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This paper looks at how the long-term growth of government spending, and the erosion of personal 
responsibility that this creates, might be reversed by allowing people to opt out of the welfare state. 
Those who prefer to pay higher taxes in return for government services and payments could still do 
so, but those who are willing to give up their eligibility for certain government benefits or services 
could reduce their income tax in return for agreeing to take more responsibility for themselves. The 
proposals, which are intended to generate further discussion, are:

•  All adults would have the right to opt out of some of their welfare state entitlements in return 
for tax reductions (but those who wish to remain in the state system would be free to do 
so). Voluntary opt-outs would apply to the age pension and the government health system 
(Medicare, the Pharmaceutical Benefits Scheme and the state hospitals). Those opting out 
would be required to make alternative provision for themselves and their dependants using 
some combination of personal savings and insurance.

•  Those opting out would be compensated by income tax reductions to enable them to retain 
more of their own money to spend on meeting their own needs. Tax would still be spent 
supporting the needs of poorer households, but less tax money would be ‘churned’ back to 
affluent households who do not need support.  

•  Government benefits for the first six months of unemployment or sickness in any year would 
be ended. Instead, every Australian would have a new savings account, called a Personal 
Future Fund (PFF), and would draw on that to cover short periods of joblessness. The federal 
government’s Future Fund would be closed and the money transferred to 20 million new PFF 
accounts. Employed adults would be required to make an annual contribution to their PFF, 
compensated by a corresponding tax reduction. 

•  People wishing to opt out of government health services would make additional contributions 
into their PFFs, to pay for routine medical expenses, and would buy catastrophic health 
insurance. These additional expenditures would qualify for corresponding tax reductions up 
to an agreed annual limit. 

•  People opting out of their age pension entitlement would be eligible for tax-free superannuation 
contributions. Those who decide not to opt out of the age pension would be required to 
convert some or all of their super lump sum into an annuity generating an income equivalent 
to the age pension income test eligibility limit.  

The paper also looks at ways in which low income groups who pay little income tax might nevertheless 
be enabled to cash in their welfare state entitlements so they too can opt out of the system if that is 
what they prefer to do. 

Professor Peter Saunders is social research director of The Centre for Independent Studies and author of Australia’s 
Welfare Habit, and How to Kick It.
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Introduction: Where do we want to be in 2040?1

Most political debate and discussion is taken up with immediate concerns and short-term 
problems. Sometimes, though, it is important to stand back from the details that preoccupy 
us today and think strategically about where we hope we are going in the long-term. 

When we do this, one of the core questions we have to address concerns the role and 
size of government. Government has become much bigger over the past forty years, and 
its growth shows no sign of slowing. The main driver has been the inexorable increase 
in spending on the welfare state (not just cash benefits, but also services like health and 
education), which soaks up more than two-thirds of all government spending. Even though 
the population is getting more affluent, and should therefore be more capable of looking 
after itself without government assistance, the welfare state keeps getting bigger. 

Forty years ago, state and federal governments in Australia absorbed just over one-
fifth of the country’s output in taxes. Since then government has increased its share of 
the country’s GDP by another 50%. This is mainly because of the growth of the welfare 
state. Forty years ago, only 3% of working-age adults relied on welfare payments as their 
sole source of income; today it is around 16%. Forty years ago there was no government 
Medicare system, although the Commonwealth did help out with people’s medical bills. 
Today, total government spending on health and aged care exceeds $80 billion per year 
and is still escalating at a rate of 4% per year in real terms. 

How far are we prepared to let these trends go before we decide they have gone too 
far? If we could specify how we would like Australia to look towards the middle of this 
century, would we choose to have government absorbing half of everything we produce, 
or think it desirable to have large swathes of the population dependent on government 
services and government hand-outs? Or would we prefer to see an affluent country where 
most people manage their own affairs without having to rely heavily on government to 
provide them with what they need? If the latter, then we have to make changes now to 
set the foundations for a more responsible and freer country in thirty or forty years time. 
This paper is an attempt to get this discussion started. 

Reducing tax-welfare churning

The core of these changes must involve action to reduce tax-welfare churning—the way 
government takes money away from us in tax, only to return it as welfare benefits or 
services. In three previous papers I have suggested that half or more of the money spent on 
the welfare state is ‘churned’ back to the people from whom it comes, which means only 
half is redistributed from richer to poorer households in the course of their lives.2 I argued 
that if we could reduce the churning element, we could leave people with more of their 
own money so they would not have to ask government for help, while still redistributing 
resources to those who need them. The question is: how are we to achieve this? 

One important step is to raise the tax-free earnings allowance so that people do not 
pay income tax at the same time as the government is topping up their incomes with 
welfare benefits. The family support payments system also needs to be amended so that 
welfare payments like the Family Tax Benefit and Child Care Benefit are replaced by child 
tax credits. Both these changes would allow families to retain a larger slice of their own 
earnings rather than receiving government payments. Both proposals have been outlined 
in detail elsewhere, and I shall not discuss them again in this paper, but they remain crucial 
elements in the strategy to reduce tax-welfare churning and restore self-reliance.3  

The proposals developed in this paper would complement these tax and family benefits 
changes by enabling people who do not need government help to opt out of the welfare 
state in return for tax reductions. The paper discusses various ways in which people might 
take more responsibility for their own lives, rather than relying on government services and 
hand-outs, and at this stage, these proposals are not firm recommendations, but merely 
ideas intended to start a debate. However, something along these lines needs to be done 
if we are to encourage people who can to take more responsibility for themselves.  
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Will they jump or do they need a push?

