	
	


	
	



14
Where should the money come from? Financing the NDIS

Do not delete this return as it gives space between the box and what precedes it.
	Key points

	While private insurance policies can provide useful cover for income loss for people experiencing disability, they are not suited to universal coverage of the population against the potential costs of long-term care and support associated with disability.

People with disability need much more certainty about getting reasonable supports over their lifetime and governments need a sustainable revenue source to achieve that. That fact, combined with the need for a stable funding source to underpin a proper governance arrangement for the NDIS, means that funding for the NDIS should not be subject to the annual budgetary review process. It should be hypothecated from a new or existing tax or, better still, from consolidated revenue using a specific formula.

Most tax bases are ill-suited to hypothecation because they are either too small relative to the demands of the NDIS or involve significant inefficiencies. The Commission has ruled out all state and territory government taxes for this purpose. At the Australian Government level, only personal income tax or consumption taxes would be suitable. 

However, better still, the Commission favours an arrangement in which the Australian Government should finance the costs of the NDIS by directing payments from consolidated revenue into a ‘National Disability Insurance Premium Fund’, using an agreed formula entrenched in legislation. This approach means that the Australian Government can use whatever is the most efficient tax financing arrangement at the time, or fund the NDIS from savings in spending elsewhere.

Given the necessity for certainty of future funding for both people with disabilities and to underpin appropriate governance arrangements, the Commission proposes that the Australian Government would be responsible for financing all of the costs of the NDIS (and extracting some relief for taxpayers through changes in federal financial relations or national tax reform). 

A less preferred option is that all governments could pool funding, subject to a long-run arrangement based on the above formula, and with pre-specified funding shares. This would need to be closely monitored by transparent accounting and penalties for failure to meet commitments. 

The Commission prefers a largely pay-as-you-go scheme with a reserve fund to smooth out fluctuations and uncertainty, rather than one that funds the expected lifetime costs of each participant of the scheme as they enter it (a ‘fully-funded’ scheme). The latter would involve too high an initial cost for the budget, while the former still has the advantage of building up reserves for prudential reasons.

	

	


The Commission has proposed sweeping changes to current arrangements for disability services. While many of these changes are to the way the system operates, nevertheless one of the most important changes in a national disability scheme is much more public funding. (How much more is the subject of chapter 16.)

This chapter focuses on how to create a sufficient pool of money for the NDIS — and the options for bringing together ‘old’ money already allocated to disability care and support by the Australian and state and territory governments, with ‘new’ money financed in any number of ways.

Section 14.1 discusses the various possible sources of funding for the NDIS, including private insurance. Section 14.2 considers the tax design criteria unique to collecting revenue for the NDIS, while section 14.3 explores the realistic options for collecting revenue. Section 14.4 considers how to achieve greater certainty about long-term support for people with disability, exploring the advantages and disadvantages of hypothecation, and how sustainable revenues might be achieved. Section 14.5 examines whether the NDIS should be funded on a pay-as-you-go basis, partially funded or fully funded. Sections 14.6 to 14.8 discusses how financing arrangements would occur when the most important current financers are state and territory governments, while section 14.9 considers the related question of how to take into account the significant variations in existing state allocations of resources to people with a disability. Finally, section 14.10 considers the feasibility of funding the NDIS given the scale of the commitments.

A warning for readers

This chapter uses a net funding requirement for $6.5 billion and a gross funding requirement of around $13.6 billion as the basis for its calculations (chapter 16). However, the ultimate determination of monetary flows between the Australian Government and state and territory governments will occur some years from now. Those flows will reflect the need by state and territory governments to raise their disability spending efforts, even in the absence of the NDIS, to stabilise rising unmet needs. 

In addition, over the longer-run, other fiscal impacts come into play. One source of this will be the steady rollout of the parallel catastrophic injury scheme (the NIIS), which would be funded separately. Currently, many people with disabilities acquired from catastrophic accidents have their needs met by taxpayer-funded disability services. The costs of new cases will ultimately be met by various premium income streams (chapter 18), reducing the cost load for the NDIS of disabilities resulting from catastrophic injuries. 

Spending on early intervention is effectively an investment, and would be designed to produce savings in future care and support costs, providing a second source of longer run savings for the NDIS (chapters 13 and 16). A ‘snapshot’ captures the investment cost, but does not count the later returns. 
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 SEQ Heading2 1
The money can only come from several sources

What about private funding?

Some might argue that disability care and support should be funded privately. Most things can be insured. People insure their lives, their capacity to pay mortgages, their travel and their possessions. 

People insure against disability too. There are a host of Australian insurers offering insurance payouts for total and permanent disability (including superannuation schemes). These mostly emphasise income replacement, but they also can fund limited care and support. The policies typically relate to disability arising from injury or illness in later life, and to that extent resemble life insurance products. However, some do provide insurance cover for disability at birth. The Commission is aware of one product that provides a lump sum payment of $50 000 in the event of the birth of a child with a congenital abnormality.
 This amount would be a very small fraction of the extra costs of care and support for a child with a significant disability.

It is important to understand how such insurance products work in order to assess the extent to which they could be potential substitutes for (or complements to) a taxpayer-funded scheme.

These insurance policies are all ‘risk-rated’ — attempting to set premium levels for groups of people with similar risk profiles. Careful risk rating is required because setting the same premium for a group of people with very different risk levels would mean that insurance would be most attractive to people with the highest risks of disability, while deterring low risks (so-called ‘adverse selection’). This problem affected voluntary community-rated (non-risk rated) health insurance in Australia prior to the implementation of lifetime rating (PC 1997).
 In the previous system, older, higher-risk people were being subsidised by young low risk people. The young stopped buying health insurance, the diminishing pool of insured people was increasingly sick, and premiums were rising as the average risk increased. Therefore, any voluntary insurance policy must use risk rating to be commercially viable.

Risk rating takes account of any factor objectively observable by the insurer that affects the risk of a claim. These include lifestyle factors under the control of the person (like smoking or risk-taking activities like scuba diving), but they also take account of factors that are not, like age, sex and pre-existing conditions. Premiums tend to rise steeply with age, or any other factor predisposing a person to a higher claim risk. For example, where parents are seeking cover for disability or ill health of a yet-to-be-born child, the insurer may request information about past cases of birth defects, hereditary medical conditions or any other aspect of the family that may lead to greater risks.

Moreover, while private insurance can cover some risks, it is notable that:

· coverage for some severe disabilities is very modest. For example, a baby with a very severe disability may need lifetime supports exceeding many millions, but coverage would usually be a small fraction of this (for example, the $50 000 dollars cited above)

· children are not in the position to make decisions about whether to insure at all, but rely on the imperfect decisions of their parents

· some risk factors are not observable by insurers, but are known to the person seeking insurance. Insurers know they don’t know some things that lead to higher risks for their clients. They respond to this by (a) introducing co‑payments to discourage behaviour that may lead to higher risk taking and (b) increase premiums to reflect the higher costs of imperfect risk rating. The latter drives some people with lower risks from insuring. (In other words, even in the absence of laws limiting risk rating, adverse selection still occurs.)

Viable commercial insurance products will be costly for people with high risks, even if those risks are beyond their control (or effectively so). Many people in high-risk groups could not afford to insure. High risk often also coincides with low income, as is the case with many Indigenous or other disadvantaged groups. So risk rating will leave large gaps in coverage among those people most exposed to risks — the price is too high at the point that the risks are apparent. There are several aspects to community norms relevant in these cases. In the main, the community would see the consequences of the fact that some people cannot afford insurance as unacceptable:

· participants in this inquiry — governments, service providers, and people in the community strongly argued that people with a disability should be supported adequately. This is consistent with Australian social norms about giving all people — not just those with a disability — rights and opportunities. Notably, the federal Treasury has adopted a wellbeing framework as its foundation for public policy analysis, with the most important aspect being that ‘society should aspire to provide all individuals with the capabilities necessary to be able to choose a life they have reason to value’(McDonald and Gorecki 2010), a concept drawing on Amartya Sen’s work. Against a backdrop of such values, the community would be unlikely to tolerate low quality care were relatives unable to provide it, or to accept that parents and others should be solely responsible for providing support for someone with a disability

· in the absence of a workable private insurance market for many people, the community has a role in pooling risks through the government. 

Moreover, some people who could afford private insurance will not do so or tend to underinsure (due to poor judgments about risks, or simply consumer miscalculation). Were the insurance for a personal possession — a car for example — then the community would generally be reluctant to act as insurers of last resort for a person failing to take out a policy. However, few in the community would accept leaving a person without supports because they failed to take out disability insurance when they could have.

The implications of the above is that once taxpayer-funded insurance exists as a fall-back (for which there are strong grounds), people have weakened incentives to insure privately, even if they value insurance highly. In effect, the availability of government insurance crowds out private insurance.

Against all of the above considerations, there are grounds for some form of mandatory insurance. That could take several forms. People could:

· pay for a universal system through their general taxes. This is what happens for Medicare in Australia
 and for the National Health System in the United Kingdom

· contribute through European-style social insurance arrangements. Social insurance is financed typically by employer contributions based on payrolls and by employees through a share of their wages (sometimes with concessions at lower wage levels and with contributions sometimes limited by a ceiling). Regardless of the actual point of collection, wages are the ultimate source of revenue. People who are unemployed or pensioners also pay contributions in some European countries. Governments may provide taxpayer-funded contributions to the insurance pool on behalf of some people (such as those without any means). The funds are pooled and then meet disability supports on a needs basis across the whole population. Contributions are collected separately from taxes, are not described as taxes, and are intended to separate revenue streams from the usual political debates surrounding other budgetary items 

· be required to take out insurance with community-rated premiums and minimum coverage requirements. People could purchase policies from insurers offering the lowest premiums and the best services. The government may assist people with low means to purchase insurance.

There are also hybrids of such systems. For instance, where people do not have sufficient means to make premium payments under the third option above, the government might set up a separate public insurer — like Medicaid in the United States. Or people may choose to add to ‘basic’ supports by taking out additional voluntary private insurance. (This is the main role of private health insurance in Australia.)

However, all of these schemes have a common thread — they all involve compulsion to contribute and at a rate that is not related to the expected level of individual risk. All essentially act as ‘taxes’ (while sometimes being explicitly distinguished from them), because they are mandatory monetary contributions underpinned by government legislation. 

In summary, voluntary private disability insurance may well serve a valuable role for people — especially in providing reasonable income streams after the onset of disability. (The Australian Government only provides safety net protection through Centrelink for income loss from disability.) However, voluntary insurance has several weaknesses that make it unsuitable as the sole financing method for disability care and support. That leads to the desirability of government financing. 

How could governments finance disability care and support?

Ultimately, governments can only provide new funding for disability by increasing taxes, borrowing, or by cutting some other area of spending. Of these, borrowing is not a realistic long-run option. This is because the NDIS is not a conventional investment that produces a financial return to cover the initial investment — but rather an expense incurred year after year. Borrowing for such spending is equivalent to either taxing people in the future or withholding other services from them at that time. For that reason, government could not sustain this strategy as a permanent financing strategy. (Borrowing could have a role over short-run periods where there was insufficient revenue to meet the commitments of the NDIS.)

That leaves financing from taxes and from reducing government spending in unrelated areas. 

The idea of cuts to other areas of spending has some attractions. Were governments to be starting with a blank slate in determining its funding priorities, there would be a strong rationale for provision of disability services to be one of its highest priorities. That reflects:

· the strong ethical and wellbeing underpinnings of policy in this area, and the genuinely low capacity of people to self-fund their support needs in the bulk of cases. While often not cast this way, the value of insurance offered by the NDIS and the wellbeing effects it bestows can be conceptualised as economic benefits — a matter we explore further in chapter 20. 

· that funding of the NDIS could also be expected to generate economic benefits of a more conventional kind. Inadequate and poorly structured funding of disability supports can have adverse economic impacts, for example, by undermining the informal system of care that underpins much of the affordable provision of support to people with a disability (chapter 2). The NDIS would address that. Moreover, tiers 2 and 3 of the NDIS, complemented by other measures (such as reforms to the Disability Support Pension and employment services), would be likely to raise labour market participation rates by people with disabilities and carers with some fiscal savings. (Those savings are not factored into the estimated costs of the NDIS in this chapter or chapter 16, but are discussed further in chapter 20).

The essential message is that a well-rounded assessment of the net benefits of a properly structured and funded disability system would place it ahead of many other spending areas. To that extent, savings in other spending should be seen as a viable financing option and not just tax increases. 
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 SEQ Heading2 2
Tax design criteria

There are many criteria for determining the appropriate tax financing method — sustainability, certainty (for government, people with disabilities and taxpayers), simplicity, administrative and compliance costs, equity, economic efficiency, community acceptance, and a capacity to avoid unintended consequences. In general, these criteria apply to any tax, regardless of where government spends the money. However, there are two aspects of the NIIS and NDIS that have special implications for tax.

In the case of the NIIS, there are grounds for the taxes imposed on people and institutions to take account of their choices about risk (such as buying a motorcycle rather than a car). That suggests that a mandatory insurance premium would be an appropriate ‘tax’ in that context (chapter 18).

