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60-second summary
The falling property market in NSW is projected to see a drop in the largest
source of State government revenue. Budgeted revenue from stamp duty has
been downgraded by $9.5 billion between 2017/18 and 2020/21, fuelling
concerns that fiscal tightening is on the horizon. Will the incoming NSW
government need to moderate spending, or are there ways for governments to
create new fiscal space to finance essential services and infrastructure?
Given the constitutional constraints on state governments on the taxes they can
levy, this report examines two options to increase revenue and strengthen finances
in NSW:
1.

Broadening land tax has significant potential to boost state revenues. The
value of untaxed residential land has now reached $1 trillion. State
governments can no longer ignore the wealth stored in owner-occupied
land.

2.

Budget innovations can unlock funding by extending definitions of
‘investment’ currently being used to deliver privatised infrastructure, to
include public services. This report shows that a practical starting point is to
account for the savings public investments deliver to other parts of the state
budget.

Executive summary
With a state election imminent in NSW, it is timely to consider the fiscal
opportunities and constraints facing whoever wins government.
Election promises always loom large. Not surprisingly, most of the major parties’
promises relate to new spending rather than higher taxes, while asserting their
budget management credentials. That leaves voters asking questions such as:
“how can the NSW Government spend so much on infrastructure and still deliver
budget surpluses?” or “why does it seem easier for governments to find money to
fund toll roads than public schools?”.
In the run-up to this state election, not much is being said about how spending
promises will be funded. The general presumption has been that continued
economic growth will produce the necessary growth in state revenues. However,
the impact of a falling property market on NSW government revenues is creating
concern that fiscal tightening is on the horizon.
Will the incoming NSW Government need to moderate spending, or are there
ways for governments to create new fiscal space to finance essential services and
infrastructure? This report surveys the current state of the NSW budget and
evaluates fiscal options for the incoming government to fund appropriate
responses to social, economic and environmental challenges.
Australia’s fiscal rules create real constraints for state governments. However, this
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report shows that there are ways to increase revenue through tax reform,
especially to land tax. It also shows that funding can be unlocked by extending
the budget’s definition of ‘investment’, currently being used to deliver privatised
infrastructure, to public services.
Some constraints on state finances are associated with imbalances in federalstate financial arrangements. These produce dependency on transfers from the
Commonwealth and, more generally, on economic and financial arrangements not
directly under the state government’s own control.
While economic conditions in NSW have been relatively buoyant during the last
decade, there are increasing concerns about the prospect of an economic
downturn. Depressed conditions in the residential property market are already
reducing stamp duty revenues for the NSW Government. Projected stamp duty
revenues continue to be revised downwards. The most recent figures project falls
in budgeted revenue of $9.5 billion between 2017/18 and 2020/21. If these
conditions flow through to a more widespread economic downturn, as many
economists warn, falling tax payments will exacerbate the problems of state
finance.
Land tax reform
Although the state government is constrained in the types of taxes it can levy, it
could reform its own state-based taxes to yield much-needed sources of
additional revenue. The potential revenue growth from land tax reform is very
much larger than from any other source. Current exemptions to owner-occupied
homes mean that value of untaxed residential land has now reached $1 trillion. In
the current fiscal circumstances, state governments can no longer ignore this
wealth – one of the few covered by state tax powers – as a stable, fair and
efficient source of revenue. Broadening land tax arrangements in NSW with
equitable safeguards could pay for critical funding to services and infrastructure
and reforms to other taxes.
Budget innovation
Public financing in NSW is not a simple case of ‘balancing the budget’. As this
report shows, the state budget currently has two faces. One is for public services
where spending is a ‘cost’ that needs to be matched with revenue. The other is for
privatised infrastructure, where spending is treated as an ‘investment’ and is free
of the usual constraints.
Putting expenditure ‘off budget’ has accompanied the privatisation of public
enterprises and the proliferation of public-private partnerships. ‘Recycling’ public
assets through privatisation has reduced short-term borrowing needs at the
expense of long-term sources of revenue. Capital spending has increasingly gone
to projects to be run for private profit.
This report makes the case that alternative public funding models are possible.
State budget processes can be reformed in innovative ways, making use of the
financial principles that allow governments to bypass budget constraints for major
projects to fund public services. Spending on infrastructure such as WestConnex is
considered an investment, not a cost because it delivers future income from user
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payments and asset sales. Yet, when it comes to public services, current budgeting
processes only see current costs, rather than future benefits.
Accounting for public services as an investment in the future would provide fiscal
space for NSW governments to make spending choices that align with social,
economic and environmental needs. This report shows that a practical starting
point for budget reform of this kind is to account for the savings public investments
deliver to other parts of the state budget. Such reforms would remove budgetary
biases towards privatisation and support initiatives such as ‘justice reinvestment’,
which fund community programs out of savings that are ‘reinvested’ from reducing
Indigenous incarceration.
Whichever political party or parties form the next state government, the
recommendations in this report will help them respond to current economic and
fiscal challenges with a fairer and more sustainable tax system, and a public
investment agenda that can secure the future of NSW.
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Section one: Principles of State Fiscal Policy
1.1 The importance of fiscal arrangements
The NSW State election has largely failed to highlight the fiscal and economic
opportunities and constraints that will face whichever party (or coalition) forms the
government.
The economic situation will constrain what an incoming government can afford to
do, but the extent of those constraints also depends on the policies of the
government. Fiscal policy involves more than simply matching spending promises
with specific proposals for additional revenue.
The structure of government spending is particularly important. Some expenditures
are more immediate while others are concerned with a more long-term investment
that expands the State’s productive capacities for the future. When State
expenditures create jobs and incomes, they then produce more tax revenues,
some of which flows to the Commonwealth but some of which goes to the State.
Spending can also have positive social and environmental effects that reduce
other demands on State budgets. Taking account of these considerations requires
a sophisticated political economic view of State economic management.1