There are two ways to help people reduce their dependency on the welfare state and 
increase self-reliance. You can push them or you can coax them. Existing government 
policies contain elements of both strategies. 

When it comes to retirement savings, for example, we push people more than we 
coax them. Workers (through their employers) are forced to put money into personal 
superannuation, and these savings then replace or reduce their dependence on the means-
tested government age pension. Although we do dangle some carrots, in the form of tax 
reductions on superannuation contributions, the system is essentially coercive. 

In health care, by contrast, we coax people more than we coerce them. Those who 
buy private health insurance receive a 30% tax rebate on their premiums, and higher-
rate income tax payers who do not buy private health insurance are penalised with a 1% 
Medicare Levy surcharge. People with private health insurance do not opt out from the 
public health care system, for they could still use a public hospital if they wanted to, and 
even when they use a private hospital, the costs of their treatment are still subsidised 
by Medicare. They also continue to enjoy the benefits of Medicare’s GP cover and the 
Pharmaceutical Benefits Scheme (PBS). But the logic of the 30% rebate is that, in return 
for removing themselves from reliance on the state hospital system, patients are allowed to 
retain more of their private income free of tax to help them pay for their private cover.4 

The proposals that follow represent a combination of pushing and coaxing, but the 
core idea is to offer people the choice between staying in the welfare state or opting out 
of it.5 Voluntary opt-outs would allow people who agree to take more responsibility for 
themselves to retain more of their income to enable them to do it. Those who prefer 
to remain in the welfare state system can do so, but those choosing to opt out could 
‘cash out’ some or all of their current welfare entitlements in the form of tax reductions. 
This could apply, not only to health care, but also to other government welfare services 
including retirement pensions.

Entitlement opt-outs or Contribution opt-outs?

The idea of opt-outs is not new. Prominent ‘centre-left’ Australian thinkers like Vern 
Hughes and Noel Pearson have recently suggested that people might be allowed to cash 
out their entitlements to Medicare and subsidised pharmaceuticals, as well as treatment 
in public hospitals.6 Hughes, for example, proposes that individuals should be permitted 
to divert their Medicare contributions, plus their share of expenditure on public hospitals 
and the PBS, to health care cooperatives of their choice. These cooperatives, modelled 
on the old Friendly Societies, would levy membership fees as well as receiving their 
members’ cashed-out contributions from the government, and in return they would 
provide a specified range of health care services, buying hospital beds or specialist care 
from other health care providers as required. Noel Pearson advocates a similar model of 
communal Medicare opt-outs for remote Indigenous communities living on the Cape 
York peninsular. 

There are two major differences between these proposals and the ideas I shall outline 
in this paper. One is that my proposals will not be limited to people wishing to join a 
health care cooperative, but would allow anybody who wants to opt out of the government 
system to withhold some or all of their contributions and spend the money on approved 
health care providers of their choice. Some might choose to join a not-for-profit health 
care mutual society such as those favoured by Hughes and Pearson, but others might 
prefer to use the money to buy private health insurance or to build up their own Medical 
Savings Account. Furthermore, my proposals do not stop at health, for I also suggest 
offering opt-outs to people who are prepared to organise their own retirement savings in 
return for relinquishing their entitlement to a government age pension. 

The second difference is that Hughes and Pearson would allow people to cash in 
the total value of their entitlements whereas I would only allow them to withhold part 
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or all of their contributions. The entitlements opt-out favoured by Hughes and Pearson 
would allow people to cash in the total value of the benefits and services they currently 
enjoy, irrespective of how much of their own money they have paid towards them. A 
contributions opt-out, by contrast, would only allow people to keep back money which 
they themselves currently pay in. An entitlements opt-out would give people their own 
money (which is currently churned back to them) plus money raised from other taxpayers 
and redistributed to them. A contributions opt-out is much more modest, for it allows 
you to keep your own money but not to cash in other people’s.   

This paper favours a contributions opt-out model, although later I shall also outline 
an alternative strategy for entitlement opt-outs. The pros and cons of each of these 
approaches will need to be debated, but the key point for now is that we need to agree 
in principle to move towards some system of opting out. Either of the models would be 
preferable to current arrangements, for they both allow people a choice where none is 
currently available. 

A majority of voters regularly tells opinion pollsters that they want to pay more tax 
so that government can increase its spending on services such as public hospitals and 
public schools.7 A policy offering opt-outs would allow those voters who really do want 
to support the state system to remain with the high tax welfare state they say they want. 
But there is no reason why the rest of us should be forced to accept a system we do not 
want. Opt-outs would allow those of us who think we can organise something better for 
ourselves to do so by using our own money and making our own spending and savings 
decisions. 

