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Quo Vadis Medicare?	

Medicare — Australia’s $74 billion-plus taxpayer-funded, universal healthcare 
scheme — has remained largely unchanged since its inception in 1984. If 
this continues, Medicare will continue to support a nineteenth-century  
craft style model of healthcare, underwritten by a twentieth-century 
command-and-control style funding system. Medicare will primarily 
continue to pay doctors for delivering a defined medical service in the form 
of a one-off episode of mainly GP or other specialist and hospital care on  
a fee-for-service basis. The problem with this traditional model of medical  
and hospital care is that it was more suited to earlier times when the bulk  
of the Australian community’s health needs consisted of short-term 
treatment for acute illness. It is less suited to dealing with the number one 
health challenge of the twenty-first century: the effective treatment and 
management of the rising burden of chronic disease in an ageing Australia.

This book is a collection of chapters dealing with different aspects of the 
most ‘wicked’ policy and political challenge the country faces: the future 
of Medicare. Its first objective is to get the reader to basecamp on the 
Everest of Australian health reform. The problems with the current structure 
of Medicare, outlined here, suggest we should chart a new direction in 
health, and make changes to a system that is widely considered the jewel 
in the crown of Australian social policy — along with being the third-rail 
of Australian politics, given the electorates’ well-demonstrated conservatism 
regarding Medicare. 

Chapter 1

Introduction 
Jeremy Sammut
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If the status quo prevails, and we do not overcome the formidable 
political obstacles to doing things differently in health, Medicare will not 
only become increasingly unaffordable. Medicare will also be unable to 
meet the health needs of Australians in the most responsive and patient-
centred way, and will be unable to adapt and innovate to meet the most 
pressing challenges threatening the quality and sustainability of Australian 
healthcare. This book therefore presents the case for modernising the 
way Medicare funds and delivers health services to the Australian  
community, and proposes a series of politically-feasible reform options and 
strategies to implement innovative health policy and healthcare solutions  
for the problems that Medicare faces in coming decades.

The major problem, in practice, with the way Medicare functions today , 
is that under the current set of Medicare payments and services, too much 
is spent on some kinds of often very expensive healthcare, and not enough 
on different kinds of services that could both contain health expenditure 
and improve health outcomes for patients. As explained in Chapter 2, we 
spend more than we should on costly hospital-based care for chronic disease 
patients, and not enough on non-hospital primary care that could keep 
people well and avoid hospital admissions.  This is attributed to the ‘gaps’ 
prevalent in the doctor-and-hospital-centric Medicare system for chronic 
disease care — defined as a lack of access to a full range of community- 
based, multidisciplinary, medical, nursing, and allied healthcare.

These structural problems — which raise the cost and lower the quality of 
Australian healthcare — are well-recognised in the health policy debate. 
Insights into the limitations of Medicare have been stated and re-stated 
in countless reports, reviews and inquiries into health policy and reform. 
The latest reiteration of these findings can be found in the December 2015 
report of Primary Health Care Advisory Group commissioned by the  
federal government, which was indicatively titled Better Outcomes for People 
with Chronic and Complex Health Conditions.1  The health policy debate 
also features lots of theoretical talk about what may sound like a relatively 
easy fix. Many health experts and stakeholders agree the sustainability of  
Medicare can be improved by redesigning and integrating health services 
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across the sector to deliver different types of care, at different times, in 
different places; to deliver lower-cost primary care services that could help 
the chronically-ill avoid requiring high-cost hospital services.*

However, the reality is that all the talk of redesigning the system to better 
manage chronic disease and minimise use of hospitals is easier said than 
done, because of the rigid, inflexible, and provider-centric nature of  
Medicare’s traditional service and payment systems. Rather than a 
comprehensive health insurance system, in reality, Medicare primarily 
functions as a series of provider-captured payments for separate sets of 
community-based primary care and hospital-based care, which principally 
and perpetually reward GPs and other specialists, corporate medical 
clinics, and public hospitals for delivering the same old traditional model 
of one-off services and unintegrated care in the same old way. This means 
Medicare is not a health ‘system’ per se, because that term implies a  
spectrum of integrated, patient-centred services that deliver the best and 
most cost-effective health outcomes. 

This also means that under the current Medicare structure, it is impossible 
to reallocate existing Medicare funding — even funding that is used  
wastefully or sub-optimally — in order to implement innovative models of 
integrated healthcare. Because there is no existing Medical Benefit Scheme 
(MBS) benefit, or case-mix ‘activity-based’ payment, or other existing  
stream of program funding associated with these new models, those who 
might develop those alternative models about which there is so much 
theoretical discussion are defeated by the ‘system’. Innovators cannot utilise 
any of the tens-of-billions of dollars that are locked up in the existing 
service and payment framework. And perversely, from the perspective of 
governments and policymakers, new ideas that could improve outcomes  
and save money loom as additive —potential extra cost — and are therefore 
not implemented. 

*	� For but one example, see the ‘Innovation in Healthcare Roundtable’ hosted by The Australian Financial 
Review in November 2016: the consensus was that “our health system needs to be re-engineered to 
better meet the needs of the future”, and that “real innovation will come from a more integrated, 
more coordinated approach to health service delivery across the sector”, which will “provide prevention 
and treatment at the optimum time for patients and the community.”  http://www.afr.com/news/
special-reports/future-of-healthcare/health-system-strong-in-some-areas-but-lacking-policy-innovation-
20161106-gsj1co 
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Bending the cost curve down…and beyond

The structural problems in Medicare — and the structural barriers to 
healthcare innovation — portend an ominous future of less national 
wellness and prosperity in coming decades. It suggests health expenditure 
will continue to escalate on the high-cost hospital treatment for increasing 
numbers of chronic patients with complex conditions who could potentially 
be better and more efficiently cared for outside hospital. 

The scale of these problems is indicated by the fact that an estimated 10% 
of hospital admissions each year are classified as ‘potentially preventable’ 
had patients received prior, effective primary care services. This estimate 
of hundreds-of-thousands of avoidable admissions costing Medicare  
hundreds-of-millions of dollars per annum is even more significant, given 
that an estimated 5–10% of patients are heavy users of health services, 
and account for 50% of healthcare costs across the system.2  Many of 
these patients are those chronic disease sufferers with complex medical  
conditions who are the so-called ‘frequent flyers’ requiring repeated and 
lengthy stays in hospitals. Large savings on overall health expenditure 
could thus be achieved by more efficient and effective management of 
these patients across the whole value chain in health — including primary 
care, pharmaceuticals and hospital services. Hence, conservative estimates 
suggest that the well-known structural inefficiencies in Australian  
healthcare currently cost the nation more than $17.7 billion a year — 11% 
of the total national health spend — across the $161.6 billion Australian 
(public and private†) health system.3 

Focusing on the financial implications of Medicare is the standard way in 
which health policy challenges are discussed. Emphasising the need to bend 
the forecast health cost curve downwards to limit the impact on the public 
finances has been the approach adopted by successive federal governments 
via the Intergenerational Reports (IGR) periodically prepared by the Federal 

†	� Taxpayers bear the cost of inefficiencies in health. But so do private health fund members through the 
increased cost of insurance premiums. In parallel fashion to the problems in Medicare, health funds have 
very limited ability to control their costs due to the highly-regimented character of the private health 
insurance sector in Australia as discussed in Chapters 2 and 3.
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Treasury, which have modelled the impact of current health (and other) 
policy settings on the federal budget over the next 40 years. 

The fourth Intergenerational Report was released by the Abbott  
government in March 2015 and delivered the same message as the previous 
three. IGR4 outlined how the status quo in health, combined with the  
impact on health costs of the unprecedented ageing of the population,  
will make Medicare fiscally unsustainable, as the cost of the scheme 
will not be able to be funded out of existing sources of revenue without 
imposing significant tax hikes on future generations. Yet the IGRs have 
generated little momentum for policy change. The theme of long-term 
unaffordability — crucial though it is to the nation’s finances — simply has 
not gained traction in the public mind as a stimulus and justification for 
significant changes to Medicare. 

The political implications for health reform are crucial. Health funding 
remains the single largest budgetary challenge facing Australian  
governments, and will in the long-run exhaust government’s ability to tax 
and spend on health. But the theme of unsustainable cost to government 
budgets is clearly insufficient – and probably counter-productive – in 
terms of framing and promoting health reform purely in economic terms. 
(Particularly when, in the contemporary political lexicon, the term ‘reform’ 
has become a dirty word synonymous with ‘cuts’ and the creation of 
‘losers’.) Given the limitations of the current Medicare system, the questions 
pertaining to health reform can more persuasively be framed through the 
prism of innovation — in terms of focusing on the benefits for consumers, 
taxpayers, and the community of doing things differently in health, such 
as addressing the problems with traditional service and payment models 
that impede the development of new and better ways of delivering 
healthcare. This is the approach — the new paradigm for advocating health 
reform —applied in the chapters in this book, which were first published 
as research reports by The Centre for Independent Studies’ Health  
Innovations Program. 

Herein also lies the way to make the case for change in terms of the  
potential social benefits of health reform. Medicare currently works well 
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for people with less complex health needs: if you have a simple problem, 
Medicare offers a straightforward, one-off solution; but if people have 
complex problems, they confront a complex system. For chronic disease 
patients, the health system is fragmented and difficult to navigate; patients 
from lower socio-economic groups may also miss out on complete necessary 
care due both to service gaps — the fact that Medicare does not in many 
cases cover the full cost of the full cycle of treatment — and due to poor 
health literacy and self-management skills. Higher health expenditure and 
sub-optimal wellbeing for the poorest and sickest patients results from  
there being no single funder, no single provider, being accountable for the 
entire healthcare of the whole person and for the overall cost and health 
outcomes, regardless of where that care is delivered. 

The ‘Solution’: Capitation & Integration

Dealing with these structural challenges is not simply a matter of 
governments and health departments adding new Medicare-funded ‘care 
coordination’ services, as is routinely suggested. As Chapter 2 shows, there 
is scant evidence this kind of ‘top down’ (additive and bureaucratically-
run) approach to so-called innovative healthcare is effective and actually 
prevents hospital admissions. Instead, the fundamental defect that needs 
to be addressed are the incentives and associated institutional impediments 
that currently prevail across the Medicare system and prevent the delivery 
of integrated care.  Medicare is an input driven system that rewards  
providers on the basis of activity — for the volume of discrete health 
interventions delivered, regardless of the results attained. Providers are not 
financially or otherwise accountable for the overall health outcomes achieved, 
nor are they responsible for managing the healthcare of patients across the 
spectrum of services in a cost-effective manner to achieve improvements 
in health status and wellbeing. In practice, the fragmented fee-for-service 
funding for GP, other medical, and hospital services means there is little 
financial incentive across the system to stop a patient coming to hospital. 

Once again, identifying the problem suggests the solution: an alternative 
funding model, known as capitated payments that might ‘pool’ existing 
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federal and state health and hospital funding,‡ and allocate funding to a 
specified healthcare provider on a per person basis. Capitated funding  
would give providers the flexibility and (currently lacking) incentive to 
innovate and reallocate resources more efficiently and effectively to reduce 
costs and improve outcomes. Capitated funding would make providers 
financially responsible for funding the care of patients across the full service 
spectrum. It would therefore allow and encourage providers to develop 
innovative and cost-effective integrated models of care — to basically front-
load spending that otherwise would fund hospital care, to develop new 
services to better manage chronic disease more effectively outside hospital, 
and ensure patients receive the most appropriate treatment in the lowest  
cost setting. 

But achieving this kind of systemic ‘solution’ is no simple matter, as the 
political obstacles to meaningful health reform are formidable. Because 
Medicare guarantees the income and supports the business model of existing 
providers, the politics of health are replete with entrenched vested interests 
determined to protect the status quo. (Hence Medicare is better described as a 
‘political economy’ rather than a health system.) The size of the impediments 
to reform can be measured by the response to even relatively minor 
changes to Medicare. The Abbott government’s ill-fated $7 mandatory GP  
co-payment proposal of 2014 — which was designed to address the inherent 
moral hazard and over-use of health services that occurs in a ‘free’ health 
system (see below) — was defeated due to community opposition led and 
orchestrated by the organised medical profession. The Australian Medical 
Association (AMA) is also vehemently opposed to any move towards capitated 
funding — which is routinely and emotively branded as a step towards ‘US-
style Managed Care’ or the ‘Americanisation’ of the health system. Medicare’s 
status as an untouchable ‘sacred cow’ has been reinforced by the Labor Party’s 
successful ‘Mediscare’ during the 2016 federal election — the false claim the 

‡  �For those unfamiliar with the full jurisdictional complexity of Australia’s complex division of health 
responsibilities between federal and state government’s under Australia’s federation: medical services 
provided outside hospitals are the principal responsibility of the federal government and receive 
separate federal funding on a fee-for-service, open-ended basis. Federal money also partially funds 
the operation of public hospitals — on condition that all Australians are entitled to receive ‘free’ public 
hospital care at point of access. State and territory governments are responsible for hospital governance 
and administration.
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Coalition was intent on privatising Medicare — which proved an important 
factor contributing to the loss of support for the Turnbull government.4  

Politically-Feasible Reform

The chances of achieving meaningful health reform may therefore appear 
slim – especially the likelihood of achieving ‘big bang’ reforms. This 
includes the ‘Medicare Select’ proposal favoured by many stakeholders in 
the private health insurance industry, which would convert Medicare into 
a ‘voucher system’ allowing all Australians to purchase private health plans. 
The odds against implementing such root-and-branch transformation 
are great, despite the merits and potential benefits of the Medicare Select 
model of system-wide change to the way taxpayer funding is used to 
purchase the most appropriate and cost-effective healthcare for Australians  
(see Chapter 2).5 

Moreover, because workable ways and detailed strategy to overcome the 
political obstacles are rarely, if ever, set out even by supporters of change, 
much of the health policy and health reform debate in this country 
is tantamount to simply being besotted with endlessly talking about 
the problems in the health system. This book is different: it sets out a  
politically-feasible way to initiate health reform, implement health service 
payment and service integration, and catalyse healthcare innovation.

Chapter 3 outlines a plan to establish ‘Health Innovation Communities’ 
in Australia. Health Innovation Communities (HICs) are based on the 
concept of free trade zones, which have been used throughout history to 
relax existing cultural norms and laws, and remove disincentives to trade and 
commerce and the development of new modes of doing business. What I 
and my co-authors, Peta Seaton and Gerald Thomas, have proposed is that 
within designated geographic regions declared to be HICs, consumers and 
providers would be free to choose to opt-in to a capitated payment model 
and integrated service system. 

Within HIC-declared areas, healthcare providers could apply for exemptions 
from existing Medicare (and private health insurance legislation) and be 
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allowed to create and use alternative payment and service delivery models 
that are currently banned. Exempt providers — including companies, start-
up entrepreneurs, charities, private health funds, and federal and state 
government health agencies — could then recruit individuals who wish to 
voluntarily opt-in to receive integrated care – supported by a funding model 
that pooled federal and state funding (and private health funding where 
appropriate). Capitated funding would give providers the (much needed) 
flexibility and incentive to innovate and integrate; reallocating resources 
more efficiently to cost-effectively manage patient care across the full service 
spectrum to improve health outcomes. This would also include discovering 
better ways to manage utilisation and the current latently inefficient over-
use of hospital services — and thereby address Australia’s very high rates of 
hospital use compared to the OECD, by substituting high-cost hospital-
based procedures, images, and tests with lower-cost community clinics for 
specialist treatment. 