1.2. Divided powers and responsibilities
A distinctive division of powers and responsibilities between the Commonwealth
and State governments is embedded in the Australian Constitution. The subsequent
evolution of our principal economic institutions has also influenced how the Federal
system works. At the time of the Second World War, for instance, income taxing
powers were ceded by the States to the Commonwealth in order to facilitate the
financing of the war effort. Ever since then, the Commonwealth has had the
greater power to raise revenues, while the States still shoulder the greater
responsibilities for providing services such as public utilities, transport, education
and health.
This vertical fiscal imbalance – the States’ dependence on the Commonwealth for
much of their funding – is the most distinctive and intractable political economic
feature of State financing. In effect, all States would be in permanent deficit
without massive transfers from Commonwealth to State governments. On average
over the last couple of decades, the NSW government has directly funded only
about 60% of its budgeted expenditures, a little higher in some years and lower
in others. The rest of State revenue comes largely from the Commonwealth, partly
in the form of general grants and partly in the form of grants tied to particular
expenditure purposes. Because NSW, like all the other States, is substantially
dependent on Commonwealth financial support, State fiscal policy faces an
additional element of political and economic uncertainty. The Commonwealth has
committed to transfer the whole of GST revenue to the States, but the distribution
of this and other grants are matters for political negotiation. Revenues also
depend on economic conditions affecting the nation as a whole, not merely the
Sydney Policy Lab | Squeezing Services
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economic conditions within each State.
There is also horizontal imbalance within Australia’s system of Federal-State
financial relations.
This relates to the different revenue-raising capacities and expenditure needs of
each of the States. Some have higher average per capita incomes than others,
reflecting the differences between States in their economic and industrial
structures, which result in greater tax bases. They also have varying expenditure
needs because of their different geographical and social characteristics. NSW
has been one of the States with above-average personal incomes, so has tended
to cross-subsidise the poorer States through the fiscal redistributions for which the
Commonwealth Grants Commission has responsibility. However, this situation can
change: historically, it has done so as the economic prosperity of industries in each
of the States has waxed and waned. This adds further uncertainty to the
projections and planning for future revenues.

1.3 Tensions between competing interests and priorities
While State revenue-raising is restricted by the relationship with the
Commonwealth, State expenditures are subject to relentless long-term pressures.
The need for expenditure on both current services and capital investments is
driven by social expectations, needs and political priorities. Expectations of the
public about what should be available to citizens for education and health have
increased over time. The changing demographic profile is a further influence,
increasing the demands on educational services in areas of the State where
population growth is strong and for health services almost everywhere. These
changing needs and expectations have major implications for any government
that is concerned to match its expenditure patterns to the requirements of the
electorate. Recurrent opportunity costs have to be considered, as has been
highlighted in current political debate in NSW over expenditure on stadiums
versus schools and hospitals. Not every interest can be catered for.
Consideration of social equity is also crucial. Seeking fairness is a long-standing
and widespread community concern, although its interpretation has taken diverse
forms and it has waxed and waned as a practical political concern. The growth of
economic inequality in recent years has put it back in the political spotlight. State
government fiscal policies may either increase or reduce equity according to the
types of expenditure undertaken and how the expenditures are financed,
whether by progressive or regressive taxation.
Environmental considerations also loom increasingly large in fiscal policy. Climate
change has potentially enormous implications for both State revenue and
expenditure: policies of abatement require more expenditure on restructuring
patterns of production and consumption to make them more sustainable. Policies
of adaptation also require additional expenditure on helping communities adapt
to the changing conditions. The lack of a coherent climate change policy in
successive Federal governments has put much of the onus for practical action on
State and local governments. Other environmental stresses to rivers, forests and
bushland also have significant implications for revenue and expenditure.
Sydney Policy Lab | Squeezing Services
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The State government has a key role in balancing these social and environmental
concerns against the ‘market discipline’ within a capitalist economy. Left to
themselves, market forces are demonstrably incapable of producing balanced
outcomes because they focus on short-term profit-and-loss, ignoring longer-term
effects and external effects that impact on society and nature. Governments need
to ensure that greater attention is paid to the latter issues. Yet political parties
disagree about how much emphasis to place on concerns about equity and
sustainability in State fiscal policies. Their judgments and capacity to act also
depend on the severity of constraints imposed by prevailing and prospective
economic conditions.

1.4 Economic conditions and macroeconomic levers
The last three decades have been generally prosperous ones for NSW, but there
are grounds for growing concern about downside risks.
The effect of an economic downturn, whether affecting the economy as a whole or
key sectors of the economy such as housing and construction, would be to reduce
State revenues, but the demands for State expenditures would continue to grow.
A situation of declining revenues and increasing expenditure demands occurred
during the Global Financial Crisis a decade ago, but the Commonwealth
government substantially softened the blow by expanding its own expenditures.
During 2008-09, the NSW government financed a mere 53% of its expenditures,
well below the longer-term average of around 60%. Dependence on financial
transfers from the Commonwealth’s share rose correspondingly: fortunately, the
Rudd government was willing to provide the additional support because of its
concern to avoid nationwide recession.
Will the next economic downturn be a harsher experience? It is an open question
because how governments respond to an economic downturn is crucial. A
Keynesian economic perspective emphasises the positive role that budget deficits
can play in creating the macroeconomic conditions for recovery from economic
downturns. Comparable fiscal stabilisers are less forthcoming when governments
are inclined to a more neoliberal ‘balanced budget’ approach.
These considerations currently loom large in NSW. State revenue from stamp duty
is falling due to the impact of the property downturn. Projections of revenue
growth from payroll tax and land tax are being downgraded.2
These are the three largest State taxes accounting for about three-quarters of
tax revenue. The possibility of a future economic crisis is ever-present. Without
reform, the effect would be to further reduce State revenues and to impose
greater pressures on the Federal government. The latter would reduce the
likelihood of any State government getting the benefit of increases in Federal
transfers. Whether and how the State economy can be ‘recession proofed’ needs
greater consideration.
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1.5 Differentiating current expenditures and capital investment
Long-term economic prosperity depends on investment. This makes it important to
distinguish between the State government’s recurrent and capital spending.
According to existing budget rules, the former is primarily concerned with costs
associated with continuing the provision of public services. It includes State
government payments for labour, goods, services and transfer payments and is
crucially important in maintaining the continuity of all government functions. The
latter has a more long-term characteristic because it expands productive capacity.
Whereas existing budget rules require recurrent spending to be financed out of
current revenues, capital spending may be funded by other means, such as the
issue of public debt or off-budget financing. This report applies a critical lens to
current distinctions between ‘costs’ and ‘investments’ in order to explore how a
wider conception of public investment can be integrated into the State budget.
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Section two: Fiscal conditions and challenges
2.1 State of the NSW budget
The NSW operating budget, which measures the difference between current
expenses and revenue, has been in surplus since 2013-14.3 The projected surplus
for 2018-19 is $846 million.4
The government nonetheless needs to borrow money to fund its spending on
infrastructure and other forms of capital expenditure, which are excluded from
the operating budget. In 2018-19, the NSW government’s net lending deficit,
which measures the State government’s total fiscal balance, is projected to be
$11.6 billion.5 This figure indicates that the State government is running a fiscally
expansionary budget despite presiding over budget surpluses.
Despite being in surplus, revenue growth in NSW has been relatively weak in
recent years. Since the last State election, revenue growth has averaged only
3.9% per annum and has been on a downward trend. In 2018-19, total revenue
growth is projected to be only 0.7%. Within this, taxation revenue is projected to
fall by 0.5%, a decline that is to be offset by Federal government grants.6
The growth in recurrent expenses has been steadier than revenue, growing by an
average of 4.5% per year since the previous State election in 2015. This
excludes spending on infrastructure and other capital expenditures.
Given the NSW government’s large infrastructure program, worth $17.3 billion in
2018-19, the budget allocation for recurrent expenses represents a diminishing
portion of the NSW government’s total spending.7