Adverse selection and deadweight costs

One concern about contributions opt-outs is the worry that affluent people who can 
afford to buy good quality services will take their money out of the public system, leaving 
poorer people marooned in a declining state sector from which they cannot afford to 
escape. Economists refer to this as the ‘adverse selection’ problem.

This would not be a problem, however, if affluent people withheld money to finance 
their own needs but continued to pay tax to support those who cannot support themselves. 
This would mean people remaining in the state system would not be any worse off than 
they are now.8 

I noted in an earlier paper that about half of all the money spent on the welfare state at 
the moment is redistributed from richer to poorer households, while half of it is churned 
back to the same people who provided the money in the first place.9 The redistributive 
component would continue under a system of opt-outs. The only welfare spending that 
would be reduced would be that which is currently churned back to taxpayers, not that 
which is redistributed. In principle, therefore, poorer people remaining in the state system 
should not be any worse off as a result of this change. 

Another concern sometimes expressed by economists is that allowing people to opt 
out of their contributions will increase what they call ‘deadweight losses’. The argument 
is that many Australians are already deserting the welfare state without opt-outs, so why 
should government forego revenue by giving them additional tax reductions? 

More than one-third of parents pay to have their children educated in non-government 
schools even though they are forced to pay taxes for the schools the state provides. 
Similarly, about 40% of households pay for private health insurance to give them access 
to medical treatment in non-government hospitals while simultaneously paying for the 
public system they choose not to use. Why allow these people to withhold some of the 
taxes they are currently paying when they are already opting out of the public system 
with fewer or no such concessions?

This is, however, the wrong way of looking at the problem. The more pertinent question 
is why should people who do not want what the government is providing nevertheless 
be forced to pay for it? As I have been arguing for the last twenty years, Western welfare 
states are undergoing a long-term process of privatisation reflecting rising real incomes 
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and a revolution in popular aspirations and expectations.10 Given the opportunity, most 
people prefer to spend their own money buying the services they want—they vote with 
their feet. The problem, though, is that many are not given this opportunity. Tax is taken 
from them whether or not they want what the government is offering them, and this 
leaves them with insufficient funds to pay again for private alternatives.

The real question we should be asking ourselves, therefore, is not how we can defend a 
universal welfare state model by forcing people to pay for it even when they do not want 
it, but how we might enable more people (especially those in lower income households) 
to exercise the sorts of choices that more affluent people are already enjoying?  

Empowering the poor

The problem in extending choice to lower income households is that many of them are 
not (or do not seem to be) paying enough income tax to enable them to trade off their 
welfare state contributions against tax reductions. Even in the middle of the income 
distribution, people with families often find they are getting more out of the system 
than they are putting in.

Estimates by the National Centre for Social and Economic Modelling suggest that 
households in the middle of the income distribution paid an average of $7,200 of income 
tax in 2001–02. This is a lot of money, but these households also consumed an average 
of $6,500 of government cash transfers (mainly family payments claimed by those with 
dependent children) as well as an estimated $5,700 of health services. These figures are 
averages: many middle income households consume nothing like this amount, but those 
with dependent children often consume a lot more. The scope for opting out therefore 
seems limited, even among middle income households. Lower down the distribution, 
it is even tighter. Households in the bottom fifth of incomes paid almost no income tax 
in 2001–02, but they received an average of over $12,000 in benefits and over $6,000 
in health spending.11 

The crunch question, therefore, is how people who pay relatively small amounts of 
income tax can be enabled to opt out of a system when they are paying almost nothing 
into it?12  

Later in this paper we shall review ways this might be done. Full entitlement opt-outs 
(rather than mere contributions opt-outs) are one possibility; rebates on indirect as well 
as direct tax contributions may be another. But for the moment, it is important to get 
this problem into proper perspective, for the net tax contributions of many low income 
households is not as tight as these statistics appear to suggest. 

The reason is that people’s incomes fluctuate over time. While it is true that only 
a relatively small number of people pay substantial amounts of income tax at any one 
time, many more people pay a lot more income tax over the course of a whole lifetime. 
This means that even the ‘poor’ enjoy some capacity for opting out of welfare when their 
lifetime tax payments and welfare receipts are examined. Thus we saw in an earlier paper 
that even the lowest lifetime earners pay enough income tax in the course of their lives 
to pay for half of all the welfare benefits they are given.13 In principle, therefore, even 
relatively poor households should be able to reduce their lifetime tax bills in return for 
opting out of some long-term welfare entitlements, provided some combination of loans, 
savings or insurance is available to help them ‘smooth out’ the peaks and troughs in their 
lifetime earnings. The opt-out proposals developed below are designed to provide them 
with this capacity. 

We should also remember that opting out does not have to be an all-or-nothing 
decision. It should be possible for people to trade off welfare entitlements in one area of 
government provision while remaining in the state system in another. People might opt 
out of the government pension, for example, but stay with Medicare. Given this sort of 
flexibility, even those who pay little tax in the course of their lives should be able to find 
some benefits that they could afford to trade in for tax reductions if they choose to do 
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so. Under a contributions-based opt-out system such as that proposed here, those on low 
incomes may not be able to enjoy the same range and extent of choices as more affluent 
households, but they would still enjoy more choice than they get at the moment.