What makes HICs politically viable is that a system of “Silicon Valley” 
hubs for healthcare research, development and innovation would leave the 
current Medicare (and private health insurance) entitlements and payment 
and service arrangements intact for the vast majority of health consumers 
and providers. This would move the debate beyond the toxic, innovation-
killing politics of health – and minimise the impact of ‘Mediscare’ tactics 
–— as exemptions from the existing rules would be permitted only within 
dedicated regions and apply only to those consumers and providers within 
HICs who choose to opt-in to the new arrangements. This would respect the 
public support for Medicare for those who want to choose Medicare, while 
respecting the choice of those who might want to choose an alternative to 
the existing (compulsory) Medicare framework. 

It might be argued that similar change is already occurring in the health 
sector. As Chapter 3 notes, the federal government’s ‘Health Care Home’ 
program has taken preliminary steps towards creating a capitation funding 
mechanism for chronic care. However, a mere $120 million has been 
committed to three-year Health Care Home trial — a mere drop in the 
health funding bucket. Based on the size of this so-called ‘investment’ in 
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trialling innovative models of care, no existing provider is likely to risk (or 
bother) disrupting their established Medicare-funded business model. A 
national health innovation strategy focused on HICs, by contrast, would 
send a clear signal that Australian governments are serious about innovation, 
by adding much greater scale to existing initiatives to integrate care, and 
by giving many more innovators the opportunity to enter the market and 
discover new and better ways of delivering services. 

The key to the concept is that HICs will create an environment, an eco-
system, in which novel healthcare products and solutions can emerge from the 
bottom up. Within HICs, a plurality of innovators will have the opportunity 
to develop and refine different models at the coal-face of patient care to 
achieve the best financial and health outcomes. This discovery and knowledge-
creation process would allow competing models to be simultaneously tested 
against each other — in a real world, competitive and contestable commercial 
setting — once existing structural shackles are released. The opportunities 
that HICs open up for innovation will demonstrate the benefits of doing 
things differently in health. Once functioning models were established, and 
were proven to use scarce health resources more efficiently, effectively, and 
sustainably, they could provide workable blueprints for change that could 
be rolled out system-wide. If these models work well and achieve better 
outcomes in a HIC, why not in the rest of the country? 

A Parable for Medicare

Even HICs might seem a step too far away from the status quo to be 
genuinely feasible at a time when both sides of politics are more interested in 
offering ‘guarantees’ that no significant changes will be made to Medicare.§  
However, to place the HIC proposal (and what may actually be possible) 
in context, innovation — or the lack thereof — in the health sector should 
be compared against reforms in comparable social service sectors that face 
similar cost, policy, and service delivery challenges.  

§	  �To this effect, the Turnbull Government created the “Medicare Guarantee Fund” in the 2017 Budget to 
fund the MBS and PBS in perpetuity, with the political aim of neutralising Labor’s ‘Mediscare’. 
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The federal government’s recently implemented ‘Consumer-Directed Care’ 
(CDC) aged care reforms are of great significance as they offer an important 
opportunity to demonstrate the benefits of reform to often sceptical and 
change-averse members of the public. Under the new CDC system, each 
ageing Australian requiring home-based aged care and support services can 
now access an individualised funding budget (according to their assessed  
level of need) to purchase the type, mix and provider of services they want, 
based on personal choice.  CDC ‘packages’ replaced the long-established 
system of block funding of ‘Approved Providers’ via competitive tender. Similar 
to the situation under the current rigid structure of Medicare — whereby 
consumers essentially have to take what providers are specifically funded to 
deliver  — the now-defunct, highly-regimented aged care funding  system 
limited the consumer’s choice to the kind of one-size-fits-all service model 
providers chose to offer. This invariably took the form of a standardised set 
of services involving centralised rostering of head office managers of care 
workers, who rotate in and out of homes and perform set tasks in a set time 
frame. 

The key objective of the CDC reforms is to increase the flexibility and 
responsiveness of the system to meet the personal needs and diverse 
expectations of increasingly demanding consumers. Empowering  
consumers of aged care services with the freedom to choose creates 
incentive for providers to tailor their range of services to suit the recipient’s 
individual needs, in order to win the custom of those who are free to take 
their business elsewhere. The introduction of choice and competition is also 
designed to spur providers to discover operational efficiencies and other 
innovations that can increase the amount, and mix, of frontline services 
delivered. Chapter 4 outlines that this process of disruption is being driven 
by the CDC reforms new and technologically innovative ‘Uber’-style  
online platforms – that have far less costly head office overheads compared 
to traditional providers that waste between a third to half of all funding on 
administrative fees - to enter the market and deliver more than double the 
amount of personalised care out of the same level of funding than traditional 
providers. 
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Herein lies a parable for Medicare: reforms that move away from traditional 
provider-centric, highly regulated and inflexible models of care can generate 
better value, better quality, and better outcomes for both consumers and for 
governments. HICs, which would inject the dynamic principles of choice 
and competition into the health sector, have the potential to achieve similar 
results for chronic disease care that the CDC reforms can for aged care. 
The further lesson to draw from the CDC reforms is the way bi-partisan 
political support was generated for change.  Following extensive community 
consultation, lobbying and support by aged advocacy groups, and persistent 
expressions of dissatisfaction with the status quo from consumers and  
their families, policymakers chose to put the needs of older Australians  
(and taxpayers) ahead of the vested interests of established providers. A 
grass-roots campaign for HICs could tap into similar sentiments and 
mobilise the potential support and demand for change among chronic 
disease sufferers and patient advocacy groups, who might want to choose 
an alternative to Medicare’s rigidities and limitations that could deliver  
more and better healthcare. 

As stated above, we should be wary of calls for another health inquiry and 
report process. Yet a broad-based, independent review of the Australian  
health system conducted by the Productivity Commission (see Chapter 
2) could serve a constructive purpose with certain provisos, given the  
important role the Commission’s work has played in stimulating consumer-
based reform in the disability and aged care services sectors. However, to 
promote a similar outcome with regards to health policy, a Productivity 
Commission inquiry will need to do more than simply describe the 
problems in the system; any recommendations forthcoming from the 
inquiry will  also have to extend far beyond proposing  ‘solutions’ limited 
to piecemeal trials of integrated payment and care programs.6  Nonetheless, 
a Productivity Commission inquiry remains the right forum in which to 
foster greater awareness among policymakers and the general public of the 
changing needs of consumers in the new age of chronic disease, and to 
promote the potential benefits of innovation within the health sector to meet 
the communities evolving and more complex healthcare needs. But — to  
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reiterate — another health inquiry will only serve a useful purpose if the  
policy recommendations developed by the Commission are practical, 
achievable and meaningful — which is the criteria the HIC proposal is 
purpose-built to fit.  

Chapter 5 extends the discussion of why and how things need to be done 
differently in health: Dr Jessica Borbasi provides a specific example of how 
the rigidities of the health system compromise quality care, and how a more 
flexible approach would also improve cost-effectiveness of health services 
with regards the crucial subject of palliative care. 

Palliative care — properly defined — is a form of coordinated, patient-
centred, ‘team care’ that is proven to not only alleviate pain, but to improve 
the quality of life of patients suffering incurable chronic illness in the 
later and last stages of life. As Borbasi shows, the need for greater access 
to palliative care services in Australia is being generated by the success of 
the ‘treat and cure’ health system in resolving short-term illness, prolonging 
life, and contributing significantly to the rapid ageing of the population. 
However, as Borbasi also shows,  this reactive model of healthcare is not fit 
for purpose to deal with the consequences of the modern medical revolution 
—the new realities of modern death that will see the majority of Australians 
die at very old ages from multiple, chronic ‘diseases of ageing’. As a result, 
dying patients in Australia do not receive the kind of care they need and 
want, but the kind of care the system is presently set up to deliver: disjointed, 
inflexible and non-holistic care, often involving frequent hospital admissions 
and intensive ‘curative’ interventions. 

This can lead to the kind of over-medicalised — and often distressing and 
painful — death that is feared by many in the community, but which a wealth 
of evidence shows that good palliative care can prevent. To ensure that the 
dual ethical and economic challenges of increasing access to palliative care are 
addressed, Borbasi argues that an ‘investment approach’ needs to be adopted 
by the government to calculate the real cost of unintegrated ‘end of life’ care 
across the health system and whole of government, and use this information 
to drive service and funding redesigns that support evidence-based palliative 
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services.  Borbasi’s recommendations suggest that policymakers should look 
towards more market-based and consumer-centred solutions, potentially 
through a commissioning approach to palliative care services. 

Controlling the Real Cost of Health

Chapters 2, 3, 4, and 5 examine innovation on the supply-side of Medicare: 
how providers of health services can be encouraged and enabled to deliver 
more and better quality and value healthcare to Australians by using available 
resources more efficiently and effectively for the benefit of both consumers 
and governments’ bottom line. Chapters 6, 7 and 8 discuss innovation on 
the demand-side of Medicare: how individuals can be encouraged to be more 
cost-conscious users of health services by assuming greater personal financial 
responsibility for healthcare financing. 

Demand-side health reform challenges the core principle of Medicare: that 
universal access to healthcare should be paid for by taxes and be consumed 
for ‘free’. Like all traditional health systems in countries like Australia that 
rely heavily on third-party private or public insurance to pay for the bulk of 
health services, Medicare is plagued by ‘moral hazard’ — the problem of over-
use  of insured health services for doubtful health gain. Due to the absence of 
price signals — direct charges to patients at point of consumption — demand 
for Medicare-funded health services will inevitably grow faster than supply, 
leading to a demand-cost-and tax-spiral that is the root cause of the ever-
escalating cost of health. 

In terms of addressing these demand-side challenges, the abandonment of 
the Abbott government’s Medicare co-payment teaches important lessons 
about voters’ attitudes towards Medicare, and the political challenges 
of health reform. The public health lobby presented the rejection of the 
co-payment as a symbol of the popular commitment to the ‘fairness’ of 
Medicare and the principle of universal access to ‘free’ healthcare funded 
by taxes. More telling, however, was the Labor Party’s description of the co-
payment as a ‘GP Tax’. The co-payment — which would have introduced a 
very modest element of means-tested, compulsory and direct cost-sharing 
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into the Medicare system to control the use and limit the cost of GP and 
other medical services — proved an easy political kill because Medicare’s 
popularity is actually underwritten by an understandable ‘hip-pocket’ 
sentiment. Consuming ‘free’ healthcare is one the most obvious ways that 
many people feel they get recompense for paying taxes to government. 
Hence the level of bulk billing — the percentage of GP visits that incur no 
additional fee charged to patients (currently 85%7 ) — has from some become 
a political touchstone and yardstick of whether Medicare is considered to  
be operating effectively. 

The irony of this entitlement mentality is that it is based on a fiscal fiction 
that tricks people into believing they are slugged only a small percentage of 
their incomes to pay for Medicare: most taxpayers do not actually realise 
how much tax they are truly paying to fund the system. The myth is that 
the 1.5% Medicare Levy¶ on personal taxable income — which is paid 
by all income earners, with exemptions for aged pensioners and the low-
incomed— funds Medicare.  In reality, the revenue raised by the Medicare 
Levy covers a mere fraction of the cost of health. In 2014-15, the levy raised 
$10.75 billion and covered just 14.3% of the $74.7 billion cost to Australian 
governments of the three main Medicare entitlements programs: the  
Medical Benefits Scheme (MBS), the Pharmaceuticals Benefits Scheme 
(PBS), and free treatment in public hospitals. To raise the full amount of 
income tax that covered the full cost of Medicare (which actually accounted 
for 44% of total income tax), the ‘real’ Medicare Levy rate would have been 
10.4%. Many taxpayers were therefore effectively paying a ‘10% levy’ on 
their incomes to pay for Medicare.8  

Such are the contradictions and unrealistic community expectations that 
lie behind popular support for Medicare. On the one hand, the more  
‘free’ health care that is consumed, the higher taxes need to rise to fund the 
scheme; the higher the taxes paid, the more ‘free’ health care is demanded. 
On the other hand, if governments were more transparent about the real 
cost of Medicare to taxpayers, the illusions surrounding ‘free’ healthcare 

¶	� Note: since July 2014 the Medicare and NDIS Levy has been set at 2%, with the additional 0.5% levied 
to fund the roll out of the National Disability Insurance Scheme. 
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might dissipate. Voters might question what they are getting for what they 
are paying, and might look more favourably on alternatives to the status 
quo. Drawing attention to the demand-cost-and-tax spiral in health, and 
making explicit the link between lower tax and controlling health spending, 
could even encourage voters to see the sense in the use of price signals and  
co-payments to control health costs and improve Medicare’s sustainability.  

 In Chapter 6, David Gadiel examines how governments have sought to 
manage the policy and political challenges posed by the undeliverable 
promise of ‘free and universal’ access to healthcare. He traces the history of 
faltering government efforts that have pursued oscillating, paradoxical and 
inconsistent strategies designed, in turn, to encourage bulk billing, attempt 
to introduce co-payments to restrict growth in Medicare expenditure, and 
control the setting of doctor’s fees to limit out-of-pocket charges to patients.  
Gadiel argues that the multiple irrationalities besetting this health policy 
area could be resolved by a reformed and simplified Medicare system, which 
made it clear that the government was not in the business of regulating 
doctor’s fees. By abolishing the Medicare Schedule Fee, and thereby clarifying 
that Medicare payments for medical services are purely a ‘benefit’, the  
setting of doctor’s fees and the charging of GP co-payments and ‘gap’ 
payments by specialists would clearly become the business of doctors and 
patients. Doctors would be free to opt to accept the ‘benefit’ (aka ‘bulk bill’) 
as full payment for their services, or could choose to charge a co-payment, 
which would be determined and negotiated in a competitive market for  
medical services. 

Chapter 7 extends the focus on the demand-side of Medicare in the health 
policy area that has been most intractably plagued by the insoluble dilemma 
of trying to increase ‘free’ access to healthcare while containing the cost of  
a ‘free’ system: state government-owned and operated public hospitals. 

Gadiel and I argue that supply-side policies alone —  measures that seek 
to improve the efficiency of health services and value achieved for health 
spending, such as the national activity-based hospital funding system — will 
be unable to limit unaffordable growth in the cost of Australia’s  
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fundamentally unsustainable ‘free’ public hospital systems in coming  
decades. The size of the ‘hospital funding gap’ is indicated by state  
government’s continued unrealistic calls for the federal government 
to increase the GST from 10% to 15% to fund the long term cost of  
hospitals – a 50% tax hike that would be the largest single peacetime  
taxation increase in history. We argue that rather than praying for a 
non-existing magic funding pudding to save state budgets from the 
crippling cost of Medicare, revision of the federation is needed to enable 
state governments to undertake the demand-side policies essential for 
sustainable hospital services. By taking back their income tax powers 
to fund their own health services, state governments would reclaim 
full control over both funding and policy responsibility, be released 
from their obligations under Medicare, and no longer be forced to 
provide ‘free’ public hospital services as a condition for receiving federal  
health funding. 

We also argue that because the political responsibility for state income 
taxes (that would rise and fall as necessary to meet the cost of public  
hospitals) would lie with state governments, states would hereby be 
encouraged — in order to limit taxes, and subject to the will of their 
electorates — to implement the rational cost-sharing policies currently not 
able to be implemented under the rigid Medicare framework. Exposing 
state taxpayers to the true cost of ‘free’ hospital would also encourage  
voters — in return for lower taxes — to be open to the ‘hard conversation’ 
about the future of public hospitals and accept the introduction of a 
compulsory co-payment to better manage demand for, and cost of, hospital 
treatment. 

