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This paper examines two types of soft budget problems in Australian fiscal
federalism. We focus on the restructuring of financial bailouts in Australian
federal-state relations in the microeconomic reform. The microeconomic reform has
been carried out since the mid-1980s under the Labour Government to improve the
economic efficiency of the Australian economy.

As a benchmark representing accountable budgeting practices of state
governments, we suppose a hard budget situation that the optimal allocation of local
public goods is achieved under the Oate’s Decentralization Theorem. The Australian
constitution restricts the powers of Parliament and guarantees the innate powers of
the state. Thus, a widespread consensus exists for utilizing merits of decentralized
delivery of local public goods in Australian fiscal federalism.

However, the Australian fiscal federalism, in substance, yields two types of soft
budget problems. The first problem is due to substantial financial transfers from the
federal government to state governments, and subsidies from state general
governments to state public enterprises. Governments receiving financial transfers
cause moral hazards in their fiscal behaviors, which implies the overprovision of local
public goods in the society. The second problem results from one-sided financial cuts
of central grants with no extra tax assignment for state governments. The case
implies the underprovision of specific local public goods.

Microeconomic reform since the mid-1980s has not offered any essential reform to
overcome the dependence of the state financial structures on federal finance and the
dependence of state enterprises on state finance. Moreover, unilateral financial cuts in
federal transfers due to the severe federal financial situation exacerbated poor capital
expenditure in state finance. Both soft budget problems seriously hinder the efficiency
of Australian fiscal federalism.
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