‘Personal future funds’ to kick-start self-provisioning

The cornerstone for a new system of opt-outs should be an enhanced system of personal 
savings. As I have suggested elsewhere, this can be kick-started by denationalising the 
federal government’s ‘Future Fund’ and redistributing the money to all Australians in 
the form of 20 million new personal savings accounts.14 

The Future Fund came into existence in May 2006. Its assets are currently estimated 
at around $55 billion, and some predict the Fund could be worth as much as $100 billion 
as early as 2010.15 The government says it needs this money to pay for under-funded, 
defined-benefit public service pensions which are expected to amount to $140 billion by 
2020, but many economists believe the best way to help future generations meet these 
liabilities is to increase the size of the economy by encouraging individuals and businesses 
to invest. Taking tax from individuals and businesses to build up a government savings 
fund will depress private investment and may therefore leave future generations worse 
off than they would otherwise be.16

The main reason the government set up its Future Fund was to soak up budget 
surpluses and lock away privatisation proceeds at a time when the public debt has all 
but been repaid.17 The Treasury is worried that cutting taxes could stoke inflation, so 
it prefers to levy taxes that it does not need and to bury the money away in a fund that 
cannot be touched for another 14 years. But even if the inflation fear is justified, why 
not allow individuals rather than government to do the saving? 

Assuming the value of the Future Fund reaches $60 billion by 2008, an equal share-
out among all permanent residents in Australia (children as well as adults) could provide 
everyone with their own ‘personal future fund’ (PFF) worth around $3,000. About 
$750 million would have to be earmarked each year after that so newborn children 
could be endowed with a PFF of equivalent value to those established earlier, and new 
immigrants should be required to establish a fund of their own before taking up residence 
in Australia.18 This way, every Australian would have their own future fund, now and 
into the future. To save on administration costs, these funds could be set up parallel to 
existing superannuation accounts and could be run by the same financial managers. 

Is it right to give away government assets to private citizens in this way? It is certainly 
justified ethically, for the Future Fund consists of surpluses raised through taxes (which 
would be returned to those who contributed the money), and Telstra receipts (which would 
go back to the public who notionally ‘owned’ the company before it was privatised). This 
policy is also justified financially, for provided the use of these personal funds is restricted 
so that the money replaces present or future calls on government benefits or services, 
claims on government spending in future years could be reduced at least as effectively as 
anything the government’s own Future Fund is likely to achieve. 

Using Personal Future Funds for unemployment/sickness savings

One way PFFs could reduce the population’s dependence on welfare benefits is by 
replacing government unemployment and temporary sickness allowances for the first 
26 weeks of any claim period. This is an idea similar to that recently developed by the 
centre-left Hamilton Project in the USA, which has called for the establishment of what 
it calls ‘Temporary Earnings Replacement Accounts’.19  

Some years ago I proposed a 26 week time limit on eligibility for government 
unemployment benefits as a way of preventing the drift into long-term unemployment.20 
My idea was that after six months of job search, training and other forms of government 
assistance, claimants who failed to find work should become eligible to apply for a 
full-time ‘Work for the Dole’ (WfD) placement. This would provide a full-time job at 
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basic benefits rates (plus work expenses), and would remain in place until they found 
alternative employment. 

Now, if every Australian had their own PFF, the first six months of unemployment or 
sickness could be covered out of their own savings without having to apply for government 
benefits, in which case the existing system of unemployment benefits could simply be 
shut down. 

The initial government transfer of $3,000 into everybody’s PFF would cover about 
three months worth of the current single person’s basic unemployment allowance. 
Workers would therefore over time have to add another $3,000 of savings (at constant 
prices) to bring their funds up to a level adequate to cover a full six months of joblessness. 
This could be done through an annual levy on their gross income of, say, 1%. These 
contributions would have to be compulsory, but they would be offset by an equivalent 
reduction in the income tax workers have to pay, so they would be no worse off in net 
terms than they are now. 

Under this system, if somebody lost their job and registered as unemployed (or if they 
were temporarily off work sick), they would draw down on their personal fund to provide 
themselves with a basic income for up to 26 weeks in any year.21 During this period, 
they could still use the job search and training services offered by the Job Network, but 
they would not receive government payments, and once they found another job, they 
would start to replenish their PFF through the 1% income levy. Those who failed to find 
work during the six month period would be offered a Work for the Dole placement.22 
The existing system of unemployment benefits would therefore no longer be needed and 
could be wound up.  

On an average wage, somebody paying a 1% annual levy into a fund already containing 
the initial $3,000 of government seed money would take about five years to build up 
savings adequate to cover six months of unemployment. After that, their fund would 
continue to grow for as long as they did not draw on the money. Rather than paying 
tax every year of their working life for what is essentially a compulsory, government-run 
unemployment insurance scheme, they would now be putting the equivalent amount of 
money into their own savings accounts. For young people in particular, this could be a 
very attractive option, for unused or surplus balances could be cashed on retirement along 
with superannuation, or could be diverted to other approved PFF uses such as medical 
savings (discussed below).  