We also argue that such a ‘courageous’ assault on the fundamentals 
of Medicare is electorally viable by introducing compulsory hospital  
co-payments in a novel ‘revenue neutral’ fashion. Ordinary citizens can be 
convinced to take greater personal responsibility for helping curb health 
costs (and without price signals deterring necessary use of hospitals) by the 
government automatically paying all households in that state, quarterly 
compensation equivalent to the actuarial cost of a typical household’s 
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expected co-payment charges — regardless of whether they actually used a 
public hospital service. The cost of the compensation would be recouped 
by revenue generated by the co-payment, and by savings generated by 
reducing unnecessary use of hospital services. The combined impact of state 
income taxes and hospital co-payments would encourage states and citizens 
to pursue lower-cost, non-hospital treatment options, and thereby create a 
political environment amenable to healthcare innovation and facilitating  
the creation of HICs. 

This chapter also recognises that achieving universal agreement among 
the states on reform of the federation would be difficult. Ideally, states 
could individually and voluntarily reclaim their income tax powers and 
authority over health policy, in conjunction with a tax swap with the federal 
government. This path — the federal government striking differential 
rates of income taxes across states — is unconstitutional, as sections 99 
and 51(ii) of the Australian Constitution prohibit unequal treatment of 
states by the Commonwealth with respect to taxation. However, optional  
reform of the federation on a state-by-state basis is still possible under the 
indirect but constitutionally valid plan outlined in the chapter. This would 
convert federal health funding into indexed general purpose payments for 
public hospital services, the value of which would be identified with the 
equivalent percentage of federal income collected in the state — thereby 
creating a ‘public hospital levy’ that states would be free to adjust by  
imposing their own income tax surcharge or rebate. 

Opt-Out Health Savings Accounts

Average per-person total federal, state and territory government spending on 
health currently sits at close to $4600 per annum. This considerable sum — the 
‘hidden cost’ of Medicare — presents an opportunity to implement another 
innovative, choice-based potential solution to the nation’s health policy  
and political challenges. Chapter 8 outlines another way to encourage 
individuals to assume greater personal responsibility for health – and to 
directly benefit from a superior alternative to Medicare. 
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Gadiel and I argue that individuals should be allowed to opt-out of Medicare. 
This would involve converting the funding that would otherwise fund 
Medicare into a yearly, indexed ‘voucher’ for deposit in a superannuation-
style, tax-advantaged health savings account.  The money in these accounts 
would be able to be withdrawn to pay for an approved list of lower-cost 
health services. Health Savings Accounts would also pay for private health 
insurance premiums to cover chronic and catastrophic conditions, and 
thereby meet the high-cost of hospital admissions and major illness, as well 
as pay for co-payments and deductibles applying to insured services.

Medicare opt-outs represent a politically viable pathway to health reform for 
the same reason as HICs: those who wanted to stay with Medicare would 
be free to do so and their entitlements would be unaltered. But those who 
want an alternative would be free to choose. However, the real political key 
to Medicare opt-out health savings accounts is that it offers individuals 
something far better than getting their taxes back through Medicare.

The key to health savings accounts is the common sense principle that 
because people will be spending their own money to purchase more of 
their own healthcare, they will always spend that money more wisely than 
a government or private insurance benefit, since they stand to directly and 
personally benefit financially from using their own health dollars in a cost-
conscious fashion.  Singapore spends around half the proportion of  national 
income on health (4.9% of GDP in 2014) than Australia (10% of GDP in 
2014-15) while achieving the same or better health outcomes, due to its 
national system of health savings accounts. The consequent use of prices, 
cost-sharing and direct patient charges across the whole healthcare spectrum, 
funded either out of health savings accounts or as out-of-pocket charges, is 
an example of how personal financial responsibility for health expenditures 
contains health costs and increases health system affordability by encouraging 
citizens to make judicious choices about use of health services.

Under the opt-out health savings account system outlined in Chapter 7, the 
financial incentives to consume health services wisely and affordably would 
be enhanced by linking personal health savings accounts to individuals’ 
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superannuation accounts in retirement (as occurs in Singapore). This 
would enable the ‘health savings’ generated by responsible consumption of 
healthcare to be used to pay for both old age health costs and to increase 
retirement incomes. The benefits of withdrawing from Medicare and 
assuming personal responsibility for self-funding their own health care would 
not simply only flow to government budgets. Health savings accounts would 
undoubtedly enhance the sustainability of Australian healthcare by creating 
off-budget sources of health funding. Health savings accounts would also 
be the most effective way to address the healthcare use and cost spiral that 
endangers health system sustainability. However, the real winners from this 
innovative model of health reform would be the individuals who opt out 
of Medicare and reap the rewards — higher health savings account balances 
and ultimately higher retirement incomes — of choosing a lower-cost and 
financially rewarding way to pay for better health care.
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Chapter 2

Integrated Care and  
Alternative Payment Models*

Jeremy Sammut

Not Even Half a Solution to Health Costs in Australia

Aspects of the Australian health system resemble a black hole. Many of 
the billions of dollars of the near 10% of total GDP expended annually 
on health is spent ineffectively and inefficiently because health services 
are not provided in a market environment that delivers the best value for 
money — all necessary care at the highest quality and least cost. The problems 
created by cost-ineffective health spending include not only the increasingly 
unaffordable cost of health to the nation, but also the fact that the sickest 
and often poorest patients can miss out on all the care they require. 

Many health experts in Australia maintain that the financial sustainability 
of Medicare can be improved by expanding the provision of lower-cost, 
‘coordinated’ primary care services that will prevent chronically-ill patients 
from requiring high-cost hospital services. ‘Gaps’ in the Medicare system for 
chronic disease care — defined as a lack of access to a full range of community-
based, multidisciplinary, medical, nursing, and allied healthcare — are 
reputed to cause hundreds of thousands of ‘potentially preventable’ hospital 
admissions per annum at a cost of hundreds of millions of dollars to the 
health system. 

The most problematic public policy ideas are those that seem intuitively 
correct. These ideas attract support because they appear to be soundly-based 
and to offer obvious answers to important policy problems. But the intuition 

*	� First published as Medi-Value: health insurance and service innovation in Australia -implications for the 
future of Medicare, Research Report 14, (Sydney: The Centre for Independent Studies, 2016).
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may well be wrong; there may, in fact, be little evidence to support the 
effectiveness of what seems to be an entirely plausible and purely common 
sense approach to policy making. These points apply to one of the most 
popular and perennially suggested health policy ideas. 

At the December 2015 Council of Australian Government’s (COAG) 
meeting, Victorian Premier Daniel Andrews presented his federal and 
state and territory government counterparts with what the media billed as 
a “dramatic health reform plan” that could save the health system up to  
$1.5 billion a year. The Premier’s proposal was to hire a new kind of 
publicly-employed health worker, a “care coordinator”, whose role would 
be to work with chronically ill patients to ensure they have “coordinated 
patient care plans.” The rationale for the proposal was that many thousands 
of chronically ill patients end up being admitted to hospitals each year  
because their conditions are not properly monitored, because they are 
not properly medicated, and because they do not access the full range 
of medical care from health professionals including nurses, podiatrists, 
and physiotherapists that can help them stay well and out of hospital. 
The care coordinators could remedy these defects, as well as fix defective 
communication between state-funded public hospitals and federally-funded 
GPs, pharmacists and allied health professionals, which was claimed to be 
a key driver of the 285,000 hospital admissions each year, or 10% of total 
annual national admissions, considered potentially avoidable. Mr Andrews 
argued health reform that addressed “the biggest problem in health at the 
moment” — by delivering different, better managed, and better organised 
chronic disease care — was a matter of ensuring government spending on the 
health system “is as efficient and effective as it possibly can be.”1

In reality, there was little that was new in the proposals. Health experts and 
stakeholder groups routinely suggest that Medicare can be re-established on 
more sustainable fiscal and clinical foundations by re-orientating the system 
away from an over-reliance on very expensive hospital-based health services 
and by expanding the provision of lower-cost, ‘community-based’ primary 
healthcare services. This approach to “restructuring our health system to 
improve the effectiveness of primary care” is commonly said to be “about 
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rational health economics”, as this kind of “innovative healthcare reform” is 
based on “a very strong evidence base” and will result in “far fewer needing 
inpatient hospital care.”2

The rationale for following this advice appears compelling. Hospitals are 
designed to provide acute bed-based care for patients when major illness 
strikes. The services that Australia’s 698 public hospitals provide reflect the 
healthcare needs of the period when hospital systems were founded, between 
the mid-nineteenth through to the mid-twentieth century. But the times, 
and the health needs of the community, have changed. In the twenty-
first century, the major health challenge is not simply to provide one-off 
treatments for acute illnesses. The major challenge is to provide ongoing care 
to address the rising burden of chronic illnesses — such as diabetes, heart 
disease, and respiratory disease — the onset of which is being driven on the 
one hand by the impact of a rapidly ageing population, and on the other 
hand by lifestyle factors principally related to obesity and unhealthy eating, 
drinking, and smoking habits.3

The argument goes that the failure to access non-hospital-based chronic 
disease services increases the demand for, and reliance on, hospital care. 
Because insufficient attention is paid to ensuring that chronic conditions are 
properly cared for in the community, many of these patients end up suffering 
acute episodes that require admission to hospital for treatment at substantial 
cost to taxpayers, and frequently at cost to private insurance funds as well, 
when patients have private cover and are admitted to private hospitals or 
privately to public hospitals.

But — as this chapter outlines — despite the apparent scope for new Medicare 
services to address the ever-escalating cost of hospital care, multiple Australian 
and international studies have shown that publicly-funded, bureaucratically-
administered and centrally planned coordinated chronic disease programs 
have not achieved the anticipated reductions in use of hospital services.  
A ‘top down’, government-driven, primary care-focused health reform 
strategy is not even half a solution to the real problems associated with the 
high and rapidly increasing cost of healthcare in Australia. 
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Medicare’s Structural Flaws

The problem of unnecessary or ‘potentially preventable’ hospital admissions 
by chronic patients also draws attention to the structural flaws in the complex 
funding and service arrangements that distinguish the Medicare system.

The federal government runs and funds the primary care part of Medicare. 
This is part of the function of overseeing the Medical Benefits Scheme  
(MBS), the principal function of which is to pay benefits to meet or assist in 
covering the cost of fees mainly for GP care, medical imaging and diagnostic 
services, and other specialist ambulatory and inpatient attendances and 
procedures on a fee-for-service, on-demand, and open-ended basis. The 
federal government also gives state and territory governments a fixed amount 
of money each year to partially fund the operation of public hospitals. 
Federal hospital funding is provided on condition that all Australians are 
entitled to receive ‘free’ public hospital care at point of access; but otherwise 
state and territory governments are responsible for hospital governance  
and administration. 

Jurisdictional complexity — with the result being that neither level 
of government is solely accountable for the entire healthcare needs of 
patients — distorts responsibilities and incentives in ways that partially 
account for the service gaps (and ironically sometimes duplications, such 
as repeat tests and imaging services) for chronic patients. Medicare does not 
in all cases provide access to the full range of medical, pharmaceutical and 
allied healthcare that might ensure chronic conditions are properly managed 
to stop patients ending up in hospital. 

Hence chronic disease services are often described as ‘multi-disciplinary’ 
or ‘coordinated care’. These terms mean that in addition to the care of a 
general practitioner, a care coordinator, who may be a nurse, will monitor 
the condition and manage the care of the chronically ill to help patients 
navigate different parts of the health system successfully and receive all 
available care from a wide variety of allied health providers. Coordinated 
care also involves educating patients about their disease so they can better 
self-manage their condition and maintain their health. Self-management 
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is particularly important if patients’ conditions are complex and they have 
comorbidities that can cause complications and more frequent, longer, 
and costlier hospital stays. Hence, the cost-benefit rationale is that the 
additional costs associated with coordinated care compared to traditional 
GP care may be justified by both the improved health outcomes for patients 
and by the cost savings associated with avoiding the use of expensive  
hospital services. 

The more targeted the approach, the more cost-effective the care  
coordination intervention is likely to be. This is because the population  
suffering chronic illness is not homogenous. Many people, even with 
multiple conditions, suffer relatively few adverse effects on their lives and  
use of health care with little impact on health costs. Standard GP care, 
combined with self-management, is sufficient for this patient group. It is 
highly complex patients, at severe risk of deteriorations and complications, 
who generate a disproportionate share of health costs, for whom more 
intensive assistance in the form of care coordination is appropriate — due  
to the real potential to relieve the burden otherwise imposed on scarce  
GP and hospital resources.4

The debate about chronic care has provoked a long-running ‘blame game’ 
between federal and state governments, as each would prefer that the other 
take responsibility and bear the cost of funding chronic disease services.  
State governments claim that closing the service gaps in the primary care 
system is a federal policy responsibility, and blame the persistence of the 
problem on federal government inertia. This seems fair enough, especially 
when the federal government can be said to foot part of the resulting 
financial burden, and is ultimately paying more in health grants to the states 
than it ought in order to fund otherwise preventable hospital admissions.  
Yet it could be said that state governments act equally irrationally, and that if 
there are cheaper and better ways to treat chronic disease in the community, 
they should just do it. Indeed, states do operate, on a piece-meal basis, a 
range of community-based programs with a focus on management of 
chronic disease. But despite the promised savings on the cost of hospital 
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care, finding the additional resources to fund comprehensive chronic care  
services, amid limited budgets and competing priorities, is something  
neither level of government has proven capable of doing. 

Action by either level of government has also been stymied by a common 
problem. Despite the widespread belief that existing funding is not being 
used optimally to meet the health needs of the community – that is the 
approximately $20 billion and $40 billion of taxpayer’s money spent  
annually on Medicare-funded primary care and hospital care respectively 
- both federal and state governments have been unwilling to reallocate 
resources away from existing medical services or hospital services respectively. 
The reason for this is health politics: such action would be highly likely to 
generate significant opposition from affected provider groups, especially 
from general practitioners and hospital-based specialists whose current  
professional lives and incomes depend on the maintenance of the Medicare 
status quo. This includes the ability of specialists to admit privately-insured 
patients to public hospitals for treatment, and to thereby, in effect, use 
publicly-funded hospital infrastructure to operate private, fee-for-service 
medical business at considerable (and opaque) cost to taxpayers (see below).5

The bottom line, and political reality, is that due to the complex division 
of health responsibilities between the federal and state and territory  
governments under Australia’s federation, neither level of government has 
been willing to address the real chronic condition in the Australian health 
system. This is a structural problem that means that Medicare is not a 
‘health system’ per se, but primarily functions as a series of provider-oriented 
payment mechanisms for separate sets of non-hospital and hospital-based 
services. Medicare does not operate as a comprehensive health insurance 
and risk-management system that offers patients all necessary and beneficial  
care, no matter the setting or provider. Since no single funder is solely 
accountable for the entire healthcare needs of patients, and since providers 
of health services do not share full financial risk for all the health costs of 
patients either, neither funders nor providers have authority or sufficient 
financial incentives to ensure health resources are used as efficiently as 
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possible to ensure patients receive the most appropriate and cost effective 
care and do not fall through the cracks.6

It must be noted, however, that the gaps in Medicare persist despite recent 
federal initiatives to improve access to chronic care services. Since 2005, 
MBS payments for chronic disease management have been available to 
doctors and allied health practitioners, at a cost to the federal budget now 
approaching $1 billion annually. It is highly likely that some chronic patients 
have received improved quality of care as a result.7 But the addition of GP 
Management Plan (GPMP) and Team Care (TCA) items to the MBS is 
unlikely to have proved cost effective, due to the untargeted nature of these 
programs. Patients with low-level chronic illness, along with other consumers 
with no chronic disease at all who simply want to use subsidised allied  
health services, receive the same level of access as highly-complex patients. 
Hence there is evidence — according to the former head of the Medicare 
watch-dog, the Professional Services Review — that the writing of boilerplate 
GPMPs and TCAs for patients irrespective of clinical need has become a 
lucrative way of maximising the incomes of some practices. Likewise, 
adding allied health services to the MBS may have satisfied the professional 
aspirations, and enhanced the incomes, of physiotherapists and psychologists, 
but the creation of a new layer of services has had little observable effect on 
the quality and outcomes of chronic care in terms of realising the promised 
overall impact on health costs.8 

This raises a further question: even if Australian governments find more 
money for chronic disease programs, will these new services actually work? 
In the perpetual push to fix what appears to be so obvious a defect as the 
chronic care gaps in Medicare, the lack of evidence demonstrating the 
effectiveness of publicly-funded and administered chronic disease programs 
is overlooked. Worse is that innovative patient-centred rather than provider-
centric approaches, that might better address the chronic care gaps in the 
system and also achieve the system changes required to address Medicare’s 
underlying structural problems and inefficiencies, do not receive the 
consideration they deserve. 
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Déjà Vu All Over Again – Primary Healthcare Debate 2007-2016

Abbott-Turnbull Primary Healthcare Policy

The current Federal Coalition Government, under the leadership of former 
Prime Minister Tony Abbott and now under Prime Minister Malcolm 
Turnbull, has embraced the idea of enhanced chronic care as a major feature 
of its health reform agenda. This embrace occurred mid-stream, as it were, 
during the government’s first term, and the context requires explanation. 