2.2 State of the NSW economy
The NSW economy has performed relatively strongly compared with other States
but evidence of deteriorating economic conditions has been growing in recent
months.
CommSec’s most recent ‘State of the States’ report placed NSW, along with
Victoria, as the highest-ranking States across key economic indicators. In terms of
conventional growth indicators, NSW scored relatively well on retail spending,
construction, and investment, supported by population and employment growth,
and NSW government spending on infrastructure.8 In its pre-election budget
update, however, NSW Treasury downgraded its forecast for State economic
growth in 2018-19 by 0.25% to 2.5%.9
Current growth estimates have strong downside risk, because of the current
weaknesses in the property market and slow wages growth, which dampen
consumer spending and housing construction. Examples include:
•

Car sales nationwide showed an 8.4% drop in the first two months of 2019
compared to equivalent months in 2018; in NSW it was a drop of 11%,10
although overall retail spending figures for January 2019 were above the
national average.11
Sydney Policy Lab | Squeezing Services
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•

Dwelling approvals for January 2019 were particularly low in NSW, down
by 13% compared with 8.4% nationwide.12

Economists in major banks have revised down their forecasts of economic growth:
some believe that the nation is already entering a recession, at least in terms of per
capita incomes.13 Together with the significant softening of sales and prices that has
already occurred in the residential housing market, particularly in Sydney, this
situation poses significant additional challenges for State revenue.

2.3 Revenue challenges from housing and wages
The slowdown in the housing market is leading to declining revenue from stamp
duty. Stamp duty, the NSW government’s largest own source of revenue, is a tax
paid on transfers of different kinds of property, as a portion of the market value.
Levels of revenue from stamp duty, therefore, depend on the number and value of
transactions, mostly in housing sales. Housing transactions have declined recently
with rates of turnover in NSW falling to 3.4% of the total stock in the 12 months to
January 2019, down from recent averages of 5.8%.14
Sydney house prices have experienced sharp declines, albeit from record highs,
falling by 10% in the 12 months to February 2019.15 While this may be good news
for housing affordability, without reform it will impact adversely on the State
budget.
As housing market conditions continue to deteriorate, projected stamp duty revenues
continue to be revised downwards. Stamp duty revenue from housing and other
land sales is projected to decline by 0.8% per year in the forward estimates.16 This
represents a $9.5 billion downgrade in expected revenue by 2020-21 compared
to that budgeted for in 2017-18.17
Declines in house prices indicate declines in land values, which will impact land
taxation. Land taxes are levied on the unimproved value of land, with a range of
exemptions, notably for owner-occupied housing. It represents the third highest
source of revenue for the State government. Revenue from land taxation is less
volatile than stamp duty but a prolonged decline in land values would create
medium-term pressures on this revenue from the minority portion of land that is
subject to land tax. Projections for land tax revenue growth have been revised
downward by $82.8 million over the forward estimates since the end of 2018.18
Payroll tax, currently the second largest source of revenue for the State
government, is also vulnerable to deteriorating economic conditions. Calculated as a
proportion of total wages paid, and payable by employers of businesses over a
certain size, its potency as a revenue source is dependent on total employment
numbers, working hours and wage levels. Mixed indicators on these fronts are
behind the $573.1 million downward revision for payroll tax revenues since the end
of 2018 over the forward estimates.19
Wage growth remains low, reaching only 2.4% in the 12 months to September
2018.20 Employment growth has fared somewhat better, the total number of
people in employment growing by 3.1% in the 12 months to December 2018.21
However, the quality and conditions of these jobs also needs to be considered. Part

Sydney Policy Lab | Squeezing Services
9

-time, insecure and lower paid work has tended to make up disproportionate
shares of employment growth in recent years.22 Unemployment is also low by
historical standards, falling to 4.3% in December 2018. However, there is a longterm upward trend in underemployment (those employees who would like more
work than they currently have), which has been estimated at 8.1%. While falling a
little, youth (people under 25) unemployment remains stubbornly high, at 10.3%,
and tends to be regionally concentrated.23

2.4. Short-term spending needs
NSW faces some acute social and environmental challenges that require urgent
government investment. Like all State governments in Australia, the NSW
government is responsible for providing most of services and infrastructure that
underpin citizen wellbeing and environmental sustainability, including public
housing, public education, public hospitals, public transport, environmental
protection and many community services.
Community groups, unions, professional bodies and environmental organisations
have made the case for major investments in each of these areas to:
•

reduce homelessness and social housing waiting lists

•

achieve the Schooling Resource Standard for public schools

•

ensure the viability of lifelong learning through TAFE

•

increase nursing ratios and community mental health support

•

deliver new and efficient train, light rail and bus services

•

support vulnerable families and Indigenous rights

•

protect biodiversity in bushland, forests and marine habitats.