Because unemployed people would be using their own money to maintain themselves 
for the first six months of job search, any shame or stigma traditionally associated with 
receipt of unemployment benefits would be reduced. Accusations of ‘dole bludging’ 
would lose their bite, for the cost of work avoidance would fall solely on the unemployed 
person themselves. And because there would be a strong motivation to find work before 
savings were exhausted, problems of policing eligibility and deterring fraud which are 
commonly encountered in the existing system of unemployment benefits would be 
minimised. For six months, people could more-or-less be left on trust to search for 
work and attention could be focused on helping them find it rather than on monitoring 
their efforts. Knowing that their PFF is running down, jobseekers would likely be more 
flexible when assessing employment opportunities, and this would reduce the drift into 
long-term unemployment. 

Using the PFF for Medicare opt-outs 

For some people, PFFs would only ever function as a replacement for unemployment and 
sickness benefits. But for those who wanted to opt out of other welfare state entitlements, 
PFFs could become an important means of building up tax-free savings that could help 
them do it. 

One area where this might happen is in health care. People could be offered the chance 
to fund their own routine GP and pharmacy expenses (perhaps up to an annual ceiling), 
and to insure themselves against medical costs (including hospital treatment) in excess 
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of this amount, in return for which they would pay less tax. 
Taxpayers choosing to opt out of the government health care system would obviously 

be exempted from paying the Medicare Levy, which currently takes 1.5% of their salary, 
but they would also qualify for further tax reductions on top of this for receipts from 
the Medicare Levy only cover one-sixth of total government health care costs, with the 
rest coming out of general taxation.23 The total value of government health services 
that people currently consume obviously varies according to factors like their family 
circumstances and their age, but for most people it would certainly exceed 1.5% of 
salary. We shall see later that an average tax saving of around $2,500 would probably be 
required to compensate.  

People opting out of government health care would be required to buy health insurance 
and to put a certain amount into their PFF each year to meet routine medical expenses. 
Any money not used for medical expenses in any one year could be allowed to accumulate 
in their funds to be used for medical or other approved purposes later on. The build 
up of savings in their personal funds would enable people to agree to high ‘deductibles’ 
on their health insurance (for example, they might agree to meet, say, the first $2,000 
of hospital fees from their PFF funds) which would reduce premiums and would help 
offset any rise in insurance charges following the withdrawal of the Medicare subsidy on 
hospital treatments for private patients.24 Health insurers would be required to operate 
on the ‘taxi-cab’ principle, accepting all comers, and would not be allowed to discriminate 
on the basis of personal health histories and profiles. 

Allowing people to trade their government health care entitlements against tax 
reductions would not only reduce tax-welfare churning and enhance self-reliance in 
the area of health. It would also promote greater efficiency in the use of health services. 
Since free treatment under Medicare was introduced in Australia, the number of medical 
services consumed per person has increased by 50% without anything like a commensurate 
improvement in health levels.25 Just as paying your own unemployment benefits out of 
a personal fund would discourage work avoidance, so paying for part or all of your own 
medical expenses out of a personal fund would discourage non-essential treatments. An 
added bonus would be that it might help promote the take-up of preventative measures 
and healthier lifestyles. 

One question that would need to be settled is whether, having opted out of Medicare, 
people would be allowed to opt back in later. It would be better if this were not permitted 
(due to the obvious problems of adverse selection it would create), but if it were allowed, 
ways would have to be found of scaling benefits according to the amount of time spent 
in the government system. The longer people had opted out, the less would then be the 
incentive to opt back in again.

Superannuation tax breaks in return for opting out of the age pension 
entitlement

Establishment of PFFs could help reduce tax-welfare churning during people’s working 
lives, but when it comes to retirement, most people already have their own savings 
accounts. However, the Superannuation Guarantee system in Australia has several 
important weaknesses that need fixing if it is to replace mass dependency on the age 
pension when people retire. 

First, the 9% salary contribution is too low to provide many retirees with an adequate 
income, and forecasts suggest there will continue to be widespread reliance on the age 
pension for a long time to come.26 Secondly, although the 9% contribution represents a 
deduction from wages, it is paid by employers rather than employees, and this weakens 
workers’ sense of responsibility for and ownership of their own fund. Thirdly, there is a 
perverse incentive at maturation for members to spend their super lump sums (rather 
than converting them into an annuity) to qualify for the means-tested age pension.27 
Fourthly, accumulation of capital in funds is hampered by a tax regime which reduces 
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both contributions and profits, thereby reducing the amount available at maturation. 
And fifthly, there are concerns that administration costs are too high, further reducing 
the rate of asset accumulation.28 

One way these problems could be eased is by increasing the compulsory contribution 
to superannuation from 9% to around 15% of salary (with a mandatory 6% employee 
contribution), and by forcing retirees to convert their lump sums into annuities in order 
to maximise their income stream and reduce their call on the age pension. Both of these 
proposals are examples of what I earlier referred to as ‘pushing’ people out of welfare. 
Not only would the government force us to save more of our own wages, but we would 
also be obliged to buy an annuity with our own savings. This would work, but it is an 
illiberal response to the problems in the current system.  