After winning the 2013 election on a platform of pledging to repair the 
budget deficit, the Abbott government announced that as a savings measure  
it would introduce a $7 compulsory patient co-payment for Medicare- 
funded GP and select medical services. The co-payment was designed to 
apply to services that formerly had been ‘bulk billed’ — which, that is, were 
paid for entirely by the benefit received by doctors under the MBS with no 
out-of-pocket charges being incurred by consumers. Due to the unpopularity 
of the new savings measure, and in response to a vigorous anti-co-payment 
campaign led by the implacable AMA, this policy was withdrawn in early 
2015 after it was clear that it would not pass in the Senate due to lack of 
cross-bench support. 

Following a change of portfolio, the new Health Minister, Sussan Ley, 
set about reconstructing the Coalition’s health policy. This amounted to 
conducting a national listening tour in fulfillment of her pledge to consult 
more widely with health professionals, thereby addressing a complaint of the 
AMA that the co-payment had been sprung on doctors without warning. 
The government’s demand-side rationale for a mandatory co-payment was 
that consumption of fee-for-service, bulk billed medical services at zero 
prices inevitably resulted in over-servicing. The new supply-side approach 
to tackling the problem of waste in the health system took the form of 
the commissioning of a number of reviews under the banner of ‘Healthier 
Medicare’ initiative. 

The Medicare Benefits Schedule Review Taskforce was charged with the 
job of ‘modernising’ the MBS. This amounts to seeking to eliminate waste 
by subjecting all the services funded through the MBS to evidence-based 
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assessment to ensure that Medicare funding is delivering quality and value 
in the form of the best patient outcomes possible for the health dollars 
expended. In announcing the MBS review, Ms Ley went to great lengths to 
stress that the broader reform objective was not simply to de-fund low-value, 
out-of-date or unsafe services for the sake of budget repair, but rather to  
free up resources that could be better and more sustainably redeployed 
to meet the healthcare needs of the community. “Any reform would need 
to have a core focus on delivering better patient outcomes,” she said. For 
what the government had learned, through the minister’s wide-ranging 
consultations with health professionals and consumers, was that Medicare 
urgently needed to be modernised to assist patients and practitioners better 
manage chronic illness.9 

Clarifying that the government’s policy was about health (hence the 
‘Healthier Medicare’ moniker) not budget savings, was the purpose of the 
second expert-led review that was also commissioned. The Primary Health 
Care Advisory Group (PHCAG) was tasked with advising the government on 
the primary care reforms necessary to fill the chronic care gaps in Medicare. 
Allied to the objectives of the MBS review, the PHCAG also identified 
that the problem with the current fee-for-service MBS system was that it 
“largely links payment to an interaction between a doctor and patient” and 
rewards “episodic rather than coordinated, multidisciplinary care” involving 
a number of different health practitioners.10 The PHCAG also identified that 
the reform challenge was to ensure the sustainability of the health system by 
ensuring resource allocation was efficient, and ensuring “the most effective 
use of existing primary healthcare funding to appropriately target and 
support people with chronic and complex health conditions.”11

The Coalition’s embrace of primary care reform filled its post-co-payment 
health policy void in a dual sense. The Abbott Government, also in pursuit 
of budget repair, had reneged on the hospital funding agreement struck by 
the Gillard Government in 2011, and had reduced the future level of federal 
health funding the states and territories would receive.12 Promising to do 
‘something’ about chronic care represented an attempt to make up for the 
funding shortfall by achieving savings to state hospital budgets by addressing 
the problem of potentially avoidable hospital admissions. 
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In early April 2016, the Turnbull government released its pre-election  
health policy proposals. The Abbott government’s ‘cuts’ to hospital funding 
would be reversed, but for only four years until 2020, at an additional 
estimated cost of $2.9 billion.13 At the subsequent COAG meeting, 
all jurisdictions agreed to continue to take action to reduce avoidable 
hospital admission — including the federal government through primary 
care reform.14 Unveiled on the eve of COAG was a new federal ‘Healthier 
Medicare’ program — a $20 million trial ahead of a national rollout that 
aspires to enrol initially 65,000 chronic patients across 200 GP practices in 
a ‘Health Care Home’ with capitation funding for primary care service and 
coordination costs provided on a quarterly basis.15 

Rudd-Gillard Primary Healthcare Policy 

Yet the Coalition’s approach to primary healthcare reform is largely  
reminiscent of the approach taken by its predecessor Labor Government. 
Before the 2007 federal election, the then leader of the opposition, Kevin 
Rudd, promised to “end the blame game” over health. In early 2008, as 
Prime Minister, Mr Rudd appointed a 10-member expert National Health 
and Hospitals Reform Commission (NHHRC) to review the health 
system and advise on the long-term reforms required to address the major 
health challenges of the twenty-first century. After conducting extensive  
consultations with health professionals and consumers, the 15-month 
NHHRC review culminated with release of its final report in July 2009. 
The 300-page A Healthier Future for All Australians made over 100 
recommendations, but its major findings focused on the need for primary 
care reform.16 

To consult the NHHRC report is to learn that the Coalition’s Healthier 
Medicare initiative is traversing exactly the same ground. Like the PHCAG,17 
the NHHRC argued that the chief systemic barrier to better outcomes was 
the fragmentation of health services owing to the limitations of the MBS and 
the federal-state split in health responsibilities, which meant that patients 
with chronic conditions often received un-coordinated care and did not 
receive all the services they needed from a range of the health professionals. 



2. Integrated Care and Alternative Payment Models

31

Hence, the major reform challenge, and the way to end the blame game, was 
to find ways to improve access to Medicare-funded (i.e. federal government-
funded) coordinated, multidisciplinary primary care to prevent avoidable 
hospital admissions.18

Like the PHCAG,19 the NHHRC has already flagged that effective primary 
care reform may require changes to the existing Medicare fee-for-service 
funding arrangements and the introduction of payment models better  
suited to the requirements of longer-term, ‘team-based’ care. This included 
ideas such as requiring chronic patients to enrol with a primary care ‘home’, 
which would receive capitation funding — a fixed or block amount of 
funding per enrolled patient — to support the coordination and provision 
of primary care services across the spectrum.20 The idea of a ‘Health Care 
Home’ was the major recommendation of the final report of the PHCAG, 

21 and is now the Turnbull government’s official primary healthcare policy  
in the shape of the Healthier Medicare program.22

The NHHRC maintained that the major health reform challenge was to 
improve health outcomes and health system sustainability by changing 
how and where health funding was spent; shifting away from a hospital-
centric system required “evidence-based investment in strengthened primary 
healthcare services.”23 The problem, however, was that the evidence-base 
surveyed as part of the NHHRC process, did not support the claims made 
about the effectiveness of coordinated primary care. 

Evidence-Based Policy — Or A Policy Looking  
for an Evidence-Base?

The idea of reorienting the health system around strengthened primary  
care services has been in vogue since at least the 1990s. To test the efficacy 
and build the evidence-base for this approach, the federal health department 
established the Australian Coordinated Care Trials. Funding from existing 
state and commonwealth health programs was ‘pooled’ and reallocated 
to nine community-based ‘fundholding’ organisations in six states and 
territories in order to support the provision of multidisciplinary care. The 
results of the trials were counter-intuitive.24 
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In general, the evaluation of the trials published in 2002 found that they 
had not improved health outcomes among participants and that most 
programs operated at a loss.25 For example, one of the trials conducted in 
the northern suburbs of Melbourne coordinated the care of a trial group 
of elderly and chronically ill patients aged 75. But this was found to have 
produced no significant reduction in hospital use, compared to a control 
group that continued to receive their usual level of care from their GP.26  
The South Australian ‘Health Plus’ trial was partly successful and achieved 
some improvement in patient outcomes. Yet even in this trial — one of 
only three to register a significant reduction in hospital admissions — the 
savings on hospital costs were not sufficient to cover the higher costs  
of coordination.27 

Commenting on the results in the Medical Journal of Australia, Adrian 
Esterman and David Ben-Tovim explained the trials showed the essential 
premise that better coordination reduces hospitalisations is misguided. It 
may be that lack of coordination in a complex care system operates as a 
functioning rationing system, so better care coordination reveals unmet 
needs rather than resolving them.28

This conclusion was consistent with the overwhelming bulk of the  
research assessing the results of coordinated care programs.29 Rather 
than reduce use of hospitals by preventing avoidable admissions, a range 
of studies and evaluations has suggested that lack of coordination does  
indeed act as rationing device, whereby insufficient access to primary care 
prevents referral to hospital care. Hence a significant effect of coordination 
that has been observed is to actually increase use of hospitals by uncovering 
unmet need and ensuring patients (particularly low socio-economic status 
patients who lack the means or knowledge to coordinate their own care) 
receive all beneficial hospital care.30 (Box 1) 

That patients who receive coordinated care can receive all beneficial  
primary and hospital care is clearly a good outcome for patients. Nevertheless, 
this contradicts the central claims that have been made about its supposed 
effects on use of health services.31 The evidence that coordinated care 
programs haven’t delivered the foretold reduction in hospital admissions  
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was evaluated by the discussion paper written by Professor Leonie Segal, 
which was commissioned by the NHHRC to supposedly inform its work. 
The summary of the evidence compiled by Segal was telling:

Whilst it has also been postulated that high quality primary care 
will reduce the use and cost of hospital services by substituting 
for less appropriate or more expensive tertiary inpatient or 
emergency department care and improving the quality of chronic 
disease management and lowering rates of disease progression 
and complications the evidence here is equivocal. Some success in 
small scale intervention trials is observed, but this is not necessarily 
translated into larger population based interventions. While reasons 
can be posited as to why the ‘expected reduction’ in hospital  
admission did not occur, it is plausible that high quality primary  
care may be additive to, rather than a replacement for hospital 
care. In any case, ‘ambulatory care sensitive’ admissions (potentially 
avoidable through high quality primary care), for diabetes 
complications, COPD etc. have been estimated to account for only 
10% of hospital admissions. Reform of primary care should be 
justified in terms of its impact on health and wellbeing and equity, 
rather than presumed ‘cost savings.’32

These findings — that coordinated care programs offer an additional layer  
of service for no cost-benefit (as opposed to health outcome) return — are  
also consistent with the 2012 report by the United States Congressional 
Budget Office (CBO), which examined the effectiveness of chronic care 
programs implemented by the US federal government over the previous 
two decades.33 The report examined 34 nurse-led care coordination  
‘demonstration projects’ that aimed to educate patients, encourage 
compliance with self-care regimes, and track and target appropriate clinical 
services. In the words of America healthcare expert, John Goodman, the 
CBO found that on average these projects had had “little or no effect on 
hospital admissions” and that nearly every project’s impact on “spending 
was either unchanged or increased relative to the spending that would have 
occurred in the absence of the program.”34 
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Box 1. A Rationing Device

•	� In 2003, for example, the UK government commissioned a pilot 
coordinated care program. Practice nurses conducted comprehensive 
geriatric assessments of elderly patients not in regular contact with 
general practice services, designed individual care plans, and undertook 
follow-up monitoring. 

•	� The evaluation of the pilot program found that “case management 
had no significant impact on rates of emergency admission, bed days, 
or mortality in high risk cohorts.” The evaluation suggested that while 
better coordination might avoid hospitalisations in individual cases, 
overall, instead of reducing admissions in the wider population, improved 
access to coordinated primary care uncovered new cases requiring 
hospitalisation.35

•	� In 2004, the New Zealand Ministry of Health introduced a new scheme to 
coordinate the care of chronic disease patients. The ‘Care Plus’ program 
allocated extra funding to New Zealand’s eighty-one publicly funded 
Primary Health Organisations. This entitled the chronically ill to receive 
reduced-cost nurse or doctor visits, care planning, and self-management 
support. 

•	� The independent evaluation found that the program had improved the 
care of Care Plus patients, but had led to higher, not lower, utilisation 
of medical services. In this case, when coordinated care was translated 
from the trial to the real world, it led to consultation rates increasing by 
four visits per annum on average. This led to hospital admissions rising 
by 40%, an outcome attributed to better monitoring of chronically ill 
patients’ conditions.36

“Did Not Occur” — Top Down, Not Bottom Up 

“So why is none of this working?” asks Goodman. The reasons seem hard to 
fathom. Many severely chronically ill people are socially disadvantaged and 
struggle for personal and financial reasons to access all beneficial services  
and comply with appropriate treatment regimes. There appears to be much 
scope for new services to succeed and yet the expected reductions in hospital 
use have not happened. 

It is plausible that the failure of chronic care programs to yield the promised 
savings and to demonstrate their cost-effectiveness is due to a dual effect. The 
uncovering of unmet need among patients formerly receiving inadequate 
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care has ‘compromised’ the initial results of the trials. If this is a one-off 
effect — which is yet to be demonstrated, particularly for elderly chronic 
disease patients — properly targeted care coordination could demonstrate 
its effectiveness over a longer time-frame as the benefits of secondary  
prevention and earlier intervention, particularly enhanced self-management, 
achieve reductions in the cost of care and absorb care coordination costs.  
It is also reasonable to suggest that the additional cost of coordination can 
be justified by discovering unmet need and improving health outcomes at a 
higher cost. Despite how inherently worthy such an outcome is, this is not 
the policy proposition that drives the coordinated care debate — which is 
that the investment in quality primary care will deliver a lower cost, and more 
cost-effective health system by reducing ‘preventable hospital admissions’.

