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Summary

The Commission of Audit’s brief is based on assumptions that Australia is burdened
with “big government” and that taxes are an impediment to business investment
and workforce participation.

There is no evidence for either assumption. The trend in Commonwealth
expenditure has been downwards since the mid 1980s, falling from a peak of around
28 percent of GDP to a range of 24 to 26 percent of GDP in recent years. In
comparison with similar prosperous countries Australia has one of the smallest
public sectors.

The problem a body such as the Commission should address is our inadequate tax
base, which is the main reason the Commonwealth has had a structural deficit for
most of this century. We aren’t collecting enough revenue to fund the public
services needed if the economy is to thrive.

We should not shy away from raising taxes. Evidence from international
comparisons and from surveys on competitiveness suggests that reasonable levels
of tax do not impede countries’ economic performance. In fact, countries which
compete on the basis of low taxes do so to compensate for competitive
weaknesses, such as inadequate infrastructure and poor standards of education —in
other words impoverished public sectors.

Such evidence, however, seems hard to convey to those gripped by a zeal to cut
spending and taxes. Even in a “small government”/low-tax country like Australia it is
possible to find areas where private funding and provision of services can displace
public funding and provision.

But such displacement is usually at high economic cost, simply to achieve an
arbitrary fiscal objective. There is no point in reducing taxes if the private costs are
greater than the saving in taxes, with no improvement (and in many cases a
deterioration) in the services provided. We illustrate this in the case of health care
funding. This is an area of significant public outlay and where, because of ongoing
growth in demand, there are voices — often the voices of self-interest — calling for a
shift from public to private insurance. Such a shift would be costly on all economic
criteria — technical efficiency, allocative efficiency and equity.

The rushed and secretive processes of the Commission are not the path to good
public policy. There may be areas where a change in the public/private mix is
justified on economic grounds, but these are not one-way towards the private
sector as implied in the Commission’s brief. Because we already have a small public
sector it is likely that a proper process, with research and consultation, would find a
need for a net expansion of Australia’s public sector. By shutting off that possibility
those who drafted the Commission’s brief are imposing a constraint which may be
contrary to the community’s wishes and sound economics.
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1. Introduction — background to the Commission of Audit

The Terms of Reference for the Commission of Audit sets out many tasks. Among other
matters the Commission is to be concerned with the “state of the Commonwealth’s finances”,
to address “efficiency and effectiveness of government expenditure”, to “identify areas or
programs where Commonwealth involvement is inappropriate [or] no longer needed”, and to
“assess the current split of roles and responsibilities between and within the Commonwealth
Government and State and Territory governments”.

To gel that brief into three main themes, it is about:
e the Commonwealth’s fiscal sustainability;

e the efficiency and effectiveness of government programs (in themselves two distinct
issues);

e  the appropriate economic role of government.

Implicit in that brief, and supported in the rhetoric surrounding the exercise, are the ideas that
the Australian economy is held back by “big government”, and that a policy priority has to be
to reduce the burden of high taxes. In their appearance before the Senate on January 15 it was
clear that the Commissioners saw their main task in fiscal terms, particularly by
recommending savings in Commonwealth outlays.

That narrow fiscal interpretation of the Commission’s task is understandable, because over
the last few years, and particularly during the 2013 election campaign, the Commonwealth
fiscal deficit and the timing of a return to surplus, have dominated the economic debate.
Other economic issues have been pushed to the background, as if fiscal management is all
there is to economic policy. Worse, that debate has been subject to simplifications, glossing
over issues such as the distinction between net and gross debt, the difference between cash
and accrual statements, the appropriateness of counter-cyclical management, the relationship
between Commonwealth and state debt, and the relationship between government and
private debt.

Once the assumptions that government is too big and that taxes are burdensome have taken
hold, then the only logical conclusion is that the response to the problem of a sustained fiscal
deficit is to cut expenditure.

In this submission we are concerned that the Commission’s task is set around those two
assumptions. We accept the need for public budgets to balance over the course of a business
cycle, but we believe in Australia’s case this should be by increasing public revenue, not by
cutting expenditure. While there is always scope to improve the efficiency of public services,
there is no evidence to support the assumption that Australia has unduly “big government” or
high taxes. In fact in comparison with similar countries we are at the extreme of “small
government” and low taxes. An economy, if it is to function efficiently, needs an appropriate
mix of public and private goods, and in restricting the scope of the public sector we may be
incurring unnecessary costs and forgoing economic opportunities.

In Part 2 we present evidence showing Australia’s public expenditure and taxation to be very
low in relation to other countries. In Part 3 we show that high taxes do not impede economic
growth, provided they are spent wisely; in fact countries which use low taxes as inducements
to invest do so to compensate for other competitive deficiencies. In Part 4 we show, using
health funding as an example, that while funding can sometimes be shifted off-budget and on
to private mechanisms, to do so often incurs high economic costs.
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In this part we outline the fiscal environment within which the Commission’s task is set
(particularly the collapse in public revenue so far over this century), what we can infer as the
economic policy of the current Government, and the limitations of the Commission’s
processes.

The fiscal environment — a collapse in revenue

Figure 1 shows Commonwealth receipts and spending since 2000. While there have been
some recent upturns, there is no evidence of any sustained increase in spending. (In Part 2,
where we look at the longer term, we point out that Commonwealth spending is trending
downward, and that the 2013-14 spike is a result of spending having been pulled forward.
Figures on cash outlays and receipts always need to be treated with caution.)

Fluctuations in spending are related mainly to counter-cyclical spending in response to general
economic conditions. Spending peaked at 25.1 percent of GDP in response to mild downturn
at the turn of the century (the “tech wreck”), and at 25.9 percent of GDP in response to the
much more severe GFC.

What Figure 1 does show, however, is that there has been a slump in receipts. Although there
was some stimulus spending, the Rudd Government’s fiscal stimulus response to the GFC was
mainly on the revenue side, rather than on expenditure. The starting point for the Commission
of Audit should be more about a fall in revenue than a rise in spending, which is why its
spending focus is unbalanced.

Figure 1: Commonwealth outlays and receipts as
percentage of GDP
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The Rudd Government’s capacity to stimulate the economy in response to the GFC was helped
by the previous Coalition Government having run a cash surplus for its last six years and
having eliminated net public debt. This had been a period of easy revenue, as Australia
experienced the investment phase of a commodity boom and rapidly rising asset prices,
contributing to high receipts from company tax, GST and capital gains tax. The Coalition
Government used those revenues to fund generous payments to families, tax breaks for
superannuation, and cuts in personal taxes.
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Figure 2 looks more specifically at the revenue side of public finance, showing how corporate
tax revenue rose right up to the time of the GFC, while revenue from personal income tax fell
from 2005, when the Coalition started cutting personal rates. Tax cuts continued under the
Rudd-Gillard Government, but the falls in income tax receipts from 2008 were due mainly to a
weakening economy in the wake of the GFC rather than cuts in tax rates.

Figure 2: Commonwealth income
taxes as percentage of GDP
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The consensus among economists is that the Government’s largesse during the boom years
was unsustainable. The Government was running a “structural deficit”: under normal non-
boom economic conditions, the budget would have been in deficit.

While there are some who say, out of ignorance or an opportunity to score a cheap political
point, that a government should never run a deficit, most economists agree that in terms of
giving a strong fiscal boost in response to the GFC the Rudd-Gillard Government acted
appropriately, and it received strong support from international agencies. Some economists
believe that the Government should have withdrawn the stimulus sooner. Its main
shortcoming, however, was not to attend to the revenue base. The structural deficit is not the
result of momentum in spending; rather it results from a tax base weakened by several rounds
of taxation cuts, including expensive new tax rebates and deductions, covered in more detail
in part 2.

The myth of public profligacy

In this context the brief for the Commission of Audit, and the projections laid out in the Mid
Year Economic and Fiscal Outlook (MYEFO), are misdirected. They perpetuate the idea that
the task of restoring a fiscal balance must be on the expenditure side, even though Australia
already has among the developed world’s smallest public sectors, and Commonwealth
spending has been on a downward trajectory for 30 years, as will be pointed out in Part 2.

In fact, according to the World Bank, Australia also has a highly effective government, ranking
13" out of 210 countries studied. In other words, as pointed by Christopher Stone of the
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Centre for Policy Development, Australia’s government, by the standards of other prosperous
countries, with a small and effective government, by definition has a highly efficient public
sector.” It’s reasonable to ask “what is the newly-elected Government’s real concern?”