In the case of the NDIS — the focus of this chapter — there are several particularly important aspects that affect the desirable form of taxation.

The importance of certainty for people

There are strong arguments for a certain and sufficient source of future revenue. People with disability usually know with certainty that they will need care and support for the rest of their lives. What they are uncertain about is whether they will get the support they need — and indeed, currently they can almost be certain that they will not. That reflects the fact that public funding has not been historically adequate (chapter 16) or stable (figure 14.1). It is implausible that these variations reflect changing patterns of demand for services for what are often stable requirements for support. (The extent of uncertainty appears to be significantly greater than for health care services.) 

These aggregate variations in funded spending reflect the fact that:

· governments develop new initiatives in disability periodically, which have significant effects on growth rates for the life of the initiatives. Sometimes the effects of these initiatives have significant impacts on growth in a particular jurisdiction (such as in the NSW Government’s Stronger Together initiative). (See section 14.7 for more information about patterns of spending by different jurisdictions.) 

· governments with low initial average spending tend to make additional efforts to increase 

· decisions about how to allocate overall government budgets reflect a battle of competing interests, and from time to time extra packages are announced. As one participant commented: ‘shortfalls in disability funding are also determined by political priorities’ (National Federation of Parents, Families and Carers, sub. 28, p. 3)

· revenues vary depending on the growth rate of the economy. Governments borrow during downturns in the economy, and build up surpluses during the good times

· there is no buffer of funds that allow disability spending to smooth variations in funding from government. The only ‘buffer’ is further informal (unpaid) support.

Moreover, variations are even greater at the local level, where what people get is a lottery depending on the availability of local resources and the origin of their disability. 

In many other (though not all) critical government expenditure areas, people can be guaranteed to get benefits that do not vary significantly depending on where they live. The age pension, family tax benefits, the disability support pension and other government income support arrangements are paid at the same rates (with a few exceptions) wherever people are in Australia. These payments do not change suddenly from year to year and they are not budget-capped (that is, if more people become unemployed, they will still be able to get unemployment benefits at the same rate as others). 

During the global financial crisis, there was an increase in the number of age pensioners (as investment returns and other income fell). The Australian Government did not respond by cutting back on the age pension, and nor did it create an age pension waiting list or limit the age pension to those who applied before a certain date when the ‘specified’ funding ran out — all features present in the current disability system. The Commission is proposing that, like the age pension, the NDIS should be seen as core government business.

The lack of certainty about future disability funding imposes significant costs on people. The size of that effect is hard to measure, but it is worth considering examples in everyday life to illustrate how much people value certainty in many lesser circumstances:

· people are willing to pay a premium for fixed versus variable mortgage rates

· people rank job security as one of the most important aspects of their job, and are willing to accept less income to achieve higher security (for example, for a recent survey see the Society for Human Resource Management 2010)

· people insure against risks, even ones that represent small shares of their lifetime expected income (for example, holiday insurance).

Figure 14.
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An illustration of uncertainty 
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a(The measure of variability is the coefficient of variation of (the standard deviation of a series of data divided by the mean of that series) the annual growth rates of real spending per potential service user. Disability spending is by all governments on specialist disability services per person with a profound or severe disability. Health care spending is from all funding sources and is per person in the Australian population. The data used to calculate the variability measures are from 2004-05 to 2008-09 (given that the latest AIHW data for health spending is for 2008-09). The measure of uncertainty only relates to the aggregate volatility of resources for taxpayer-funded disability supports, and does not pick up the fact that there are many other sources of uncertainty at the individual level (such as when someone applies for funding or where they live). b Data on yearly growth rates on disability services relate only to specialist services covered under the National Disability Agreement for the period from 2005-06 to 2009-10. Individual jurisdictions are not identified since the purpose is to show variability as simply as possible. The Northern Territory is excluded from the graph, because there was a very large (unprecedented) growth in spending in 2009-10 that masked the patterns for other jurisdictions.

Data sources: AIHW (2010a, p. 20) and SCRGSP (2011, Excel attachment for chapter 14).

Notably, most of the above strong preferences for greater certainty relate to relatively short horizons. For many people with disability, the horizon is to death. In addition, the consequences of insufficient future benefits are worse than in many other cases where people seek assurance — uncertainty about the timely replacement of an ageing and increasingly worn-out wheelchair; unmanageable carer pressures; and the fear of inadequate or low quality care without respect or dignity for a partner or a child. Accordingly, while people value the supports they might get today, they value highly the guarantee that they will get adequate supports tomorrow too. This implies that a properly designed NDIS must reflect those preferences. 

A long-run approach to managing costs and outcomes

One of the key elements of the Commission’s proposed NDIA is that it looks forward, and ensures that it systematically manages unwarranted demand and price pressures on an ongoing basis (for example, over-servicing, weaknesses in assessment methods and assessor practices) to ensure that overall costs are reasonable and efficient. Those reasonable and efficient costs, combined with the reality that reserves will be necessary to address uncertainty, are the basis for setting ‘premiums’. In effect, the process of managing costs and revenues is like a dance of a pair of ballroom dancers — they are not always in the same position, but the pattern of their movements are orderly and they always remain linked. 

This approach to the scheme has other forward-looking aspects, such as discovering those interventions that lead to good outcomes, and the scope to assess where initial investments might reduce future liabilities (for example, a modified vehicle that saves on future attendant care and taxi costs). 

These forward-looking approaches are not fully (or in some cases, at all) feasible where future revenue sources are subject to the fickle processes of annual budgets. For example, long-run revenues may fall below expected efficient levels during (potentially long) periods of budget austerity, or when there are changes in budget priorities. In that case:

· the incentives to create a well run system for continuous cost management — a considerable managerial investment — are weakened if the results of that system are often undermined by effectively whimsical determinations of revenues bearing no systematic relationship to efficient costs. Indeed, it may lead to perverse cost minimisation behaviours. In a planned and coherent scheme, good cost management can add to the funding reserve, providing additional protection for a later ‘rainy day’. However, if the scheme anticipates that government will automatically take back any surplus, then it reduces the NDIA’s incentives for ongoing cost minimisation

· the scheme would need to cut spending in ways that would deny people appropriate assessed supports for indeterminate periods — re-introducing the significant rationing that is one of the persistent flawed features of the current arrangements. Uncertain funding at the individual level also re-creates many of the structural problems of the current scheme, such as incentives in tightly rationed state schemes to overdramatise problems in order to get a ‘fair’ amount of the diminished pool (the ‘misery’ Olympics as one participant put it)

· the motivation in a disability scheme to make tradeoffs between investments now and savings later could also be undermined if there is too much uncertainty about future revenue. As an illustration, say that a vehicle modification costs $25 000 and would save $35 000 in present value terms in future transport subsidies in a system in which people get their assessed needs met. However, if in fact, future revenue may not be sufficient to actually fund those long run assessed needs and could only fund $23 000 in present value terms, it would not make sense to make the vehicle modification from a fiscal savings perspective

· it could weaken the capacity for making effective therapeutic interventions. Such interventions may require sustained funding over several years — for example, in addressing learning problems by someone with an intellectual disability. Erratic future funding may mean that insufficient resources are available to maintain the intervention at the right intensity to maximise its effect. As an analogy, this would be like varying the dose of a drug from the clinically recommended amount because the clinician did not have access to enough money to fund the appropriate drug regimen. 

Implications

People with disability need a financing source with several characteristics:

It needs to be sufficient

The tax revenue must be high enough to meet people’s reasonable year-to-year needs, as assessed using the tools described in chapter 7. This means that the tax rate must be high enough and that the tax base is growing at the same long-run rate as the costs of the NDIS. 

It needs to be predictable

Given the concerns raised above, the revenue must not vary substantially from year to year or be subject to significant risks that future governments will cut it as part of changing budget circumstances. That implies the need for governments to make a binding commitment that makes it very difficult for them to divert the funding subsequently to other areas of spending. Where a specific tax is used to achieve the commitment, this is called ‘hypothecation’ — specifying the way that revenue from a given source is spent. The Councils of Social Services in Australia (sub. 369, p. 11) noted that ‘there must be a clear “fund” specifically for the proposed disability scheme’. 

Treasury departments and tax economists often question the appropriateness of hypothecated taxes. In responding to proposals for taxes to be earmarked for environmental purposes, the Henry Tax Review remarked:

While [hypothecation] may promote public acceptance of a tax, it constrains the ways in which the government can allocate limited revenue between competing priorities. It can result in revenue being spent on hypothecated programs when it could have delivered greater social benefit if directed elsewhere, including through lowering existing taxes. (2010, vol. 2, p. 355)

This argument is often appropriate, but it needs to be balanced against the historically fragile nature of public funding for disability supports (despite the strong permanent rationale for those supports) and the economic and social value of greater certainty of funding. For example, Barr observed that it was hard for social expenditures outside of health to command as much public attention as healthcare:

Health care is better placed in this context, since many of its users are articulate and well-connected. It is no accident that social care, not health care, is sometimes described as the ‘Cinderella service’. (2010, p. 369)

To put hypothecation in perspective, while governments often allocate budgets for a short period, sometimes they engage in medium-term earmarking of revenue. For instance, the Australian Government has committed funds over four years to the Aboriginal and Torres Strait Islander Education Action Plan.
 A former government made a ten-year commitment to fund a ‘hardened and networked army’. While governments may revoke such spending commitments, the fact that they make them at all is a reflection of a basic principle: There can be efficiency and other gains from a predictable set of outlays over more than the current budget year. Accordingly, the issue at stake is not earmarking per se, but its duration and the degree to which it is ironclad. Given the characteristics of disability system, that principle justifies earmarked funding of disability supports without a time limit, and with a greater degree of certainty than the (revocable) commitments governments sometimes make over medium terms periods under current budget processes.

The need for a stable revenue source also suggests that a funding buffer is required, since there will be annual fluctuations on the cost side. In those periods, the NDIS would need to run down a funding ‘buffer’ to meet those needs, while it would need to build up the reserve level at other times. (It would be prudent to accumulate reserves in the early stages of the implementation of the NDIS, when the outgoings would be limited.) 

Quite apart from the need to offset volatility in tax revenues, the tax rate should be set to take account of downside risks, noting that it would be harder to change tax rates flexibly from year to year compared with commercial insurance. These risks arise from uncertainty about the actual costs of the NDIS when it commences, particularly stemming from uncertainties about the utilisation rates of services, future cost pressures and the actual uptake of services by people with disability. For instance, it would be difficult to know with precision what reasonable assessed needs would be (at least in the start-up phase of the scheme). 

An implication of the need for a buffer is that there will need to be an investment fund for the reserve, overseen by the NDIA and by government (a matter addressed in chapter 9).
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Tax and revenue options

Where is tax policy going?

The NDIS will be an enduring scheme. The tax landscape of Australia is not likely to remain fixed, and the likely policy directions should at least be considered in choosing an appropriate financing method. While most of the review’s recommendations may not be implemented soon (or ever), the recent Henry Tax Review (2010, Overview, p. xvii) has outlined the desirable direction of tax policy. It argued that governments should concentrate revenue raising on four ‘robust and efficient’ tax bases:

· personal income, assessed on a more comprehensive base

· business income, with more growth-oriented rates and base

· private consumption, through broad, simple taxes

· economic rents from natural resources and land, on comprehensive bases.

The review also recommended the ultimate removal of a host of taxes, such as transfer taxes (like stamp duty), payroll taxes, and fuel and registration taxes. The Henry Tax Review also recommended that the Medicare levy should be removed as a separate component of the income tax system, and the revenue it raised collected as part of standard income tax (2010, vol. 2, p. 32). It indicated that:

… the levy does not apply to all taxpayers and it interacts with the marginal tax rates in complex ways, creating high effective tax rates at some income levels. (2010, vol. 2, p. 30)

More generally, the review proposed simplification of income tax, with the recommended removal of a host of tax offsets. This suggests that any new hypothecated tax would be swimming against the tide of the review’s proposed tax policy. That need not matter if there is a special case — but the expert views need to be considered.

What did participants think?

In contrast to the general thrust of the Henry tax review, many participants in the early stage of this inquiry proposed either supplementing the existing Medicare levy or creating a new levy as a dedicated funding source for the NDIS (box 14.1). However, after release of the Commission’s draft report, there was also strong support for a hypothecated fund financed through consolidated revenue.

What are the options?

There are several broad ways of ensuring that the NDIS is properly funded.

A hypothecated tax

The first is to introduce a single hypothecated tax, using an existing tax base, like income tax (model 1 in figure 14.2). The Medicare levy is an example — of sorts. It is an addition to income tax, with some concessions for some taxpayers. However, since this levy does not come close to funding health care, it is not a genuine example of hypothecation. That said, the Medicare levy could be supplemented to (fully) fund the NDIS. 