A recent report by the Grattan Institute restated the case for “much greater 
investment in supporting service development and innovation in primary 
care.” The report underlined the gaps in the existing system for chronic care 
that were said to be a driver of higher costs, and reasoned that improving the 
management and quality of primary care would improve clinical outcomes  
and yield savings. It identified that the existing $1.7 billion in total  
government funding on chronic disease management was not effective, 
principally due to the funding having been grafted onto the existing 
Medicare fee-for-service system. Even the Practice Service and Incentive 
Program introduced in the 1990s — which was intended to supplement 
the fee-for-service system and standardise best practice chronic care — has 
had limited uptake by GPs, limited patient enrolment, and thus limited 
overall effectiveness. The authors argued that “[e]vidence from around the 
world suggests that much greater emphasis needs to be placed on service 
coordination and integration with chronic disease.” This is not the same 
thing as arguing the international evidence shows chronic care ‘innovation’ 
had achieved the promised results. The authors therefore admitted the 
evidence is limited with respect to what works, given the evidence-base 
primarily consists of the ‘promising’ results of some small scale studies. They 
also, however, rightly identified that the major barrier to large-scale and 
genuine innovation is the difficulty involved in achieving comprehensive 
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structural reform of the existing health systems. The Grattan Institute may 
hereby have identified the problem, but not the solution. The report’s major 
recommendation is to call for a ‘system redesign’ to resolve jurisdictional 
complexities in the split federal-state health system in Australia by creating 
a new layer of public sector bureaucracy: region-based health agencies 
responsible for coordinating and integrating care, for fostering innovation 
including in payment mechanisms, and for setting targets and measuring 
outcomes.37

The reform model recommended by Grattan — which can be described as a 
top-down approach to implementing ‘public sector managed care‘ — actually 
points to another possible answer to the chronic care puzzle. This concerns 
not simply the clinical issues relevant to chronic care per se, but rather 
the method or means of production behind the delivery of these services. 
Goodman argues that expecting a public health bureaucracy to centrally-
plan a supposedly innovative program is demonstrably flawed in conception 
and execution. This approach fails because the proper roles that ought to be 
played by buyers and sellers of goods and services are confused in bureaucratic 
health systems. “Successful innovations are produced by entrepreneurs, 
challenging conventional thinking — not by bureaucrats trying to implement 
conventional thinking.” In the case of chronic care services, “buyers of a 
product (i.e. health bureaucrats) are trying to tell the sellers how to efficiently 
produce it”.38 In efficient markets, real innovation is not driven from the 
top down by buyers telling sellers what to do, but is generated from the 
bottom up by entrepreneurs operating in competitive environments who 
discover new, better, and lower cost ways to deliver services to cost-conscious 
buyers — who are free to choose between competing providers based on 
quality and price. (Box 2)

Another top-down approach to improving the quality of clinical care, 
particularly for chronic disease, is pay-for-performance (P4P) mechanisms 
that use financial incentives to encourage healthcare providers to meet pre-
established performance targets. These schemes can range from reward 
payments for complying with evidence-based ‘best practice’ guidelines, to 
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conditional payments for attaining particular outcomes, to no payment 
for poor results. Yet the limited evidence gathered from evaluations of P4P 
schemes is not promising. A 2011 systematic review of P4P chronic care 
programs by de Bruin and others found some positive effects on healthcare 
quality, as in compliance with the service targets that had to be hit to trigger 
the financial rewards. But the evaluations contained no evidence about the 
effects on healthcare costs.39 Likewise, two 2011 Cochrane reviews of P4P 
schemes similarly found that while processes of care had been improved, 
there was no evidence concerning patient outcomes, and such measures 
(along with the consequent impact on health costs) were rarely even included 
in the evaluations.40

Box 2. The Dedicated Person Problem — Times Two

•	� Goodman identifies another related problem with the bureaucratic 
production of chronic services: ‘promising trials’ (not only in health but in 
many areas of government activity in general) tend to fail because they 
do not scale. 

•	� Even successful trials frequently fail to translate in the real world because 
they strike up against the ‘dedicated person problem’.

•	� Firstly, a trial may have been successful due to the knowledge, expertise, 
and commitment of those who planned and staffed it. The same levels 
of skill and dedication are unlikely to be found throughout the workforce 
employed under a full-scale program. 

•	� Secondly, a chronic care trial may have been successful because the 
patients who participated were especially motivated to improve their 
conditions, and hence are unlike the de-motivated patients who are the 
real targets of these programs, and who may well have dropped out of 
the trial and thus distorted the results.41 

•	� For example, the UK ‘Expert Patients Programme’ had limited uptake 
and therefore limited success and applicability. A national evaluation 
published in 2007 found “some reductions in costs of hospital use,” but 
warned that the results should be treated with caution because they 
“are pertinent to people who volunteer to go on such a course and not  
those with long-term conditions generally.”42
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The apparent design flaws in the evaluations are, in truth, a product of the 
inherent limitations of P4P schemes. By their very nature, these programs 
reward compliance with care processes that are simpler to measure rather  
than rewarding outcomes that are difficult to measure. It is particularly 
difficult to measure and reward the long-term impact on chronic disease,  
as it is hard to attribute the effect to a service provided at a point in the past, 
and when the determinants of patient well-being may lie outside reach of 
clinical services. Hence, in reality, P4P schemes can end up amounting to just 
another form of rules-based, centrally-planned fee-for-service payments.43 

This seems to have been the result of the system-wide P4P scheme  
introduced in the UK. Under the UK National Health Scheme (NHS), 
GPs are funded by ‘blended’ payments combining elements of capitation,  
fee-for-service and performance payments. A key aim of the Quality and 
Outcomes Framework (QOF) introduced in 2004 was to improve the 
quality of primary care by encouraging GPs to better manage and coordinate 
the care of chronic patients to avoid hospitalisation. Hence, up to a quarter 
of GP income was at risk if quality targets for chronic care were not met. 
But about half of those targets concerned clinical process, and most of 
the remainder concerned administrative process and recording patient 
experience. Few targets, and only a small proportion of reward payments, 
were linked to patient outcomes.44 

As would be expected, the things that were rewarded were the things that  
were done. The QOF was found to have improved care processes and 
quality to the extent of GP practices reorganising and systematising how 
they managed chronic patients. But there is no evidence that compliance 
with ‘tick a box’ process measures has had a positive impact on patient 
outcomes, particularly with respect to use of hospitals. Nor, therefore, could 
it be established that the QOF was cost-effective and that the additional  
cost reduced the total health cost across the system.45 

Moreover, the scheme appears to have been gamed, created perverse 
incentives, and had unintended consequences. Most providers rapidly 
attained the targets to significantly boost GP practice incomes, but at the 
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expense of neglecting other areas of patient care not subject to financial 
incentives.46 There are also concerns that the link between income and the 
rigid framework led to rote practice and prevented the development of 
tailored services that suit the complex needs of local populations. In other 
words, the top-down approach to mandating so-called quality has actually 
operated as a barrier impeding genuine innovation.47

This has implications for the Healthier Medicare program that raise  
concerns. The Turnbull government’s plan to create ‘Health Care Homes’ has 
some attractive features. The positives include the use of risk stratification 
to identify, and target for enrolment, the most high-risk chronic disease 
sufferers. Yet enrolment is voluntary, which begs the question whether 
patients unmotivated enough to find a ‘home’ themselves will bother 
to participate and stick with the program. Also positive are promises of 
improved collection of data, information sharing between services, and 
development of performance and outcome measures. Yet the program will 
essentially be structured around the application of evidence-based clinical 
guidelines, and as such represents a top-down approach rather than a leap 
into the discovery process that generates true innovation. The introduction 
of capitation payment is a significant development, and will create  
additional flexibility in terms of the potential access to a broader range of 
primary care services and coordination services. But will the ‘Health Care 
Homes’ be a home in name only? Both the PHCAG final report and the  
details released by the governments suggest a major focus will be on working  
to resolve jurisdictional complexities. By some undefined process, the 
herculean task of unscrambling the federal-state health split is anticipated in 
order to establish local care pathways for enrolled patients, which will also 
integrate primary and secondary care. This is despite the fact that the ‘Health 
Care Homes’ will have financial control only over the provision of out-of-
hospital care. Hence the program is highly likely to struggle to achieve its 
objective of effectively coordinating, in an innovative fashion, all the care 
patients require across the spectrum, as Health Care Homes will instead have 
to rely on existing referral and treatment options for in-hospital services.48
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Implications for Australian Health Reform

The insights that can be gained from the US and UK public health system’s 
experiments in chronic care are important to the Australian health reform 
debate. Most of the proposals for enhanced primary care services in Australia 
plan on using the public health bureaucracy to implement ‘innovative’  
chronic care, as the recent Grattan Institute report demonstrates. Yet 
the evidence is clear: all indications are that the envisaged public sector 
managed care reform options — which either entail getting the federal 
health department to fund, state health departments to fund, or the 
‘pooling’ of federal and state funding to pay for, coordinated chronic disease 
programs — are destined to disappoint in terms of yielding the much-hyped 
and promised cost savings.

Expecting federal, state, or even new region-based joint federal-state health 
agencies49 to act as purchasers of packages of chronic care services tailored 
to patient’s needs, will inevitably replicate the design faults inherent in 
bureaucratic programs. The problem is that public sector bureaucracies need 
to know what they are buying and paying for before they commit taxpayer’s 
money to particular programs. This is why government programs are designed 
from the top down, and consist of rules-based, centrally-administered 
protocols that dictate all the things providers must do. Providers do what 
the bureaucracies are willing to pay for; compliance stymies real innovation, 
and this explains why many public programs are ineffective. Governments 
under these inflexible command-and-control arrangements end up paying 
for things they know will be done, rather than paying for what works. 

These problems are compounded by the culture of the public health system, 
given its essential nature as a payment system for a set of pre-determined 
clinical services. Program funding for care coordination, particularly if 
public sector employed and unionised nurses are funded to fulfil this task, 
will extend the provider-based nature of the public health system into the 
chronic care arena. Because the political economy of the public health system 
creates powerful vested interests, withdrawing program funding will be very 
difficult, even if the new chronic care services prove ineffective — which 
is highly likely if the nursing profession’s declared ambition to secure 
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community-based clinical roles for nurses is satisfied under the rubric of 
chronic care.50

Goodman cites an example of a successful chronic care program. An 
entrepreneurial doctor in New Jersey understood that healthcare costs 
could be lowered by targeting high-cost chronic disease patients who made 
frequent use of health and hospital services. The service he developed, the 
‘Camden Coalition’, does more than simply provide conventional medical 
care. Patients are offered what really amounted to social work for those 
with a range of social problems (such as homelessness and drug abuse) that 
exacerbated their illness and made it difficult to properly manage their health 
conditions. Despite the savings generated to the public health system, the 
Camden Coalition has to rely solely on private philanthropy to fund its 
activities. This is because the top-down, command-and-control US public 
health system does not pay for this kind of unconventional medico-social 
work, despite it working. Attempts to secure public funding ran up against 
bureaucratic obstacles in government agencies used to dictating the services 
providers must supply and the amount they will pay based on a set of 
protocols.51

The lesson is that if innovation is to flourish, it needs to be nurtured by a real 
market in which there are real buyers and real sellers of health services. This 
is a challenging lesson because it stands much of the existing health economy 
on its head. Expecting health bureaucracies to centrally plan supposedly 
innovative programs is a demonstrably flawed approach. Real innovation is 
not driven from the top down, by paying providers to comply with clinical 
protocols and carry out prescribed tasks at a set funding ‘price’ as is, in 
essence, the design of the government-driven Healthier Medicare program. 
Real innovation speaks of a more dynamic, competitive and contestable 
environment that will enable innovative ways of providing health services 
to be generated from the bottom up. Entrepreneurial providers that deliver 
cost-effective, patient-centred healthcare need to be able to thrive and be 
rewarded for discovering what works to increase efficiency and lower costs, 
by being able to sell that value proposition to purchasers who care about 
price, quality, and effectiveness.52
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International Experience

Literature discussing the failure of top-down primary care reform efforts 
reveals additional support for reconfiguring how healthcare is funded as a 
first step towards improving the quality and efficiency of health services. 
For healthcare to be considered truly coordinated across the health system, 
it needs to span the divide between hospital and community-based settings. 
Existing primary care reform strategies struggle to bridge this divide due to 
the institutional and fee-for-service payment system legacies of established 
health systems, which foster inefficient practice and encourage over-servicing. 
Herein lies the purpose of recent initiatives, mainly by innovative private 
insurers in the United States, to develop integrated care and payment models 
to improve overall health system efficiency.53

Integrated care is fundamentally different to standard coordinated primary 
care programs.54 Integrated payment models are designed to ensure that 
financial risk for both the hospital and non-hospital health costs of patients 
is shared with health service providers by combining traditional health  
funding streams into one bundled payment (which can be adjusted for 
risk factors). Providers who — in return for the specified payment — are  
contracted to deliver all the healthcare of patients out of an agreed global 
budget for a specified time period have a superior incentive to change 
traditional patterns of care, efficiently manage the care pathway and the full 
cycle of care of patients, and provide the most appropriate care in the lowest-
cost setting. They thus have a financial incentive to focus on improving 
both performance and patient outcomes by discovering what actually 
works best — the optimal service mix, design, and structure — to keep 
patients out of hospital. While fee-for-service payments encourage over-
servicing by rewarding providers based on the volume of services delivered, 
and capitation payment alone (for siloed primary or hospital services) can 
encourage providers to under-service and deny care to limit costs without 
improving outcomes, integrated payments incentivise providers to deliver 
the right amount and right type of care at the right time — or bear financial 
responsibility for the additional cost of inefficiency and adverse outcomes 
for patients.55
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Compared to the lack of evidence to support existing approaches to  
primary care reform, making service providers financially accountable for 
quality and cost across the continuum of healthcare looms as the logical 
and clear-cut way to generate cost-effective service innovations from the 
bottom up.56 Examples of promising improvements in quality, efficiency, 
and reductions in cost of care include the Gesundes Kinzigtal scheme in  
south-west Germany, where a health management company has contracted 
with the government insurer to provide — in partnership with a local 
physicians’ network — both primary and hospital care for insured patients.57 
The ‘Alzira model’ developed in the Valencia region of Spain has similarly 
achieved positive results after the private operator of the local public  
hospital also assumed responsibility for the primary care. The private 
company made the integrated capitation contract work financially by both 
developing chronic disease programs and improving the productivity of the 
hospital.58 Similar privatisation in other regions of Valencia has reputedly 
reduced costs by 25% through use of capitation funding and by permitting 
competition between hospitals.59

Integrated payments models are also known as “value-based contracting.”60 
This is apt because the term more accurately describes the financial  
incentives in play, which allow providers to share in the value they create by 
achieving efficiencies, particularly by reducing use of hospitals. 