It's not that the Government is conducting a campaign of austerity, for the brief to the
Commission aspires to a return to fiscal surplus by 2023-24. An austerity program would aim
for a faster path, and a focus on revenue collection.

A cynic may suggest that the audit process is simply a political mechanism to discredit the
previous administration, or that the Government has been captured by business interests,
relishing the opportunity to profit from privatization. (The Government’s appointments to key
advisory roles, including to the Commission of Audit, reinforce this view.)

It is possible that the Government’s political rhetoric, conveying the impression that its
predecessor was a wasteful big-spending administration, is actually part of an economic
strategy. There is an economic theory known as “Ricardian equivalence” (named after the
nineteenth century British political economist David Ricardo). The theory has usually been
used to discredit Keynesian stimulus measures, suggesting that they fail because consumers
do not respond to fiscal stimulus payments. Rather, consumers hold back, because they
expect that largesse from government will necessarily be followed by tax increases. The
corollary is that withdrawing public spending, particularly if it is well-signalled, will stimulate
people to spend, because they will be expecting future tax cuts. Ricardian equivalence rests on
what is known as “rational expectations” theory — a notion that consumers are fiscally astute
and calculating. Many economists question rational expectations theory and its offshoot
Ricardian equivalence, because consumers are not as rationally calculating as assumed in the
theory.?

It’s hard to ascertain the present Government’s economic policy. It has not articulated any
clear set of policy principles and has created confusion with initiatives that seem to conflict
with one another: some of its measures are market-friendly, while others are paternalistic and
interventionist. But rhetoric about Australia being “open for business” and suggestions that
the previous Government was a profligate high-taxing-high-spending administration leading us
to record levels of debt fits with Ricardian equivalence theory. The message is that we can all
be confident to start spending again now that we have rid ourselves of incompetent
government. Impressions count, even if they don’t match reality.

The Commission’s process — too broad, too secretive and too short

Even if we have one of the world’s most efficient governments, it is inevitable that in a $400
billion enterprise there will be some areas of waste and some opportunities to improve
technical efficiency, in line with the Commission’s brief. But in the Commission’s time frame —
appointment in late October 2013, with reports required by the end of January and March
2014 - all that is possible, even with the utmost diligence, is superficial consideration of
complex problems.

Apart from improvements in technical efficiency, larger apparent savings could result from
abandoning certain programs, pruning some severely, and transferring others to the private
sector. But the guiding rule for the private-public division in Australia, particularly following
the reforms of the 1980s, has been to apply strong market failure tests to justify the retention
of government programs. While it is unlikely that the Commission will find many areas where
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cuts are economically justified, there is the possibility that they will take insufficient
consideration of the economic reasons for maintaining or increasing public funding and
provision of services.

The Commission’s truncated process contrasts with the more thorough process adopted by
the Productivity Commission, which researches specific issues, produces discussion papers,
gives parties time to prepare considered submissions, holds public hearings (where
complexities are exposed and where unintended consequences of superficially attractive
proposals are revealed), and which issues draft reports.

When it comes to consideration of the whole of government, the task is daunting in
comparison with the specific tasks assigned to the Productivity Commission and the Australian
National Audit Office.

Risks — untested assumptions and misunderstandings

There are high risks in such a truncated process. One is that recommendations will be based
on a commonly held but untested assumption that the public sector is intrinsically inefficient
and that “without question” shifting activity to the private sector is the path to greater
efficiency.*

There are indeed areas of waste and inefficiency in public service delivery, but because we
reasonably subject the public sector to high standards of accountability, audit and
parliamentary scrutiny, we are more aware of them than of similar problems in the private
sector. (In Part 4, where we present health care as a case study, we reveal the huge
bureaucratic cost associated with private health insurance.) Also, the public sector is often left
with the tasks the private sector doesn’t want and will therefore always look “inefficient” at a
cursory glance — providing remote area postal services, operating 24/7 hospital emergency
departments, providing education for children with special needs, and a host of other
worthwhile functions. As Herman Leonard of the Harvard Business School says “The hard jobs
are left to the public sector”.

Instances of real waste and inefficiency in the public sector, revealed in some studies,
generally concern poor labour productivity, resulting from either restrictive work practices
and featherbedding, or from under-capitalization. In many state-owned enterprises,
particularly power and water utilities, under-capitalization results from governments taking
too much as dividends at the expense of retained earnings. And there is often poor
governance and management when board and management appointments are used as forms
of political patronage.

Such findings, however, do not establish a case for privatization. Rather, they establish a case
for reform. Privatization of government enterprises is generally a lazy and costly substitute for
reform.

In particular, when a natural monopoly is privatized it remains a natural monopoly, and there
remains the economic problem of ensuring it is not abusing market power through over-
pricing or under-providing and that it is not slipping into technical inefficiency (the economic
costs of monopolisation). If governments do not regulate, or regulate weakly, these economic
costs remain. Vigorous regulation may be necessary to ensure that the community’s economic
interests are not displaced by commercial interests, but that can require the government
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regulator having to run a virtual mirror management, with significant costs in duplication,
investigation and negotiation.

Sometimes waste in public administration can result from misguided attempts to cut public
expenditure. Professionals Australia, a body representing engineers and architects, claims that
a shortage of engineers in the public service who can scope, design and deliver projects, is
costing $6 to $7 billion a year in terms of mismanagement.® This shortage of analytical skills in
the public service is confirmed by a 2012 study by Tim Roxburgh for the Centre for Policy
Development and by a 2010 study chaired by Terry Moran, then Head of the Department of
Prime Minister and Cabinet.®” While the ranks of public servants providing secretarial services
to ministers seem to have stayed intact, privatization and ongoing staff cuts seem to have
reduced the ranks of public servants with on-the-ground experience and the analytical skills
necessary to manage government projects responsibly.

Another risk with a rushed process is misinterpretation of available data, or guidance by
inappropriate criteria. For example, a former Finance Minister said:

I'm always concerned as Finance Minister if government business enterprises incur losses. In
general terms, that's one of the reasons why, in principle, it's not necessarily a good idea for
governments to own businesses.?

Profit is a reasonable indicator of efficiency in a firm in a competitive private market, butin a
government enterprise it can be an indicator of over-pricing in a monopoly situation, while a
loss can be a sign that it is performing an economically important function from which the
private sector cannot make a profit; that’s the essence of market failure. The decision-rule
implied in the former minister’s statement is 180 degrees wrong — if a government enterprise
is making a profit in a competitive market it probably should be privatized, and if it is making a
loss, in spite of good operating efficiency, it probably should be retained in the public sector.

A related risk is that government enterprises operating in areas of natural monopoly will be
privatized and broken up, in a naive belief that competition is always preferable to monopoly.
(In Part 4 we deal with this risk specifically in the context of health insurance.) For example the
Keating Government, obsessed with competition, allowed Telstra and Optus to string parallel
cables along the streets, delivering pay TV to well-serviced areas and leaving others
unserviced.’ Similarly there is no evidence that breaking up electricity retailing into competing
“suppliers” (in reality competing commission agents all selling exactly the same product) has
conferred any benefits on consumers.

We are not trying to single out one particular finance minister or one prime minister for
economic naivety, but we are warning that the economics of the public sector are complex,
and it is not reasonable to expect the Commissioners to deal with these complexities across
the whole Commonwealth (and, in areas of overlap with the states) in a five month period.

Finally, there is the risk that the Commission will do no more than to re-state some well-
known problems, without considering the pathway to their resolution. The 1996 Commission
of Audit made several recommendations around the perennial problems of duplication,
overlap and conflict in Commonwealth-state relations. In the intervening 18 years both
Coalition and Labor Governments have worked on these issues, with limited success. That is
not to say that the exercise is futile, but it is to point out that it is not amenable to fast
resolution. Gary Banks, former Chair of the Productivity Commission, explaining the success of
the difficult reforms of the 1980s said:



Commission of Audit established by the Commonwealth government
Submission 6

The case for public revenue

Acceptance that reform was needed did not come about overnight. It emerged over time,
with mounting awareness of the costs of the status quo and the potential gains from doing
something about them. This in turn resulted from research and evidence on the deficiencies
of existing policies, and deliberate efforts to communicate that information to the
community.™

If the recommendations of the Commission are seen to result from a rushed process, or one
dominated by partisan prejudices, they are unlikely to survive the processes of political
scrutiny. Even those which make it through to enacted legislation may survive only for one
electoral cycle. A textbook case study is the 25 percent tariff cut made by the Whitlam
Government, which was made in such haste and with so little consultation tariff reform was
off the table for the next ten years.