Do not delete this return as it gives space between the box and what precedes it.
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 SEQ Box \* ARABIC 1
Participants’ views about financing

	There are two obvious options: 1. through a specific purpose tax/levy as with Medicare, our allegedly universal health system 2. from general revenue as for our allegedly universal education system. The level of funding required is probably beyond what could be raised through lottery profits. (Bob Buckley, sub. 111, p. 17)

But it mustn't be funded through yet another levy, which is simply a flatrate tax and therefore inequitable - poor people pay a greater proportion of their income than rich people. Funding should come from general taxation revenue - if we need to increase tax, then do it as part of the stepped-rate income tax, not the flat-rate Medicare levy. (contributor to Australians as Mad as Hell, sub. 153, p. 14)

[Funding should be through] (i) a separate levy similar to Medicare or (ii) an increased Medicare levy which would be set aside for people with a disability and their carers and targeted only at people with a disability and their carers. (City of Kingston, sub. 177, p. 8)

We believe that it should be similar to the Medicare levy – imposed by a similar taxation method. It must be seen as being different to and separate from the Medicare levy. We believe that it must be independent of the Medicare levy. (Valued Independent People sub. 201, p. 7)

There should be a clear and transparent method of funding the SCHEME through treasury with the funding being sourced via a levy, such as a Medicare levy, that could be imposed on all working Australians. (Spinal Cord Injuries Australia, sub. 214, p. 11)

I think a levy similar to the Medicare levy is the only way to go. (Sally Richards, sub. 26, p. 6)

For congenital conditions, ANGLICARE supports incorporating a scheme as part of the Medicare levy so that it is equitably shared across the community. (Anglicare, sub. 270, p. 24)

In relation to the funding source for the national disability insurance scheme the ANF agrees that income tax is the most appropriate for spreading the load proportionately across the income levels. Were the option of adding to the Medicare levy to be chosen the ANF does not consider that a name change would be appropriate as suggested – Medicare and Disability Levy – as this would contribute to the marginalisation of disabled people and reduce the sense of integration into mainstream activities and services. (Australian Nursing Federation, sub. 335, p. 2)

We also note the Commission’s leaning to the funding of this scheme through direct payments from consolidated revenue into a “National Disability Insurance Premium Fund” vs the implementation of a tax levy as a second option. The Association would support the scheme being funded directly from consolidated revenue, given recent community backlash over the implementation of a flood levy and carbon tax. (Nulson Association, sub. DR829, p. 3)

The Council supports the Commission’s proposal to pursue a system funded by general revenue rather than a levy. (National People with Disabilities and Carer Council, sub. DR1026, p. 7)

(Continued next page)
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	Box 14.1
(continued)

	We believe this scheme should be funded from consolidated revenue, not a levy or new tax. (Del and Kevin Smith, sub. DR882, p. 1)

Participants were divided as to whether they would prefer a contribution of those who are in the workforce and should pay a levy like the Medicare levy or whether they prefer that everybody pays through the GST. That way the NDIS would not be based on a charity principle, because everybody, including people with disabilities in receipt of the NDIS, would make a contribution to it. The other advantage of a GST like contribution would be that the burden of financing this scheme would not fall on those of working age. In view of a hugely increasing aged population it may be very important to distribute that burden more evenly. (Dignity for Disability, sub. 360, p. 9)

We have advocated a taxpayer contribution to the costs of health, ageing and disability though a Medicare-style health and disability services levy that rises slowly as the population ages. The levy would increase automatically as the percentage of mature age people in the community rises, with contributions coming straight off their gross incomes. (Councils of Social Service in Australia, sub. 369, p. 10–11)

Such a scheme could be based on a ‘surplus’, levied against tax payers in a similar fashion to the Medicare levy surplus, or funded from income tax revenue generally. (Law Council of Australia sub. 375, p. 5). Because disability can affect anyone at anytime, the most equitable way is based on a form of social insurance. This would be most readily achieved by adding a disability surcharge to the Medicare levy or from general revenue. (Yooralla, sub. 433, p. 11)

Australian society should pay directly for disability support through a specific tax like the Medicare levy. Set at between 1% and 1.5% of income (excluding the Medicare surcharge), the Medicare levy brought in $8.2 billion in 2009-10 , a figure projected to rise to $8.47 billion in 2010-11 and $10.5 billion by the 2013-14 financial year. (Australian Federation of Disability Organisations, sub. 495, p. 39)

The National Disability Insurance Scheme be funded by additional amount attached to the existing Medicare levy. (Physical Disability Australia sub. 543, p. 8)

Occupational Therapy Australia support the notion of a national disability funding scheme, funded via an increase to the Medicare levy, to improve disability care and support in Australia. (Occupational Therapy Australia, sub. 510, p. 19)

My concern is only increased when you suggest that there might be mandatory contributions similar to superannuation, or a Medicare-style levy … In proceeding down such a path of using the tax and transfer system, the Commission will invariably create anomalies and injustices [citing high marginal and effective tax rates for low income people in the Medicare levy because of its exemptions]. (Adam Johnston, sub. 55, p. 8) 

Northcott supports that the financing system for this scheme must be a national system, and not just a Council of Australian Governments (COAG) agreement or initiative. To contain costs and ensure sustainability, the scheme should have fixed parameters, and there should be periodical assessment as to changing needs and level of funding. (Northcott Disability Services, sub. 376, p. 21)

	

	


Notably, the Treasury raised the possibility of effective hypothecation to health, so the principle could be extended to disability:

However, to increase the transparency of the costs of health, a share of revenue raised from personal income tax could be allocated to health expenditure. This allocation could be made whether or not the funds were hypothecated formally to health. (Henry Tax Review 2010, vol. 1, p. 31)

While income tax is one base for a new hypothecated tax, there are many other possible candidates. However, many of these would not be appropriate.

A $13.6 billion gross NDIS cost implies that the corporate tax rate would rise from its current 30 per cent to around 36 per cent.
 This is problematic because it is contrary to current policy directions for lower capital taxes, which are particularly inefficient given high levels of capital mobility. This is shown by the evidence that for every dollar of revenue raised by an increase in the corporate tax rate, around 40 cents is lost through inefficiency (table 14.1). The 40 cent estimate relates to a small increase in the tax rate. Large tax increases of the magnitude shown above would entail losses of more than 40 cents in the dollar. 

Other Australian Government taxes — taxes on non-residents, taxes on imports and various excise taxes — would have to increase dramatically to fund the NDIS. For example, income tax rates on non-residents would need to be increase by seven-fold. This calculation abstracts from any effect of the increased tax rate on taxable income, which can be substantial. For some tax categories, there may be no feasible tax rate that could raise $13.6 billion dollars, simply because tax revenue may start to fall past some tax rate. 

Figure 14.

 SEQ Figure \* ARABIC 2
Two broad government earmarking approaches

	Model 1: Hypothecated levy
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	Model 2: Earmarked fund from consolidated revenue
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Similarly, state and territory governments have relatively limited tax options for raising any significant additional revenue (table 14.2). This is why state and territory governments receive most of their finances through distribution of the GST through the Commonwealth Grants Commission process or through special purpose payments made by the Australian Government. Funding of the NDIS would require large increases in the existing state and territory taxes. With the exception of land taxes and municipal rates, such increases would be highly inefficient. Moreover, different states and territories have varying capacities to increase tax rates, which would make it difficult to coordinate the collection of the very significant amounts needed. 

Table 14.

 SEQ Table \* ARABIC 1
How do Australian Government taxes fare?

	Tax 
	Trend growth rate 2000-01 to 
2009-10a
	Revenue raised in 2008-09b 
	Increase if $13.6 billion additional revenue neededc
	Measure of inefficiency of tax (MEB)d

	
	%
	$m
	%
	%

	Personal income tax
	5.3
	123,943
	11.0
	24

	Company income tax
	8.3
	62,784
	21.7
	40

	Income tax paid by superannuation funds
	10.4
	9,201
	147.8
	24

	Total income taxes levied on non-residents
	6.4
	1,860
	731.2
	..

	Goods and services tax (GST)
	7.0
	42,626
	31.9
	8

	Total excises and levies
	2.7
	25,137
	54.1
	..

	Taxes on international tradee
	2.2
	6,289
	216.3
	-3

	Total
	5.8
	278,002
	4.9
	..


a This is the trend rate based on regressing the logged values of the taxes against a time trend. b Data for 2009-10 are now available, but given that the cost estimates for the NDIS are for 2009 (in line with the ABS SDAC), the revenue estimate for 2008-09 is used. c This is the percentage increase in tax revenues were an additional $13 billion of revenue required (roughly the gross revenue requirement of the NDIS). d This is the ‘marginal excess burden’ of a tax. It is the loss to the economy in cents for every additional dollar of revenue raised. So, as an example, a value of 8 means that for an additional dollar of revenue, 8 cents is lost through inefficiency. The loss from large changes will be more than the MEB. e The MEB for international taxes is low when the tax increase is 5 per cent — reflecting the fact that the current tariff rate is below the modelled optimal tariff rate. However, the optimal tariff rate ignores the potential for trade retaliation, and the fact that the increase required to finance the NDIS would require tariffs to be more than doubled. MEBs roughly rise disproportionately with increases in the tax rate. 

Sources: Commission calculations; KPMG Econtech (2010), ABS 2010, Taxation Revenue, Australia, 2009‑10, Cat. No. 5506.0.

Given the limitations of the above tax bases, realistically there are only several possible tax bases for a standard hypothecated tax. As noted above, the most straightforward is to use personal income tax as the base. The Australian Government would create a disability care and support premium — as a hypothecated contribution to the NDIS. In effect, this would be like the Medicare levy, but with its marginal tax rates ‘aligned’ so that an increment would be added to the existing marginal income tax rates (rather than with the current complex exemptions) and with enough revenue to meet the full needs of the NDIS. The increment to meet the gross costs of the scheme would be relatively significant, which is another reason why the Commission favours the other option discussed below. (The Business Council of Australia also expressed concern about using a hypothecated tax — sub. DR1015, p. 2.) 

We provide an illustration of how a hypothecated tax could work in figure 14.3, using the Henry Tax Review’s preferred structure for personal income tax as the starting point. (A variant on this model could add a supplement to the existing Medicare levy, recognising that wide ranging tax reform has not yet been implemented along the Henry Tax Review lines. However, that would entail more significant inefficiencies.) 

Table 14.

 SEQ Table \* ARABIC 2
How do state, territory and local government taxes fare?

	Tax 
	Trend growth rate 2000-01 to 2008-09
	Revenue raised in 2008-09 
	Increase if $13.6 billion additional revenue needed
	Measure of inefficiency of tax (MEB)

	
	%
	$m
	%
	%

	Employers payroll taxes
	7.4
	16 922
	80.4
	41

	Land taxes
	11.8
	5 565
	244.4
	8

	Stamp duties on conveyances
	7.7
	9 526
	142.8
	34

	Gambling taxesa
	4.2
	5 028
	270.5
	92

	Taxes on insurance
	6.6
	4 505
	301.9
	67

	Stamp duty on vehicle registration
	4.5
	2 026
	671.3
	38

	Municipal rates
	6.7
	10 938
	124.3
	2

	Local government and other state & territory taxes
	3.8
	17 804
	76.4
	..

	Totalb
	6.2
	61 376
	22.2
	..


a As noted by KPMG Econtech, the excess burden estimates for gambling taxes are likely to be overestimates given the negative impacts of gambling on some people. b Excludes taxes on other levels of government and on public corporations.

Sources: Commission calculations; KPMG Econtech (2010), ABS 2011, Taxation Revenue, Australia, 2009‑10, Cat. No. 5506.0.

Another option suggested by some is to use consumption spending as the tax base. In theory, this could be achieved by creating a broad-based cash flow tax as raised by the Henry Tax Review (2010, vol. 1, p. 276), changing the present GST rate, or eliminating some of the exemptions applied to the GST, and again set aside the additional income as a hypothecated amount for the NDIS. Such consumption taxes are generally efficient, and the Australian consumption tax rate is set at a low level compared with other countries that use value-added taxes. However, existing consumption tax arrangements are entrenched and are unlikely to be changed in the near future. Realistically, a hypothecated tax would probably relate to taxable personal income. 

Regardless, under section 81 of the Australian Constitution, any revenue collected by a levy would have to enter the consolidated revenue fund (CRF), but would then be earmarked for disability supports. 

Figure 14.

 SEQ Figure \* ARABIC 3
How an income tax levy might work
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Data source: Adapted from Henry Tax Review (2010, p. 30).

Commitment of consolidated revenue

Beyond the two tax bases described above, there are few tax bases big and efficient enough to support a new hypothecated tax sufficient to finance the NDIS. However, an alternative strategy is not to specify any specific tax base, but leave it to the Australian Government to divert a specific funding amount from consolidated revenue into an earmarked fund for the NDIS (model 2 in figure 14.2). 

This has several major advantages from funding the NDIS through a special account from consolidated revenue:

· it can take account of any efficiency improvements in the tax system over time. For instance, if the tax system moves in the directions suggested by the Henry Tax Review then many taxes would be removed, and revenue would be mainly collected through revised corporate and personal income taxes, a broad-based consumption tax, and resource rent taxes. All of these would be more efficient than current taxes. Given the possibility for future tax reform, there could be substantial gains from not locking in a particular tax base as the source of revenue for the NDIS

· it leaves it open for government to fund the NDIS by cutting what it sees as wasteful or less necessary expenditures, without any tax increase at all. The Business Council of Australia favoured using existing revenue sources from all Australian government, natural growth in tax revenues and, if necessary, cutting ‘other lower-priority expenditures and poorly performing programs’ (sub. DR1015, p. 2) 

Given the size of Australian Government expenditure (around $340 billion in 2009‑10 and projected to be $415 billion in 2014-15), there is merit in considering re-prioritisation of existing spending in preference to higher taxes as a way of financing the NDIS. 