To put it bluntly, traditional health systems take large sums of health  
dollars off the table through payment systems that reward inefficient  
practice and over-use of services. Integrated payment models put that money 
back on the table, and give providers a financial incentive to gain a share  
of that money according to the value they can add to the system for  
insurers by eliminating waste and by achieving cost-saving improvements. 
Providers who create value by better managing the cost of care below the 
value of the service contract are rewarded by being able to retain (all or 
part of ) the savings achieved by making more efficient overall use of  
health system resources.61

Sharing financial risk with providers through value-based contacting may 
require the insurance side of public health systems to be transformed from 
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simple funding or payment mechanisms into authentic insurance risk-
management systems. Literature canvassing the failure of existing approaches 
to health reform outlines that this initial transformation is a step towards 
addressing the problem of funding and institutional silos across primary 
care and hospital sectors, and the resulting system inefficiencies. Hence 
Charlesworth, Davies and Dixon argued in their review of NHS payment 
reforms that real progress towards a more efficient integrated care and value-
based contracting model would require substantial changes to the UK’s 
taxpayer-funded public health system architecture, along the lines of that 
which has occurred in Netherlands, which in 2006 replaced its traditional 
Medicare-style public health system with a market-based system of publicly-
funded insurance vouchers and competing private health insurance funds.62

The transformation of the insurance side of the Netherlands health system 
has led to experiments in new purchasing and payment arrangements. This 
includes pioneering development of ‘episodic payments’ for inpatient care, 
which bundle all the costs associated with a normal procedure, including 
the doctor’s fee, into a single payment to a hospital. In combination with 
price contestability — the value of episodic payments is negotiated between 
insurers and hospitals — this has encouraged the development of more 
efficient specialist clinics that focus on treating particular conditions.63

In 2010, to further promote efficiency through enhanced care coordination, 
payments for chronic disease (diabetes, chronic obstructive pulmonary 
disease, vascular risk management) care were bundled together into a 
single contestable fee. Region-based ‘care groups’ (usually owned by GPs) 
have contracted with insurers to provide specific chronic disease services 
for patients — but only across primary settings. Not only was hospital care 
excluded from the disease-specific bundle (along with any general care 
required), but the generic services covered by the single fee (which included 
check-ups by practice nurses and sub-contracted allied healthcare by other 
providers) were centrally-determined by the national health department, 
complete with care protocols and aggregate quality targets and indicators.64
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The Dutch ‘innovations’ more closely resemble the QOF in the UK, 
and thus seem to constitute a form of performance-based fee-for-service 
arrangement, rather than a truly integrated, outcomes-orientated, and value-
based care and payment system. Unsurprisingly, an evaluation found that 
while processes of care had improved, the administrative burden was great, 
and large differences in price and performance not explained by differences 
in levels of care were are also found. This could be attributed not only to 
the lack of sufficient financial incentives to generate efficiencies, but also to 
lack of sufficient provider competition within regions dominated by a single  
care group.65

Despite the changes to health insurance architecture, the Netherlands 
appears to have persisted with a top-down approach to primary health 
reform. This suggests that even transforming the insurance side of health 
economy is not enough to transform service provision if this does not lead 
to sharing financial risk with truly integrated and financially accountable 
providers. The importance of integrating financial risk with service delivery 
is highlighted by one of the best-known but often misrepresented examples 
of fully integrated and accountable care health management and service 
provision: Kaiser Permanente.

Kaiser Permanente — Managing Care, Risk, & Utilisation

The managed care regimes pioneered in the United States by Health 
Maintenance Organisations (HMOs), are often cited in support of the 
promised benefits of coordinated primary care.66 The cost-effective, high-
quality model of care developed by the California HMO Kaiser Permanente 
is an especially popular example, but its lessons are selectively cited. One of 
the key lessons is to recommend allowing insurers and providers to share 
financial risk for member’s healthcare costs. 

Kaiser Permanente attracted renewed international attention following 
the publication in 2002 of a study that compared its performance against 
the British NHS. It was found that Kaiser achieved better performance 
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outcomes at a lower cost: far superior access to specialist and tertiary 
treatment compared to the much longer waiting times for specialist and 
hospital treatment in the NHS. The key finding was that “age adjusted rates 
of use of hospital services in Kaiser were one third of those in the NHS.”67

Due to the competitive nature of the US health market, HMOs aim to 
provide almost immediate access to medical care, and they accomplish this 
by managing the care of patients to ensure all medical services are provided in 
the most appropriate, efficient, and cost-effective setting. HMOs like Kaiser 
Permanente take a cost- and access-conscious approach to managed care 
because they have to compete with other HMOs for the custom of health 
insurance buyers (mainly governments and employers) who bargain hard on 
price. They also have to compete against strict indemnity insurance rivals, 
and thus satisfy individual members, who are demanding customers and are 
free to move between HMOs if dissatisfied. Competition and choice create 
the incentive to keep costs low while being responsive to patient demand. 

The Kaiser in-house model of service delivery is different to the medical 
network model — which integrates independent providers into a coordinated 
care system — discussed in the sections above and below. Kaiser operates its 
own community-based health centres that employ physician assistants and 
nurses to provide patient care, as well as accredited doctors who are able 
to perform quite complex procedures to free up other specialists for more 
serious cases. Kaiser, like other HMOs in the US, also identifies high-risk 
chronic disease patients and offers coordinated chronic disease programs led 
by practice nurses. Kaiser’s salaried employees across the health professions, 
including doctors, are also committed to the philosophy of delivering team-
based multidisciplinary care.68

The 2002 study found that compared with NHS patients: “Kaiser patients 
are far more likely to receive appropriate treatment and intervention for 
diabetes and heart disease.”69 This might appear to suggest that Kaiser’s lower 
frequency of hospital admission can be attributed to the resources-focused 
enhanced primary care services. However, this overlooks a 2004 study by 
Firemen and others, which found that Kaiser Permanente’s programs, while 
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improving the quality of patient care, did not decrease costs as expected. 
Higher spending on better-coordinated primary care had not produced the 
predicted cost savings on reduced hospital admissions — which “did not 
happen, despite increased use of effective medications and improved risk-
factor control” — to offset the substantially higher cost of providing higher 
quality primary care.70

Moreover, the 2002 study actually found that what overwhelmingly 
accounted for “the nearly four times the number of acute bed days per 1000 
population per year in the NHS than in Kaiser” was efficient use of expensive 
hospital beds. The reason for Kaiser delivering more care at lower cost was, as 
the study outlined, the striking difference “in the management of admissions 
and length of stays,” which meant that “Kaiser members spend one third of 
the time in hospital compared with NHS patients.”71

In other words, hospital beds were used more intensively or not used at 
all, due to rigorous management of hospital admissions and discharge 
procedures and because by overcoming the traditional institutional divide 
between primary and hospital care, Kaiser can treat more patients for more 
conditions in its lower cost community-based health centres. This — plus 
having two to three times the number of specialists the NHS does — was 
why “Kaiser can provide more and better paid specialists and perform more 
medical interventions with much shorter waiting times than the NHS for 
roughly the same per capita cost.” The study also indicated that this was why 
Kaiser could afford the additional costs of superior-quality nurse-led chronic 
disease care.72

Accountable Quality Contracts in Massachusetts

There is a perception that the lessons of Kaiser Permanente have limited 
applicability to other health systems. This is because the outcomes Kaiser 
achieves are said to reflect the unique features of its in-house provision of 
care, including the internal culture of its staff (especially the willingness of 
doctors to work for salary as part of medical teams) which has taken decades 
to develop. 
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Yet there is emerging evidence that American insurers –seeking to rein in 
the out-of-control cost of US healthcare - can achieve Kaiser-style results if 
they strike the right contractual relationship with integrated and financially 
accountable providers. This shows that insurers do not necessarily need 
to run their own in-house facilities to achieve the same results as Kaiser, 
but can outsource management of all aspects of patient care to health 
management companies. Health management companies can then create a 
medical network by sub-contracting service delivery to individual providers, 
while providing the infrastructure necessary to overcome fragmentation and 
manage or coordinate the care of patients by: investing in communication 
and electronic health record IT; monitoring service usage and outcomes; 
redesigns of care pathways; and operating targeted chronic disease programs. 
The best evidence of the potential impact the right financial incentives and 
financially accountable health service provision can have is the promising 
results of the pioneering development of ‘shared-risk’ contracts by Blue 
Cross Blue Shield of Massachusetts. Here, health management companies 
are providing Kaiser-style results by providing networks of otherwise  
separate healthcare providers with the leadership and management required 
to deliver integrated care.73

In 2009, Blue Cross Blue Shield initiated a new integrated payment 
program, the Alternative Quality Contract (AQC). Under the terms of 
the contract, health management companies agreed to manage the care of 
Blue Cross members in return for an annual risk-adjusted budget based on 
historic per-member spending. The ‘global payment’ covered the cost of 
care across the entire primary, specialist and hospital care continuum for a 
patient population for a specified period, combined with bonus payments 
for meeting specified quality indicators. All healthcare accessed by members, 
whether delivered by a provider belonging to the health management 
company’s sub-contracted ‘medical group’ network or by a non-network 
provider, is funded from the medical group’s budget. At the end of the 
year, total payments are reconciled with the budget, and any money left 
over is paid to the medical group company. ACQs are two-sided — or shared 
savings and shared risk — contracts. Part or full financial risk for exceeding 
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the budget target is born by the medical groups on either 50% or 100% 
basis depending on the level of the risk accepted by the provider. By holding 
providers accountable for cost of care, Blue Cross’s ambition across the  
five-year term of the contracts was to cut annual growth in healthcare 
spending in half.74

Under the ACQ, patients were enrolled with a medical group based on the 
affiliation of their doctor of choice. The group was thereafter responsible for 
managing their care by acting, in effect, as their medical home, or rather by 
creating a patient-centred ‘medical neighbourhood’.75 Alert to the need in 
a competitive insurance market to ensure members received excellent care, 
Blue Cross sought to ensure that medical groups did not skimp on services 
to reduce costs, by including in the contracts generous financial incentives 
(up to 10% of the global budget, 5% for primary care, 5% for hospital 
care) for high quality as measured by 64 process, outcome and patient 
experience indicators covering inpatient and outpatient care. Blue Cross 
does not just provide regular updates on group spending and service usage, 
including comparative data from other providers. In addition to the financial  
incentives, it also provides data and feedback on quality scores, practice 
variations, and other information that will assist medical groups to hit 
quality targets such as by ensuring patients receive chronic care management 
services. To drive cultural change, encourage teamwork, and build support 
for the objectives of the ACQ contract, groups used — or intended to 
introduce — bonuses for doctors, linked to quality improvements and 
efficient use of services.76 Since 2011, ACQ contracts have linked quality to 
shared savings and losses, with higher quality scores entitling providers to 
larger savings and to smaller shares of budget overruns.77

However, ACQs are no standard pay-for-performance program, due to 
the way real financial accountability encourages innovations that improve  
financial performance. This was the key finding of the evaluation undertaken 
of the eight medical groups that signed the first contracts. The evaluators  
found, as might be expected, that the groups had implemented case 
management strategies that targeted high-cost ‘frequent flyers’ — members 
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with multiple chronic diseases at risk of requiring expensive hospitalisations. 
This encompassed a range of initiatives that incorporated use of 
multidisciplinary coordinated care programs, but also included more 
intensive interventions with high risk patients — such as automatic 
contacting of discharged patients to ensure that discharge instructions were 
understood, medications were being taken, appropriate support services 
were engaged, and to monitor potential complications and side-effects. This 
also included home visits to monitor conditions and help with compliance 
with care plans. Some groups even employed their own clinicians to perform 
discharge planning, and placed case managers in hospital emergency 
departments to prevent unnecessary admission.78 These efforts have been 
underpinned by investment in data management systems to improve both 
management of chronic care and clinician performance, and form part of 
overall efforts to increase efficiency of delivery systems by redesigning clinical 
and administrative processes.79

The evaluation found that ACQ groups achieved lower average growth in 
spending compared to other Blue Cross HMO providers. But even more 
significantly, this appears to have been due to rigorous management of 
hospital utilisation, more than due to successful management of chronic 
disease. These savings were found to be due to effective targeting of what was 
described as ‘low-hanging fruit’, or as having “accrued largely from shifts in 
services towards providers with lower outpatient facility fees.”80 To underline 
the point, the evaluation quoted one medical director’s telling comments 
about the group’s chief managed care objective: “What we really want to 
avoid is our patients receiving unnecessary care in the most expensive places 
in town.” The focus on controlling hospital use was particularly important, 
in the words of the evaluators, because “in Massachusetts…nearly half of  
all hospital admissions are to high-cost teaching hospitals.”81

Low-cost groups focused on utilisation review and referral management 
to direct patients to less expensive facilities and settings. This involved 
implementing procedures to monitor referrals and educate clinicians about 
the cost of sending patients to much more expensive services outside the 
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group’s network of preferred providers. Hence, some groups explored adding 
specialists to their networks as the cheaper way to provide faster access to 
care. Managing referrals and hospital utilisation was found to be the highest 
priority for many groups because of the considerable cost savings that could 
be made by preventing admission to high-cost major hospitals. One group 
chose to sub-contract half its business from one preferred hospital to a 
different provider not only because fees were lower, but also because it was 
willing to share in the group’s goal of using medical resources efficiently and 
agreed to assist with care coordination by sharing medical records and “to 
return patients to outpatient settings as quickly as possible.”82

The initial evaluation found that the savings achieved by reducing prices 
and utilisation had not recouped the additional cost of quality bonuses. 
A subsequent evaluation of the first four years found that medical groups 
achieved an average saving of 6.8% compared to what was being spent on 
the same patients prior to the introduction of the ACQ. Average spending 
by ACQ medical groups was also found to have grown by less, compared to 
control groups in other states. These promising financial results were cost-
effective; that is, they were achieved without compromising quality, with 
the improvements in quality achieved by ACQ medical groups generally 
exceeding those recorded elsewhere in the United States. Furthermore, by the 
fourth year of the ACQ’s operation, net savings were achieved that exceeded 
the cost of quality incentives. It was found that 60% of the savings were 
generated by reduced prices (directing patients to less expensive providers) 
and 40% by reduced utilisation of procedures, imaging and testing, 
successfully bending the cost curve down for both inpatient and outpatient 
spending for ACQ groups compared to the control.83 (Figure 1)

Hospital Utilisation — Identifying the Problem and Solution

What do the lessons from US managed care regimes mean for health reform 
in Australia? Advocates of the Coalition’s primary care-focused health reform 
agenda rightly argue that rising government health expenditure in Australia 
is being largely driven by the increasing cost of hospital care.84 They also 
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point to the fact that acute hospital bed numbers in Australia remain at3.8 
per 1000 people, while comparable countries in the OECD have achieved 
a considerable reduction in bed numbers over the last decade. It is claimed 
that “the only way to reduce bed numbers sustainably is to keep people 
healthy” and this is said to require “innovative models” that will offer 
“integrated care outside of hospital to avoid hospitalising, particularly for 
chronic disease” — as is the intent of the government’s Healthier Medicare 
initiative.85

Figure 1: Cost Savings in Blue Cross Shield ACQs
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It is difficult to compare bed numbers across different countries and with 
different health systems, particularly given the geographical realities that 
dictate hospital bed provision in rural Australia. Nevertheless, there is strong 
evidence that Australia over-uses hospital care compared to other OECD 
nations. Australia has much higher acute hospital separations per person 
(0.41) and acute hospital bed days per person (2.36) than comparable 
countries such as the UK (0.27 and 0.57 respectively) and US (0.13 and  
0.7 respectively).86

But does the high use of hospitals in Australia inexorably point to  
inadequate chronic care?87 Not completely, given that 10% of admissions 
are classified as ‘potentially preventable’. A likely explanation for high 
hospital usage compared to the UK is the much larger number of privately-
owned hospital beds allied with much higher rates of strict-indemnity,  
fee-for-service private hospital insurance cover — which reward both  
hospital operators and specialists for the volume of services provided, and 
encourages both to ensure that hospital beds are filled. The characteristics 
of Australia’s private health system that encourage supplier-induced demand 
are reinforced by the characteristics of Australia’s public hospital system. 
Under the terms of their contracts, specialists working as either Visiting 
Medical Officers (VMOs) or Staff Specialists have the right to admit private 
patients to public hospitals. The ability to access publicly-funded hospital 
infrastructure has allowed specialists, in effect, to operate small businesses 
offering procedural care to privately insured patients at public expense. The 
enduring ability of specialists to access free public capital (in addition to  
their private hospital work) seems to have militated against any wholesale  
shift away from hospital-based care in favour of delivering specialist 
procedures in community-based settings.