The greatest risk of poor recommendations, however, comes from an assumption, held in
many quarters, that Australia suffers the burdens of high taxes and “big government”, an
assumption we turn to in the next section.



Commission of Audit established by the Commonwealth government
Submission 6

2. Economic theory — the case for government

For an economy to operate at its full potential it needs an appropriate mixture of private and
public goods.™

Private and public goods are not substitutes; rather they complement each other. To
illustrate, an automobile — a private good — provides its owner with little utility unless there is
a network of publicly-provided roads and a set of rules governing use of those roads.

We gain benefits (“welfare” in the language of economists) from a balance of public and
private goods. We know the consequences when the balance is too far in the direction of
collective provision, as it was in the centrally-planned economies of the Soviet Union and its
satellites. At the other extreme are “failed states” where government is weak or absent.

There is an optimum mix, defined in conventional economic texts:

If the amount of a public good can be varied continuously, the optimal quantity to produce is
that quantity for which the marginal cost of the last unit is just equal to the sum of the prices
all consumers would be willing to pay for that unit.*

That’s the normal economic criterion for an optimum allocation in private or public markets.
To take two important examples, we may want the government to provide more education
and health care, and may be willing to pay for those services through our taxes. If a
government ignores these preferences, and in the name of an ideology of “smaller
government” paternalistically suppresses spending on those services, we lose out, in the same
way as we would if a government forced us to pay for public goods of little or no benefit.
Those who pursue a “small government” ideology emphasize the latter costs, but they seldom
mention the former.

It is possible, through opinion surveys, to detect areas where there is a clear community
desire for greater public provision and a corresponding willingness to pay, particularly when
there is a strong link between taxes and benefits. In Australia surveys generally find a strong
desire for more public expenditure on health care and education, matched with a willingness
to pay higher taxes for them. Other areas of desired expansion of public expenditure generally
include transport and environmental protection.™

It is not possible, however, to make a categorical statement that an economy should comprise
X percent private goods and (100 — X) percent public goods. In a seminal paper in 1954 Paul
Samuelson pointed out that while there is such an optimum, the determination of preferences
makes that optimum impossible to find.' Different people want different public goods — A
wants national parks, B wants public schools, C wants neither. Those who state, for example,
that public expenditure should be constrained to a certain level, or that the public sector must
be pruned, have no justifiable basis for such dogma.

The Commission’s one-sided brief
The Commission has an asymmetric brief. It has:

... a broad remit to examine the scope for efficiency and productivity improvements across all
areas of Commonwealth expenditure, and to make recommendations to achieve savings sufficient
to deliver a surplus of 1 per cent of GDP prior to 2023-24.

That brief is about meeting a long term fiscal target through cutting expenditure, rather than
raising revenue.
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While it is quite reasonable to expose waste and inefficiencies in public service delivery, it
does not follow that the response should be to cut expenditure. That would be the
appropriate response only if we were already providing an optimum set of public services, and
could cut expenditure without reducing output. If there are unmet needs for more public
goods, then improvements in efficiency should be devoted to greater outputs.

The notion that in Australia we are already providing an adequate level of public goods, or
that we are over-providing public goods (revealed in language such as “big government”, “tax

” u

burden”,

crowding out”) has no basis in fact or theory. As pointed out above, determination

of the optimum public-private mix is elusive, but in terms of the “size” of government,
Australia has one of the smallest public sectors of all developed countries. In terms of our
public-private balance Australia tends to stand apart from other prosperous countries.

There is no one measure of the “size” of government, but different measures (expenditure,
taxes, regulatory reach) tend to correlate. Public expenditure as a percentage of GDP is one
measure, but it has been influenced in recent times by the effect of temporary fiscal stimuli
associated with the GFC and its aftermath, and in any case measures of public expenditure are
difficult to compare across countries, because of different accounting treatments of

government business entities.

Rather than relying on expenditure, we have used taxation as a percentage of GDP as an

indicator of the economic size of
government, and in order to
smooth out short-term
fluctuations, have taken the
average over the ten years to
2011 —the latest OECD data
available. Because, over the long
run, public expenditure must be
matched with public revenue,
public revenue gives an indication
of the long term sustainable size
of public expenditure for most
countries. (Taxation revenue does
not include non-tax revenue,
which is generally a significant
item only in countries with large
nationalized industries.)

In any case, this submission is
specifically about the Commission
of Audit, and its de-facto
assumption that expenditure
reductions, rather than taxation
increases, are to be used to fill the
projected budget gap. In this
submission we focus on the need
to increase taxes.

Figure 3, drawn from the OECD
database, shows Australia’s

Figure 3: Taxes as a percentage of
GDP -- OECD Countries Average 2002-
2011
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taxation as a percentage of GDP (consolidating taxes collected by all tiers of government) in
comparison with other OECD countries. Although the Commission’s brief relates specifically to
Commonwealth revenue and expenditure, because of the interrelationship of Commonwealth
and state finances through revenue sharing and joint programs, and references to issues of
Commonwealth-state duplication, the Commission will have to take the fiscal policies of all
tiers of government into consideration, and international comparisons are irrelevant unless
such a consolidation is made.

With taxes at 28 percent of GDP Australia’s taxes are well below the OECD average of 34
percent. Among countries with comparative levels of income, only Switzerland, Japan and the
USA have lower taxes, and these figures need qualification, for Japan and the USA have both
been running high budget deficits over those years — much higher than Australia’s. Were the
USA to be raising enough tax to reduce its budget deficit to Australia’s level, its level of taxes
would be higher than ours.” Also the USA and Switzerland both rely heavily on private health
insurance — compulsory in the case of Switzerland, and, until this year, largely employer-
financed through enterprise agreements in the USA. When private health insurance is
compulsory or near-compulsory it is essentially a privatized tax, but it doesn’t appear in
national accounts as a “tax”. (We cover private health insurance more specifically in Part 4.) In
Australia compulsory superannuation comes closest to a privatized tax — most other OECD
countries have social security taxes.'® With a compulsory component of around 5 percent of
GDP, however, it’s lower than compulsory health insurance in the USA and Switzerland."

Not only do we stand apart
from similar countries; we are
also heading in a different

Figure 4: Taxes as a percentage of GDP --
Australia and OECD average
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A longer-term perspective on public expenditure

Over the longer term, however, all developed countries, including Australia, have been
increasing taxes and expenditure. There is a view, given a veneer of academic respectability by
a theory known as “public choice”, that governments, by virtue of their power to raise taxes,
have a natural tendency to grow, and must therefore be curtailed. That theory was embraced
with great enthusiasm by the Thatcher and Reagan Governments for example, and still has
following among many Australian politicians. Public choice theory is implied in the language of
the Commission’s brief that the Commonwealth should “live within its means”, as if it is some
irresponsible spendthrift.
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A more compelling explanation of the growth in government is in terms of the conventional
economics of diminishing utility. For at least the last 200 years, thanks to industrialization,
new technologies, and globalization, there have been dramatic falls in the real prices of most
manufactured goods.*® Cheaper appliances, cars, communications and clothing have all
contributed to an improvement in living standards. On the other hand, some public goods,
most notably education, health care and policing, are intrinsically labour-intensive. All have
benefited from the adoption of new technologies, but because human services are essential to
their production, they cannot show the same cost reductions as private goods. As we
approach satiation in private goods, it is natural that we should seek greater expenditure on
public goods to achieve the same standard of satisfaction.™

Another explanation is more mechanical, in that in order to sustain government services, such
as education, health care, defence, policing etc, known to economists as government “own
purpose” expenditure, governments have had to increase taxes because government
“transfers”, such as age pensions and unemployment benefits (payments made by
governments to individuals but which the recipients are free to use as they wish) have grown.
An ageing population is one reason such payments have grown. Another is that globalization
and the opening of domestic markets to greater competition have increased the need for
transfers in order to compensate for widening income disparities.”

In Australia’s case, tariff protection and measures such as retail price maintenance, although
they came at a high cost in terms of economic growth, were able to keep unemployment low
and income disparities withing reasonable bounds, but following the opening of the economy
in the 1980s we have had to increase transfer payments to stop disparities becoming too
wide. The recently-released Parliamentary Budget Office analysis of Commonwealth spending
over this century so far points out how the category “social security and welfare” has been the
biggest contributor to recent Commonwealth spending growth.?