It is well known from the various Treasury Intergenerational reports that the Australian Government will come under increasing fiscal pressure as a result of an ageing population (Treasury 2010 and earlier Intergenerational Reports), and the arrangements for financing the NDIS would need to be considered against that background.

However, the earmarked funding approach leads to a quandary. A genuinely hypothecated tax can be a way of increasing certainty that government would provide adequate funding in the future, a point emphasised by several participants (box 14.1 and Les Cope, DR846, p. 1). Just identifying the tax as something like a ‘National Disability Insurance Premium’ would make it hard to eliminate the tax or to divert it to other purposes, since most would accept the legitimacy of dedicated public funding in this area. 

Could government achieve certainty of adequate insurance coverage without a hypothecated tax? 

One option would be for the Australian Government to specify in legislation a special account — the ‘national disability insurance fund’ that would earmark consolidated revenue to the NDIS. Such special accounts are already a customary feature of Australian Government budget processes, and the determination of the amount can be based on a variety of criteria, including methods for calculating the amount to be spent, often triggered by eligibility criteria (as is the case for social security payments). Special Accounts can be established under an Act of Parliament or by a written determination of the Finance Minister. Given the need to lock in funding as much as possible, the former would be used for the NDIS.

The Commission proposes that the legislative provision would require the Australian Government to earmark funds according to the prescribed formula. The elements of this approach that ensure a stable revenue stream are its legislated basis and that the amount earmarked for the fund would not be an absolute amount of dollars, but act effectively as a rate applied to a growing income base. Without the latter, the amount of revenue would fall relative to the costs of the NDIS, and making up the shortfall would require new legislation — leaving too much scope for future governments to renege on a stable source of revenue. As much as possible, the formula should be as simple as possible and transparent (a point made by the Business Council of Australia, sub. DR1015, p. 2).

Labels can matter

Labels can sometimes be important in public policy. Some participants did not want to label the revenue source as specifically for people with disability; and others did not like the idea of insurance because it might stigmatise disability. However, in a European context, the idea of insurance for costly life events is now customary and widely defended (Danzon 2004, p. xiii). In that context, there is some value in using the word ‘premium’ instead of tax or levy because it would make it clear that every taxpayer is getting a service — namely an insurance product, that provides him or her with disability supports if they are required. The fact that there are costs associated with meeting people’s support needs does not make any judgment about the value of people with disability. 

The label ‘premium’ is most obviously suited to model 1 above. Nevertheless, the concept of insurance and premiums could still feature in the second model, by naming the fund something like ‘National Disability Insurance Premium Fund’, with the Australian Government’s transfers from consolidated revenue being explicitly framed as premium contributions on behalf of all Australians. A key advantage of a hypothecated gross financing arrangement underpinned by legislation and branded as a secure funding source is that it makes it difficult for subsequent Australian Governments to renege on that funding (an issue discussed later).

Does the Australian Government have the power to raise hypothecated revenue for disability care and support?

The Commission understands that the Commonwealth would have the power to collect a hypothecated tax using its taxation powers, would be able to provide disability benefits (with benefits interpreted as either money or goods and services), and would face no restriction on its capacity to make payments from the Consolidated Revenue Fund to the NDIS.

14.

 SEQ Heading2 4
Ensuring sustainable returns 

The NDIA’s main financial responsibility is to manage the costs of the scheme. The Australian Government’s main responsibility is fiscal — to collect the required revenue of the scheme. This means that unlike private insurers, the capacity to raise ‘premium’ rates (in the NDIS, effectively higher tax rates or permanent cuts in other spending) would be a matter for government (though it would take advice from the NDIA). 

Were the Australian Government to commit to meeting the annual (efficient) costs of the scheme, regardless of whether this required a tax rate increase, then the fiscal problems for the scheme would be resolved. (Whether such an approach would be desirable from a public policy point of view is another matter. We touch on some of these problems when considering the desirability of fully-funding of the scheme in section 14.5.)

However, there are compliance and administrative costs in changing tax rates, and political costs in increasing them. Moreover, in reality, an easy mechanism for changing revenue annually might encourage less than diligent oversight of costs. And past tax policy reveals that successive Australian Governments tend to prefer stable or decreasing tax rates.
 Accordingly, the NDIA cannot rely on governments to fund reasonable costs in the future if these entail significant hikes in tax rates. In any case, there will be other calls for more general tax rate rises to fund the substantially increased health costs associated with ageing. Achieving tax rate increases for disability might be hard in such a fiscal environment. 

In that context, it may be necessary for any scheme to limit tax rate increases over a reasonable future period. Assuming the desirability of a stable tax rate, then that rate applied against some tax base must:

· ensure tax revenue that is enough to fund the expected present value of the payments of the scheme over a reasonable time horizon

· build in reserves to take account of various risks, arising from:

(i) variations in annual revenue needs because of temporary cost and utilisation pressures (for example, the actual incidence of disability may vary randomly from year to year around an average)

(ii) unanticipated permanent shocks (such as cost pressures, changes in prevalence rates and long-term changes in the capacity for people to provide informal support as family structures and preferences change)

(iii) incorrect assumptions about people’s real needs, so that there needs to be a special reserve for cases that legitimately lie outside the benchmark range.

The information to do this would be the same that the scheme’s actuaries would use in managing costs (discussed in chapters 9 and 12), except that they would have to do it correctly in the first year in which the tax rate was determined (assuming again that a fixed tax rate is being set). That is a hard task because the scheme would need funding prior to the time when the information for making good projections would be available. Even setting a large provision for reserves might not adequately address the uncertainty. 

As a result, it may be necessary for the government to fund the scheme through general revenue in the initial few years, with an agreement by government to shift to a sustainable tax arrangement by a specified date. One of the primary values of the Commission’s proposal to launch the NDIS in some regions in the first year of its operation (chapter 19) is that this should allow more accurate calibration of the appropriate rate of contribution into the national disability insurance fund.

An illustration of sustainable returns using different funding formula

It is possible to illustrate the implications for revenue flows and potential fiscal gaps from using different funding formulas. The analysis below is based on funding the NDIS using a hypothecated levy based on personal income or consumption. However, the analysis is just as relevant to a legislative requirement to transfer funding equivalent to some share of personal income or consumption from consolidated revenue to the National Disability Insurance Premium Fund, even if the Australian Government levied no actual hypothecated tax. The calculations are stylised, rather than attempts to model exactly the fiscal gaps — but they approximate some possible scenarios.
 The calculations (initially) assume a pay-as-you-go scheme. 

The first simulation examines the gap between NDIS revenue and outlays if the consumption and income tax rates were set at the rates that provide just enough revenue to meet costs in each year, and then compare the rates in 2050 with 2010.
 If the tax base grows sufficiently with NDIS costs, then the differences between the 2050 and 2010 rates should be small. 

The assumptions underlying the calculations are set out in box 14.2. They use the underlying methodology of the Australian Government Treasury’s Intergenerational Report (IGR), supplemented by some additional assumptions about factors relevant to disability. The model is relatively simple and not comprehensive,
 with its goal to show some of the issues that government and the scheme actuaries will need to address in devising the appropriate tax rate.

Do not delete this return as it gives space between the box and what precedes it.
	Box 14.

 SEQ Box \* ARABIC 2
Illustrating fiscal gaps with fixed tax rates

	The basic projection methodology is similar to that of the IGR.

The tax bases used for estimating the GST revenue and personal income tax are approximated using ABS National Accounts data. The personal income tax base is estimated as National Accounts household income comprising wages and supplements, interest, dividends, and social assistance (but excluding imputed rental income, which is not taxed). All data are in constant 2010 prices. Actual tax bases will vary from these, with the implication that the tax rate increases needed to fund the NDIS would vary from those shown. The point of this analysis is not the actual tax rates required, but a qualitative illustration of the impacts of various scenarios associated with the financing of the NDIS.  

It is assumed that the consumption and household income ratios remain as a constant share of gross domestic product (GDP) over the long run. The long-run shares are estimated as the average of the ratios from 2000-01 to 2009-10. Real GDP was estimated by assuming:

· long-run populations from the ABS series B population projections. This involves growth of 1.1 per cent trend growth per annum, only slightly below the IGR 2010 estimate of 1.2 per cent per annum

· a change in the ratio of the working age population (those aged 15 years and over) to the total population (from 80.9 per cent to 83.3 per cent), based on the ABS series B population projections (and close to the IGR 2010 estimates)

· a shift in the participation rate from 65.3 per cent to 61 per cent from 2010 to 2050 (based on ABS Labour Force estimates and Treasury 2010, p. 11). (The participation rate is the ratio of labour force to working age population — those aged 15 years and over.)

· a shift in the unemployment rate from 5.47 per cent to 5 per cent from 2010 to 2050 (based on ABS Labour Force data and Treasury 2010, p. 2)

· a shift in average hours per worker from 34.1 to 33.6 hours from 2010 to 2050 (Treasury 2010, p. 13)

· labour productivity growth in the economy as a whole of 1.6 per cent per annum (Treasury 2010, p. 13). 

The model allows the average care and support costs for people with disability to differ across age groups, but in the scenarios shown below, it was assumed that the costs did not alter over age. 

The model incorporated some general cost pressures due to:

· long-run economy-wide real wage growth, which in itself was equal to long-run labour productivity of 1.6 per cent. The usual Treasury assumption is that in services, such as aged and disability services, wages follow the national productivity growth rate (in order to keep labour in the sector), but that these wage pressures are not significantly offset by productivity growth in the service sectors concerned. The model allows this assumption to be varied

(Continued next page)
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	Box 14.2
(continued)

	· the withdrawal of informal carer supports as family structures and expectations change. The annual percentage effect of this, V, is:
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where  is the share of total hours of support provided by informal carers, and  is the annual growth rate in average unpaid carer hours per person with a disability (assumed to be negative), with the assumption that any shortfall in informal hours must be made up by paid support. In this model, it is assumed that = 0.75 and 
 = -0.002 (that is -0.2 per cent), but clearly alternatives could be used. It should be noted that the withdrawal rates of informal care under the NDIS is assumed to be lower than the high rates present in the current under-funded system. That reflects the fact that informal carers will be much better supported in the NDIS

· the impact of other cost pressures, such as rising expectations of standards of support and above economy-wide average wage increases as labour shortages bite. In this illustrative model, we have assumed a cost pressure rate of 0 per cent per year in the base case, but describe what might happen under an alternative scenario.

The numbers of people with disability were estimated by applying the age-specific disability rates from the 2009 ABS SDAC to the ABS series B population projections. It was assumed that age-specific disability rates remained fixed over time. However, population ageing means that the prevalence of disability among people aged less than 65 years increases (slightly) based on the B series. The model allows a general trend factor to moderate up or down the age-specific rates (but this is zero in the base case). The overall severe and profound disability population numbers are multiplied by a fixed adjustment rate of around 0.6, as a simple proxy for the relevant measure of disability discussed in chapter 3, and indicating 410 000 eligible people in 2010. (As in other aspects of the model, we have used rounded estimates that are reasonable but also easy to use as a metric against which to measure change easily.)

It is then possible to calculate the notional personal income and consumption tax bases, and for any assumed tax rates, the amounts of revenues and how these compare with NDIS outlays.

Were an income tax levy to be used to finance the NDIS, the actual rates faced by individual taxpayers could be lower or higher than those shown, depending on their income. If the shape of the existing marginal rate schedule was maintained under the NDIS (as in figure 14.3), then some people would pay no tax because they would be under the tax free threshold.

The earnings associated with reserves assume that a real rate of return of 3.5 per cent is used, based on the rate used in the IGR 2010 model and the long term cost report on Commonwealth superannuation.

	

	


In the case of a hypothecated levy on personal income, the average pay-as-you-go rate required for budget neutrality climbs from around 1.74 per cent to 1.97 per cent. For a hypothecated consumption tax, the rate for budget neutrality rises from 2.68 per cent to3.04 per cent. Were the government to not change the tax levies over time, but stay with the 2010 rates, there would be increasingly substantial fiscal gaps in later years and a cumulative debt in 2050 of $113 billion (in constant 2010 prices) or a debt of around $3300 for each Australian at that time (and 3 per cent of GDP). 

However, a small addition to the initial tax creates a reserve, which then accumulates with later surpluses and with earnings on the balance. This can then be run down in later years as demographic pressures erode the tax bases and pressures (beyond normal wage increases) raise costs. For example, given the parameters in box 14.2, changing the income tax levy to 1.97 per cent or the consumption tax to 3.04 per cent would mean that the cumulative debt in 2050 would be zero (table 14.3). (Of course, ultimately the effects of population ageing on GDP growth will decrease, as will some of the pressures on disability costs. So, in the longer run, it would be possible to have a stable reserve relative to annual scheme costs.) 