These systemic factors are almost certainly a major reason for the higher  
rates of hospital use in Australia. An additional systemic factor is the absence 
of US-style managed care organisations that have a real ability to minimise 
use of expensive hospital facilities by ensuring patients receive alternative 
specialist care as outpatients in lower-cost, community-based facilities. 
The evidence from the US experience with managed care indicates that 
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major savings are more likely to be made on the cost of hospital care by 
managing hospital ultilisation. This suggests that it is unwise for advocates 
of health reform to place all their eggs in the primary care/chronic disease  
management basket. 

A Value-Based National Health Innovation Agenda

In contemporary Australia, the chief economic reform challenge is to curb 
the ever-rising cost of health to government budgets. Hence, the Turnbull 
government has been encouraged by the Harper Competition Review to 
extend the market-based reform principles of the 1980s to the task of health 
reform. This would entail greater application of the principles of consumer 
choice, fostering greater competition between providers, encouraging the 
entry of private competitors into the health economy, and separation of 
regulatory, funding, and service delivery roles.88 These are worthy goals, 
which have been optimistically taken up by advocates of the government’s 
primary care reform agenda as establishing the framework within which 
these reforms will occur as a means of “opening up the health system to 
more contestability.”89

Economic reform was in the 1980s known as structural or micro-economic 
reform, and consisted of measures that sought to boost local productivity 
and increase international competitiveness. One phase of that era of reform 
involved the deregulation of statutory monopolies through the privatisation 
of government agencies in areas such as electricity, ports, and other 
infrastructure such as roads and transport. Significantly, for political reasons 
Medicare has been largely quarantined from this agenda — and continues to 
be quarantined despite the mounting evidence that the system is out-dated 
and inefficient. 

Overseas experience has shown that health reform initiatives must aim to 
bridge the institutional divide between non-hospital and hospital-based 
health services, which exist due to traditional fee-for-service payment 
systems that reward providers for inefficient practice and encourage over-
serving. To reiterate: the insights gained from the American experience with 
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‘bundled’ payments and integrated care to address spiralling US healthcare 
costs suggest that major savings are most likely to be made on the cost 
of hospital care by managing utilisation. The ACQ experiment has bent 
the cost curve down and yielded cost-effective savings by reducing use of 
procedures, images and tests, and by directing patients away from high-
cost hospitals towards alternative, lower-cost, community-based facilities 
for specialist procedures. Likewise, Kaiser Permanente has limited health 
costs primarily by rigorous management of hospital admissions and length 
of stays rather than by chronic disease management. This is especially  
significant to the health reform debate in this country, given very high rates 
of hospital use in Australia compared to other OECD nations — including 
the US and UK — and given that the rising cost of health to government 
budgets is being largely driven by the increasing cost of hospital care.

The reality, therefore, is that persisting with the Medicare status quo, and 
pouring additional taxpayer funding into the public health services to pay  
for coordinated care under the banner of so-called primary care reform, 
would represent the antithesis of genuine structural reform and health 
innovation. The further implication is that the calls by the Premiers of  
NSW and South Australia to increase the GST, along with all other mooted 
tax hikes to pay for the rising cost of public hospital care to state and  
territory government budgets, could well serve to prop up latently inefficient 
hospital-based health services, and represents the antithesis of economic  
reform. An economically rational approach to modernising the health 
system could free up and redeploy health resources in a more optimal and 
sustainable fashion to meet the healthcare needs of the nation.

In its recent review of the efficiency of the health system, the Productivity 
Commission argued there was some scope to achieve greater efficiencies  
that would improve the quality of, and access to, publicly-funded healthcare 
by undertaking ‘within system’ reforms that did not alter the current 
structure of Medicare.90 But the Commission also argued that “the system’s 
institutional and funding structures compromise its performance” and that 
“larger-scale reforms may be required to make real and enduring inroads 
into allocative and dynamic efficiency.” In this context, the Commission 
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singled out the need for reforms that addressed dominance of fee-for-service 
payments for both primary and hospital care, and flagged new integrated 
payment models that better aligned financial incentives and health  
outcomes. It also indicated the potential for private health insurers to play 
a leading role in addressing the systemic problems of complexity, perverse 
incentives, fragmentation and lack of coordination. Recognising the scale 
of the changes contemplated, it suggested that private health regulations 
barring health funds from involvement in primary care be relaxed in order 
to trial innovative integrated care initiatives that would help build the  
evidence base for reform. It also recommended that the process of long-term 
reform be “informed by a comprehensive and independent review of the 
health system.”91

Such a review undertaken by a body like the Productivity Commission 
might well provide the intellectual ammunition required to build the case  
for structural health reform. But it cannot provide the political will and 
political capital, which can only be generated by committing to a policy 
rather than a process. Another review, moreover, would simply repeat 
the extensive work of the NHHRC, which has already concluded that a 
Netherlands-style voucher model was the best option for systemic reform to 
achieve efficiencies and innovation through consumer choice and provider 
competition.92 

Private Sector Managed Care — Medicare Select

Private health insurers in Australia face similar policy challenges to the  
public health system. They too confront the problem of a relatively small 
number of members who suffer complex chronic illness generating the 
bulk of health service costs, including frequent admissions to hospitals. 
The insurers also face the problem of adverse selection and individuals —  
particularly as they age — taking out, maintaining and upgrading their 
private cover when they believe their health status means they are most likely 
to access healthcare. Community rating rules mean health funds are obliged 
to insure all comers and are not allowed to refuse cover or charge higher 
premiums to ‘bad risk’ elderly or chronically ill patients.
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In relation to addressing the issues that push up premium and benefit costs, 
and threaten to make private cover unaffordable, insurers’ hands are also 
tied on two further fronts in trying to manage the financial risks involved 
in covering the cost of members’ healthcare. Federal health insurance 
regulations prevent private health funds from covering any out-of-hospital 
services already funded through Medicare. This includes paying for the kind 
of community-based GP and other medical services that might, under the 
right conditions, reduce hospital admissions. Health funds also have limited 
ability to manage the utilisation of hospital services because they are subject 
to a strict insurance indemnity, which mandates that funds must pay for 
member’s hospital care if the admission is approved by a registered medical 
practitioner — an arrangement that inherently carries the risk of supplier-
induced demand and over-servicing, especially for procedural surgical care. 
These regulations are currently under reconsideration as part of yet another 
federal government review: the Private Health Insurance Consultations.93

The common problems faced across the public and private systems 
suggest that the resources deployed in both systems could be better used if  
combined to address the same challenges. This is part of the logic behind the 
national health reform plan, under which it has been suggested the existing 
Medicare scheme be replaced with a new publicly-funded, privately-operated 
health insurance scheme called Medicare Select, to create a more dynamic 
health economy.

The proposal is that all Australians would receive taxpayer-funded health 
insurance vouchers, with the value of the voucher being risk-adjusted for 
factors such as age, gender, health status, and socio-economic criteria. 
Vouchers would be used to partly pay for the cost of purchasing insurance 
from a competing range of health and hospital plans that would cover a 
minimum mandatory set of essential services. Health funds would be 
responsible for purchasing services from hospitals and other providers on 
behalf of their members. 

The advantages of Medicare Select compared to the status quo would  
include greater consumer choice and provider competition. In the new 
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competitive environment, publicly-funded health cover would be portable 
and funds would compete on price and quality to win and retain members. 
To enhance competition on the insurance side of the new system, funds 
would also charge private premiums paid for out of individual’s own  
pockets, with additional government top-up subsidies for low income 
groups. The key changes would, however, be on the services side of the 
health system. Instead of operating as passive payers of medical and hospital 
bills, health funds would operate as active purchasers of healthcare from 
competing producers. To limit premium and benefit costs, and attract and 
retain members, funds would seek to ensure the services they purchase are 
provided at the best price and highest quality, and successful providers will 
have to meet these cost and quality criteria to win service contracts.

After extensively reviewing and cataloguing the problems with the current 
health system, the NHHRC final report endorsed the Medicare Select 
model as its preferred long-term health reform option.94 One of the chief 
recommendations for a Medicare Select-style, risk-rated, private sector 
‘managed care’ scheme is that it would remedy the structural defects 
that plague Medicare, and account for chronic care gaps and overuse of  
hospitals. Private health funds would hold the full financial risk for  
members’ healthcare needs across the full service spectrum. They would  
thus have a superior incentive to ensure health resources are used as  
efficiently as possible so patients receive the most appropriate and cost- 
effective care — including all beneficial primary care and outpatient  
specialist care to avoid expensive hospital admissions. This would include 
seeking to reduce the cost of insuring chronically-ill members by ensuring 
their conditions are properly managed by appropriate primary care to  
prevent expensive episodes of acute illness requiring hospitalisation.  
Enabling health funds to operate active purchasing agents would establish 
the kind of contestable market environment that would spur providers to 
innovate and discover the most cost-effective means of delivering health 
services. 

Under these conditions, a substantial reorganisation of health service 
provision could be envisaged. Chronic care could well be offered by disease-



2. Integrated Care and Alternative Payment Models

59

specific specialised clinics that will emerge to fill a clear gap in the market. 
Funds would negotiate contracts with these clinics, which would be the 
default ‘medical homes’ of members, and would be paid not solely for 
delivering ‘inputs’ — on a fee-for-service basis — but based on their ability 
to deliver innovative and high-quality ‘outputs’ in the form of cost-effective 
packages of care providing ongoing courses of treatment that maintain and 
improve the health of patients. As importantly, American experience with 
private sector managed care suggests there is considerable scope to directly 
address the over-use of hospitals in traditional health systems by delivering 
care in alternative lower-cost settings, either in specialists’ outpatient rooms 
or in fit-for-purpose community-based specialist clinics. This is particularly 
important if, as the evidence suggests, improving the quality of primary  
care uncovers unmet need for hospital care, which better managed care  
could divert for treatment into lowest cost settings. This is to say that the 
Medicare Select option possibly offers a pathway to alternative payment 
models that are cost-effective. 

A ‘Big Bang’ Too Far

Introducing a purchaser-provider split into the public system, particularly 
to enable the private provision of public hospital services,95 is a natural 
extension of the reform principles of the 1980s. Yet the reform challenge 
is immense because these principles are foreign to the culture and political 
economy of the public system, and run up against myriad institutional 
and political obstacles — including public sector union opposition, to say 
nothing of the entrenched opposition of the organised medical profession 
to any proposal that even hints at the principle and practice of managed 
care. Institutional factors also include the lack of sophisticated contracting 
skills in public health bureaucracies. The later factor strongly suggests the 
tendency under any public sector chronic/managed care regime will likely be 
to default to the standard approach of top-down bureaucratic, primary-care 
focused program funding — which copious evidence indicates is a dead end 
if the intention is to develop genuinely innovative, effective and efficient, 
new and fully integrated, models of healthcare. 
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A different approach, consistent with the principles of economic reform, 
would be to bypass the bureaucracy in favour of outsourcing the task to 
the private sector more familiar with striking competitive commercial 
relationships between purchasers and providers. This is to recommend the 
Medicare Select model, and to envisage a situation wherein health funds 
managed the healthcare needs and financial risk of their membership by 
purchasing the most appropriate, effective and efficient services from 
financially-accountable and risk-sharing health providers. A fair question 
is whether health funds currently possess the skills to act as informed 
purchasers, given the long history of private health insurance essentially 
operating as a payment system guaranteeing that doctors’ bills will be paid. 
The reform challenge for the private health industry is to accept that genuine 
reform would require a commitment to change long-established corporate 
mindsets and institutional structures to prepare for a new era of financial risk 
management and cost-effective management of care. 

The challenge for government is to recognise that a starting point for true 
economic reform and innovation in the health system would be to create a 
situation on the demand-side of the health economy where there are cost- 
and quality-conscious purchasers, which in turn would stimulate innovations 
on the supply-side of the health economy to deliver the best quality and best 
value care. In this respect, it is worth noting the Medicare Select model is 
not as radical as it may sound: one of its first proponents was the health 
economist Richard Scotton, who was one of the architects of the original 
Medicare scheme in the 1960s. Scotton still believed in the provision of 
public subsidies to ensure access to essential health services regardless of 
means; the question he was prepared to face honestly was whether there  
were more efficient and effective ways of delivering those subsidies, and 
the care needed, than a ‘free’, universal, taxpayer-funded, fee-for-service 
payment system.96 

It is also worth emphasising that the debate about alternative health  
payment models is anything but new. It dates to well before Scotton’s 
disenchantment with Medicare, and back at least to the medical profession’s 
success in breaking up the ‘Friendly Societies’ contract payment system in 
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the 1950s at the time when federal government fee-for-service benefits for 
medical services were first made available under the Menzies government’s 
National Health Scheme.97 Discussion of alternative models has, however, 
always been shut down politically due to the strident and vocal opposition 
of the medical profession to any proposal to tamper with the fundamentals 
of the current fee-for-service arrangements.98 

The political obstacles to ‘big bang’ system-wide health reform as envisaged 
under Medicare Select are thus formidable. The AMA has long signalled 
its preparedness to undertake ‘managed scare’ campaigns at any mention of 
introducing managed care regimes in Australia, in defence of the medical 
professions vested interest in the retention of the ‘sacred (cash) cow’ that 
is the fee-for-service Medicare system which principally benefits GPs and 
specialists by underwriting their private medical businesses. 

Despite the intransigence of self-interested providers,  structural changes 
to the health system — going well beyond limited primary healthcare 
‘reforms’ — are necessary to transform the way health services are purchased 
and provided, to deliver to the community the best value healthcare for its 
increasingly scarce health dollars. The first challenge, however, is to find a 
politically-feasible way of implementing the alternative payment and service 
models that could potentially reduce the cost of health by effectively and 
efficiently controlling use of hospital services.  A politically-viable health 
reform strategy that avoids the pitfalls of big bang proposals and can deliver 
meaningful change in the health sector is the subject of the next chapter 
discussing Health Innovation Communities. 
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Chapter 3

Health Innovation Communities*

Jeremy Sammut, Peta Seaton, & Gerald Thomas

The Trouble with Health Reform 

The allocative and technical inefficiencies in Australia’s $161 billion health 
system mean that many Australians are not receiving the right care in the 
right place at the best price possible. Conservative estimates suggest these 
inefficiencies currently cost the nation at least $17.7 billion a year. ( Figure 
2). Although the 11% of the total national health spend  that is wasted 
represents a significant net welfare loss that could potentially be saved, 
redeployed or redirected, lack of reform at the systemic level prevents service 
redesigns that could deliver better value for money and more cost-effective 
healthcare for Australians.1

The trouble with health reform in Australia is not that we do not know 
the kind of structural problems that need to be addressed to create a 
more sustainable health system in Australia. There is a range of policy 
options that would deliver better value for money and more cost-effective  
healthcare. Many of these reform ideas have been canvassed in recent major 
reports both by official government bodies and health industry groups. Many 
of these solutions are well known, having long been discussed in health 
policy circles and featuring in a litany of reports, reviews, and inquiries into 
the health system over many years. 