This growth in personal transfers has been a long-term trend in Australia and in other
democracies. Because of complications in aggregating Commonwealth, state and local
government expenditures, and some definitional issues around the margin (is an unpaid HECS
loan a “transfer” or a government expenditure on education”?) we don’t have neat set of
consolidated government accounts, but from national accounts we do have a record of social
security transfers to households and government “own purpose” expenditure.

Over 1960 to 2013 (the period of ABS consistent data in national accounts), while social
security payments to households have risen from 3.7 percent to 7.8 percent of GDP — more
than doubling — government “own purpose” expenditure has risen more modestly — from 14.6
percent to 17.6 percent of GDP, and has been on a downward trend since around 1990. Social
security transfers, such as pensions, are tending to crowd out government services such as
education, health care, defence and all other “in kind” services. It’s a distinction rarely made
by critics of “big government”. These trends are shown in Figure 5.

It is notable that while the trend in social security transfers is upwards, expenditure rises
sharply at times of economic downturns — reflecting the effect of “automatic stabilizers” and
of some specific interventions, such as the spike in 2009 when the Commonwealth made a
payment of $900 to every taxpayer.

Also notable is the reversal in the trend of government “own purpose” expenditure since
1987, when it reached 18.8 percent of GDP, before the Hawke-Keating Government applied
tight fiscal and monetary policy. It fell to a low of 17.3 percent of GDP in the last years of the
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Howard-Costello administration, before recovering a little under the Rudd-Gillard
Government, reaching 17.6 percent of GDP.

Figure 5: Government Expenditure as percentage of GDP
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There is no expenditure problem

The important point, of relevance to those scrutinizing the Commission of Audit process, is
that the myth that the task of this Government is to compensate for the extravagances of
recent times does not hold, for there has been no great increase in the government “own
purpose” expenditure, which is still below its level of 25 years ago. While Figure 3 shows all
government expenditure — Commonwealth, state and local — Figure 6, taken from the latest
MYEFO updates, shows Commonwealth outlays since 1970-71.

If anything,
Commonwealth
outlays have been
trending downwards
since the mid 1980s,
when the momentum
of rapidly rising
expenditure was
halted. The general
pattern has been for i

Figure 6 - Commonwealth outlays, percent of GDP -- 1970-71
to 2013-14
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previous peak of 25.1 percent of GDP, in response to the mild “tech wreck” downturn around
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the turn of the century, and was well below the peak of the early 1980s of 27.6 percent of
GDP.

The upturn at the end of the graph for the current year (2013-14) is an estimate based on
MYEFO data. It should be noted that it includes a capital injection of $8.8 billion to the Reserve
Bank made by the newly-elected Coalition Government. This equates to about 0.5 percent of
GDP. Many economists suggest that this injection, which may be needed in future years, was
premature, and was made simply for cosmetic reasons — to establish a high base for
comparison with projected expenditure reductions. The MYEFO projections show
Commonwealth outlays falling back to 25.0 percent of GDP by 2016-17.

That is not to say the Rudd-Gillard Government could not have done better. As pointed out in
Part 1 it inherited from its predecessor a significant budgetary structural deficit, resulting from
diversion of revenue to middle class welfare (generous family allowances, private health
insurance rebates), cuts in personal taxes, and large tax concessions for superannuation.”
Taxes forgone as a result of rebates and deductions, such as superannuation, are known as
“tax expenditures”. As estimated by the MYEFO, tax expenditures amount to around 8 percent
of GDP, the main ones being superannuation and capital gains tax exemption on owner-
occupied housing (both around 2 percent of GDP).

The Rudd-Gillard Government made some minor changes to superannuation and private
health insurance rebates. It introduced a carbon tax, but offset it with a “compensation”
package, and severely watered down the Henry Review’s Mineral Resource Rent Tax. These
measures were half-hearted. Otherwise it passed on to the Abbott-Hockey Government the
same structural deficit it had inherited from the previous Coalition Government.

Because of the likelihood of subdued economic growth and rising unemployment over the
next few years, as the investment and high-price phase of the commodity cycle winds back —
confirmed in the MYEFO economic forecasts — there is likely to be more demand for personal
transfers.

That means that, if the budget is to brought back to balance with expenditure cuts, these cuts
have to be in government “own purpose” expenditure, which has been on a downward trend
since 1987. We have been on an almost continuous path of cutting government services such
as education, infrastructure and other economic services. Only in health care has public
expenditure been rising, which means other services have been even more squeezed, a point
to which we return in Part 4.

But we do have a revenue problem

Without a radical and disruptive change in tax arrangements, the Commonwealth is likely to
remain the dominant source of taxation. It collects 81 percent of all taxes. States’ capacity to
raise taxes is limited: for example, their capacity to raise payroll taxes, their biggest revenue
source after the GST, will be constrained in a period of slow economic growth. Therefore
Commonwealth policy will be the prime determinant of our tax revenue.

The MYEFO in fact specifically rules out income tax increases, with the claim “the heavy lifting
to achieve a surplus must come through expenditure restraint as a rising personal income tax
burden would also have negative impacts on workforce participation.” (That statement on
workforce participation is not backed with any specific evidence, however.)
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Arise in GST was ruled out in the pre-election period, when, in a leaders’ debate, Prime
Minister Rudd challenged Opposition Leader Abbott on the GST, and Abbott ruled it out,
presumptuously qualifying that the promise would hold for an Abbott Government’s “first
term”. Company tax rises are unlikely, unless the Government’s generous parental leave
proposals make it through the Senate, and even if they do the revenue would be earmarked.
The Government has ruled out changing superannuation rules (apart from the low income
contribution), even though projections in the MYEFO suggest that superannuation tax
expenditures are to rise from 2.1 percent of GDP in 2012-13 to 2.9 percent of GDP by 2016-
17.%

The Coalition Government’s initial moves, subject to Senate compliance, have been to weaken
the taxation base further. The carbon tax and the minerals tax are to go and the previous
Government’s proposals to reduce tax concessions for high wealth retirees and to close rorts
in fringe benefit taxes have been dropped.

In the MYEFO,
however, is a heroic
assumption that
Commonwealth
revenue will rise —
with this projection

Figure 7: Commonwealth Revenue as percentage of GDP -
historical and projections
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In fact the Commonwealth itself doesn’t seem to be too convinced of the rise in tax revenue,
for the MYEFO acknowledges that “there is notable uncertainty around receipt forecasts and
that this uncertainty increases over the estimates period”.

Forecasting revenue is just plain difficult. It is dependent on many variables, ranging from the
decisions of the Chinese Government through to the state of consumer sentiment, with a host
of intervening variables — inflation, the exchange rate, the unemployment rate, corporate
profits, and, for this Government, an unpredictable Senate. The previous Government didn’t
get its forecasts right, and there is no reason why this one should do any better.

Improving the tax base — missed opportunities

One of the early initiatives of the Rudd Government was to commission a review of taxation
by the Head of Treasury, Dr Ken Henry. The terms of reference were wide-ranging and open,
with one exception, the GST, which was ruled out. Because of the interaction of state and
Commonwealth taxes, taxes collected by all tiers of government were to be considered.
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The Henry Review reported to the Treasurer in late 2009, and the Government released it,
along with its decisions, in May 2010. The timing is significant, for the GFC hit the Australian
economy in late 2008, and in May 2010 a federal election was due.

The Review made 138 recommendations, ranging from detailed administrative matters
through to major changes. While it recommended a reduction in company tax, it also
recommended several significant tax increases, including, most notably, a 40 percent resource
rent tax on mining companies, a significant simplification of personal taxation (a threshold of
$25 000 and a uniform rate of 35 percent for 97 percent of taxpayers), improvements in
capital gains tax collection, more consistent alcohol taxes, road user charges to replace state
motoring taxes (once the technology allowed), re-introduction of indexation of fuel taxes
(abolished by the Howard Government in 2001), a land tax to replace real-estate transaction
taxes, tighter asset testing for benefits, and consideration of wider tax reforms, such as a tax
on wealth transfers. Its general approach was a consolidation and rationalization of taxes — to
reduce distortions in the tax system and to reduce the number of taxes collected while
improving the effectiveness of those taxes which remained.