As is usually the case, health topped the list of concerns in a pre-election poll of
NSW voters, while managing State government finances came in second.24
Meanwhile, other areas of major State government spending have proved to be
more controversial, such as the Coalition Government’s plans to rebuild stadiums.25
How spending is funded has also emerged as an election issue, with the continuing
reliance on public-private partnership models, such as for new hospitals, being a
major cause of controversy.26
Climate change is a long-term issue that requires short-term spending, with the
Intergovernmental Panel on Climate Change warning that there is a 12-year
horizon for climate action to mitigate catastrophic climate change.27 The NSW
Government previously had significant direct control over 51% of greenhouse gas
emissions that are released from fossil fuel-powered electricity generation in the
State.28 The privatisation of electricity generators over the last 8 years has handed
decisions on investment in renewables and the future of fossil fuel generators to the
private sector. The NSW government nonetheless has the capacity to lead the
transition to a decarbonised economy through investment in publicly owned
renewable energy and targeted financing for commercial and community
renewables sectors.
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2.5 Long-term spending challenges
The NSW government has nominated population ageing as a long-term challenge
to fiscal management. The most recent NSW Intergenerational Report, released in
2017, warns that the median age in NSW will rise from 37 in 2015 to 41 in
2056.29 The report forecasts that this will place pressure on the NSW budget as
health costs increase and revenues are negatively affected by declining workforce
participation (with more people above retirement age) and lower Federal
government grants (due to more acute population ageing pressures in other States
affecting Federal revenue). Details of other possible negative effects to revenue
and expenditure from climate change are, however, conspicuously limited.
The report predicts the emergence of a fiscal gap between revenues expenditures
of 3.4% by 2056, leading to sharp and sustained increases in public debt. These
warnings mirror similarly dire predictions of the fiscal disaster awaiting Federal
governments that come with each Australian intergenerational report. As with the
Federal reports, the need to reduce spending rather than increase revenue
dominated discussion around the publication of the NSW report.
Growing expenditure on health care is a real challenge for governments but is only
partly driven by population ageing. As increasing numbers of older people use
more healthcare, State governments that provide public hospitals and many other
health services will increase spending on health. However, increases in health care
costs are also a product of improved health services, medication and technologies.
Improved health services are to be welcomed and are something that State
governments can and should choose to invest in.
The capacity of governments to make investments in health is often disguised in long
-term revenue projections. In the NSW Intergenerational Report, projected revenue
declines are mostly the result of lower government grants – a political decision
rather than an economic reality. Such projections are based on Federal
governments passing through the effects of lower Federal revenues. This ignores the
possibility of Federal governments designing Federal taxation to ensure higher
incomes to lead to larger income tax revenues.30 More pertinent for our purposes,
the Intergenerational Report assumes that State revenue will be stable at 5.4% of
Gross State Product, despite increasing incomes and land values that can deliver
taxation revenue to the State. This masks the potential for reform to the NSW
government tax base, addressed in the next section of this report.
To date, despite a multitude of spending announcements, none of the major parties
contesting the State election have released information about substantial revenue
reform.
Piecemeal ‘policy costings’ are usually undertaken, but a more comprehensive
approach would require seeing taxation as a significant area of policy reform in its
own right. The next section surveys some options and possibilities available to the
State government.
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Section three: Sources of Revenue
3.1 Criteria for investment
Taxation is the primary means by which any government can finance its own
expenditures. Any tax system or reform proposals need to be evaluated
according to at least four criteria:
•

Potency: Each tax must effectively contribute to financing a good quality
public sector.

•

Equity: Taxes should reflect people's ability to pay and contribute towards
fair distribution of post-tax incomes in society.

•

Efficiency: The tax system should not provide disincentives to productive
economic activity nor encourage unproductive pursuits.

•

Simplicity: The legitimacy of the tax system as a whole depends on it being
readily understood. Excessive complexity, on the other hand, increases
opportunities for tax avoidance.

How effective are our existing NSW State taxes according to these criteria? And
what changes could the next NSW State government make that would enhance
potency, equity, efficiency and simplicity? An assessment of these issues requires
consideration of the individual taxes used for generating revenue and of the
taxation system as a whole.
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3.2 Current forms of revenue
Figures 3.1 and 3.2 below, compiled by the NSW Parliamentary Research Service in November
2018, show the relevant data for the main forms of tax that have been levied in NSW, expressed
in (a) the total dollar value of the revenue they generate and (b) their percentage share in the total
revenue raised by the State.31
Figure 3.1: State tax revenue by type ($billions) 2002/03-2018/19

Figure 3.2: State tax revenue by type (percentage of total) 2002/03-2018/19
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3.3 Stamp duty
Stamp duty is currently the most potent form of tax in NSW. It produced around
30% of the revenue generated by the NSW State government over the last 15
years. It is payable on transfers of property, principally payments relating to
transferring ownership of land and buildings, as well as payments relating to
insurances, mortgages, marketable securities and motor vehicles.
Stamp duty is charged at progressively increasing rates on the value of property
being sold. Its future potency has been reduced by the current NSW
government's decision to index transfer duty brackets to the consumer price
index. As a revenue source, stamp duty will no longer grow as a result of
property price inflation.32
Moreover, although stamp duty has been a potent form of tax, the heavy
dependence of the NSW government on this revenue source is problematic from
a budgetary perspective. The revenue has a notably cyclical character, varying
with the overall state of the economy and on the conditions in the land and
housing market in particular. Its share in NSW State revenue has been as high as
37% (at the peak of the housing boom in 2015-16) but as low as 23% (a
decade ago at the time of the Global Financial Crisis). This volatility works
against long-term budgetary planning.
Economists have also frequently criticised strong reliance on stamp duties that
they regard as a source of economic inefficiency. Many advocate its abolition
altogether. Stamp duties increase the cost of market transactions. In the case of
property transfers, accounting for over 80% of total stamp duty revenues in most
years, the tax can be a significant impediment to geographical mobility. People
may stay in unsuitable locations because the cost of moving is higher than would
otherwise be the case. The lock-in effect is particularly problematic because the
tax is paid by the property purchaser, not by the vendor, hence adding to the
problem of housing affordability.
To the extent that existing property owners are, on average, wealthier than
purchasers, stamp duty rates poorly from an equity perspective too. If the tax
were payable by the vendor, rather than the purchaser, this adverse effect on
distributional equity would be reduced. Vendors would generally find the tax
less difficult to pay because it would be incurred at a time when they are
receiving payment for their property. As such, stamp duty would normally be
more affordable for the vendor than it is for the purchaser, especially first homebuyers.
The case for removing stamp duty or imposing it on vendors is more complicated
when the incidence of the tax, rather than just its immediate effect, is considered.
Because many property sales involve wealthy investors, who buy and sell more
regularly, rather than owner-occupiers, it cannot be assumed that the removing
stamp duty liability from purchasers will have a progressive distributional tax
incidence. Indeed, there is a case that imposing stamp duty on investors is
progressive and discourages speculation on property prices. Stamp duty in this
sense can have useful counter-cyclical effects in the housing market by increasing
Sydney Policy Lab | Squeezing Services
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tax payments during housing booms and decreasing tax payments during busts.
The current heavy reliance on stamp duty nonetheless creates budgetary
challenges for State governments that require other sources of revenue.

