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Adjusting for cost differentials
An overview of the Steering Committee’s approach to prorating mainstream expenditure between Indigenous and non‑Indigenous services is provided in chapter 2.

Service use measures are used to identify the Indigenous share of expenditure:

	Indigenous share of mainstream 
expenditure
	=
	Total mainstream expenditure
	×
	Service 
use 
measure
	[1]


The approach in equation [1] is extended to recognise that the service use measure might need to be adjusted for: 

· Indigenous under‑identification — the degree to which Indigenous service users are not correctly identified or recorded in data collections
· Indigenous cost differential — to account for the fact that the average cost of providing a government service to Indigenous Australians may be more/less than the cost of providing the same service to non‑Indigenous Australians.

This chapter focuses on the concepts, sources and methods used to adjust measures of service use to reflect the difference in the cost of providing services to Indigenous and non‑Indigenous Australians for each expenditure category.

An overview of the concepts is provided in section 5.1. Section 5.2 discusses the data sources and estimation methods for the Indigenous Expenditure Report.

5.1
Cost differential concepts

An Indigenous cost differential factor is defined as ‘a measure of the relative cost of providing mainstream services to an Indigenous person as compared to the cost of providing the same service to a non-Indigenous person’.

The provision of services to Indigenous Australians might be more costly on average, than providing the same services to non‑Indigenous Australians, due to:
· usage patterns — Indigenous Australians often access a different range of services from government agencies, which may lead to greater/lesser case complexity and different costs to the service provider 

· culturally appropriate service delivery — government service providers may tailor service delivery for people from diverse backgrounds, including Indigenous Australians. For example, incorporating Indigenous cultural perspectives in designing and delivering programs, or providing specific materials or services in a culturally appropriate manner (such as to cater for Indigenous languages)

· location — a higher proportion of Indigenous Australians are located in remote areas compared with non-Indigenous Australians, where the cost of providing government services may be greater

· interactions between the above — in remote areas there are generally fewer, less accessible, services compared to urban areas, and further distances to travel to access those services. This also affects the required case mix and need for culturally appropriate services.
Cost differentials should seek to reflect each of these components based on the actual population distribution within each jurisdiction. 
Cost differentials should not reflect differences in service use (which may also relate to location and service need) as this is explicitly captured by the service use measure (chapter 3).

Incorporating location

One of the main issues with calculating cost differentials is separating which service costs are related to general high cost factors (such as location) and which service costs are associated with the Indigenous status of service users. For example, the more remote an area is, the higher the cost of service delivery is likely to be, regardless of the Indigenous status of service users. 
The extent to which location should be included in the estimation of cost differentials is a complex issue. On the one hand, the cost of providing services in rural and remote areas can generally be higher regardless of the Indigenous status of the service user. This mainly reflects factors such as lower economies of scale and higher input costs.

On the other hand, a larger proportion of Indigenous Australians than non‑Indigenous Australians live in remote communities. The service needs of Indigenous Australians living in remote locations can also be different from the service needs of Indigenous Australians in urban settings. This influences the jurisdiction‑wide average cost of providing services to Indigenous compared with non‑Indigenous Australians.
Location should be considered in cost differentials in situations where Indigenous Australians are over‑represented in the client populations in remote locations and where service requirements interact with location.
5.
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Cost differential information and adjustments
Existing data sources

For most mainstream services, it is difficult to identify the magnitude of any differences in the cost of providing services to Indigenous and non‑Indigenous Australians. To date: 
· relatively little work has been done in this area — there has been little research into cost differentials across Australia in many service areas. The Steering Committee has identified relevant work by the Commonwealth Grants Commission on cost impediments that could be usefully built upon. Many factors can create cost differentials for each program or service area. These can vary across jurisdictions and even between small areas

· identifying appropriate data sources can be difficult — the Steering Committee has identified few relevant data sources. Given the range of influences that could potentially affect cost differentials, targeted research projects may be required in specific service areas to identify cost drivers (for example, targeted activity-based costing surveys).
Sources and methods

Each jurisdiction has provided their own estimates of the service cost differential for each service area of expenditure — taking into account their own circumstances of providing government services and the available data for their jurisdiction.

A range of possible methods are used for estimating the cost differential for various expenditure areas, each with different resource requirements and implications for reliability. These include:

· administrative data that links costs to Indigenous/non‑Indigenous users
· government funding and/or policy settings
· studies/analysis of service delivery cost drivers 
· proxies using cost differential information from similar exercises 

· proxies using cost differential information from similar services
· seeking expert opinion.
Administrative data that links costs to Indigenous/non-Indigenous users

Government administrative systems might record the amount of expenditure made for each recipient of a government service. This is most likely to occur where governments provide subsidies or payments to individuals (either directly or via a service provider). Where the Indigenous status of the recipients (and the type and level of payments or subsidies) is recorded, it may be possible to calculate the average payment made to Indigenous recipients compared to non‑Indigenous recipients of the service. 

The reliability of this approach is dependent on the quality of the administrative system and the identification of Indigenous clients. 

Government funding and/or policy settings

Government funding mechanisms might explicitly provide extra funding to government services provided to Indigenous Australians. For example, an aged care provider might receive 1.25 times the standard government subsidy for each Indigenous client.