The Government’s response was timid. Most recommendations likely to cause pain to
particular constituents were rejected. Although the Government could say it rejected only 20
of the Review’s 138 recommendations, these rejections included most of the politically
difficult (but revenue-rich) recommendations.”® The only significant tax to survive the
Government’s initial announcement was the resource rent tax, and between May and the
election in August that was severely weakened. After the election the only significant new tax
was the carbon tax. The Government did, however, make some changes in the spirit of the
Henry Review, such as more generous depreciation allowances for small businesses (proposed
to be reversed by the current Government) and a significant increase in the tax-free threshold.

The Rudd-Gillard Government, in fact, continued with the previous Government’s policy of
cutting personal taxes, including for those with high incomes. In 2005 a taxpayer with twice
the average earnings of all wage and salary earners — an income which would be typical for a
well-paid professional — faced a marginal tax rate of 47 percent.” In 2006 the Howard
Government reduced the marginal rate for such a taxpayer to 40 percent, in 2009 the Rudd
Government reduced it to 38 percent, and in 2010 reduced it further to 37 percent. The
Gillard Government continued with tax cuts, aiming at very low incomes, when it raised the
tax-free threshold from $6 000 to $18 200.

Political realists, excusing the Rudd-Gillard Government for its weak action on taxes, suggest
that a government managing during an incipient recession and with an election on the horizon
cannot raise taxes. Political realists also point out that the preceding Government, managing
during a boom and with good polling, has no reason to raise taxes. The conclusion from this
logic is that there is never a time to raise taxes.

Yet there are possibilities, and governments do raise taxes without costly political
consequences. The Howard Government’s GST is the strongest case in point. People are
accepting of taxes if they can see clear links to desired benefits, which is why levies such as the
Medicare Levy and occasional levies, such as that used to compensate Queensland flood
victims, are politically acceptable.

Raising the GST has been the subject of bipartisan avoidance. One political problem with the
GST is that while the Commonwealth would bear the political costs, states would enjoy the
political benefits.
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The economic objection to raising the GST is that consumption taxes are regressive — much
more regressive than income taxes. But that’s a limited view. Because the GST goes to states,
and states are responsible for schools and hospitals (accounting for around half their
expenditure), the net redistributive benefits of a higher GST may be positive because
education, health care and some other state services are progressive in their distribution.?
Also, GST collects revenues from those who presently pay no income tax — “self-funded”
retirees and visitors.

At 7.3 percent of GDP, our consumption taxes are low by OECD standards. The average for
OECD countries is 11.0 percent of GDP, and the Nordic countries, which certainly cannot be
accused of neglecting social equity, have consumption taxes collecting between 11.8 percent
of GDP (Norway) up to 15.2 percent of GDP (Denmark).

In this submission we are not advocating any specific tax changes. Just as we do not believe a
five month Commission of Audit process can do justice to complex issues in public revenue, so
too do we believe that a general submission based on a short period of research should be
cautious about making specific proposals. But if the Government is to proceed with its
promised tax review, we suggest it should be at least as broad as the Henry Review, not rule
out any specific taxes, and not be framed in a way that presupposes a need for reduced
taxation.

We need to be improving the taxation base, rather than relying on assumptions that the
present taxes will deliver adequate public revenue. It is already established that our taxes are
low by international standards. Is there any evidence to suggest higher taxes would be
detrimental to our economic performance? Have those countries which have raised and
sustained high taxes suffered economically as a result? We address those questions in the
next section.
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Taxes and growth

If the idea that taxation is an impediment to economic performance is valid, we would expect
countries with high taxes to have the lowest rates of economic growth.

The relationship between taxes and economic growth is plotted in Figure 8, which shows, for
all OECD countries, average taxes over the ten years to 2011 (the latest OECD data) on the X
axis and on the Y axis real average economic growth per capita over the same period. Australia
on this graph is in almost exactly the same place as Switzerland, a country with low taxes (if
one ignores compulsory health insurance and various local levies at the cantonment level) and
modest growth at 1.3 percent per capita. Those seeking ideological confirmation of their idea
of a negative relationship between taxes and growth could envisage a line running downwards
across the graph, but that is an illusion caused by the high growth outliers, mainly former
centrally-planned economies. There is a negative correlation, but it is vanishingly weak, with a
coefficient of correlation (R?) of only 0.12.

Figure 8: Taxes as percentage of GDP and Economic Growth, OECD
countries
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The OECD has become a heterogeneous grouping of nations over the years, now including
many countries emerging from the constraints of central planning (e.g. Poland, Slovakia) and
countries emerging from poverty (e.g. Chile, Mexico).

Figure 9, over the page, is drawn from the same OECD data as Figure 8, but shows only those
countries with per-capita incomes of $US 30 000 or more (in 2005 purchasing power).”’ Note
the changed scale on the Y axis. An ideologue on the “left” might be tempted to see an
upward sloping trendline correlating high taxes with high growth, but that too would be an
illusion, for the coefficient of correlation for this series is also vanishingly small at 0.02. What
is notable is that with the exception of Switzerland, the highest growth countries have higher
taxes than Australia.
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This analysis does not support any economic theory suggesting that high taxes necessarily
impede economic growth. The high-growth northern European countries certainly disprove
such a proposition. Similarly the poor performance of countries such as Ireland suggests that
low taxes, in themselves, do not compensate for other structural or policy weaknesses.

Figure 9: Taxes as percentage of GDP and Economic Growth, high
income OECD countries
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In fact, notable absences from the chart are the Mediterranean countries which once would
have been included in a “high income” group, but which have fallen behind. Their economic
malaise can be attributed to several causes, but of the four countries — Portugal, Spain, Italy
and Greece — only Italy has had reasonably high taxes over this century (42 percent of GDP).
The other three countries have had taxes in the 32 to 34 percent range. Their economic
problems have resulted from fiscal imbalances — in Spain’s case the result of the Government
having to take on unsustainable private debt. That fiscal imbalance — the gap between
revenue and expenditure — has been their fundamental problem.

An ideological interpretation of a fiscal imbalance is to declare it as an expenditure problem,
while an objective interpretation is that if these countries want a high level of public services
and social welfare benefits, then they, like the people of the northern European countries,
should be willing to elect governments which raise the taxes to pay for them. It is just as
reasonable to interpret the problems of the Mediterranean countries in terms of inadequate
taxation as it is to interpret them in terms of excess expenditure.

The most plausible explanation of the relationship between taxes and economic growth, or
rather the apparent lack of relationship revealed in Figure 7, is that as people advance in
prosperity they choose to spend more on public goods and relatively less on private goods,
confirming the “satiation” notion mentioned in the previous section.

Of course this data is retrospective. Is there anything to be said about the relationship
between taxes and future economic performance? Are countries with low taxes more
competitive?
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Taxes and competitiveness

The World Economic Forum (WEF) produces a composite indicator of competitiveness, based

on “twelve pillars of competitiveness”.?®

When we plot the WEF competitiveness scores against taxation for OECD countries, shown in
Figure 10, there is no clear pattern. There are countries with all combinations of
competitiveness and taxation.

Figure 10: Taxes as percentage of GDP and Competitiveness -- OECD
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This is hardly surprising, given that taxation is but one of many factors making for business
competitiveness. The WEF’s twelve pillars, the quality of which contribute to competitiveness
are “Institutions”, “Infrastructure”, the “Macroeconomic environment”, “Health and primary

n u

education”, “Higher education and training”, “Goods market efficiency”, “Labor market
efficiency”, “Financial market development”, “Technological readiness”, “Market size”,
“Business sophistication”, and “Innovation”. These in turn are broken into 112 indicators, only
three of which relate to taxation: “Effect of taxation on incentives to invest”, “Total tax rate, %
profits”, and “Effect of taxation on incentives to work”; and two of which relate to fiscal
management: “Government budget balances, % of GDP” and “General government debt, % of

GDP”.

This is not to say taxes are unimportant in determining competitiveness. But there are many
other factors, and when we look at the competitiveness data for all 148 countries surveyed,
three patterns are evident.

First, the countries which score most positively on the basis of low taxation are the oil-
rich countries of the Middle East. Unlike the OECD countries they have non-tax sources of
public revenue, such as royalties and profits of nationalized energy industries.
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Second, low taxes seem to be an inducement to investors compensate for shortcomings
in the 105 non-tax indicators. Some very poor countries score very well on tax indicators.
Timor Leste, for example, has almost the best score for “total tax rate”, just behind
Macedonia and the oil-rich countries with low corporate taxes.

