financing rather than adherence to strict borrowing
limits. These arrangements are designed to enhance financial market scrutiny of public
sector borrowing and facilitate informed judgments about each government’s financial
performance.

The Loan Council traditionally meets annually in March to consider jurisdictions” Loan
Council Allocation nominations for the forthcoming year. As part of the agreed
arrangements, the Loan Council considers these nominations, having regard to each
jurisdiction’s fiscal position and the macroeconomic implications of the aggregate
figure.

Outcome of March 2005 Loan Council meeting

The Loan Council met on 23 March 2005 to consider Loan Council Allocation
nominations for 2005-06. The Loan Council approved each state’s nominated
allocation. In aggregate, the nominations represent a surplus of $2.1 billion (Table 18).
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APPENDIX A: GST REVENUE MEASURES

Additional customs compliance activities

Revenue ($m)

2005-06 2006-07 2007-08 2008-09

Australian Taxation Office 2.4 5.7 6.3 6.7

The Government will provide additional funding to the Australian Customs Service to
undertake additional compliance activities and increase the number of audits on
import duty and GST assessments.

The additional compliance activities are expected to result in increased GST revenue.
(See also the related expense measure titled Imports — additional revenue compliance
activities in Budget Paper No. 2 under the Attorney-General’s portfolio.)

Annual private use apportionment option — change to the start date

Revenue ($m)

2005-06 2006-07 2007-08 2008-09

Australian Taxation Office

The Government has allowed small businesses the option to undertake annual private
use apportionment of input tax credits on certain acquisitions and importations, with
effect from 1 October 2004 for entities with quarterly tax periods and 1 November 2004
for entities with monthly tax periods.

The planned commencement date of 1July 2004 was deferred as the enabling

legislation did not come into effect in time for a 1 July 2004 start date.

Annual reporting and payment option — change to the start date

Revenue ($m)

2005-06 2006-07 2007-08 2008-09
Australian Taxation Office -110.6 - -

The Government has allowed small businesses and non-profit bodies that are
voluntarily registered for GST the option to report and pay their GST on an annual
basis, with effect from 1 October 2004 for those with quarterly tax periods and
1 November 2004 for those with monthly tax periods.

The annual GST reporting and payment measure was originally estimated to affect

GST revenue primarily in 2004-05. The change to the start date will result in some of
the impact being borne in 2005-06 instead of 2004-05.
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The planned commencement date of 1 July 2004 was deferred as the enabling
legislation did not come into effect in time for a 1 July 2004 start date.

Asian Development Bank — GST concession

Revenue ($m)

2005-06 2006-07 2007-08 2008-09

Australian Taxation Office

The Government will allow Asian Development Bank (ADB) officers to import
personal effects (including furniture) free of GST when first taking up a post in
Australia. The measure will take effect when enabling changes to the Asian
Development Bank (Privileges and Immunities) Regulations 1967 come into operation.

The concession implements a tax privilege contained in an agreement reached between
the ADB and Australia for the establishment of the ADB’s Australian office. The tax
privileges in the agreement are consistent with tax privileges acknowledged as
appropriate for the ADB by Australia as a signatory to the ADB’s founding agreement.
However, this concession is not included in the current ADB regulations.

This measure is subject to the unanimous agreement of state and territory
governments.

The Government is also providing an income tax concession to officers of the ADB (see
the related Treasury revenue measure titled Asian Development Bank — income tax
exemption for Australian staff in Budget Paper No.2 under the Treasury portfolio).
A customs duty concession is also proposed (see the related revenue measure titled
Asian Development Bank — customs duty concession in Budget Paper No. 2 under the
Attorney-General’s portfolio).

Changes to the vouchers provisions

Revenue ($m)

2005-06 2006-07 2007-08 2008-09
Australian Taxation Office 10.0 10.0 10.0 10.0

The Government will ensure that pre-paid phone products (vouchers) are treated as
‘eligible vouchers’ for GST purposes with effect from 1 July 2000.