It is appropriate to use funding weights as the cost differential where this reflects the actual expenditure of government in providing services to Indigenous Australians. Where funding weights are used as cost differentials, jurisdictions are asked to report information explaining the basis of the funding weight and how this relates to Indigenous service provision.

The reliability of this approach is dependent on the alignment between the government’s funding mechanism and the actual delivery of services to Indigenous Australians.

Studies/analysis of service delivery cost drivers

Governments might have empirical information that can be used to assess the relative cost of providing a particular government service to Indigenous Australians. Such analysis could look at the different cost drivers (such as location, time, level and type of service) and the Indigenous representation associated with each cost driver (for example, the number of Indigenous Australians receiving low cost services). This information can then be brought together to estimate the average government expenditure in providing services to Indigenous Australians compared to non‑Indigenous recipients of the government service.

If existing information is not available, governments could conduct a survey of their service providers to better understand their cost drivers, including the Indigenous status of the service users. 

The reliability of this approach is dependent on the quality of the overall analysis and, in particular, the appropriateness of any assumptions made within the analysis.

Proxies using cost differential information from similar exercises

Governments might use cost differential data collected from similar exercises as a proxy for the Indigenous Expenditure Report. For example, the Commonwealth Grants Commission calculates assessed differences for expenses for a range of government services (box 5.1).
The reliability of this approach is dependent on similarity between the two exercises and the quality/accuracy of the cost differential data originally estimated.

Proxies using cost differential information from similar services

Governments may use cost differential data collected from similar services as a proxy for another service in the Indigenous Expenditure Report. For example, the cost differential in providing primary school services could be used as a proxy for the cost differential of providing special education services.
	Box 5.

 SEQ Box \* ARABIC 1
Commonwealth Grants Commission

	As part of its work to measure the differences in expenses that States and Territories would incur if they provided the national average level of government services, the Commonwealth Grants Commission (CGC) takes into account the impact of Indigenous Australians on State government expenditure.  The concept is related to that measured in the Indigenous Expenditure Report (IER) but there are differences between the two concepts:
· The CGC considers only State and Territory spending. Commonwealth government spending is not relevant to the CGC exercise.
· The CGC measures the average spending patterns of all States. It asks what a State would spend on its Indigenous population if it provided the average standard of service. The IER approach asks what each State actually spends.

· The CGC measures the impact attributable to Indigeneity, not the total cost of Indigenous service provision.  For example, Indigenous Australians have a younger age profile, and are more likely to live in remote areas.  To the extent to which these factors increase costs, the CGC attributes these factors to age and remoteness.  The IER approach attempts to measure the total cost of delivering services to Indigenous Australians, given their age profile and where they live. 

· The CGC analysis is undertaken at a higher level. The IER identifies Indigenous expenditure in around 100 different categories of government expenditure. The CGC analysis is done for around 14 categories (some of which are disaggregated further).
In most other ways, however, the approach is broadly similar.

	

	


The reliability of this approach is dependent on the similarity of the cost drivers between the two services and the quality/accuracy of the cost differential data originally estimated.

Seeking expert opinion
Governments may use surveys of local experts to estimate the cost differential data.
The reliability of this approach is dependent on the knowledge and expertise of those surveyed. Reliability may also be affected if the local experts have an incentive to overestimate or underestimate the true cost differential ratio — for example, to obtain a more favourable budget allocation in future years.
Cost differential default assumptions
As discussed, it is currently difficult for jurisdictions to quantify the magnitude of any differences in the cost of providing services to Indigenous and non‑Indigenous Australians without detailed analysis.
As an interim measure, the Steering Committee has assessed that mainstream services in the GPC major groups align to one of the two default assumptions (table 5.1). These are:

· no cost differential — for mainstream services where there is no strong conceptual basis to assume that the average cost of providing services to Indigenous and non‑Indigenous Australians is different (that is, the relative cost equals one)
· up to 10 per cent cost differential — for those mainstream services where there is a conceptual basis to assume a cost differential, but the jurisdiction has been unable to provide data, it is assumed that the average cost of providing mainstream services is up to 10 per cent greater for Indigenous Australians than for non‑Indigenous Australians (that is, the relative cost is 1.1). 

Table 5.
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Cost differential default assumptions

	No cost differential
	Up to 10 per cent cost differential

	· General public services (GPC 01)
	· Public order and safety (GPC 03)

	· Defence (GPC 02)
	· Education (GPC 04)

	· Health (GPC 05)

	· Social security and welfare (GPC 06)

	· Recreation and culture (GPC 08)
	· Housing and community amenities (GPC 07)

	· Fuel and energy (GPC 09)
	

	· Agriculture, forestry, fishing and hunting (GPC 10)
	

	· Mining and mineral resources other than fuels; manufacturing; and construction (GPC 11)
	

	· Transport and communications (GPC 12)
	

	· Other economic affairs (GPC 13)
	

	· Other purposes (GPC 14)
	


Presentation of Indigenous cost differential sources and methods

Jurisdictions that reported cost differential factors other than the defaults have been asked to identify the method of estimation following the guidelines in section 5.2. 

Appendix C provides a summary of:

· what Indigenous cost differentials have been applied

· the approach each jurisdiction has used to measure the cost differential for each government service

· where the default cost differential has been applied.

� 	Australian Government expenditure is allocated across states and territories using the approach described in chapter 7 before this method is applied.


�	The cost differential for each category of health expenditure is provided by the AIHW.
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