3.4 Payroll tax
The second largest source of NSW State tax revenue is payroll tax.
This is payable by employers at a rate of 5.45% of the wages paid to their
employees if their total taxable wage payments currently exceed $850,000 per
year – a threshold that is in the process of being increased to $1 million.33
Payroll tax currently generates approximately 29% of total State tax revenue,
only just short of the revenue generated by stamp duties. It contributed a higher
share of tax revenue than stamp duty between 2007-08 and 2012-13.
Evidently, this is also a very potent source of revenue.
Payroll tax has a less pronounced cyclical character then stamp duties, having
risen quite steadily year-by-year over the last 15 years. However, any general
downturn in the economy, leading to fewer people being employed and a rise in
the unemployment rate, could be expected to depress this revenue source. Even in
buoyant economic conditions, economists warn payroll tax can be partially selfdefeating as a revenue source if it increases the incentive for firms to engage in
labour-displacing technological change.
Economists also warn of the tendency of payroll tax to create inefficiency
because it creates market distortion. Because the tax is levied only on labour and
not on other factors of production, it is said to impart a bias to the tax system,
reducing employment below what might otherwise prevail. Also, because it
applies only to businesses with more than the specified monthly wage bill, it has
market-distorting characteristics in its differential treatment of large and small
firms. This reinforces incentives for businesses to ‘redefine’ their employees as
independent contractors.
To the extent that it does create a disincentive to employing labour, it can also
be regarded as an adverse form of taxation from an equity perspective. Wages
are the principal income source for working class people having little
accumulated wealth. Wage stagnation has become a major constraint on
economic growth. Reducing payroll tax would not in itself solve this problem, but
raising the tax would likely exacerbate it.

3.5 Land tax
The potential revenue growth from land tax reform is very much larger than from
any other source.
Land tax is the third largest source of State tax revenue, currently generating less
than half of the revenue arising from either stamp duties or payroll tax. Land tax
is payable at $100 plus 1.6% per year on the ‘unimproved’ value of certain
types of land. The unimproved value excludes the value of houses and other
modifications. Tax liabilities are incurred on land above a certain threshold,
currently $692,000. There are also higher rates payable for very high-value
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land (currently above $4,231,000) and for foreign owners of land. In the
financial year 2017-8, it produced $3.7 billion dollars, comprising 14% of total
State tax revenue. This shows it to be a potent form of tax but, as currently
structured, its full potential is not realised.
Land tax would be much more potent if the array of property exemptions were
reduced. The exemption of owner-occupied property is particularly crucial in this
regard since this makes most residential properties exempt from the tax. In
January 2019, the Valuer-General, the authority that conducts land valuations for
the State government, reported that total residential land values have reached
$1.45 trillion in NSW. However, 69% of housing is owner-occupied in NSW and
thus exempt from paying land tax.34
This means that the value of untaxed land in NSW has now reached
approximately $1 trillion.35
In the current fiscal circumstances, NSW governments can no longer ignore this
wealth – one of the few covered by State tax powers – as a stable, fair and
efficient source of revenue.
Broadening land tax arrangements in NSW with equitable safeguards could pay
for critical funding to services and infrastructure and reforms to other taxes. A
broad-based land tax, without exemption for an owner-occupied property,
warrants consideration, especially at a time when revenue from other sources is
under stress. Initial land value thresholds (of say $1 million), progressive tax
brackets (with higher value land charged at marginally higher rates), and/or
allowances for low-income but asset-wealthy households to defer payment could
be used to safeguard equity. A broad-based land tax along these lines would
generate a strong and steady stream of revenue that could be used to reduce
stamp duty for owner occupiers purchasing land and still have a positive effect on
the State budget.
Land tax applied more broadly would also return to the State some of the costs
of its own infrastructure spending because it would recoup some of the increased
values of land that result from infrastructure improvements in the vicinity. The
uplift in land values that results from ongoing urbanisation would be partly
captured for public revenue rather than continuing to flow into increased private
wealth for landowners. Even in the absence of land tax applying to all
properties, there is still considerable potential to ensure better land value
capture. State revenues should benefit from the increased land values that result
recurrently from infrastructure improvements and urban expansion.
There is a strong tradition of political economic reasoning that regards land tax
as both the most efficient and equitable form of taxation.
Economists generally favour the efficiency of land tax because, as a tax levied
on underlying values, it does not discourage productive pursuits, and unlike stamp
duty, does not discourage transactions. Land tax is also equitable because it
redistributes wealth and discourages speculative investments in land that increase
house prices. The fixity of land as an asset makes it difficult to evade tax on it.
While revenue is affected by housing market cycles, it is less volatile than stamp
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duty because rates of buying and selling tend to change faster than underlying
land values.
Land tax reform of this sort should ideally be uniform nationwide. Inter-State
consultation and cooperation with the Commonwealth would be desirable to drive
reform and reduce temptations to break ranks. Political campaigns warning of
the threat of a ‘tax on the family home' would be a predictable response, as they
have in the past when land tax and capital gains tax reforms have been
suggested. This is made more acute by the ‘lumpy’ nature of land tax payments,
which occur periodically rather than as part of a larger transaction. Yet, family
homes are already taxed in this way, since they must pay regular local
government rates based on land values and stamp duties must be paid when
they are transferred.
Support for land tax reform is growing among key stakeholders, ranging from
the NSW Business Chamber and the NSW Council of Social Service,36 to Shelter
NSW37 and Infrastructure Australia.38 Ultimately, the key question is what tax mix
is most potent, efficient and equitable.