A better alternative might be to coax people away from reliance on the government 
pension. This could be done by removing the tax on super contributions (and perhaps 
on super fund earnings too), but only for workers who opt out of the government age 
pension. Abolishing superannuation taxes would be very expensive in terms of revenue 
foregone if it were applied to everybody (especially now that the government has removed 
the tax on final withdrawals) and it would still not do much to reduce pressure on the 
age pension budget (because retirees could still choose to spend their lump sums and 
then rely on the government to support them in old age). But if tax reductions on super 
contributions were limited to people willing to give up their entitlement to a government 
age pension (that is, those willing to opt out), the costings would look a lot better.29 

An age pension opt-out might work by allowing people to contribute up to, say, 9% of 
salary tax-free into their super fund (on top of the existing 9% employer contribution) in 
return for contracting out of any future claim on the government age pension. Faced with 
the choice between a government pension in 30 or 40 years time, and the opportunity 
to save tax-free in their own retirement fund, many younger people and higher earners 
could be attracted to the opt-out. The result would be a significant drop in the projected 
level of future government spending on the ageing population. 

The problems in the existing system would still remain, of course, for those who did 
not opt out of the government age pension. In their case, it would be reasonable to require 
conversion of enough of their super lump sum into an annuity to generate a retirement 
income comparable to a full age pension (to limit eligibility for the means-tested pension 
to those who need it). A staged increase in the compulsory contribution of those who 
do not opt out to 15% of salary (the additional 6% to be paid directly by employees) 
might also be considered. 

By way of illustration…

We can illustrate how the proposals developed in this paper might work out by considering 
the case of a single person in her twenties with no dependants earning $40,000 pa gross, 
plus 9% superannuation (worth an additional $3,600) paid by her employer. The example 
assumes constant prices throughout.

Currently she pays $6,400 in income tax. She also pays a Medicare levy of $600. Her 
super fund pays an additional 15% contributions tax ($540) on her superannuation 
contribution (so her fund increases by only $3,060 each year). In total, she is losing 
$7,540 each year in tax (and that takes no account of the indirect taxes she pays on the 
goods and services she buys).

Under the changes proposed here and in earlier papers, her initial income tax liability 
falls from $6,400 to $5,250 as a result of increasing the tax-free earnings threshold to 
$13,000. She receives a one-off payment of $3,000 into her new Personal Future Fund, 
and is required to pay 1% of gross salary ($400) into this fund each year, but her income 
tax liability is reduced by the same amount, so her net income is unchanged. If she has no 
sickness or unemployment claims, it will take six or seven years on her current salary for 
her PFF to reach the minimum savings level needed to guarantee her a basic income for 
up to six months of unemployment. After that, her fund continues to grow by $400 every 
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year (plus whatever the money in the fund earns) and gets increasingly into surplus. 
Suppose she chooses to trade in her eligibility for the government age pension and to 

opt out of Medicare, PBS and the state hospital system. These should be seen as irreversible 
decisions—she must now make arrangements to look after herself for the rest of her life 
rather than expecting the government to bale her out.

Because she has opted out of the age pension, her employer’s 9% super contributions 
are now relieved of tax (saving $540). She can also choose to pay up to $3,600 pa (a 
further 9% of salary) in additional voluntary super contributions. If she goes for the full 
amount, this would reduce her income tax by another $1,120 pa. However, let’s assume 
for the purposes of this example that she decides to make a voluntary contribution of just 
half of this full entitlement—an additional payment of $1,800 per year into her super 
fund, attracting a further tax reduction of $540 per year.

She also opts out of government health care. Assume that the annual value of her 
health care entitlements over her whole life is worth, say, $2,500 (it might be more or 
it might be less, but for the purposes of this illustration it does not matter too much). 
Her tax should therefore be reduced by $2,500 per year to compensate. This tax saving 
must be used to buy health insurance, with the remainder going into her PFF savings. 
She might therefore buy a catastrophic health insurance policy for $1,500 per annum, 
putting the remaining $1,000 into her PFF to cover routine health expenditure like GP 
consultation fees and pharmaceuticals purchases.30   

As a result of all these changes, her total annual tax liability has fallen from $7,540 
to $2,410—a saving of $5,130. $4,590 extra appears in her net pay, and the other $540 
of tax savings accumulates in her super fund as a result of the abolition of the tax on 
the contribution paid by her employer. However, she is now responsible for her own 
unemployment savings, retirement fund and health care. She has to pay $400 pa into 
her PFF to cover unemployment and sickness, plus $1,000 pa to cover routine health 
expenses. She also has to buy health insurance for $1,500, and she has decided to pay a 
further $1,800 each year into her super fund. In total, she is paying out $4,700 on these 
items. Her disposable income thus works out virtually the same as it was under the old 
arrangements (she is just $110 worse off each year).