The GST voucher provisions operate so that GST is remitted when the voucher is
redeemed for goods and services and not on the sale of the voucher. This is because at
the time the voucher is issued, the GST status of the underlying supply may not be
known and cannot be determined until the voucher is used to obtain goods and
services.
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When the GST was introduced, it was intended that pre-paid phone products would
be treated as vouchers. However, some pre-paid phone vouchers do not qualify as a
GST Division 100 voucher, even though the telecommunications industry has been
treating them as such. Therefore, the amendment will apply retrospectively. This will
minimise compliance costs and ensure consistency of treatment of pre-paid phone
cards.

The Government will also clarify that GST should be remitted on the face value of a
voucher (monetary value stated on a voucher) at the time it is redeemed, rather than
on the consideration received by the supplier. As this measure is intended only to
clarify the operation of the law, the date of effect will be 11 May 2005.

This measure is subject to the unanimous agreement of state and territory
governments.

Compulsory third party schemes — alternative global decreasing adjustment
methodology

Revenue ($m)

2005-06 2006-07 2007-08 2008-09
Australian Taxation Office -6.7 -6.7 -6.7 -6.7

The Government will allow compulsory third party (CTP) insurers to use a further
methodology to calculate decreasing adjustments when settling claims under CTP
insurance schemes. The measure will apply to payments made in respect of claims
arising from events that occur on or after 1 July 2005.

The GST law already provides a number of methodologies that CTP insurers may use
to calculate decreasing adjustments with respect to payments made under their CTP
schemes. This measure will provide a further methodology that CTP insurers may opt
to use to reduce their compliance and administration costs.

The South Australian Government has requested this change and it is subject to the

unanimous agreement of state and territory governments.

GST and the sale of real property

Revenue ($m)

2005-06 2006-07 2007-08 2008-09

Australian Taxation Office * * * *

The Government will prevent entities manipulating certain elements of the GST law
(such as the margin scheme, the grouping, associates, joint venture, going concerns or
farm land provisions) to reduce the GST liability on supplies of real property. This
measure will have effect from the date the enabling legislation was introduced into
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Parliament — 17 March 2005 — except in respect of an amendment requiring written
agreement to use the margin scheme, which will have effect from the date of Royal
Assent.

The GST provisions dealing with real property are designed to ensure that GST is
payable on the value added to land once it enters the GST system. The first supply of
unimproved land by the Government is GST-free. Newly constructed (or substantially
renovated) residential premises and commercial property sold by registered entities
are taxable.

However, certain registered entities are using other provisions in the GST Act (such as
the going concern provisions) to make the acquisition of real property either a
GST-free or non-taxable supply, in order to apply the margin scheme on the
subsequent sale of that property, and therefore reduce their GST obligation.

The amendments will remove these unintended consequences and ensure that GST is
collected on the full value added to the land after it has entered the GST system. The
amendments will also clarify the operation of the margin scheme and address
uncertainty regarding entitlements to input tax credits.

GST-free supplies — charitable retirement villages

Revenue ($m)

2005-06 2006-07 2007-08 2008-09

Australian Taxation Office

The Government has allowed supplies of accommodation, accommodation-related
services and meals by charitable retirement villages to their residents to be GST-free,
with effect from 14 December 2004.

The GST law provides that supplies of accommodation by charitable retirement
villages are GST-free when provided for less than 75 per cent of their GST-inclusive
market value or the cost of providing the accommodation. Supplies other than supplies
of accommodation by charitable retirement villages are GST-free when provided for
less than 50 per cent of their GST-inclusive market value or less than 75 per cent of the
cost of acquiring them.

However, it was uncertain whether supplies of accommodation,
accommodation-related services and meals to residents of charitable retirement
villages fell within the existing concession. This measure ensures that such supplies are
GST-free.