The implication of this analysis is that adding a suitable margin to the initial tax rate can address long-run sustainability. That margin would be somewhat more than that given in the base case example above because there are various risks to the scheme — (i) to (iii) discussed above. As an illustration, were there to be a genuine risk of additional unanticipated (but legitimate) cost pressures of one per cent per annum, then the constant income tax rate needed to ensure no scheme debt in 2050 would be 2.09 per cent. That is around 15 per cent higher than the rate (1.84 per cent) under the base case. 

If subsequent information emerged that suggested that this risk was lower than thought, then the scheme could run down its reserves through dividends to government or by lowering the tax rate. (Getting agreement for lower tax rates would probably not be difficult.)

Alternatively, if independent actuarial assessments indicated that, even with risk reserves, the scheme was not sustainable in the long run, and that costs were efficient and reasonable, then the NDIA could seek a premium rate increase. 

It is also worth spelling out the very substantial fiscal dangers of not controlling costs diligently. Suppose that cost pressures in excess of inflation were 2 per cent per annum and could not be justified as efficient and reasonable. If all other settings remained as in the base scenario, and the government did not change rates over time, but stayed with the 2010 rate of 1.74 per cent of personal income, there would be increasingly substantial fiscal gaps in later years and a cumulative debt in 2050 of $717 billion (in constant 2010 prices) or a debt of more than $21 000 for each Australian in 2010 prices at that time (and around 20 per cent of GDP). That would be untenable fiscally. This is why the Commission has proposed a raft of measures to ensure scheme sustainability.

Table 14.

 SEQ Table \* ARABIC 3
Some illustrations of fiscal consequences under different scenarios 

	
	Base case
	1% per annum additional cost pressure
	Participation rate falls to 57%
	Reduction in age-sex prevalence rates of 0.2% pa
	No trend decline in informal care rates

	PAYG: Where tax rates are set to equal costs in each yeara

	2010
	
	
	
	
	

	Income tax rate (%)
	1.74
	1.74
	1.74
	1.74
	1.74

	Consumption tax rate (%)
	2.68
	2.68
	2.68
	2.68
	2.68

	2050
	
	
	
	
	

	Income tax rate (%)
	1.97
	2.40
	2.11
	1.84
	1.69

	Consumption tax rate (%)
	3.04
	3.71
	3.25
	2.84
	2.61

	If 2010 tax rate is used for all years b 
	
	
	
	
	

	Debt in 2050 ($billion)
	113
	392
	196
	42.4
	-52

	Debt to GDP ratio (%)
	3.1
	10.9
	5.8
	1.2
	-1.4

	Where a common tax rate is used for each year to achieve no long-run debtc

	Income tax rate (%)
	1.84
	2.09
	1.92
	1.77
	1.69

	Consumption tax rate (%)
	2.84
	3.23
	2.97
	2.74
	2.61


a These values given the tax rates for 2010 and 2050 that are enough to exactly meet estimated costs in those years. Accordingly, the income tax rate under the base case would need to rise from 1.74 to 1.97 per cent in order to ensure costs were met under a PAYG system. b This gives the debt in billions of dollars in 2010 constant prices if the personal income or consumption tax rates for any given scenario are kept fixed at their 2010 rate. For example, under the base case, keeping the income tax rate at 1.74 per cent for all years would lead to a debt equal to $113 billion by 2050 (or 3.1 per cent of GDP at that time). c These are the tax rates that were they applied for all of the years between 2010 and 2050 would mean that the net debt of the scheme was zero. In effect, it means that the scheme would be a hybrid of a fully-funded scheme and a PAYG, in that while different generations pay more than each other, their tax rates do not change. For instance, under the base case, setting the rate at 1.84 per cent of personal income means zero debt. That means the rate is 0.1 percentage points higher than the PAYG tax rate in 2010, and in the year 2050, the rate is 0.13 percentage points lower than the PAYG rate that would have applied in 2050. 

Source: Commission calculations.

Sustainable returns using an earmarked fund

The above approach applies readily to hypothecated taxes. How would it work for an earmarked fund? There could be several approaches, both underpinned by legislation specifying the exact method, and similar in nature to that described above.

Method 1

The easiest method would be simply to act as if the earmarked fund was collected as income or consumption tax and work out the amount to put into the fund annually using the approach described above. 

Method 2

While there is a virtue in government committing to a fixed hypothecated tax rate, as discussed above, it presents a problem for the actuaries and treasury officials advising the government because the decision about that tax rate must be made at a single point in time early in the scheme’s life. A year or two later, those advisers may be saying that a different tax rate would be better, and a year or two after that, another rate. That flexibility is a feature of commercial insurance products, but it is a problem for governments reluctant to increase tax rates visible to the public. That is why the government would need to build a big margin of error into any scheme whose funding source was a fixed rate tax. 

An earmarked fund may allow more flexibility because it might be easier to achieve changes in effective tax rates because the flow into the fund need not be represented as a tax rate. It is simply an amount, based on a legislatively specified approach. This approach could permit the use of new information to update the right amount — say on the application of a particular method by the Australian Government Actuary (or overseen by that office). The capacity to use new information in such an approach must reduce uncertainty and therefore should reduce the reserves required, and accordingly lower the average implicit tax rate. Moreover, were it deemed desirable, this approach would allow the introduction of full funding for a share of the new incidence of cases in the NDIS along the lines discussed in the DIG report. 

An important element in any such updating process would be to avoid incentives for the scheme to cost pad because government was perceived as accommodating. That might arise from soft assessment by assessors or the NDIA, and from excessive wage demands. That is less likely to happen under method 1 above or through fixed hypothecated taxes because, by definition, the tax rate cannot readily be changed, and because reserves would suddenly start collapsing below predicted levels, providing a very visible indicator of a scheme in trouble. 

Accordingly, there is a tradeoff in method 2 between its capacity to provide and use better intelligence about the scheme, and its potential vulnerability to manipulation. 
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Fully-funded, pay-as-you-go or a hybrid?

Fully-funded schemes allocate to a fund the estimated long-term liabilities associated with care and support for members at entry to the scheme. This is the approach used in the NSW Lifetime Care and Support Scheme for catastrophic motor vehicle accidents. In any pay-as-you-go (PAYG) government scheme, the current group of taxpayers meet the current obligations of the scheme.

Deciding between PAYG and fully-funded schemes (and hybrids of the two) has to balance several factors.

Lowering the risk of insolvency and increasing certainty for current users

Fully-funded schemes do not rely on future premium contributions to fund existing claimants. Accordingly, subject to good management and appropriate determination of premium levels, people using the scheme can be assured that their long-term needs will be met. This approach also compels scheme managers to look forward when managing the scheme to ensure its solvency. 

In contrast, if a PAYG scheme has large contingent liabilities, scheme managers would focus on the next 12 months and then the next three years, and not beyond that. Moreover, there is a risk the scheme would make increasingly large claims on the Australian Government’s budget. Those claims would be ultimately politically vulnerable, as would be the scheme for coming generations. 

Scheme managers can overcome this problem in less than fully-funded schemes, but it requires appropriate governance arrangements, including careful data collection and analysis. The Commission discusses how this would be achieved in detail in chapters 9 and 12. This would be a crucial component of a sustainable scheme.

Fairness for different generations – ‘intergenerational equity’?

In any given year, most taxpayers were born more than three decades earlier (simply because workforce participation rates are zero or low for the young). Under PAYG arrangements for the NDIS, people born in later years (younger ‘cohorts’) would tend to make greater lifetime tax contributions for the same benefits than do older cohorts. That means there are transfers between successive generations. This cannot happen to any degree in private insurance schemes because younger cohorts cannot be compelled to pay for older cohorts. 

There are several pressures that can lead to transfers between the generations, but in contemporary Australia, the most important is population ageing. The age distribution of the population is changing, and a much greater proportion of people will be old in future years. They will no longer be in the workforce, and while still receiving some private income, their tax contributions will be less than their claims on government — particularly through the health and aged care system if the current arrangements remain in place (Treasury 2010). 

On the face of it, any such transfers — whatever their origin — do not seem ‘fair’. Fully-funded schemes overcome this because — so long as scheme managers maintain a solvent scheme from year to year — there is no rump of debt for later generations to meet. For example, the Australian Government’s Future Fund is intended to avoid large budget pressures associated with future obligations to meet public sector pensions. 

However, from an economic welfare viewpoint, the desirability of spreading tax obligations across generations is not straightforward. At least historically, the lifetime earnings of new generations has significantly exceeded that of older generations. That reflects productivity growth and the increasing levels of age-specific female workforce participation rates. A strong principle of tax policy is that people with higher incomes should pay increasingly higher tax contributions (‘progressivity’) to improve fairness (so-called vertical equity). The consistent use of that principle would apply to both a population of taxpayers at a given time and to populations of taxpayers at different times. So, in fact, it might be fair for newer richer generations to make contributions to the NDIS at higher tax rates than older generations. As it happens, the pressures of population ageing on the NDIS appear to be small because high age-specific disability rates mainly occur among people aged over the pension age, and the NDIS would not fund care and support for these people (chapter 3). The major demographic pressure on the NDIS is the withdrawal of informal unpaid care — with its disproportionate impact on the need for paid formal care (chapter 2). That is one of the reasons why it is critical for the NDIS to support informal carers in their role.

Moreover, the situation is far more complex than this. From a policy perspective, all transfers between generations (such as all social welfare transfers, changes in technology, changes in the environment, and private bequests) are relevant to a judgment about whether there is fairness between successive generations. As Doran (2008) has noted:

To pose the question of intergenerational equity is necessarily to pose a question that cannot be answered meaningfully without considering the entire distribution of benefits and burdens among generations. (p. 23)

So whether it is fair or not to fully-fund the NDIS cannot be determined by looking at the NDIS in isolation. No one has undertaken a comprehensive analysis of intergenerational equity in Australia, so we do not know whether fully-funded or PAYG schemes, or a hybrid of these, would be fair or not.

Efficient taxes

Taxes can reduce efficiency because they affect people’s investment, consumption and employment incentives. The Commission has mooted several relatively efficient tax bases. Even so, the inefficiency of taxes can rise more than proportionately with increases in tax rates. This implies that shifting obligations to later years through PAYG arrangements and funding these from higher tax rates would adversely affect economic efficiency — at least one consideration in deciding how much to smooth tax obligations over time (Davis and Fabling 2002). That would justify setting relatively stable taxes over the longer horizon — and that would then entail building up early reserves and running them down later. 

However, as shown above, the degree of tax rate variation to finance a scheme is relatively modest, say compared with health care, and there are methods, other than fully funding, that can smooth tax rates.
 

Planning over a lifetime

One way of thinking about fully-funded schemes is to see how they could operate at the individual level. In effect, people have a notional savings account intended to meet their reasonable long-term support needs. Just as with normal savings accounts, various expenditures can be brought forward (or deferred) as people’s life plans change, without that affecting long-run scheme liabilities. In that sense, fully-funded schemes appear to be more conducive for lifetime planning than PAYG schemes. 

However, a less than fully-funded scheme could still promote lifetime planning by having sufficient reserves to allow shifts in spending from one period to another. Under this approach, it would be critical for scheme managers to estimate that reserve reasonably well, and to ensure that bringing forward spending by groups of individuals had a quid pro quo of subsequently reducing average spending by those groups. This is not a comparative weakness of partially funded schemes over fully-funded schemes, because the same imperative for careful management equally applies to a fully-funded scheme. 

This is because a fully-funded scheme would include risk pooling, with accounts only notionally allocated to the person (unlike Medical Savings Accounts without risk pooling). So, someone might have an expected long-term liability of $5 million, but with changes in his or her life circumstances might only need $4 million. This person would not get to pocket the saved $1 million. Instead, the money would enter a risk pool to cover the costs of people whose lifetime circumstances meant they needed higher supports than anticipated. Accordingly, the incentives for individuals to be prudent in bringing forward expenditure are as weak as they are in a partially funded scheme. As one insurer told the Commission, managers must administer their schemes with an ‘eagle eye’.

Feasibility of a fully-funded scheme

The NDIS will provide supports to hundreds of thousands of people, many of whom receive inadequate resources. A fully-funded scheme would meet the remaining long-term liabilities of these people. In the Commission’s proposed design, that would be small for those people approaching the pension age. But for many, such as a five year old with cerebral palsy, fully-funding of long-term liabilities would be very high. Given its costs, a fully funded scheme would only be tenable for new entrants to a scheme — the approach taken in the NSW Lifetime Care and Support Scheme. It would take decades to cover a significant share of people with disability. In this context, the DIG report noted:

On costing, the resulting Scheme (of new incidences of disability and pre-existing disability) on a fully-funded basis was seen to be both beyond an affordable level of acceptability at the present time (as discussed with the DIG), and also probably not necessary to achieve the objectives of the Scheme. (2009a, p. 7)

As a result, a pure fully-funded model cannot realistically be implemented. Its existence is not essential to achieving the goals of the NDIS so long as the scheme has an appropriate governance structure and a capacity for partial funding of future liabilities to build up reserves and to smooth tax rates. There are several ways of achieving sustainable partial funding of future liabilities:

· The DIG report investigated partially-funded coverage of a share of new incidence, while also collecting enough revenue to meet the reasonable needs of the stock of people with disability on a year by year basis. This form of partial funding would depend on the pattern of new incidence. 