Third, several competitive factors are dependent on public spending. These include
infrastructure, health, and education.

In short, countries with sound
institutions and good public
assets do not have to compete
on the basis of lowering taxes,
and if they do there is a risk that
a consequence will be a failure to
make those public investments
which sustain the quality of those
public assets. A low tax policy can
result in a destructive loop of
positive feedback as illustrated
alongside in Figure 11.

Again, it is useful to narrow our
focus and to look at countries
similar to Australia — the same 17
countries as are shown in Figure
9. This presentation is in Figure
12 below.

Figure 11: A “low tax” loop to economicdecline

Reduce taxes to encourage
competitiveness

Reduce investmentin publicassets
and spending on public services

Worsening economic performance,
worsening inequality

Higher transfer payments crowding
out capacityto fund public services

Worsening competiveness as public
assets deteriorate

Notably, there is no clear pattern. Australia is in almost the worst situation — the corner of low

competitiveness and low taxes.

Figure 12: Taxes as percentage of GDP and Competitveness -- high

income countries
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In terms of the specific WEF issues to do with taxes, we rank close to these other 16 countries.
Comparative scores are shown in Table 1. We are a little below their score on incentives to
invest — which, in light of the huge investment inflow associated with the mining boom and its
effect on the exchange rate, has not necessarily been a bad policy setting. Our total tax rate is
reasonably high, but many countries have higher taxes on corporations. Inclusion of state
government payroll tax undoubtedly is one explanation for this high figure. On incentives to
work, we are about average. In this regard, it is notable that the MYEFO specifically mentions
disincentives to participate in the labour force as a reason for not raising taxes, but on this
score we are not out of line according to the WEF — our score is right on the average. In any
event, a tax disincentive to work can easily arise from the interaction of income taxes and
social security benefits, and Australia, in comparison with European countries, has a targeted
rather than a universal set of benefits. One almost inescapable result of targeting benefits
through means-testing is that poverty traps, which put a barrier to transition to work, are
inevitable, and the taxation system in terms of its brackets, rather than its absolute rate, has
to bear some responsibility for this problem. Poverty traps could be avoided with more
universal benefits funded by higher taxes, but few economists advocate such a policy for
Australia.

Table 1: Australia’s competitiveness on WEF tax criteria — 17 prosperous countries

Criterion Australia’s average score Other 16 high income
countries’ average score

Effect of taxation on incentives to invest (high score 3.7/7.0 4.1/7.0
= more competitive)

Total tax rate* (low score = more competitive) 47.5/100.0 39.9/100.0

Effect of taxation on incentives to work (high score 3.8/7.0 3.8/7.0
= more competitive)

* “Total tax rate” refers to all taxes paid by business as a percentage of profits.

Where Australia’s competitiveness falls down in comparison with these other countries isin a
set of indicators to do with business-government relations. We do very poorly on “Burden of
government regulation” and not so well on “Wastefulness of government spending” — possibly
a reflection on the complexities and overlaps in Commonwealth-state policies.

Interestingly, we rank poorly in relation to a set of indicators labelled “Diversion of public
funds (to businesses, individuals or groups due to corruption)”, “Public trust in politicians”,
“Irregular payments and bribes” and “Favoritism in decisions of government officials”. Our
scores on these indicators are high on a world standard (we do well in comparison with
Nigeria), but not high in comparison with other high-income countries. These indicators, as
well as the indicator on wastefulness of government spending, suggest that there are public
policies which results in money being spent in the wrong places, such as grants of favours to
politically-favoured interests. As pointed out in Part 2, waste in some areas of public spending
is not, in itself, an indication that overall public spending is too high. Misers can be wasteful.
For example, Australia scores badly on WEF findings on surface transport infrastructure —
roads and railroads — suggesting an area of neglected government spending. We also do very
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badly on WEF scores on “Technological readiness”, including broadband subscriptions and
internet users. Surely our competitiveness would be improved more by keeping in place the
previous Government’s plan to catch up on our broadband infrastructure than by keeping
taxes low.

The general point made by the WEF is not that taxes should be at any particular level. Rather it
is that they should not distort resource allocation, and should be used for productive
purposes. That’s a great deal more sophisticated a policy principle than a “small government”
ideology. As the next section illustrates, “smaller government” can mean that important
services, once privatized, become much more costly.



Commission of Audit established by the Commonwealth government
Submission 6

4. More expensive services — the consequence of government
abandonment

The “textbook” clause in the Commission’s brief

The Commission of Audit’s terms of reference is a strange document, for within its “smaller
government” framework is the statement that “government should do for people what they
cannot do, or cannot do efficiently, for themselves, but no more”.

That’s virtually a textbook definition of the role of government, and significantly it’s in two
parts — referring to that which people cannot do for themselves, and that which people cannot
do efficiently for themselves. It's an important division, and if interpreted objectively would
guide the Commission to areas where governments should be involved but are not. It
contradicts the Commission’s cost-cutting emphasis.

The first part refers to a set of activities which in no practical way can be provided by
private markets. These include a set of what economists refer to as “pure” public goods,
where non-payers cannot practically be excluded and where one person’s use does not
detract from another person’s use.” Defence, country roads and public health campaigns
are common examples. Some such goods may be funded by government but provided by
the private sector under contract. The general point, however, is that such goods will not
be provided at all unless the government takes responsibility for their supply. This class
of public expenditure is relatively non-contentious: even the most ideologically right-
wing governments in the world have little difficulty with spending on defence and roads.

The second part refers to a set of goods which the private sector could provide, and in
many cases does provide, but does so inefficiently. Inefficiency in this economic context
does not refer to bad business practices — in a competitive market competition
eventually forces inefficient operators to adapt or to make way for newcomers. Rather, it
refers to conditions of “market failure”, where because of certain conditions, even the
best-managed private firms cannot provide services as efficiently as governments.

The conditions for markets to operate efficiently are many — no barriers to entry, room for
many suppliers, many customers, well-informed suppliers and customers, rational behaviour
by all actors, the capacity to charge for services, the absence of spillovers (“externalities” in
economic terminology), well functioning financial markets — to name the main conditions.
Competition, rather than some magic associated with ownership, is what drives efficiency in
the private sector. When some of these conditions supporting competition are absent there is
some degree of market failure.

Not every market failure calls for government intervention. As a general principle,
governments should intervene only when the cost of the market failure is greater than the
cost of the intervention. In some cases intervention can be by regulation, which is the usual
way of dealing with potential monopolisation. Sometimes there are spillovers, such that
actors’ market activities have costs or benefits which are not covered in prices paid in market
exchanges. The textbook cases are negative environmental externalities, where unregulated
market transactions cause costs borne by the wider community: CO, emission is the most
pressing issue of our times. The normal approach to such distortions is for governments to
impose a charge on market transactions to try to bring those costs to account, and that is the
essence of carbon taxes and emission trading schemes. They are interventions designed to
emulate what would occur in markets which brought all costs to account.
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Governments often ignore market failures, sometimes in an ideological belief that there is
nothing the government does that the private sector cannot do better. In academic terms, this
is known as “private sector primacy”*° — if the private sector can do it, then the private sector
should do it. (More colloquially it is known as “Yellow pages” decision making — if it’s in the
Yellow Pages than the government should leave it to the private sector.)

Thus, for example, we have seen a proliferation of toll roads in Australian cities over the last
thirty years. Tolls are an economically inefficient way to fund such infrastructure. There are
costs in collecting tolls, and toll roads tend to be under-used at off-peak times as people use
“rat runs” to avoid the tolls. This means an expensive piece of infrastructure that could bring
benefits in terms of travel time, vehicle wear, and reduced pollution lies under-utilized. (Such
waste is known to economists as “deadweight loss”.) And the costs incurred by the private
sector (and passed on to users) are higher than would be incurred by the government,
because the private sector has to bear the risk that government policy might change,
rendering the infrastructure unprofitable. In order to cover such risks toll road contracts often
involve deals which prohibit the government from building competing infrastructure — that’s
why there is no rail or tram line to Tullamarine Airport in Melbourne. Even then private
investors in infrastructure often require a high rate of return on their investments to cover the
possibility that the government may renege on its agreements.