Further information can be found in the press release of 13 August 2004 issued by the
Minister for Revenue and Assistant Treasurer.
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GST-free supplies — residents of serviced apartments in retirement villages

Revenue ($m)

2005-06 2006-07 2007-08 2008-09
Australian Taxation Office -11.0 -12.0 -13.0 -14.0

The Government has allowed residents of serviced apartments in retirement villages
who require certain care services to obtain those care services and their
accommodation GST-free, with effect from 1 July 2000.

The GST law provides that supplies of certain services and accommodation are
GST-free. Generally, these services consist of services covered by Schedule1 of the
Quality of Care Principles made under section 96-1 of the Aged Care Act 1997.

However, there was some uncertainty whether supplies of certain care services and
accommodation to residents of serviced apartments in retirement villages fell within
the existing concession.

This measure ensures that residents of serviced apartments in retirement villages who
require daily living activities assistance or nursing services are brought under the
GST-free concession.

Further information can be found in the press release of 13 August 2004 issued by the

Minister for Revenue and Assistant Treasurer.

GST treatment of the Military Rehabilitation and Compensation Scheme

Revenue ($m)

2005-06 2006-07 2007-08 2008-09

Australian Taxation Office - - - R

The Government has listed the Military Rehabilitation and Compensation Scheme as a
‘statutory compensation scheme” under the A New Tax System (Goods and Services
Tax) Regulations 1999. The measure has effect from 1 July 2004.

Listing the scheme was consequential to the Government creating a new scheme under
the Military Rehabilitation and Compensation Act 2004.

The effect of listing a scheme as a statutory compensation scheme is that payments or
supplies made in settlement of claims for compensation under the scheme are treated
in the same way as payments or supplies made in settlement of claims under insurance
policies. As a result, payments or supplies made in settlement of claims under
insurance policies are generally not subject to GST.
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Indirect Tax Concession Scheme — GST concessions for diplomats and
consular missions

Revenue ($)

2005-06 2006-07 2007-08 2008-09
Australian Taxation Office * * * *

The Government has extended the concessions to which diplomatic and consular
missions of certain countries are entitled under the Indirect Tax Concession Scheme
(ITCS). The changes have effect from the date that Australia signed an agreement with
each country.

The ITCS provides refunds of certain indirect taxes to international organisations,
diplomatic and consular missions and visiting defence forces. This measure affects the
level of GST concessions provided to diplomatic and consular missions of Afghanistan,
Botswana, Bulgaria, the Democratic People’s Republic of Korea, East Timor, Israel,
Pakistan, Singapore, Spain, Ukraine, United Arab Emirates and Venezuela.

The Government is also providing other indirect tax concessions under the ITCS (see
the related item titled Indirect tax concession scheme — concessions for diplomats and
consular missions in Budget Paper No. 2 under the Treasury portfolio).

Supplies of rights offshore — taxing consumption in Australia

Revenue ($m)

2005-06 2006-07 2007-08 2008-09
Australian Taxation Office 140.0 140.0 150.0 150.0

The Government proposes to apply GST to offshore supplies of options or rights
where they relate to goods, services or other things that are for use and enjoyment in
Australia. This measure takes effect from the date the enabling legislation was
introduced into Parliament — 10 February 2005.

The Government’s intention is broadly to tax the supply of goods, services and other
things that are consumed or used in Australia. However, the current law allows
non-resident entities to provide rights, such as rights to some components of
Australian holiday packages, GST-free, even when they are for goods or services that
will be consumed in Australia. The proposed changes will ensure that these services
will attract the correct taxation treatment.
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Supplies to offshore owners of Australian real property

Revenue ($m)

2005-06 2006-07 2007-08 2008-09
Australian Taxation Office 22.0 23.0 24.0 25.0

The Government has removed the GST-free status of supplies that are made to
landlords offshore in relation to their residential property in Australia. This measure
took effect from 1 April 2005.