· An alternative partial funding arrangement would be based on the actuarial and economic determination of optimal reserves, which may not be related to the pattern of new incidence. 

On balance, the Commission favours the latter because it explicitly attempts to achieve optimal reserves.
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Federal or Australian Government financing of the NDIS?

The discussion and illustrative modelling above is based on the assumption that the Australian Government would finance the full (or gross) costs of the NDIS, rather than blending its own earmarked funding arrangements with revenue gathered by state and territory governments from their annual Australian appropriations.
 

It is useful to consider the scope of the funding and spending issues at stake by comparing current commitments to the relevant disability supports with the estimated future ones. The comparison is illustrative rather than precise for the reasons discussed in box 14.3.

The overall spending on disability services and supports relevant to the NDIS was around $7.1 billion in 2009-10, of which the states spent around $5.6 billion (table 14.4). State and territory governments funded around $4.7 billion of the total current expenditure, while the Australian Government funded around $2.3 billion. Of this, $900 million were transfers to the states and territories through a special purpose payment (SPP).
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Point in time estimates of budgetary savings from displacing existing programs can be misleading

	For practical reasons, the Commission’s detailed estimate of the gross costs of the NDIS discussed in chapter 16 relate to one year (2009), yet information about various governments’ budgetary spending that is displaced by the NDIA is best examined by considering the forward estimates for disability packages. 

In many cases, funding for these packages starts at low levels and ramps up in the following few years. For example, the Australian Government’s National Disability SPP funding commenced at $430 million in 2008-09 and is projected to be $1.4 billion by 2014-15.
 Similar patterns of rapid growth in program spending are apparent for some states (for instance, phase II of the NSW Stronger Together package). 

Using a snapshot year for direct fiscal savings from displacing such packages can accordingly hide the substantial resources about to be committed (or their reductions, when packages wind down). Given this, the Commission has taken some account of the NDIS’s displacement of significant impending budget measures. As an illustration, coverage by the NDIS of significant and enduring psychiatric disability will displace recently announced initiatives for community support in this area. The Australian Government’s additional funding for community mental health services is projected to rise eightfold from 2011-12 to 2014-15. The Commission has used the average level of spending over the life of the package, rather than the starting year, as the fiscal offset to recognise the growing scale of commitments in this area. 

In theory, the Commission could have produced a comprehensive set of forward estimates that took account of impending program spending displaced by the NDIS, but the available data for all packages at the detail required are not available. In any case, such estimates would suggest a spurious level of accuracy and would fail to clearly communicate the net magnitude of resources required for the NDIS.

	

	


The estimate of the gross amount required to meet people’s reasonable needs in 2009-10 ranges around $13.6 billion (chapter 16), requiring an additional funding amount of $6.5 billion, roughly twice the actual resources currently committed. Under a shared funding approach, the Australian Government would collect the additional $6.5 billion using the hypothecated tax or the earmarked fund discussed earlier. It would add the new revenue to the existing funding from its special purpose payments and its current funding of its own spending on relevant disability supports and services. The overall funding contribution by the Australian Government would then be $8.8 billion. State and territory governments would be responsible for the remaining $4.7 billion. The Australian Government share of relevant disability funding would rise from 33 per cent to 65 per cent. 
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Current funding and spending on relevant disability supports a
	Level of government
	Spending and funding amounts

	
	$ million

	Spendingb
	

	State and territory governments 
	5 648

	Australian Government (excluding income support and open employment)
	1 416

	Total
	7 064

	Funding
	 

	Australian Government transfers to states under SPPs
	 904

	Australian Government funding of own direct spending on disability supports
	1 416

	Total Australian Government funding
	2 320

	State and territory governments 
	4 744

	Total
	7 064


a The purpose of this table is to indicate the current level of spending on disability services and supports that would be covered under the NDIS, since these are an important offset to the NDIS. In most instances, the data relate to 2009-10. However, box 14.3 indicates why a ‘pure’ snapshot is not appropriate in this context. Accordingly, in the case of funding set aside for community mental health initiatives by the Australian Government, the Commission has averaged the budget amounts over the forward projections, rather than using the smaller initial instalments. In a similar vein, expenditures that are being phased out, such as the Young People in Residential Aged Care program — are not included. (Chapter 16 provides more details about the difficulties of measuring offsets appropriately and the sources of information for the data above.) The numbers exclude various income support and other payments made by the Australian Government, such as the Disability Support Pension, Carer Payments, Carer Allowances, Mobility Allowance and some other payments. It also excludes open employment services. The Australian Government spent $630 million on employment services in 2009-10 (SCRGSP 2011), much of which would be outside the NDIS. However, Australian Government spending in the table includes around $200 million for Australian Disability Employment Enterprises, which will be part of the NDIS. b Other than spending covered by the National Disability Agreement, disability spending include relevant community mental health supports, the Autism early intervention program, HACC services for the non-old, taxi vouchers and aids and appliances. Some of these disability costs are not precisely estimated because of (i) difficulties in separating the roles of the Australian Government and state and territory governments (ii) splitting funding between those over and under 65 years, and (iii) removing some spending for lower-level disability supports that would lie outside the NDIS. Some low-level HACC services fall into the latter category.

Were the Australian Government to take ultimate responsibility for the entire costs of the NDIS, then it would need to also collect the additional $4.7 billion formerly funded by state and territory governments (and potentially extract some relief for its responsibilities through changes in federal financial relations or tax reform). The funding pools would be the same regardless of whether the Australian Government shared funding responsibilities with state and territory governments or assumed exclusive financing responsibility.

There are differences and similarities between the two financing responsibilities, and their practical implementation, which involve a raft of issues, including: 

· the respective capacities for pre-commitment under a single funder versus multiple funders — the basis for certainty of funding

· the role of intergovernmental financing arrangements

· the relative efficiency of tax collection for state and territory governments and the Australian Government

· which levels of government wield power.

State governments had varying views on these matters, from acceptance to the need for a reliable Commonwealth funding source to rejection or concern about transferring any existing funding from the states to the Australian Government (box 14.4). However, none made detailed comments about financing approaches.

The capacity for pre-commitment

There are strong grounds to ‘lock in’ future revenue to provide stable funding for the NDIS. A key question is whether governments have a legal capacity to guarantee such certainty. 

Intergovernmental agreements for shared funding are non-enforceable

It might seem that the difficulty of obtaining pre-commitment for a shared funding arrangement might be resolved through an intergovernmental agreement. On the face of it, that course of action looks promising. For example, the memorandum of understanding for the recent the Federal Financial Relations Amendment (National Health and Hospitals Network) Bill 2010, noted that

To provide the States with certainty and security about future funding arrangements relating to the GST, the NHHN Agreement requires the Commonwealth to exercise its best endeavours to put in place legislation to prevent it from making any further changes to: the provision of GST revenue to States as untied general revenue assistance; and the amount of GST to be dedicated to health care. (p. 11)

However, expert assessment suggested this would not be a legally binding arrangement (and in fact, new federal arrangements for health care have since been announced):

However, [the above provision] should be seen as a statement of intent. The provision has no legally binding force because a parliament cannot bind a future parliament. It is likely that that debates about health funding arrangements will remain an ongoing issue. Section 1.3 of A New Tax System (Goods and Services) Act 1999 contained a similar provision. (de Boer and Webb 2010)
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Views about financing by state and territory governments

	An important consideration for the Queensland Government is that the state should not be worse off fiscally through the funding of an NDIS. … the funding of an NDIS should be based on current state funding contributions and not based on concepts linked to an average national funding contribution. (Queensland Government, sub. DR1031, p. 15)

In advice to the Tasmanian Government, the community members of PDAC assert that the Commonwealth Government should support this recommendation [of a new dedicated source of funds for disability supports from the Australian Government] and guarantee that the additional funding will be recurrent and not subject to reductions over time. Instead, steps should be implemented to ensure that funding will increase as the population of people with disability, the demand for services, and the costs for those providing services, increases. (Tasmanian Government, sub. DR1032, pp. 15‑16)

In favouring a model in which the Commonwealth has legislative control of service delivery, the Commission appears to assume that, given the estimated cost of the proposed scheme and the Commonwealth Government’s ‘capacity for raising efficient and sustainable taxes’, the Commonwealth should take full responsibility for funding and managing the scheme. The Commission should [provide greater] consideration of alternative approaches [to funding the NDIS, other than giving the Commonwealth full responsibility for funding]. (Victorian Government, sub. DR996, p. 70).

The Australian Government is best placed to provide the required funding base for the NDIS. … State Governments need to retain access to growing and stable revenue sources, including the capacity to raise additional revenue at the margin. NSW capacity to agree to any transfer of revenue or reduction in taxes or alternative offset arrangements will need to be carefully considered. … NSW agrees that, given the significant level of funding for disability services by NSW, the proposed funding mechanisms will need to ensure the NDIS does not reward states which have previously underfunded disability services. (NSW Government, sub. DR922, pp. 37‑38)

While only the Commonwealth has the financial capacity to fund the significant expansion proposed in the draft report and options for Commonwealth funding are a Commonwealth matter, Western Australia does not support funding options that involve a reduction in state taxation or hypothecation of Goods and Services Tax revenue. Western Australia is also opposed to levies on personal income to fund a national scheme. Consideration should be given to additional funding being provided through National Partnership arrangements that set out national goals and an agreed reform program for expanding disability services. (Western Australian Government, sub. DR683, p. 3)

The South Australian Government position is that the next highest priority use of any savings should be a matter for each jurisdictional Government to decide, and will be a matter for negotiation with the Commonwealth should they seek to implement the NDIS following the Commission’s final report. In doing so, governments should take into account the merits of removing inefficient taxes. (South Australian Government, sub. DR861, p. 6)

	

	


More generally, there is a common general view that intergovernmental agreements are policy instruments not intended to have legal effect or be enforceable by a court (Leane, Myers and Potter 1997). As one commentator pointed out in relation to one major intergovernmental agreement (the Intergovernmental Agreement on the Environment), the heads of power are ‘political and moral’ (cited in above). 

A current government cannot remove the capacity for budgetary decision-making by future governments

More broadly, a government of the day cannot make spending and funding commitments that future governments would be required to meet. The consensus is that they could not do so, barring constitutional change (Williams 1999). 

To achieve certainty, that means crafting laws, agreements or arrangements that, while not legally binding, are likely to secure ongoing commitments by successive governments. This must occur regardless of whether financiers are state and territory governments, the Australian Government or a mixture of the two. The question is what arrangement would best do that, and how it would manage the financing responsibilities that it entailed.
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The Australian Government as the exclusive financier for the NDIS 

Having the Australian Government as the single financier would:

· provide much greater certainty given the difficulties of coordinating the ongoing financing efforts of eight different governments. Intergovernmental agreements are more fragile than financing arrangements organised by one level of government. Certainty is the prerequisite for a coherent disability system since people with disabilities can then know they will get adequate future supports and it underpins a proper set of governance arrangements 

· establish clear lines of funding responsibility. Having one party responsible for financing the NDIS overcomes the inefficiencies of the Commonwealth-State ‘blame game’ that afflicts shared funding arrangements generally between these levels of governments

· reflect the Australian Government’s unique capacity to raise efficient and sustainable taxes of the magnitude required (as discussed above)

· have clear transparency and accountability. People would see the real cost of providing disability supports, and that would provide an additional impetus for proper governance. 

In that light, the Commission recommends that the Australian Government would take responsibility for meeting the entire funding needs of the NDIS through the National Disability Insurance Premium Fund discussed earlier. The advantages of this approach would be reinforced if all levels and political persuasions of governments committed consensually to change, creating a new federal social and economic institution (the NDIA). This would establish a brand recognition that would make it subsequently hard to eliminate. That status currently belongs to institutions like Medicare. That and similarly important institutions are creatures of legislation and, while theoretically susceptible to elimination, that prospect is improbable, bar grave maladministration. 

While this model would require exclusive ultimate financing responsibility by the Australian Government, that does not rule out changes in federal financial relations that would reduce the costs of introducing the NDIS for the Australian Government, and most importantly, for Australian taxpayers. 

Option 1: the ‘free ride’ option

The Australian Government would create a ‘National Disability Insurance Premium Fund’, with the Government obligated under new legislation to make premium contributions on behalf of all Australians to that fund from consolidated revenue, with the funding amounts determined by a pre-specified approach, as discussed earlier. 

The Australian Government would fully finance the $13.6 billion needed in the NDIS premium fund. They would do this by withdrawing the NDA SPP ($0.9 billion) and their former appropriation to disability spending ($1.4 billion), and use a mixture of tax increases and cuts in non-disability expenditure to fund the residual $11.2 billion.

State and territory governments would no longer need to spend anything on disability services and supports, and would no longer receive the NDA SPP. Without any change in their income, this would allow them to either have a surplus or allow them to spend an additional $4.7 billion on some other state priority.

Assuming that the Australian Government funding source was a new tax entirely, then there would be a significant Australia-wide increase in taxation of Australians (shown in the third last row of table 14.5). It is unlikely that the Australian Government would agree to the resulting increase in overall Australian taxes or cuts in its own spending elsewhere of the magnitude implied. This is especially so given that there are going to be mounting pressures on Australia-wide taxes and spending from population ageing. This option is probably untenable. 