Her net income has hardly changed, but what has changed is her assets balance. The 
deductions from her salary are now going into her own funds rather than disappearing 
into a black hole in the Australian Tax Office, so every year from now on, she is building 
up her own capital. Her superannuation fund, which used to go up by just $3,060 per 
year (plus earnings on the capital) is now growing by $5,400 annually (plus earnings). 
In addition, she now has her own future fund which is worth the initial $3,000 
transferred from the government’s Future Fund, plus her annual contributions of $400 
for unemployment/sickness and $1,000 for health, less any amounts withdrawn each 
year to cover bouts of sickness or periods of unemployment. All this will transform her 
economic situation later in life.  

Clearly, as she gets older and her circumstances change, her tax-welfare profile will 
change. If she has children, she will receive tax credits of (say) $4,000 for each of them 
until they reach school-leaving age. This will either reduce her tax payments by $4,000 
per child or will make her eligible for negative income tax transfers, depending on her 
income. She may also choose to increase her health insurance to cover her children 
(which would trigger a further reduction in her tax liability), although the state system 
would continue to cover children’s health care by default. As she goes through life she 
will depend on government for very little other help than this.31 

Assuming she retires at age 65 after 40 years of contributions (and expressing all values 
at constant prices), her super fund will be worth $683,000 (assuming 5% compound 
interest growth after any tax on earnings has been paid). This is almost $300,000 more 
than she would have built up under the existing arrangements. It is enough to buy 
her a retirement income annuity worth over $40,000 per annum through 25 years of 
retirement—more than she was earning gross during her working life! Not only that, 
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but she also now has her PFF. If through her working life she draws down on her PFF 
at an average of $500 per year for routine health expenses (leaving the remaining $500 
in the fund), she will have built up around $85,000 in that fund by the time she gets to 
65 (again assuming 5% annual growth)—much more than she needs to pay for health 
insurance for the rest of her life when she will no longer be earning. The surplus can be 
cashed in. 

All of this has been achieved on an annual salary of just $40,000—well below the 
current average wage in this country. 

Getting more inclusive

We saw earlier that people who pay little or no income tax are limited in the degree to 
which they can cash in their welfare state entitlements in return for tax reductions. A 
system of opt-outs based on contributions will not hurt them (they stay as they are in 
the existing welfare state system), but it may not offer them a great deal either. There are 
two ways that opt-outs might be extended so people on low incomes could take more 
advantage of them. 

One would be to allow people to cash in the indirect, as well as direct, tax payments 
they make to the government each year. Even those who pay little or no income tax at 
any one time still pay significant sums in indirect taxes such as the federal GST and 
state government duties on petrol, tobacco, alcohol, and the like. If this money could be 
refunded to those seeking opt-outs, they would be in a much better position to finance 
their own welfare requirements.

People in the bottom one-fifth of the income distribution receive 21% of total 
welfare state expenditure (almost exactly their proportionate share), but they contribute 
much less than their proportionate share of the tax used to pay for it (just 3%).32 This 
comparatively low tax contribution is due mainly to the very small amount of income tax 
they pay (0.2% of the total). When it comes to indirect taxes, however, their contribution 
is much bigger—9% of the total, or half their proportionate share. Those in the bottom 
quintile of incomes in 2001–02 paid almost no income tax (an average of just $132 per 
annum), but they paid over $3,000 of indirect taxes. Those in the second income quintile, 
who paid a total of $6,200 in total tax, still contributed two-thirds of this in the form 
of indirect tax levies. 33

Reducing indirect tax payments could therefore make a major contribution to the 
capacity of low income Australians to make use of welfare state opt-outs. But how could 
this be done? Sceptics like Peter Whiteford argue that, short of abolishing indirect taxes 
altogether, it can’t.34 But in an age of computer-based networks, with electronic tax 
returns and electronic funds transfer at point of sale (EFTPOS), it is perfectly feasible 
technologically to devise ways that people on low incomes could reduce their indirect tax 
burdens in return for giving up specified welfare state benefits and services.35 The same 
technology that enables me to debit my bank account and credit my fly-buys account by 
swiping a couple of cards at a supermarket checkout could in principle also enable me to 
have the GST and/or government duties component of my shopping bill simultaneously 
credited to my personal future fund or superannuation account by the ATO as and when 
I incur indirect taxes. The issue is not whether it can be done, but whether this would 
be a good idea. It is worth more detailed consideration.36 

A second way low income groups could be enabled to participate more fully in opt-outs 
would be to allow them to cash in, not only their share of the tax/welfare budget that is 
churned, but also their share that is redistributed to them from other taxpayers. This is 
the basis of the Hughes/Pearson proposals discussed earlier. It would mean that people 
who pay in less to the welfare state than they take out would nevertheless be allowed to 
cash in the full value of their existing entitlements, even though they have not funded 
them themselves.

To see how this might work we can refer to the detailed proposals put forward for 
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reforming the New Zealand welfare state by that country’s former Labour Treasurer, Sir 
Roger Douglas.37 At the heart of Douglas’s ambitious reform package is the introduction 
of a huge, variable tax-free earnings allowance, with tax credits for those earning below 
the threshold and reduced tax rates for those earning above it. 

