
NOTHING better summarises the report of the National Commission of Audit than its title:
Towards Responsible Government. “Responsible” means not merely accountable but vested with a
duty of care; “towards” reminds us how just far we have to go.

In mapping the path ahead, the commission wastes no time on minor skirmishes. Australia, it notes, is
not Europe or the US; with terms of trade twice as volatile as those of the other advanced economies, we
are far more exposed to severe external shocks.

If governments are to have the fiscal capacity to cushion those shocks, protecting the most
disadvantaged, public debt must be held to levels well below those that might be judged acceptable
elsewhere.

Yet Labor has left us headed to an unprecedented 16 years of budget deficits. The longer those deficits
persist, the more wrenching the crisis will be. Tackling fiscal repair now is the only responsible
approach; the commission’s report sets out the vast changes that requires.

Those changes rely on the full panoply of the spending surgeon’s tool kit: a few programs are amputated;
for many others, the program’s basic features are left intact, but the growth rate of benefits is curtailed,
eligibility rules and means tests are tightened, and charges and co-payments are imposed or increased.

Given the magnitude of the savings being sought, it is not easy to see what else the commission could
have done; but it would be foolish to ignore the problems that approach entails.

First and foremost is the risk of hardship, as the scythe’s broad swath affects not only those who can take
the pain but some who cannot.

By its nature, fiscal surgery relies as much on slicing as on shaving, and the fact of making myriad,
overlapping, adjustments at once increases the likelihood of unintended consequences, even when the
immediate cuts are relatively small.

At the same time, the changes may adversely affect the efficacy of the programs themselves. There are,
for example, serious risks involved in imposing new co-payments on, and raising existing co-payments
in, Medicare, with some evidence that even more modest charges deter patients with chronic conditions
from obtaining care on a continuing basis. As well as reducing those patients’ quality of life, the result is
to increase hospital costs, undermining spending restraint.

There is little discussion in the report of possible impacts of that kind, nor is there much analysis that
weights the savings from individual measures against their risks.

Adding to the concerns are the consequences for effective marginal tax rates. The commission
recommends making means tests more stringent across a broad range of spending programs. The rate at
which the pension is reduced as earned income rises would be increased; so would the clawback rate for
Newstart, while repayments under the student loan scheme would start at much lower income levels.
Together, these changes could reduce low-income earners’ incentives to work, requiring greater reliance
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on costly, often inefficient, work availability tests.

Disincentives to work could also arise at higher income levels from changes to childcare payments and
the Medicare levy surcharge, among others.

The best way of addressing all of these issues is to control spending through comprehensive program
redesign, rather than by mainly restricting eligibility and benefit rules. The report points in that direction,
though often with little detail; but that should not stop the government making redesign a priority.

That is all the more important as experience shows that without comprehensive program reform, political
competition will ensure tough eligibility and benefit rules are eventually relaxed, re-creating the threat to
fiscal sustainability.

Underscoring that risk is the fact, which the commission itself recognises, that Australians do not view
social programs as merely serving to address disadvantage. Rather, policies in areas as diverse as
education, health, aged care and retirement incomes are expected to be universal, not only in opening
access to those who otherwise could not afford it but also in structuring access for those who can.

That expectation is not unreasonable when governments can help individuals and families obtain services
more efficiently than they could on their own. In those cases, narrowing programs to a primary or even
exclusive focus on redistribution can be economically undesirable and politically unsustainable.

It is difficult, for example, to believe middle to high-income earners could be largely forced out of
Medicare, as the report seems to imply, unless an efficient alternative was in place; but it is unrealistic to
expect private health insurance, as it is currently structured, to provide that alternative. Over time,
however, a move to a system that relied on competing insurers (as in The Netherlands, Germany or
Switzerland) could well be feasible and desirable, improving the incentives for cost control while
meeting goals of universal coverage and consumer choice.

Comprehensive redesign, aimed at making programs affordable and effective, is needed in many other
areas as well. The commission’s proposed reforms to family-related payments, including for parental
leave and childcare, could be better rolled into a single payment instrument that more fully recognises
the cost of having children, while allowing parents greater flexibility in the purposes to which the
payment is put. Equally, the commission’s desire to restrict pension outlays is laudable, but its proposed
changes are unlikely to be economically efficient or politically sustainable unless they are accompanied
by reforms to the retirement incomes system that make it easier to achieve reasonable income security in
old age.