Supplies relating to residential premises in Australia should generally be input taxed.
This means that the recipient is not entitled to an input tax credit for the GST paid on
inputs to the supply of the premises but is not required to remit GST on the supply of
the premises. However, the current law allows for certain supplies of services made to
landlords who are not in Australia to be GST-free. As a result, overseas-based
landlords received more favourable tax treatment.

The proposed changes will ensure that services that are made to offshore landlords,

including residents living overseas, but connected to residential property in Australia,
will no longer be GST-free.
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APPENDIX B: SPECIFIC PURPOSE PAYMENTS

This appendix provides accrual estimates of Australian Government Specific Purpose
Payments (SPPs) ‘to” and ‘through’ the states and direct to local government. This
includes SPPs for current and capital purposes, together with details of Australian
Government advances (loans) to the states, including new advances, interest on
advances and repayments by the states. Most of these advances were funded from
borrowings made on behalf of the states under previous Australian Loan Council
arrangements.

Table Bl presents SPPs on a functional basis for the period 2004-05 to 2008-09.
Payments are aggregated according to like purposes and are divided into those paid to
the states and those paid through the states to be passed on to local government and
others. Payments through the states are indicated in the table with an asterisk.

Tables B2 and B3 present estimates of the state-by-state distributions of the SPPs listed
in Table B1, for the years 2004-05 and 2005-06 respectively.

A number of SPP agreements are due for renegotiation during the forward estimates
period. Provision has been made for continued funding in the forward estimates.
However, the extension of these agreements has not been negotiated and therefore the
amounts payable under the agreements cannot be specifically identified.

In addition, final decisions on the distribution of some payments among the states are
still to be taken by the Australian Government; for others, the final distribution for
2005-06 will not be settled until further data becomes available. In most instances,
provisional or notional estimates of the distribution are included. This does not
commit the Australian Government to fund a particular project or indicate that a state
has agreed to participate in the programme.

Tables B4, B5 and B6 present estimates of Australian Government SPPs paid direct to
local government authorities. Table B4 presents estimates on a functional basis for the
period 2004-05 to 2008-09. Tables B5 and B6 present estimates of state-by-state
distributions of payments direct to local government for 2004-05 and 2005-06.
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APPENDIX C: PARAMETER ESTIMATES AND FURTHER
INFORMATION

PARAMETER ESTIMATES USED IN THIS PAPER

Table C1 sets out the population series used in this paper.

Table C1: Population by state

NSW ViC QLD WA SA TAS ACT NT Total

‘000 ‘000 ‘000 '000 ‘000 '000 ‘000 ‘000 ‘000

2004-05 6,767 5,001 3,927 2,001 1,538 484 324 202 20,244
2005-06 6,823 5,058 4,007 2,033 1,545 487 326 204 20,483

Table C2 sets out the parameters used in this paper, rounded to the nearest quarter.

Table C2: Parameters

CPI Population Real per capita
% growth(a) % growth % growth
2004-05 2172 11/4 33/4
2005-06 23/4 11/4 4

(a) Defined in section 8 of the A New Tax System (Commonwealth-State Financial Arrangements) Act 1999.

The population parameters in 2004-05 and 2005-06 are based on the estimated annual
growth in the Australian population to 31 December 2004 and 31 December 2005
respectively.

Some data presented in this paper are drawn from the Commonwealth Grants
Commission Report on State Revenue Sharing Relativities 2005 Update, 2004-05 state
mid-year budget updates and 2005-06 state budgets where available.

FURTHER INFORMATION

A number of ABS publications also provide information that is relevant to analysing
Commonwealth-state financial relations, including;:

» Taxation Revenue, Australia (Cat. No. 5506.0);
»  Government Finance Statistics, Australia (Cat. No. 5512.0);
» Government Finance Statistics — Concepts, Sources and Methods (Cat. No. 5514.0);

» Information Paper: Developments in Government Finance Statistics, Australia
(Cat. No. 5516.0); and

o Information Paper: Accruals Based Government Finance Statistics, Australia
(Cat. No. 5517.0).
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