3.6 Vehicle taxes
The fourth largest category of NSW State tax revenues is vehicle taxes, primarily
for licence fees and annual vehicle registrations. In the previous financial year,
$2.7 billion was generated through such charges, amounting to approximately
9% of all State tax revenue. During the last fifteen years, this has been the most
stable of all the State revenue sources.
Vehicle taxation can be regarded as an efficient tax because it constitutes a
charge for the services provided by the government in building and maintaining
the road system. However, there is no necessary connection between the volume
of the revenues and the cost of providing those services: like any other taxes,
licence and vehicle registration fees go into the pool of general revenue. Thus,
vehicle taxation does not have a simple logic of just 'paying for roads'. Rather, its
form and rates need to be considered, like any other form of tax, in relation to
all the criteria set out above.
The equity aspect of vehicle taxation is not self-evident, for example. The
contribution of vehicle taxes to social equity would be clearer if the registration
charges to motorists were graduated according to the value of the vehicles. A
higher registration fee applying to luxury cars above a specified value would
have that effect. Similar logic could be applied to taxation on the registration of
luxury yachts and private aircraft, thereby broadening the tax base.

3.7 Gambling tax
Gambling tax is also a significant component of NSW State revenue, generating
about $2.4 billion and comprising some 8% of overall revenue in the previous
financial year. By comparison with stamp duty, payroll tax and land tax, it rates
rather poorly for overall potency, but this is partly because of its particular
character as a 'sin tax', aiming to discourage an activity which, when taken to
excess, has adverse social consequences. In this respect, it has common
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characteristics with taxes (or excise) on tobacco and alcohol products that
generate revenue for the Commonwealth.
Gambling tax may be regarded as an efficient form of taxation if it has the
effect of discouraging problem gambling which currently has such high social
costs. Therein lies a conundrum that applies to all ‘sin taxes’. The more successful
they are in discouraging the activity (or, in this case, the excess of the activity that
leads to social problems), the less revenue they generate.
Whether taxation of gambling is equitable is also an open question. It is
complicated by the fact that the venue, rather than the gambler, generally pays
the tax. The regulation of returns (how much on average must be ‘won’ and how
much is retained by the owner as a surplus) is probably more effective in creating
incentives for venues to limit their overall volume of gambling. Of course,
gambling is an activity undertaken by people from all walks of life, rich and
poor. To be more distributionally equitable, gambling taxes would need to be
applied at higher rates to the gambling activities in which 'high rollers' are
primarily engaged. However, inter-State competition for such customers currently
vitiates against the introduction of differentiated gambling taxes of this kind.

3.8 Mining royalties
Mining royalties deserve particular attention, both because of their distinctive
character and because of the broader political, economic and environmental
issues raised by the presence of extractive industries. The distinctive character
arises because the collection of royalties is different to other forms of taxation:
the royalty is typically a payment for access to resources and the charges are
based on the volume of resources extracted rather than the income generated.
Royalties of all types currently generate about $1.5 billion annually for the NSW
government.
Royalties on mining can be considered, like land tax, as a charge made for the
use of nature. In the case of mining, as with any extractive industry, profits are
made by companies pursuing what is an essentially unsustainable economic
practice. If the activity is permitted, the economic surplus that arises needs to be
shared with the community as a whole. Royalties can serve that function. However,
capturing the economic surplus arising from mining is inherently controversial, as
the history of Federal government attempts to develop mining taxation has
shown. A reassessment of the best way to deal with the issue at the State level
would be timely for an incoming NSW government to consider. Environmental and
well as State revenue collection issues are involved.

3.9 Waste and Environment Levy
Among an array of smaller types of revenue source for the State, the waste and
environment levy deserves attention. It currently generates only about $550
million per annum, so this is small compared with the other revenue sources
considered above. However, it is of potentially growing significance as the need
for environmental protection and the urgency of climate change abatement are
increasingly recognised. The State’s existing waste and environment levy may be
regarded as having some of the ‘sin’ tax characteristics, as discussed earlier, but
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it could be an increasingly prominent form of revenue unless comprehensive
restructuring of the State economy on ecologically sustainable principles proceeds
apace. The proceeds from the levy are a welcome supplement to State revenue
and can contribute to funding more and better environmental remediation.

3.10 The overall tax system
The revenue sources in the NSW State taxation system are diverse, each having
its own pros and cons in relation to the general criteria for taxation set out at the
start of this section. The fourth criterion, simplicity, need to be considered in
relation to the system as a whole. Clearly, the system is not simple, if only
because a multiplicity of taxes, each with its own rationale, is applied. Indeed, to
describe the array of individual taxes as comprising a ‘system’ somewhat
stretches the meaning of that term. But it is the limited taxing power of the States,
especially since the centralisation of income taxing powers in the Commonwealth
occurred last century, that is the root cause.
There are limited ways in which State governments can raise revenue, so they
cobble together whatever they can. Some constraints are, however, creations of
successive NSW governments. Sources of NSW State revenue have shrunk as a
result of the State government’s own previous policies, such as the privatisation of
former public enterprises. Retained earnings from the public enterprises used to
be substantial but privatisation has virtually eliminated this as a revenue source.
In principle, States could also apply inheritance taxes. They used to do so prior to
the late 1970s when Queensland, led by Premier Bjelke-Petersen decided to
abandon theirs and the other States, including NSW, followed suit. The
reintroduction of inheritance tax would have to be either a Commonwealth
initiative or based on a consensus agreement of all State governments. A similar
logic applies to the remote possibility of the States seeking some form of income
taxation. In principle, individual States could impose an income tax levy over and
above the general rate of income taxation imposed by the Commonwealth, but
none would ever seriously consider doing so unless all others agreed to a uniform
rate. In practice, the commitment of the Commonwealth to return GST revenues to
the States (albeit not in direct proportion to the amount of GST collected in each
State) has reduced that likelihood even further.
The combined effect of these constraints is to make NSW, indeed all the States,
dependent on an assortment of individual forms of taxation that lack an overall
coherence or guiding principle, other than revenue-raising capacity and some
modicum of political acceptability. However, a concerted push for tax reform
remains both possible and desirable. As part of that reform process, a general
shift to greater emphasis on land taxation has the greatest potential to impart
more coherence and stability to the system.
Yet, public financing in NSW is not a simple case of ‘balancing the budget’. The
final section of this report discusses how much of the NSW government’s spending
escapes revenue constraints, and considers how these principles could be used to
expand public investment.
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Section four: Expanding Public Investment
4.1 The two faces of the NSW budget
The discussion of potential revenue sources in Section 3 of this report falls
squarely within conventional understandings of budget management. As rhetoric
on the need to ‘balance the budget’ has taken hold, limited sources of State
government revenue have justified spending constraint on essential public
services. The need to match ‘recurrent’ spending on public health, education and
other services with revenue is enshrined in the Fiscal Responsibility Act 2012. This
legislation sets as a fiscal target that: “The annual growth in general government
expenses of the State is less than the long-term average general government
revenue growth of the State.”
Despite fiscal targets limiting expenditure, the NSW government has recently
been overseeing a highly expansionary infrastructure spending program that far
exceeds revenue growth.
In 2018-19, the NSW government budget includes $17.3 billion of ‘capital’
expenditure, up 43% from the previous year. The number is even greater once
capital expenditure by government corporations, such as that which is delivering
WestConnex, is recognised. This was budgeted for a further $7.1 billion in 201819. ‘Capital’ expenditure describes spending that acquires or improves property
such as land, buildings and other infrastructure systems. In the current budget, the
majority of this is transport infrastructure (57%), followed by health (13%) and
education (10%).40
How can the NSW government spend so much on infrastructure and still deliver
budget surpluses? Why does it seem easier for governments to find money to
fund toll roads than public schools?
These paradoxes arise because there are two faces to the NSW budget. One
face is for public services where spending is a ‘cost’ that needs to be matched
with revenue. These fiscal constraints can be partially lifted through reforms to
land tax and other revenue sources. The other face is for privatised infrastructure,
where spending is treated as an ‘investment’ and is free of the usual constraints.
This part of the budget can also be reformed in innovative ways, making use of
the financial principles that allow governments to bypass budget constraints for
major projects to fund public services.