Unfortunately, these reforms could require complex and lengthy transitions. Of course, the government
could seek to make large cuts in expenditure even before those transitions were under way; but with the
blunt instruments required to achieve those savings imposing serious costs, caution in that respect would
be understandable.

As a result, the short-term savings that are achieved on the spending side may be even smaller than the
commission suggests, with the report projecting only modest falls in outlays in the initial years. The
political challenge of tackling shibboleths such as the means-testing of the family home further adds to
the likely shortfall. The question then is whether those reductions in outlays that are achievable should be
accompanied by tax increases, such as the mooted debt levy.

Ultimately, that turns on the pace at which it is desirable to eliminate the budget deficit. More rapid
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consolidation prevents debt accumulating, reduces interest payments and, perhaps most important, limits
the risk of political backsliding; but tax increases are costly, creating immediate uncertainty while
reducing the incentives to work, save and invest. Already, income taxes are scheduled to rise so as to pay
for the National Disability Insurance Scheme; a debt levy on high-income earners would bring the
marginal income tax rates many income earners face close to 50 per cent, with effective rates likely to be
even higher than that.

It is questionable whether that can be justified by the need to “spread the pain”. According to just
released data from the Australian Taxation Office, the top 2.3 per cent of taxpayers accounted for 26.2
per cent of all income tax paid in 2011-12, with the 8400 Australians (out of 11.5 million taxpayers)
whose taxable income exceeded $1 million generating nearly 3 per cent of the total. If the goal is for the
well-off to make a contribution, the current system seems to be doing the job.

Additionally, increasing tax at the top may not secure revenue gains. While estimating the maximum
amount of tax that can be extracted from taxpayers is fraught with difficulties, applying plausible
overseas estimates to Australian data suggests the tax collected falls once income tax rates approach 50
per cent. The economic cost of such high tax rates is, of course, even greater than that, making the policy
all the more difficult to support. That said, successful fiscal consolidations have invariably involved
raising taxes, at least in the short term.

The Swedish consolidation of the 1990s, which is often viewed as exemplary, was designed to be
approximately evenly balanced between spending cuts and revenue increases, though the election in
1994 of a social democratic government swung more of the emphasis to tax rises.

Increases in revenues also played a significant role in the Hawke government’s fiscal consolidation of the
late 80s, as well as in that undertaken by the Howard government from 1996-97 to 1998-99, with policy
changes that increased revenues accounting for about a quarter of that period’s total fiscal effort. If it is
important to rapidly return to surplus, tax increases seem unavoidable, although there is no reason for
them to account for a higher share of the tightening than they did under John Howard.

Along with any spending cuts, those increases would affect the level of economic activity, though
economists disagree about the direction and extent of the impact. But one thing seems certain: the more
that can be done to make the economy flexible and competitive, the smaller is the likelihood of serious
adverse effects and the greater the probability of the benefits of consolidation being reaped rapidly and
fully.

Indeed, every known instance of an “expansionary fiscal contraction” — in which the economy grows as
fiscal consolidation occurs — has involved far-reaching structural reforms that increased markets’ ability
to adjust, strengthened confidence and boosted investment.

No area is more important in that respect than the labour market. If tougher measures are to be adopted to
induce benefit recipients to find work, it is crucial that the obstacles our industrial relations system places
on creating jobs for the low skilled be addressed. Nothing could be more inequitable than allowing that
system to condemn those who could work to prolonged dependence on welfare. The commission was
therefore right to stress the need to reform the minimum wage, though the task goes well beyond that.

The commission has done the community proud; now the government must demonstrate the sense of
responsibility the commission’s report calls for. With Labor locked into juvenile rhetoric, and voters
naturally fearful, that will hardly be easy. But Gladstone once defined liberalism as “trust of the people,
tempered by prudence”. With its duty of care firmly in mind, the government must trust in the people to
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understand the decisions prudence so clearly requires it to take.
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