Option 2: Giving up some GST money

This is similar to that above, except that the Australian Government would seek to recover the money formerly spent by state and territory governments on disability by no longer paying the NDA SPP and through GST relinquishment, as in the original National Health and Hospitals Network Agreement. 

In other words, state and territory governments would lose the $0.9 billion of SPPs and $4.7 billion from their current GST entitlements (or around 10 per cent of the $47.9 billion of GST payments made to state and territory governments in 
2009-10).
 A 10 per cent permanent forfeiture of GST revenue would provide a reasonably predictable source of revenue for the NDIS. 

This option has considerable attractions. However, given recent experience with this approach, it is improbable that a new arrangement based on this method would attract consensus.

Option 3: A ‘cheque’ from state and territory governments

This option is similar to that above, with the exception that state and territory governments would lose their NDA SPP and agree to contribute $4.7 billion to the NDIS premium fund. However, any such contribution would need to be permanent and would need to grow at a rate faster than GDP growth (given the negative effect of ageing on GDP growth and the cost pressure of rising wages). As discussed above, state and territory tax bases are not generally big or efficient enough to act as an ideal source of ongoing NDIS disability funding. Moreover, an intergovernmental agreement for a regular ‘cheque’ from state and territory governments may be more fragile than other such agreements. 

Table 14.

 SEQ Table \* ARABIC 5
Illustrative impacts of various funding options on governments’ budget positionsa
	Spending and income category
	Current
	Option 1
Free ride
	Option 2
Give up GST
	Option 3
A cheque to the Cwlth.
	Option 4
Cutting SPPs
	Option 5
Tax swap


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

	State and territory budget 
	
	
	
	
	
	

	Total outlays (incl. transfers)
	165 000
	164 100
	159 350
	164 100
	159 350
	159 350

	Disability spending
	5 650
	 0
	 0
	 0
	 0
	 0

	Other Spending
	159 350
	164 100
	159 350
	159 350
	159 350
	159 350

	Transfers to Australian Govt. 
	 0
	 0
	 0
	4 750
	 0
	 0

	Income
	165 000
	164 100
	159 350
	164 100
	159 350
	159 350

	NDA SPP
	 900
	 0
	 0
	 0
	 0
	 0

	Other SPPs
	59 100
	59 100
	59 100
	59 100
	54 350
	59 100

	Own Taxes
	60 000
	60 000
	60 000
	60 000
	60 000
	55 250

	GST
	45 000
	45 000
	40 250
	45 000
	45 000
	45 000

	Budget position
	 0
	 0
	 0
	 0
	 0
	 0

	Australian Government budget 

	Total outlays (incl. transfers)
	280 000
	291 240
	286 490
	291 240
	286 490
	291 240

	NDIS Premium fund
	 0
	13 560
	13 560
	13 560
	13 560
	13 560

	Disability Own spending
	1 420
	 0
	 0
	 0
	 0
	 0

	NDA SPP to states
	 900
	 0
	 0
	 0
	 0
	 0

	Other SPPs
	59 100
	59 100
	59 100
	59 100
	54 350
	59 100

	GST to states
	45 000
	45 000
	40 250
	45 000
	45 000
	45 000

	Other Aust. Govt. spending
	173 580
	173 580
	173 580
	173 580
	173 580
	173 580

	Income
	280 000
	291 240
	286 490
	291 240
	286 490
	291 240

	Old revenue (including GST)
	280 000
	280 000
	280 000
	280 000
	280 000
	280 000

	New tax revenue
	 0
	11 240
	6 490
	6 490
	6 490
	11 240

	Transfers from states 
	 0
	 0
	 0
	4 750
	 0
	 0

	Budget position
	 0
	 0
	 0
	 0
	 0
	 0

	Combined governments' budget position

	Disability spending
	7 070
	13 560
	13 560
	13 560
	13 560
	13 560

	Other spending
	332 930
	337 680
	332 930
	332 930
	332 930
	332 930

	Total spending
	340 000
	351 240
	346 490
	346 490
	346 490
	346 490

	Total taxes
	340 000
	351 240
	346 490
	346 490
	346 490
	346 490

	Budget position
	 0
	 0
	 0
	 0
	 0
	 0

	Aust. Govt. share of taxes (%)
	82.35
	82.92
	82.68
	82.68
	82.68
	84.05


a Estimates are rounded. It is assumed that governments balance their budgets to make the illustration clearer, and the magnitude of taxes, transfers and spending are also simplified for this reason. The shaded boxes show the spending/funding categories that are show up most clearly the differences between the various options.

Source: Commission calculations.

Option 4: Cutting other transfers to state and territory governments

Under this option, the Australian Government would not attempt to reach any intergovernmental agreement and instead would withdraw SPPs in other areas, with a value equivalent to $4.7 billion. In 2009-10, the Australian Government made payments for specific purposes of just over $60 billion, so the SPP funding pool would certainly be sufficiently large to fund the required state and territory contribution to the NDIS premium fund. State and territory governments would then commit the funds they previously provided to disability to the areas that previously were funded by Australian Government SPPs — a governmental form of musical chairs — but one that would achieve the goal of funding the NDIS through just one level of government. 

In theory, if a longer-run perspective is taken, the Australian Government would not need to actually reduce SPPs below current levels. Demographic change means that SPPs will need to increase well above real per capita economic growth to meet growing service needs (Treasury 2010, p. 678). This would give scope for the Australian Government to partly finance the NDIS by not increasing SPPs in line with state and territory governments’ future service needs.

However, this approach could prove to be adversarial, whereas the intention of the Commission’s approach is to create an institution (the NDIA) and system (the NDIS) in which all levels of government have a stake. Moreover, there would no guarantee that state and territory governments would in fact divert funds to the areas of need originally funded by SPPs. The Australian Government would therefore lose some control over their capacity to ensure other Australia-wide spending priorities were met. 

Option 5: A tax swap

Under this option, state and territory governments would reduce inefficient taxes equivalent to their current funding of disability supports ($4.7 billion). In turn, the Australian Government would agree to fully fund the NDIS, doing so by displacing the least justified spending and/or raising new or existing efficient taxes. 

To achieve this, state and territory governments and the Australian Government would sign an intergovernmental agreement:

· It would ‘commit’ the Australian Government to collect the gross amount discussed above, and would place similar obstacles to unilateral action by the Australian Government as those included in the original GST agreement. These obstacles would not be legally binding, but they would still be powerful.

· It would commit state and territory governments to remove one or more of their most inefficient existing taxes, financed by the revenue they would have otherwise directed at disability services. For example, a state or territory government could remove taxes on insurance, remove stamp duties on motor vehicles or a significantly reduce stamp duties on conveyancing. 

Option 5 involves lower Australia-wide taxes than option 1 (table 14.5). While option 5 involves the same Australia-wide tax collection as options 2 to 4, it shifts tax burdens from state and territory governments to the Australian Government, which has better scope to levy efficient growth taxes. And, ideally, part of the funding for the NDIS would come from less high priority areas of spending, further reducing any additional taxes on Australians. 

Implementing this option would create both a more efficient national economy and a new social institution. Moreover, the reform process would be hard to reverse. State and territory governments want a reputation for good economic management, so reversing decisions about removing or lowering tax rates would serve them poorly (and would be unpopular with their citizens). State and territory government taxes abolished as part of the GST tax reforms, such as the BAD tax and the FID tax, have not been reinstated. Similarly, any future Australian Government would find it hard to undermine the hypothecated disability insurance fund because it would be a very visible arrangement to Australian taxpayers, underpinned by legislation and subject to an intergovernmental agreement. 

In summary

Of the five options consistent with the Commonwealth exercising exclusive funding responsibility for the NDIS, the Commission believes that option 5 has the greatest merit. It leads to:

· a more efficient way of financing the NDIS

· a robust revenue base with greater certainty of long‑run funding

· a fair scheme with national entitlements, without unfair variations between the states and territories

· no greater a level of Australia-wide taxes than other options. It would also be easier to police and, compared with most of the alternatives, have a lower risk that jurisdictions would not meet their ongoing commitments.
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A pooled funding approach is a weaker alternative

An alternative but weaker (and therefore less preferred) funding option would rely on ongoing contributions from both state and territory governments and the Australian Government. This would still involve the creation of a National Disability Insurance Premium Fund with a legislated formula for determining contributions to the fund. The only difference would be that each year, state and territory governments would need to contribute a clearly formulated and agreed amount to the premium fund. The Australian Government would fund the remaining share. This formula-based approach would provide clarity about the long-run obligations of both levels of government (unlike some other agreements between governments). 

This approach would need to be policed by transparent accounting and clear indications to state and territory governments that if they reneged on their commitments, they would face reduced future transfers or other financial penalties. An intergovernmental agreement would spell out the obligations of all jurisdictions.

Regardless of the choice of financing model, it would be critical that the revenue requirements of the National Disability Insurance Premium Fund were fully met. 
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Achieving a fair effort by all jurisdictions

State and territory governments make varying contributions to disability services in their jurisdictions from their own funds (table 14.6). In theory, some of the differences could reflect differing levels of effectiveness of state and territories in achieving outcomes for people with a disability, or differing unit costs. Accordingly, a state might spend less per person because they can achieve the same or better outcomes as some other jurisdiction at a lower cost. Apart from the Northern Territory, where unit costs of delivering supports appear to be significantly higher than elsewhere given its significant indigenous population (AIHW 2002, p. 62), neither different efficiency or unit costs have a major role in explaining the overall variations in spending between jurisdictions. (The variations in coverage ratios discussed below are a far more significant factor.)

Table 14.

 SEQ Table \* ARABIC 6
Providing specialised supports for people with disability 

State-funded spending under the National Disability Agreementa
	
	NSW
	Vic
	Qld
	WA 
	SA
	Tas
	ACT
	NT

	Own state funded $ per usera
	32 610
	18 437
	32 416
	27 273
	13 896
	22 648
	15 784
	26 526

	Coverage (2008-09)b
	19.0
	39.2
	15.2
	24.6
	40.4
	20.6
	43.5
	26.9

	Own $ per potential population (2009-10)c
	6 200
	7 232
	4 911
	6 703
	5 617
	4 667
	6 861
	7 146

	Spending share less population share 
(2009-10)d
	0.8
	3.1
	-3.3
	-0.3
	-0.5
	0.2
	-0.2
	0.2

	Trend growth rate in real spending from 2004-05 to 2009-10 (%)e
	6.4
	0.9
	11.7
	6.8
	3.3
	2.5
	1.3
	7.0


a This uses the 2008-09 user population and 2009-10 own state funding of disability supports and services under the NDA (and so does not include the value of transfers from the Australian Government). It includes administrative costs and payroll taxes. Funding of non-NDA disability supports and services by state and territory governments (such as HACC services, community mental health and taxi vouchers) is not included. This is because consistent and accurate data on such funding by each state and territory are not readily available. Since jurisdictions may spend more or less than the average in this area, this would alter the above numbers — but in all likelihood not to a qualitatively different degree. b Coverage is the number of users in 2008-09 as a percentage share of the number of people with severe or profound disability aged 0–64 years from the 2009 SDAC. c This is own-state spending in 2009-10 per person with a severe or profound disability aged 0–64 years in 2009. d Calculated as the difference between a jurisdiction’s share of total state and territory expenditure (own-state only) and its share of the Australia-wide population of people with a severe or profound disability aged 0–64 years. Accordingly, a positive number means that a jurisdiction is spending more than its disability population share, and is relatively more generous than the average. e This is the trend growth rate estimated by fitting the log of real expenditure (2009-10 prices) using ordinary least squares from 2004-05 to 2009-10.

Sources: Calculations based on SCRGSP (2011) and analysis of unpublished ABS 2009 SDAC unit record data.

Several patterns are apparent in the data. Some jurisdictions serve a much higher share of the potential population of service users. For example, the share is high in Victoria while Queensland has a much lower share.

Typically, those jurisdictions that cover relatively small shares of the potential population spend relatively highly on those they do support. So Queensland spends around $32 000 per service user, whereas Victoria spends around $18 000 per user. The most likely reason for this pattern is that states like Victoria also provide supports for people who are not in crisis, and who need lesser amounts. This brings down their average spending.

There are two useful overall measures of the priority different jurisdictions give to supporting people with disability. First, the average spend per potential user shows that Queensland and Tasmania provided significantly less than many other states, and Victoria, ACT and Western Australia more (not counting the Northern Territory given their higher unit costs). Another way of looking at this is to compare the difference between a state’s spending share of total (own-state) spending and its share of the population of people with a disability. Where a state makes a contribution that is out of kilter with its population share, then the value is positive for ‘generous’ states (like Victoria) and negative for less ‘generous’ states (with Queensland standing out).

Patterns are changing over time, for example with increasing effort by Queensland. Over the five years from 2004-05 to 2009-10, Queensland has rapidly increased its real spending by nearly 12 per cent per annum,
 compared with Victoria, where spending has risen more slowly. However, a significant gap still remains. That pattern of catch-up in effort is still occurring more generally (figure 14.4).

Figure 14.