4.2 Accounting for ‘investment’
Rather than being treated as a ‘cost’, capital expenditure is treated as an
‘investment’ in NSW budgeting processes. Investments are not accounted for as
costs because borrowing is matched with assets and current spending is matched
with future revenue. This means spending on many forms of infrastructure is not
accounted for in the State government’s operating budget. By sitting outside the
determinants of budget surpluses and deficits, capital expenditures tend to
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escape the fiscal constraints imposed on recurrent expenditures.
There are good reasons to account for some government spending as an
investment rather than a cost. Government spending has material effects on
economic activity, social cohesion and environmental sustainability – both positive
and negative. Done successfully, investments by governments promote long-term
prosperity beyond short-term electoral cycles. These benefits should be accounted
for so that governments register the future benefits of investment in present
budgeting decisions. However, there is a systemic bias in the current
arrangements because of its limited conception of investment: what is treated as
an investment is mostly limited to infrastructure that is designed for privatisation.

4.3 Asset ‘recycling’
Since coming to office in 2011, the NSW government has promoted ‘asset
recycling’ as a way to deliver infrastructure investment in a fiscally responsible
manner. Asset recycling is essentially a strategy that links proceeds from the
privatisation of public assets with investment in new assets. The NSW government
has pitched asset recycling as a means to ‘unlock’ capital from risky or
underperforming public assets and to promote new investment.
This can be understood as a political strategy to overcome community resistance
to privatisation by linking it to new infrastructure. In practice, the main financial
purpose of asset recycling has not been to fund reinvestment. Rather, it has been
to marginally ease its borrowing needs, which the government argues is necessary
to maintain its AAA credit rating with the international ratings agencies.
Asset recycling is managed through Restart NSW, which had received $24.9
billion from the proceeds of privatisation by 30 June 2018.41 Major
infrastructure privatisations that have contributed to this figure include:42
•

‘Poles and wires’ electricity networks: Endeavour energy, Ausgrid, Transgrid
(2017)

•

Power generation: Colongra (2014), Vales Point (2015), Bayswater and
Liddell (2014), Erarang (2013), Mt Piper and Wallerawang (2013), Green
State (2014), Brown Mountain (2016)

•

Energy retailers: Energy Australia, Integral Energy, Country Energy (2011)

•

Ports: Botany, Kembla (2013), Newcastle (2014)

•

Water: Desalination plant (2012), Hunter Water (2014), Kooragang Island
treatment plant

The ‘recycling’ of the proceeds of privatised assets nonetheless contributes to a
minority of the capital expenditure plans of the State government: 18% of the
government’s planned $87.2 billion infrastructure spending for the period to
2021-22.43 This spending is primarily being financed through government
borrowing. Major projects being funded in this way include:
•

Roads: Westconnex, Northconnex

•

Rail: City, Southwest and Northwest Metros, CBD and Southeast light rail

•

Stadiums: Sydney Football Stadium, Olympic Stadium.
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4.4 WestConnex: How is it being financed?
The $16.8 billion WestConnex motorway is the project representing the largest
share of NSW government capital expenditure. It demonstrates the enormous
fiscal capacity that the State government has to make investments that sit outside
other fiscal constraints. It also illustrates how existing ways of accounting for
investment in budgeting processes are biased towards the creation of assets for
private sale rather than public good. As such, it is a significant case study to
illustrate themes in this report.
WestConnex is a motorway project that will widen, extend and link Sydney’s
existing M4 and M5 motorways, which is being built in a series of stages. The
project is supported by both major parties but has been a source of controversy
over its environmental, health, amenity and heritage impacts, as well as the
transparency, accountability and methods of its planning, decision-making and
financial processes.44
WestConnex is being financed, built, operated and maintained by the Sydney
Motorway Corporation on behalf of Roads and Maritime Services. The Sydney
Motorway Corporation was established in 2014 as a ‘public non-financial
corporation’. Public non-financial corporations are owned and controlled by the
NSW government but operate according to commercial principles.
The Sydney Motor Corporation is funded by capital expenditures by the NSW
Government (including via Restart NSW) and the Federal government, a
concessional Federal government loan, and by borrowing its own money at
favourable terms supported by its connections with government. These public and
private sources of finance are underpinned by the income that WestConnex, as an
asset, will deliver by charging tolls to users. Tolls for the motorway will be
distance-based, initially capped at $8.95 per use for regular motorists.45
The NSW government created WestConnex an income-generating asset so that
the Sydney Motor Corporation would be attractive to private investors. In 2018
the NSW government sold 51% of its stake in the Corporation to a consortium led
by Transurban for $9.3 billion to further ‘recycle’ the proceeds through Restart
NSW.46 There is a case to be made that the privatisation of WestConnex, as with
other public assets, risks exacerbating the negative consequences of the project.
Private owners have incentives to increase toll revenue and to limit access to
alternative modes of transport, such as public transport. The government, in turn,
loses the capacity to make decisions about transport that would negatively affect
the value of the asset to the market. This risks exposing the NSW government to
an unknown level of future public subsidies and compensation claims.