Residents of Sydney would be aware of the waste of under-utilization of private infrastructure,
for they have two very expensive examples in their midst — the subway to the airport and the
cross-city tunnel. In both cases user charges are so high that many potential users are put off.
Empty trains and deserted tunnels are classic manifestations of deadweight loss.

Four sources of inappropriate privatization

Such poor decision-making can come about in a number of ways. One may simply be
ignorance. Politicians are not economists, and if they have been conditioned to believe in the
intrinsic efficiency and virtue of the private sector, the notion of market failure may seem
unreal to them.

A second driver of unwise privatization is a notion that government expenditure or taxes must
be kept to a certain arbitrary level — X percent of GDP. In its budget papers the Rudd-Gillard
Government consistently stated an objective of keeping Commonwealth taxes below their
2007-08 level (23.7 percent of GDP), as if it was necessary for Labor to prove its economic
competence by setting lower taxes than the Coalition. At present the Centre for Independent
Studies, an organization based on a belief “that smaller government is the key to unlocking
individual responsibility, liberty, choice and enterprise” is pursuing a “Target 30” campaign, to
reduce the “size” of government (all levels) to 30 percent of GDP — a campaign rich in rhetoric
about “big and growing government” and the “tax burden” but wanting in research or
argument. The political appeal of such views relates to an impression that taxes are already
higher than the community can bear — for example, contrary to readily-available evidence,
around two thirds of Australians believe that in comparison with other countries ours is a
high-taxing/high-spending country.™

A third source of inappropriate privatization is corruption: privatization opens up many
opportunities for profits, particularly if it involves putting a private supplier into a position
with some protection from competition. Corruption in a country like Australia is more
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sophisticated than handovers of cash in brown-paper envelopes — as any observer of the NSW
ICAC processes observes.

A fourth source of privatization and of poor economic decision-making generally is a tendency
for governments to define their economic responsibility only in narrow fiscal terms, rather
than by taking the wider responsibility of seeing that all the economy’s resources are allocated
efficiently — what George Brockway called a “triumph of finance over economics”.** This
narrow fiscal definition is most commonly revealed in statements that certain programs are
“unaffordable”, and must therefore be handled over to the private sector.

Health care is the most commonly mentioned program in this context. Projections in the
Intergenerational Report show that due to ageing and increasing use of new procedures,
Commonwealth government spending on health care will almost double from 4 percent of
GDP to 7 percent by the middle of the century.*® When adding state expenditure, assuming
relativities are maintained, that would imply total spending of around 9 percent of GDP by
2050. Such projections lead to claims that this growth is unaffordable (even though
governments of many countries are already spending 7 to 9 percent of GDP on health care).?
The reasoning goes that because we cannot increase taxes, any increased public spending for
health would have to be funded from savings in other desirable areas such as education.
Therefore, the argument runs, some responsibility for funding health care must be passed to
the private sector.

It's an argument with glib appeal, particularly to those with a financial stake in privatization,
including the health insurance companies.

Funding health care - the case for government

The flaw in the “unaffordable” argument is that even if the government withdraws from
funding, we still have to pay for health care, and all the evidence from other countries’
experience shows that if the government abandons responsibility for funding health care, we
will end up spending a greater amount for the same or a lower quality of care.

In all probability Australians want to share the bulk of our health costs with one another.
Across all OECD countries people pay only about 20 percent of health costs from their own
pockets — that is through payments at time of service delivery and in amounts not covered by
insurance. In Australia, at 19 percent, we are just below that average. In developed countries
most health care costs are paid through insurance — either a government insurer or competing
private insurers.

Even if, as is likely, we accept a need to pay more from our own pockets, we will continue to
seek insurance cover for large outlays. We may be willing to take our chances in many aspects
of life, but when it comes to health care we have little to guide us about our future needs.

Policies which shift funding responsibility from government programs, such as Australia’s
Medicare, on to private health insurance (PHI) have a short-term attraction to a government
concerned with containing fiscal outlays. But even the best designed policies to entice or force
people into PHI are costly and inequitable.

For a start PHI involves high administrative costs. In Australia only 84 cents in every dollar paid
to PHI is returned in terms of payment for services. The rest goes to administrative costs and
corporate profits. By contrast, Medicare has administrative costs of about 5 percent, and
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another 1 percent in Tax Office collection costs. That means that Medicare returns 94 cents in
the dollar as health services — a ten cent difference in comparison with PHI.>> The USA, highly
dependent on PHI, provides the standout example of administrative overheads. Only 69 cents
in every dollar Americans spend on health care comes back in terms of services.*

Second, and more important, when there are competing private health insurers they have
little ability to control the prices demanded by service providers. If one insurer tries to bargain
hard with hospitals to keep prices down, the hospitals will simply choose to do business with
another insurer. The insurers have about the same power in the market as consumers do
when they are dealing with powerful oligopolies such as banks. By contrast a single national
insurer, usually a government agency, has the market power to put some discipline into prices
and utilization.

Evidence from international experience bears out these points. When countries rely on PHI to
fund health care they pay more for it, without necessarily getting any better health outcomes.
To quote at length from the OECD:

Private health insurance markets have resulted in increased overall health costs in several
OECD countries. First, by bringing more financial resources into the health care system, it
raises total health expenditure. Second, cost-control measures — such as global budgets, price
regulation and capacity controls — have been applied to the public sector in virtually all OECD
countries. Conversely, the private financing sector in virtually all OECD countries, except the
Netherlands, has not been subject to such centralised, governmental cost controls. This has
resulted in less tight control over activities and prices in the private sector. Third, private
insurers in most OECD countries do not have the same bargaining powers over the price and
quantity of care provided to insurees as public systems do, although within concentrated PHI
markets insurers can exert stronger pressure, as in the case of Ireland. Payment options such
as global budgets that have helped public systems to contain costs in several countries are
hard for private insurers to negotiate — or may not be options at all. PHI carriers have
generally exerted little leverage over costs — as they might if they engaged in more selective
contracting.

In the United States, private insurance has been less effective than the public Medicare
programme in controlling costs. Growth in per enrolee payments for a comparable set of
services in private health insurance outweighed Medicare over the period 1970-2000,
reflecting the higher payment rates to providers paid by private insurers. While “managed
care” delivered some cost control in the 1990s, PHI premiums have resumed double-digit
growth since 2001.

Cost control is also more problematic to achieve in systems with multiple competing payers,
including most PHI markets. Not only their purchasing position relative to providers is
weaker, but also shifting cost onto other purchasers, whether public systems or other private
insurers, is a more attractive strategy for insurers than restraining cost. [...]

PHI also risks increasing public expenditure on health. This is because, while PHI may serve as
an independent source of health funding, its effects are rarely entirely disconnected from the
publicly funded system.

Subsidies to private health cover, as in Ireland, Australia and the United States, increase
public sector expenditure and have an opportunity cost, sometimes increasing overall
utilisation levels as well. Even in the absence of direct or indirect subsidies, PHI has given rise
to higher public cost in several countries with a significant PHI market because of the way it
interacts with the public system.37

This is borne out empirically by data from the OECD, shown in Figure 13, which for 2011 (or
the latest year available), plots health care expenses from all sources as a percentage of GDP



Commission of Audit established by the Commonwealth government
Submission 6

The case for public revenue 27

against the proportion of health care funded through PHI. The message is clear: the more
governments rely on PHI to fund health care the more is the total cost of health care. In this
case the impression of a correlation conveyed by the scatter diagram is confirmed
mathematically — the coefficient of correlation is 0.37.

Figure 14 shows the same data for the more restricted set of 17 high income OECD countries.
For this group the correlation is even stronger, with a coefficient of correlation of 0.62. These
are all high income countries, with little difference in health outcomes.

Figure 13: National Health Expenditure and Funding through Private
Health Insurance -- OECD countries
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As with administrative costs, the stand-out case is the USA, where health care costs are now
almost 18 percent of GDP. (Even when the USA is excluded there is a positive relationship, and
it is too big to be considered a statistical aberration.) As a consequence of America’s
longstanding dependence on PHI — a dependence which could intensify with Obamacare — its
government programs, Medicare and Medicaid, now cost around 8.5 percent of GDP. This is
more than the governments of Sweden, Norway and Iceland pay for their comprehensive
public insurance programs, and more than the governments of UK and Canada pay for their
near-universal public programs.