 SEQ Figure \* ARABIC 4
State efforts seem to be converging

2004-05 to 2009-10

	States with originally low spending have experienced the fastest real growth in disability spendinga
	Convergence is genuineb
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a(This shows that the jurisdictions with spending well below the average in 2004‑05, showed the greatest trend growth rate in spending from 2004‑05 to 2009‑10. Spending is measured as real spending on specialist disability services under the NDA per potential population. Sometimes this method for showing convergence can be an artifice (reflecting statistical reversion to mean) rather than indicating a deliberate policy of catching up (Friedman 1992). b However, measures of so-called -convergence rigorously test whether convergence is present. -convergence occurs when the coefficient of variation between states declines over time, as is the case above:
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Data source: SCRGSP (2011).
Notwithstanding the shifting degree of effort by state and territory governments on funding disability support, some jurisdictions would have to increase disability funding a lot more to reach the average level of funding per person provided by jurisdictions as a group (box 14.5). For example, Queensland would have needed to fund around $180 million more in 2009-10 to have parity with the average. These calculations do not account for any variations in unit costs or efficiencies. 

Do not delete this return as it gives space between the box and what precedes it.
	Box 14.

 SEQ Box \* ARABIC 5
What is the level of unequal effort?

	An indication of the degree to which states and territories make differential contributions to funding disability supports can be calculated as follows:

· examine the actual own-state funded budgets to disability, excluding all Australian Government transfers (the state contribution Si)

· calculate the ratio of total spending by state and territory governments on specialist disability services to the total population of people in the potential population (severe and profound in the illustrative example shown below). This is the weighted average of each jurisdiction’s per person spending ()

· multiply that average () times the potential population in each jurisdiction. This gives the amount of spending (
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The calculations are based on the 2009-10 own funding by state and territory governments on specialist disability services (including administrative costs and payroll taxes) under the NDA. The average Australia-wide spending per potential population is:
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The fair allocation can then be calculated as 
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	Sources: Commission calculations, SCRGSP (2011) and analysis of the ABS 2009 SDAC unit record data.

	

	


To ensure that all Australians get equal access to disability supports and services under the NDIS, the increment of spending in jurisdictions like Queensland would have to be more than jurisdictions like Victoria. However, it would be problematic if the funding arrangements for the NDIS (based on any of the financing models discussed above) rewarded jurisdictions that have made historically lower funding commitments to disability supports. 

Australia has highly developed arrangements for evening out the capacity of state and territory governments to provide comparable levels of services. The Commonwealth Grants Commission (CGC) tries to achieve ‘fiscal equalisation’ by providing state and territory governments with funding from the GST revenue, such that, 

… after allowing for material factors affecting revenues and expenditures, each would have the fiscal capacity to provide services and the associated infrastructure at the same standard, if each made the same effort to raise revenue from its own sources and operated at the same level of efficiency.

Ultimately, there are several mechanisms by which the CGC and the Australian Government can achieve the desired level of contributions by state and territory governments to disability funding.
 For example, in the pooled funding option discussed above (and recommendation 14.4), one means for achieving outcomes consistent with the equalisation principle would be to:

· calculate the overall amount of funding needed now to provide reasonable supports to people on an entitlement basis (effectively the Commission's estimate of the gross cost of the NDIS in chapter 16)

· calculate the current (share X%) of state and territory government funding of the above amount. X% would be around 35 per cent (that is around $4.7 billion of the required $13.6 billion).

· set an aggregate formula that would ensure ongoing funding of the NDIS on an entitlement basis (as would be used were the Australian Government the exclusive funder, as discussed above)

· applying X% to the funding requirement derived from the above formula as the aggregate state and territory government funding amount (T), which would grow as the revenue needs of the NDIS increased over time

· setting each state and territories’ share of the aggregate (T) at its historical share of state and territory funding for people with a disability. For instance, that would mean that, Queensland’s share of T would be lower than Victoria. 

On the face of it, the latter appears to entrench the underperformance of some state and territory governments in this area. This apparent problem would be averted if the Australian Government instructed the CGC to treat state contributions to the fund as the expenses they need to incur under the average policy of the states and territories. This would result in a GST distribution still consistent with the goals of equalisation described earlier, and would not reward underperformers. In effect, apparent over performers would get a greater slice of the GST distribution to spend in other areas, while underperformers would get a lower share than if they had actually made the average contribution. The contribution to the fund, plus or minus the GST adjustment, would result in each state bearing its population share of T.

The same approach could be adopted were a state or territory to opt out of the NDIS funding arrangements. 

The CGC took this approach in considering the GST implications of the initial agreement in April 2010 by all governments, bar Western Australia, for new funding arrangements for health and aged care National Health and Hospitals Network.
 The CGC noted:

A number of States were concerned that if payments under the agreement were allowed to impact on the relativities, Western Australia would be compensated because its non-receipt of payments would result in an increased GST payment. They said it would be unfair for a State to receive a financial benefit when it had made a conscious policy decision not to sign and, therefore, was not required to meet the accountability, monitoring and reporting requirements of the participating States. … The Commission believes that the treatment of non-signatory States is guided by its average policy principle. Average State policy was to accept the new conditions and the resultant Commonwealth funding. As a result, the Commission has decided that it will treat Western Australia as if it had adopted the average policy of the States, a treatment consistent with the assessment principles used by the Commission. (2011, p. 47)

The process underlying these re-distributive arrangements are complex, but the ultimate point is that there are ways in which to achieve a fair distribution of NDIS gross funds to state and territory governments. 

14.

 SEQ Heading2 10
The funding of the scheme is feasible and manageable

The Commission considers that the funding of the scheme along the above lines would be feasible and manageable, taking into account that:

· Australia is a wealthy and large economy. In 2009-10, Australians held $7700 billion of net wealth and gross domestic output was $1300 billion. Long‑run growth prospects are strong

· Australian taxpayers only need to finance the additional amount of resources needed to fund a proper disability system. And, some of this financing may take the form of displacing less important government spending, without any effect on people’s wallets

· the full fiscal implications of the scheme would only be felt by 2018, reflecting the need for a careful transition (chapter 19). The slow start would also allow some ‘pre-funding’. The scheme should collect revenue in excess of its immediate needs to build up a significant buffer. Over the longer run, there would also be some downward pressures on the scheme’s costs as the NIIS assumed a bigger role for funding of catastrophic injuries and from the effects of past early interventions. 

recommendation 14.1

The costs of supporting people with a significant disability from year to year through the NDIS should be viewed as a core funding responsibility of government and met from claims on general government revenue (a ‘pay as you go’ scheme):

· but would be subject to the strong disciplines for certainty of funding specified in recommendation 14.2

· supplemented by payments from government to create reserve funds. 

However, the scheme should be managed and reported as if it were a ‘fully-funded’ scheme in which each year’s funding is considered in the context of the scheme’s expected future liabilities. 

recommendation 14.2

The Australian Government should be the single funder of the NDIS. It should direct payments from consolidated revenue into a National Disability Insurance Premium Fund, using an agreed formula entrenched in legislation that:

· provides stable revenue to meet the independent actuarially-assessed reasonable needs of the NDIS

· includes funding for adequate reserves. 

If the Australian Government does not adopt that option, it should:

· legislate for a levy on personal income (the National Disability Insurance Premium), with an increment added to the existing marginal income tax rates, and hypothecated to the full revenue needs of the NDIS

· set a tax rate for the premium that takes sufficient account of the pressures of demographic change on the tax base and that creates a sufficient reserve for prudential reasons. 

recommendation 14.3

The Australian Government should seek offsets for the Australia-wide fiscal implications of the transfer of responsibility from state and territory governments by: 

· making no further special purpose payments to state and territory governments for disability supports, AND

· signing an intergovernmental agreement with participating state and territory governments that: 

(a) reduces state and territory stamp duties by the amount of own-state revenue they used to provide to disability and relevant community mental health services OR

(b)  transfers existing state and territory spending in these areas to the Australian Government.

recommendation 14.4

If the Australian Government does not accept that it should be the sole funder of the NDIS, then it should sign an intergovernmental agreement with state and territory governments that creates a pooled funding arrangement that:

· provides a transparent and accountable basis for contributions by each jurisdiction 

· uses the aggregate formula entrenched in legislation as spelt out in recommendation 14.2 to ensure the total pool size is sufficient to meet people’s entitlements

· ensures that state and territory governments that provide less own-state funding for disability supports than the average should not be rewarded for doing so.

recommendation 14.5

The Australian Government should not provide additional funding to jurisdictions that do not participate in one of the arrangements spelt out in recommendations 14.3 and 14.4. 

� The Baby Care Option provided under its OneCare Child Cover by OnePath Insurance (see product disclosure statement at www.onepath.com.au/personal/insurance/onecare-child-cover.aspx#overview). 


� 	And it also affected similar arrangements in other countries, such as the community-rated New Jersey Individual Health Coverage Program.


� 	As discussed later, the Medicare levy only partly meets the costs the health care system.


� 	Indeed, the Australian Government made a five year commitment of funds under the National Disability Agreement (though that commitment cannot provide certainty of funding across disability services because the Australian Government is only a part funder of the system). Of course, for parents of a child with lifelong disabilities a five year commitment is of limited comfort.


� 	For example, the Business Council of Australia (sub. DR1015, p. 1), Perth Home Care Services (sub. DR906, p. 2); CORDS (sub. DR749, p. 19), the Centre for Cerebral Palsy (sub. DR680, p. 2); and DANA (sub. DR1010, p. 36).


� 	We have used the gross rather than the net cost of the NDIS estimated in chapter 16 as the base for these calculations, since the Commission is recommending that the Australian Government fund the full costs of the scheme, obtaining offsets elsewhere.


� 	While the High Court's recent decision in Pape v Federal Commissioner of Taxation (2009) 238 CLR 1 did not restrict the Commonwealth's power to spend, it requires that the spending be supported by the Commonwealth's legislative powers or its executive power, rather than by what was previously thought to be an unrestricted 'appropriation' power in s 81. That said, various legislative powers would support spending on disability related matters, as would the executive power in certain circumstances. Under s. 51(xxiiiA) of the Australian Constitution, the Commonwealth may make laws providing for, amongst other things, ‘sickness and hospital benefits, medical and dental services … , benefits to students and family allowances’. While specialist disability services are not listed in the Constitution, by inference they share qualities with the other categories, and would be covered. The Commonwealth can set the qualifications and disqualifications for the receipt of such benefits or services. The notion of ‘benefits’ is a very broad one and is not confined to providing money; it may encompass the provision of a service or services, as well as goods.


� 	For example, the first two marginal tax rates for personal income tax were 15 and 30 per cent from 2005-06 to 2009-10 (and this will continue through to 2010-11). And, where there have been movements in personal and corporate tax rates, they have generally been downwards.


� 	The Queensland Government (sub. DR1031, pp. 13–14) raised the question of how the scheme might respond to unanticipated demand. An earmarked amount from consolidated revenue would assist in that regard, but the trials in several regions would also allow more reliable cost estimates to underpin any formula.


� 	For example, the analysis ignores some future anticipated fiscal savings associated with the growing role of the NIIS in funding catastrophic injury cases (which initially would be covered by the NDIS), and the longer-run returns from early interventions (chapter 16).


� 	It should be emphasised that the choice of end date is illustrative. The assumption in the bottom two rows in table 14.3 is that tax rates would be fixed to 2050. This end date is consistent with the Intergenerational Report, which is the source of many of the assumptions of the model. Of course, the tax rates could be reviewed and recalibrated more regularly than this assumption implies. However, the qualitative results would be similar were a shorter time horizon to be used in the illustration.


� 	Some of the simplifying features of the approach we illustrate here are that it (a) uses only approximate tax bases (b) uses just one overall prevalence measure, with no account for changing prevalence rates for different types of disabilities (c) assumes relatively smooth long run paths to the long-run (usually following wither exponential or logistic growth curves) (d) ignores more complex stochastic features that would be relevant to a proper risk model. For example, some series may follow a local linear trend (Harvey 1990), in which random errors affect the trend growth rate as well as the level of any relevant variable. There may also be correlations between errors in one period with others, and between errors affecting one variable and those affecting others. For instance, on the latter score, if unemployment rates were to rise, then labour force participation might also fall due to the ‘discouraged worker’ effect. While there are limits to what can be modelled, reserves are intended to cover all of these stochastic elements. 


� 	Moreover, the literature on tax smoothing is contested, with concerns, for example, about the effects of large accumulation of reserves on rates of return, though that is likely to be less important for the NDIS, which builds up relatively small reserves from an economy-wide perspective (Sadka and Tanzi 1998).


� 	The main difference between these estimates and those in the draft report is the coverage of Australian Disability Enterprises and some community mental health spending.


� These estimates are based on successive issues of annual budget papers prepared by the Australian Government (Budget paper No. 3, Australia’s Federal Relations).


� 	Australian Government, Budget Paper No. 3, 2009-10 Budget (p. 111).


� 	While part of that is population growth, much of it reflects a significant increase in real spending for those needing support.


� Noting also that the Australian Government can instruct the CGC to ignore certain payments from the Commonwealth in its determination of the distribution of the GST.


� 	A new agreement involving all states has now been reached.
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