4.5 Experiments with ‘social’ investment
The case of WestConnex illustrates that governments can make investments in
ways that do not ‘balance the budget’, at least in the short-term. However, it also
shows that current conceptions of investment are largely driven by the idea of
delivering financial returns that enable privatisation in order to repay government
debt. Private sector accounting principles that distinguish between recurrent and
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capital expenditures are useful budgeting tools. However, governments have
distinct financial powers, functions and responsibilities that require conceptions of
investment that are better suited to the public sector.
This provokes two pertinent questions.
First, could the capacity of the State government to make investments instead
focus on creating public assets that deliver positive returns in economic activity,
social wellbeing and environmental sustainability?
Second, could this deliver new sources of funding for essential services, beyond
the existing State tax revenues and Federal government grants, without the need
for privatisation?
Growing interest in ‘social investment’ ideas, including in NSW, indicates the
possibility of policy movement in this direction. The notion of social investment
reconceives some government spending as socially productive, as distinct from
consumptive spending. This shifts the ‘recurrent’ and ‘capital’ expenditure divide
by including some social spending as an investment. The rationale is that shifting
towards, and accounting for, socially productive spending as an investment can
produce positive social outcomes that can be funded by future savings to
government budgets.
The NSW government has been experimenting with the idea of social investment
through the Office of Social Impact Investment.
The Office has been trialling different initiatives that fund community services as
investments in budget-enhancing social outcomes. The most well-known of these
initiatives has been social impact bonds. Social impact bonds are financial
instruments that raise capital from private investors to fund social programs. The
bonds are later repaid by the government to the investor if and when certain
outcomes are reached. The ‘social impact’ is supposed to deliver reduced social
spending in other areas of the budget, such as child protection costs, which can
fund the repayment. Social impact bonds were first issued in NSW in 2011 for a
parenting program focused on children in, or at risk of entering, foster care.
Other programs have focused on mental health and youth unemployment.47
Social impact bonds present challenges that make their use on a broader scale
unlikely, but they offer useful insights for reimagining the NSW budget. Because
each bond is unique, there are high administrative costs associated with
identifying and then measuring and monitoring ‘outcomes’. There are also
concerns that governments retain financial risk through guarantees and other
terms needed to attract investors, while savings from the social impact accrue to
the private sector.48 Social impact bonds nonetheless show how social spending
can be reconceived as an investment in economies, societies and environments. But
rather than seeking private investors, the NSW State government could instead
finance such investments by retaining and reinvesting budget savings. ‘Justice
reinvestment’ illustrates how this could work.
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4.6 Justice reinvestment
Justice reinvestment is a policy approach that seeks to redirect money from
prisons, courts and crisis services to programs that reduce the social causes of
crime. Investment in these programs is funded from the savings they deliver to the
State budget from achieving lower levels of incarceration.
A justice reinvestment initiative has been trialled in Indigenous communities in
Burke, NSW, called the Maranguka project. The trial has been managed by
JustReinvest NSW, a coalition of groups convened by the Aboriginal Legal
Service. It has involved a range of interlinked initiatives, including community
programs addressing social disadvantage and alienation, and reforms the
procedures of justice authorities, such as sentencing. An assessment of one year of
the trial found significant drops in domestic violence, reoffending and time spent
in custody, together with increases in educational participation. It calculated that
$600,000 of investment in the programs delivered about $2 million of savings to
the government through the justice system, and about $1 million of additional
economic activity.49
JustReinvest is calling on the NSW government to work towards implementing
justice reinvestment across the State. Developing a financing model that can
connect savings to investments will be crucial to a successful program. The
example of justice reinvestment has potentially broader applicability to
envisioning and designing a public investment agenda for NSW.

4.7 Towards a public investment agenda for NSW
Reforming the second face of the NSW budget can create the fiscal foundations
for a public investment agenda for NSW that can support initiatives such as justice
reinvestment on a broader scale. The case of WestConnex demonstrates the fiscal
capacity of governments to break perceived budget constraints if spending is
defined as investment in an income-generating asset. In NSW, this fiscal power
has largely been used to accelerate privatisation in order to reduce short-term
borrowing.
Public debt and investment can be managed differently.
The State government has significant capacity to borrow money at low rates and
over long terms. This capacity could be used to make investments in public services
and infrastructure that deliver economic, social and environmental returns that can
finance public debt at sustainable levels. Such investments could be managed by
government departments directly or through special public authorities with
government borrowing guarantees.
Innovations to budget processes that account for public services as an investment in
the future would provide fiscal space for NSW governments to make spending
choices that align with social, economic and environmental needs. A practical
starting point for budget reform of this kind is to account for the savings public
investments deliver to other parts of the State budget. Here the justice
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reinvestment logic has wide applicability. For example, investment in public
housing reduces the costs of emergency services for people experiencing
homelessness, and investment in renewable energy reduces health costs associated
with mining and burning coal. Accounting for these savings is essential to identify
an income stream that can finance government borrowing. If these savings can be
‘seen’ in budgeting processes, public investment in these areas will become low
hanging fruit for the incoming NSW government. Budget savings are only the
start: a much larger vision is for budgetary processes that put emphasis on
investment in wellbeing and sustainability.

4.8 Participatory processes
Section 3 of this report has shown that there are ways of significantly increasing
State revenue. Section 4 has shown that a State government can also borrow
money and make public investments for the public good if it is inclined to do so.
Bringing these potentials to fruition is not simply a case of technocratic reform. It
requires new processes for better community participation in shaping fiscal
policies and outcomes that match with community needs and choices.
It would be useful for whoever is elected as the next NSW government to set up a
process for investigating relevant institutional practices that could be developed
for this purpose, learning from the experience of participatory budget
experiments undertaken in Australia and around the world.50
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