In an attempt to avoid universal public funding, the USA has developed a system which now
incurs higher fiscal costs than they would have incurred had they pursued a single insurer
option. That is because the government Medicare and Medicaid programs have become
passive price-takers in a market where prices are set by powerful service providers. Even here
in Australia, because of the generous way we subsidize PHI, those subsidies are costing more
than they are saving government outlays. Reducing subsidies for PHI would result in some
reduction in membership and therefore more government expenditure on health care, but
there would be significant net public savings.®® The Grattan Institute, for example, estimates
that even with offsetting compensation to public hospitals removing the PHI rebate could save
public budgets $3.5 billion a year.*

Simply ending subsidies for PHI is
only part of necessary funding
reform. The whole way health care is A combination of the market power of a single national
funded needs to be reviewed — a insurer and the discipline of price signals for uninsured
task well beyond a body such as the transactions should result in better allocative efficiency in
health care: that is, ensuring that scarce resources are
used where they can be most effective.

Improving technical efficiency in health care

Commission of Audit. As a case in
point, there needs to be

rationalization of co-payments, so There is also scope for improvements in technical

that they can serve to bring the efficiency. Areas for improvement include:

benefits of market discipline into Structures. Most notably the division of responsibilities
health care, rather than encouraging between Commonwealth and state governments leads
patients to seek “free” services to both to gaps and to duplication in services, ties up
avoid co-payments. Our present resources in “gaming” the system, and can result in

high cost care when lower cost care would be more
appropriate (e.g. keeping patients in hospital because
of shortages of nursing home places.

division between “free” services,
covered by Medicare or PHI, and
paid service, is haphazard.*
Examples abound: public hospitals Remuneration systems. Fee-for-service remuneration
medicine encourages a high turnover in the form of
short consultations, and does not encourage early
intervention or comprehensive and preventative care.

are “free” while pharmaceuticals
incur co-payments; it can be cheaper
for a consumer to leave tooth decay
until it needs treatment in hospital Workforce practices. Our health system is not

than to seek paid preventative structured to support efficient use of the workforce.
dental care early on; PHI and Particularly in primary care, there are many doctors

. working alone and providing services that could be
Medicare often cap the number of - . . }
; ] - more efficiently provided by a practice nurse or allied
paid services in areas such as

; i ] health worker.
physiotherapy, leaving the patient

with open-ended risk. Besides
savings from scrapping the PHI rebate, the Grattan Institute estimates there are additional
savings of around $6 billion a year to be found without comprising the quality of care.*
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The national insurer, of course, needs to use its purchasing power to contain costs. In this
regard the Commonwealth, once highly effective in negotiating low pharmaceutical prices, as
a result of a series of concessions to pharmaceutical firms is now paying more than many
other countries for pharmaceuticals. Government purchasing and price negotiation are areas
with potential savings.

Replacing PHI with a strong, single national insurer removes incentives for over-servicing and
over-pricing, but there are savings in private and public costs if there is less need for health
care in the first place, through investing in preventive services.”? Preventive health measures,
such as anti-smoking initiatives, deliver high returns, in terms of long-term health outcomes.
However, Australia currently allocates less than two percent of the total health budget to
preventive health.* Investing in early childhood health and education is also a proven and
cost-effective strategy to prevent the development of a range of lifelong social and health
problems, but Australia also falls short in this area: almost one-quarter of children are
developmentally vulnerable at school entry with Aboriginal and Torres Strait Islander children
and children in socioeconomic disadvantaged areas most likely to fare worse across a broad
range of health and social indicators.* Failure to fund preventive, public health and early
childhood programs adequately represents a wasted opportunity to direct resources to
achieve maximum benefit. These are functions which, if abandoned by government, will not
be performed by the private sector.

Small fiscal savings, high economic costs

Private health insurance is a case study in the consequences of governments becoming too
narrowly focussed on fiscal costs, and losing sight of their broader responsibilities to attend to
all costs in the economy. There is no point in saving taxpayers $1.00 in taxes if, in order to
compensate for that saving, they have to pay $1.10 or $2.00 for the same service, without any
better outcomes. PHI is essentially a privatized tax, paid through health insurers rather than
the official tax office. In economic terms, when compared with public insurance, PHI fails on all
criteria — technical efficiency, allocative efficiency and equity.

The Commission of Audit will probably come under pressure, however, to shift health funding
“off budget” to PHI, regardless of the economic costs to the nation, and there are those in
Government who believe the case is so self-evident it need not even be argued — the Prime
Minister is on record as saying of the PHI rebate that it “is an article of faith for the Coalition.
Private health insurance is in our DNA”.*

Rather than yielding to such lobbying the Commission would do well to focus on areas where
there are clear productivity improvements to be made in health care, particularly in areas such
as fragmentation of programs and duplication (including between the Commonwealth and
states) and in restrictive work practices. Without even going into these politically-charged
issues the Productivity Commission has identified possible annual savings of $3 to $4 billion,
by employing standard productivity measures and better practices.*® At the same presentation
in which Peter Harris, Chair of the Productivity Commission reminded us of that figure, he is
recorded as warning the Commission of Audit that:

... the “Productivity Commission does not anticipate any single or simple solution to the
problem of increasing health productivity. While this will not be news to experts in the field,
it does surprise those outside it, including Government ministers when they ask the
Commission to solve the problem at a stroke.*
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Public funding is affordable

We have singled out health care® because after “social security and welfare” it is the largest
area of Commonwealth spending, and every forecast and long-term projection sees it
continuing to grow. It is the area of spending most at threat of an inappropriate and costly
transfer of funding responsibility to private sources.

The “unaffordability” argument supporting such a shift has no validity. For that part of our
health expenses we choose to share (rather than to finance from our own pocket), whether
we do so through the private or public sector we still have to pay for it. The policy question
should be which is the more efficient and equitable way to do this.

The Commonwealth, however, does not think this way, or at least hasn’t thought this way for
many years. In general terms, the budgetary process starts with an assessment of government
revenue as a “given”. There is then an estimate of the impact of demand-driven programs —
mainly age pensions. Then, what is left over has to be allocated to the Commonwealth’s “own
purpose” programs. Health care has to struggle within this fixed pool of funds.

This process gives priority to fiscal management, rather than to economic management.
Health care is seen not so much as a service to be provided and appropriately funded in line
with the community’s desires — although no doubt many politicians and public servants may
have such a service view — so much as a set of fiscal demands for pharmaceuticals, medical
benefits and payments to the states for hospitals.

To take a business analogy, it’s as if management has told its sales department that they are
to make no more sales because the firm’s production budget is fixed, even if there is unmet
demand and sales are making a good contribution.

Occasionally there is a break from this process, as has occurred with the National Disability
Insurance Scheme, which has seen easy acceptance of a tax levy to finance it. There is no
reason to think the same cannot apply to health funding.
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If the Commission of Audit were to abide by the principles outlined in its guidance that
“government should do for people what they cannot do, or cannot do efficiently, for
themselves, but no more” it would identify areas not only where governments should
withdraw, but also areas where governments should take over responsibilities from the
private sector, where private sector efficiency is badly compromised by market failure.

We doubt that it will do this, however. In fact, at the Senate Committee’s hearing into the
Commission of Audit, the Commissioners made it quite clear that they were looking at
opportunities to cut outlays, rather than at areas where public funding needs to be expanded.

That textbook principle of public funding, which also appeared (in a slightly expanded form) in
the brief for the 1996 Commission of Audit, sits oddly with other aspects of the Commission’s
instructions. Was it included to give the document academic respectability, ensuring
accordance with conventional economic principles, but not to be taken too seriously? Has the
Commission overlooked it? Or has the Commission interpreted its brief as satisfying the
wishes of a government with a predilection to transfer functions to the private sector,
regardless of the cost?

The Commission’s brief, as it turns out, is paternalistic. Regardless of the public’s wishes for
expanded government services and their willingness to pay for them, we are to be forced into
a capping of public expenditure at a level far below that in comparable economies. Similarly a
“small government” imperative is to override economic principles which guide the
public/private division of funding and service delivery.

Policy review is an important function, best carried out by bodies with established expertise,
which use an open process, and which are trusted by the community. We already have the
Productivity Commission and the Australian National Audit Office undertaking those tasks, and
of course there are Parliamentary Committees, such as this one, also involved in this process.

We believe that although the Commissioners and their secretariat will act with diligence and
effort, because of the constraint of their brief and the expectation that its task is confined to
fiscal savings, little of value will come from the work of the Commission of Audit.
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