Douglas’s idea is that all the money currently spent by government on health, education 
and income support should be left in people’s pockets (or put into their pockets if they 
do not earn enough in the first place) so they can buy what they want themselves. Single 
people with no dependants, for example, would be allowed to earn NZ$32,000 before 
paying any tax (with a top rate of 33 cents in the dollar). Taxpaying workers would end 
up saving NZ$6,500 in income tax each year, and those with incomes below NZ$32,000 
would receive a tax credit worth the same amount. A married couple with two children 
would save even more. They end up NZ$21,500 better off, enjoying a tax-free earnings 
allowance of NZ$76,000 with an equivalent tax credit for those earning below this 
threshold.

Of course, these households would then have to spend much or all of this money 
providing services for themselves that are currently provided by government. Their huge 
tax-free allowances/tax credits would go towards a number of compulsory annual payments 
including a NZ$4,000 contribution to their own superannuation funds, NZ$1,000 
per year on income insurance to cover periods of unemployment, sickness or accident, 
NZ$1,500 (for a single person) or NZ$4,000 (for a couple with two children) purchasing 
catastrophic health insurance and everyday health expenditures, and about NZ$4,500 
per child purchasing schooling using an education tax credit (or what Douglas calls an 
‘Opportunity Scholarship’).

Douglas’s scheme extends effective choice to everyone, poor as well as rich. This is only 
achieved, however, by giving significant numbers of people large amounts of other people’s 
money in the form of tax credits. This money is, of course, already being redistributed 
in the existing welfare state system, but Douglas’s proposals raise the ethical question of 
whether it is appropriate to hand over other people’s money as a way of enhancing the 
autonomy of the recipients (as against meeting their basic needs).38 

A further concern about the Douglas plan is it would force everyone out of the welfare 
state and into the private sector, for all existing state services and benefits are cashed out as 
tax reductions or tax credits. It therefore does not allow people to choose between staying 
in the existing system and opting out of it. However, these proposals could be adapted 
to fit an opt-out scheme by giving everyone a notional welfare state savings account 
expressing the total value of the services and benefits they use. Those opting out would 
take this money in tax allowances and credits; those staying in the government system 
would authorise the state to spend their account on their behalf.

As with the idea for indirect tax credits, the Douglas plan for universal income tax 
credits (essentially a negative income tax) should be on the agenda in any future discussion 
of welfare state opt-outs. 

 
Conclusion

Most people pay enough tax over the course of a lifetime to cover most or all of the value 
of government benefits and services they consume. In theory, therefore, they should be 
able to keep the money in their pocket, rather than give it to the government, and use it 
to buy the services they need. The question is how this can be organised in practice.

In addition to raising the Tax Free Threshold (so that people do not begin to pay income 
tax until they have earned a subsistence income) and reforming the family payments 
system (so parents with dependent children reduce the tax they pay rather than receiving 
government hand-outs), three core proposals have been outlined in this paper. 

First, the federal government’s Future Fund should be denationalised and redistributed 
into Personal Future Funds set up for every adult and child who is an Australian citizen. 
Those who are economically active should then be required to build up and maintain 
these funds through a small annual contribution (compensated by a corresponding income 
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tax reduction) so they can sustain themselves at a basic income for up to six months of 
unemployment or sickness. The government unemployment benefits system would be 
wound up, with the long-term jobless offered full-time Work-for-the-Dole placements 
until they find new employment.

Secondly, those who wished to do so could opt out of the government health care 
system in return for tax reductions. The money they save in taxes would be used to buy 
health insurance and to build up medical savings in their PFFs. Any money saved in 
PFFs that was surplus to the amount needed to cover unemployment and health care 
commitments could be drawn down on retirement along with superannuation.  

Thirdly, those who wished to do so could also opt out of their government age 
pension entitlement. In return, they could make tax-free contributions (up to an annual 
limit) into their super funds. Those not wishing to trade-in their age pension would not 
qualify for these tax concessions and would be required to use part or all of their super 
fund to purchase an annuity on retirement to minimise their means-tested eligibility for 
the pension.

Apart from the shift away from government unemployment and sickness insurance 
(which would affect everybody), nobody would be forced to move out of the welfare state 
into self-provisioning. The proposals outlined here do not therefore threaten anyone. They 
simply allow those who prefer to run their own lives and to make their own decisions to 
do so, rather than having politicians and bureaucrats spend their money for them. 

Australians are already voting with their feet. They are abandoning the welfare state 
in favour of private health care, private schooling, private pensions, private income 
insurance, not forgetting the longstanding love affair with privately-owned housing. As 
economic growth continues to raise the general level of affluence and to revolutionise 
popular expectations and aspirations, ever-increasing numbers of people will seek to spend 
their own money buying the services they want, rather than relying on the government 
to give them what it thinks they need. 

The proposals outlined in this paper work with the grain of this historical trend by 
making it possible for more people to exercise real choices and to take more control over 
key areas of their lives. Nobody would be forced to leave the welfare state if they did not 
want to, but equally, nobody would be forced to remain either. If allowing people to opt 
out led eventually to the withering of the welfare state, this would only happen because 
ordinary Australians had found through experience that they could live their lives better 
without it. 
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