*	� First published as Medi-Vation: Health Innovation Communities for Medicare Payment and Service 
Reform Research Report 21, (Sydney: The Centre for Independent Studies, 2016).
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For example, the 2015 OECD review of the Australian health system  
flagged, yet again, the perennial problems posed by the fragmented nature 
of the system. The fact that in both the public and private systems, no 
single funder is responsible for the entire healthcare needs of patients, 
skews incentives, reduces efficiency, and increases costs by preventing the 
integration and coordination of primary and hospital care.2 

But despite the great deal of attention paid to expounding these well-
known problems, the vital element lacking in the health debate is an 
effective, politically-feasible reform strategy that will allow the solutions to 
be implemented to improve the outcomes and performance of the health 
system. Because the political obstacles to achieving significant change and 
redesigns of health funding and service arrangements are so formidable, 
much of what passes as the discussion of the future of the health system 
seems to be obsessed with simply describing the problems. The debate 
needs to instead focus on developing practical and achievable solutions 

Figure 2: Traditional Health Spending & Intergrated Health 
Spending†, Australia 2004-2015

† �Based on 11% efficiency gap estimated in Health Reform: Higher Quality, Lower Costs. A Port Jackson 
Partners Limited Report to Private Healthcare Australia, May 2014.
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to overcome the technical and institutional impediments to change that  
plague the health sector. 

Review of the existing health debate therefore serves the dual purpose of 
not only clarifying the problems within the existing health system, but 
of identifying the limitations of the debate itself with regard to initiatives 
and mechanisms that can lead to genuine innovation within the sector. 
This chapter argues that these deficiencies — both the structural problems 
and the shortcomings of the so-called ‘solutions’ that are offered — can 
be overcome by taking the national discussion of health reform in a new 
direction.  A national health innovation policy that establishes the ‘Health 
Innovation Communities’ proposed and described herein, is the first step 
towards reaching the long sought-after solution for the healthcare funding 
and delivery problems that continue to stubbornly resist change.

Public Sector Rigidities

Another good, recent example of the trouble with the health reform debate 
is the April 2015 Productivity Commission Research Paper, Efficiency in 
Health, which re-identified three “well-understood” structural inefficiencies 
within the Australian health system. 

The first inefficiency identified by the Productivity Commission is  
inadequate focus on preventive health to address problems — such as 
obesity — that are a leading cause of chronic disease. The second inefficiency 
is inadequate focus on the ongoing management of chronic disease in a 
community or non-hospital based primary care setting. The combined effect 
of the first and second defect contributes to the third defect, which is the 
significant number of high-cost hospital admissions (up to an estimated  
10% of total admissions) that were potentially avoidable had prior, 
appropriate and lower-cost preventive and chronic care been available.3 
This is in keeping with the ‘hospital-centric’ character of the Australian 
health system, with its considerably higher rates of hospital use compared 
to comparable OECD countries, which is due to systemic factors, especially 
‘fee for service’ payments for specialist services.4
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The Productivity Commission rightly argued that these structural 
inefficiencies are allocative in nature. Alternative models of care that would 
spend existing health dollars more effectively are not adequately resourced 
as a result of the “effects of current institutional and funding structures  
on the performance of Australia’s health system.”5  Policy objectives and 
financial incentives are misaligned because, in both the public and private 
health systems, the bulk of health funding is locked up in inflexible fee-
for-service payment models. Healthcare providers, mainly doctors, are  
principally rewarded on a basis of providing one-off episodes of either  
medical (mainly GP) care or hospital care when acute illness or disease 
strikes.6 Rather than a comprehensive health insurance and risk management 
system, the rigid public health system and regimented private insurance 
system both primarily function as provider-captured payment mechanisms 
for separate sets of hospital-based care and community-based primary care.7 

Fee-for-service payments not only prohibit the development of alternative 
models of integrated healthcare covering the full service spectrum and full 
cycle of care; they also encourage doctors to increase activity to maximize 
income, and thus lead to costly and unnecessary over-servicing — including 
elevated rates of hospital use.8 As explained in the previous chapter, 
jurisdictional complexity also accounts for the fragmented nature of 
health service provision. Under Australia’s complex division of health  
responsibilities, the federal government is primarily responsible for healthcare 
delivered outside hospitals, and state governments responsible for public 
hospital care. No single level of government or funder has full responsibility 
for all the health care needs of patients, and no direct control over the 
kind of services patients receive and the locations where those services are  
provided.9 

Lack of systemic reform to remove structural rigidities is throttling service 
delivery innovation that could improve the quality of care, save scarce 
health resources, and redeploy existing funding more efficiently. With 
regards to public hospitals, for example, joint federal-state funding is paid 
on ‘activity-basis’ at the so-called efficient price determined by the average 
cost of particular hospital services across the system. Activity funding 
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(which is essentially another form of fee-for-service) not only continues to 
encourage over-servicing; it also rigidly ties funding to existing hospital-
based models of care — at a large recurrent and capital cost to the public 
finances — and prevents service redesigns that may increase efficiency and 
improve outcomes.10 

Private Health Regimentation

Complexity, fragmentation and inflexibility also apply in relation to 
privately-funded health services, due to the regulations that apply to private 
health insurance. The strict indemnity covering private insurers mandates 
that health funds must pay for member’s hospital care if the admission is 
approved by a registered medical practitioner. The indemnity — and hence 
the blunting of price signals for insured services — has major implications 
for usage of hospital services,   especially of discretionary procedural care 
and when copayments are completely avoided via ‘No Gap’ cover.11 These 
demand-side problems on the private insurance market are compounded 
by the problems on the supply side: the Health Insurance Act also bans 
health funds from paying benefits for any out-of-hospital medical service 
for which Medicare rebates are available. The rationale for these regulations 
is to prevent a two-tiered health system, in which privately insured patients  
secure preferential access to doctor’s services due to the higher payments 
available. These concerns are debatable given the experience in other 
comparable health systems: private insurers in New Zealand are free to 
cover the full spectrum of healthcare costs without undermining ‘free and 
universal’ objectives of the government-run health system, and without 
raising even the fear — let alone the reality — of a two-tiered system.12 

In Australia, however, the restrictions on private cover prevent private 
health insurers from funding preventive and chronic services and  
developing alternative cost-effective models of care that may reduce the 
disease burden, manage chronic illness more effectively, and minimise 
expensive hospitalisations. In practice, private health insurers are able to 
push the cost of the more complex task of managing the community-based 
treatment of their customers on to the public system — which is where 
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most fund members with chronic disease receive primary care — leaving  
the private system with the simpler, principle task of providing hospital-
based procedural services.13 

In both the public and private systems, therefore, providers are paid for 
doing the same things in the same way as mandated by current funding 
and payment systems, which means consumers get access to only the 
kind and mix of services that funders/payers agree to fund/pay for. The 
MBS Schedule, for example, proscribes the way patients can and can’t be 
treated by only paying for certain ‘items’ of care on a fee-for-service basis. 
Public hospitals —as with private health funds — are also prohibited from 
reorganising their services and providing care outside hospitals, even if it 
is cost-effective and clinically appropriate. This is despite international 
evidence (discussed in Chapter 2) showing health systems that break 
down the traditional divide between hospital and non-hospital care are 
more efficient. The existing service systems also provide no incentive 
and limited assistance for individuals to take responsibility for their 
own avoidable health risks. Input-focused and transactional in nature, 
providers are rewarded simply for delivering discrete health interventions  
irrespective of the results, rather than being rewarded based on ‘outputs’— 
overall improvements in health status and wellbeing.14

With specific regards to the private health system, community rating 
regulations — which prohibit the charging of different premiums based 
on health risk — also permit health funds to shift the cost of high risk 
patients (‘high-cost’ claims and customers aged over 55) on to a secondary  
re-insurance risk pool. The Reinsurance Trust Fund currently administered 
by the Private Health Insurance Administration Council compensates 
those funds paying higher than average benefits by redistributing money 
contributed from funds paying less than average benefits. The effect 
is to blunt incentives for funds to develop new products and services to 
manage health risks and costs, since funds that bear the cost of additional 
preventive or chronic care will not receive a full return on any savings  
generated — which are instead shared across the industry.15 Hence one of 
the few risk-management and cost-containment strategies available to  
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health funds is the relatively blunt instrument of re-negotiating the value of 
benefits paid to hospitals and specialists, in addition to pioneering efforts  
by some funds to ‘pay for quality’ by refusing to pay benefits for additional 
care occasioned by avoidable adverse events and preventable errors.16 

As the consulting firm Port Jackson Partners argued in a 2014 report for 
private health fund peak body Private Healthcare Australia, embracing more 
cost-effective integrated care requires following the lead of international 
leaders in healthcare reform and taking steps to remove the artificial barriers 
between primary care and hospital care that plague the Australian health 
system. This would include removing current regulations that restrict  
private health funds’ involvement in primary care. Necessary reforms would 
also include exploring alternative capitation-based payment models that 
covered the full spectrum of both primary and hospital care, and which  
would allow greater involvement of private sector health management 
companies in the organisation and coordination of care pathways. The report 
argued that integrated payments would also remove the incentives to over-
service on hospital care created by fee-for-service payments, and encourage 
the development of new ways of delivering the same care in lower-cost 
settings, such as in community-based clinics, or through the provision of 
sub-acute care in a ‘hotel-style’ accommodation, as occurs in more efficient 
health systems overseas.17  

The Limitations of Current Reform Strategies 

‘Within System’?

The Productivity Commission has drawn a useful distinction between what it 
has called ‘within system’ reforms — which could deliver beneficial outcomes 
without “changing existing institutional and funding structures” — and 
larger scale reforms of the existing architecture of the health system that 
would involve   enormous dislocations of current practice, carry the risk 
of unintended consequences regardless of the expertise and experience 
informing the design, and be stymied by political obstacles including the 
vocal opposition from vested interests wedded to the status quo.18 
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In a December 2015 submission to the Turnbull government’s review of 
private health insurance, Private Healthcare Australia identified a list of  
what were called “near-term priorities for change.” Notably absent from 
this list was demanding the federal government take action to open the  
primary care sector up to private health funds. Instead, the submission 
was content with merely warning that the incremental changes were “not 
a substitute for the broader reform necessary for the Australian healthcare 
system to deliver much higher quality outcomes at lower cost.”19

Similarly, the submission by Australia’s largest private health fund,  
Medibank Private, argued — with respect to ever-rising use and cost of 
insured health services and the flow-on impact on the affordability of private 
insurance premiums — that “today’s regulatory settings have lost relevance 
and weakened competition leading to low-value practices that come at the 
expense of consumers.” It was strongly asserted that “insurers should have 
the incentive and mandate to better manage their aged and chronically ill 
populations outside of hospital.” But action in this direction was also absent 
from its list of “near-term recommendations on which government should 
act” — though the submission did flag support for “potentially moving 
towards a value-based or capitated model.”20

Big Bang/Damp Squib

The problem, of course, is that ‘within system’ reforms will leave the 
major structural problems and inefficiencies that compromise the system’s 
performance untouched. The Port Jackson Partners/Private Healthcare 
Australia report argued that potentially large and significant quality and  
cost gains:

…are not possible within the current healthcare framework — they 
demand more significant structural reforms, and the introduction 
of competition, such has been driven in most other sectors of the 
Australian economy.21
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This call for structural reform went beyond permitting private insurers to 
get involved in primary care, and included a call to ‘privatise’ Medicare by 
contracting out a ‘Universal Service Obligation’ to private health funds 
that would manage and purchase the care of their members — a market-
based Medicare Select-style framework that would facilitate the entry into 
the health sector of innovative private sector providers of integrated, better 
quality, and lower cost care.22 

The problem, however, is that proposals for ‘big bang’ changes to the health 
system may ultimately prove to be a damp squib. Despite the well-known 
fiscal imperative to control the escalating cost of health and achieve better 
value for money, fundamental reforms are highly likely to be blocked by 
institutional and cultural factors — especially the competing interest of rival 
stakeholders, together with the Australian electorate’s well-demonstrated 
conservatism regarding significant changes to the operation of Medicare. 

With respect to reform of private health, the Productivity Commission 
has commented that changes to the private health insurance regulations, 
while justifiable by the potential benefits, could undermine the equity 
objectives of Medicare if resulting in a two-tiered level of access to care. The  
Productivity Commission also flagged the likely opposition of the organised 
medical profession. The influential doctors’ lobby group, the Australian 
Medical Association (AMA) has long been virulently opposed to private 
funds having a greater involvement in the organisation and coordination 
of primary care, and opposed to any suggestion of new models of ‘managed 
care’ that could restrict doctors’ access to fee-for-service payments. Given 
the considerable obstacles to fundamental change, what the Productivity 
Commission has therefore proposed is an “incremental approach to 
reform” — a trial and test process. It has suggested that the federal government 
could permit health funds to operate designated preventive or chronic 
care services in particular regions or for a particular patient group, which 
would be evaluated to assess all the benefits, costs, and potential adverse  
consequence to build the case for reform.23 
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Trials and Tribulations

There are obvious advantages to the process proposed by the Productivity 
Commission in order to circumvent the difficulties associated with  
large-scale reforms that would struggle to win support and be implemented. 
However, the beneficial outcomes achieved by the recommended approach 
would be constrained by the limited nature of the trials. The long-term 
significance of any results would be questionable, since trials (by their very 
nature) are not the real world, and often prove to have limited applicability 
and success by the time promising trials are ready to be fully rolled out to 
the general population.  Yet the systemic changes that could yield substantial 
efficiency gains are too big to be achieved in one big leap. 

As the Productivity Commission rightly noted: “Implementing new  
payment models on a broader scale (including across all primary care, or 
over both primary and hospital care) would be more challenging, and would 
likely require larger-scale changes to the funding responsibilities of each  
level of government and private health insurance.” 24 But the reality remains 
that trials have come and gone in the past, and led nowhere in terms of  
long-term reform. As the Grattan Institute has observed:

Australia now has a considerable history of trials, pilots and 
demonstration projects investigating the introduction of chronic 
disease management in one form or another. These range from the 
ambitious coordinated care trials of the 1990s to the more recent 
Diabetes Care Project. But it has proved difficult to achieve major 
improvements in outcomes for chronic disease in the absence of 
broader change to the funding and organization of primary care and 
its relations to acute and extended care for regional populations.25

This poor track record of follow-through on trials may be the reason the 
Productivity Commission has also recommended an extended process-driven 
pathway to structural reform, supplemented by a “comprehensive review of 
the Australian health care system” that “could assess the potential benefits 
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and costs of alternative payment models’ draw lessons from past trials and 
international experience, and consult with relevant stakeholders.”26 

Trialling and testing, in combination with a holistic review, is the sum 
of what the Productivity Commission describes as reform process 
predicated on “steady and ongoing adjustment” as opposed to “abrupt and 
disruptive change.”27 Yet the benefits of a process-driven reform process 
are questionable, particularly less than a decade after the 2009 Final 
Report of the Rudd Government’s National Health and Hospital Reform  
Commission (NHHRC). The expert-led NHHRC was established to 
advise the ‘root-and-branch’ reforms necessary to ensure the sustainability 
of the Australian health system in the twenty-first century. The NHHRC’s 
major recommendation for long-term structural and payment reform was 
to advocate the replacement of Medicare with the Medicare Select model, 
which envisages all Australians receiving taxpayer-funded, risk-adjusted 
health insurance vouchers to fund the purchase of private health plans. 

The rationale behind the Medicare Select proposal was to address the 
major structural problems with the current arrangements — as explained in  
Chapter 2. Individual health funds would hold the full financial risk for 
members’ healthcare needs across the full service spectrum, and would 
operate as active purchasers of (instead of passive payers for) health services 
from providers competing to ensure patients receive the most appropriate  
and cost-effective care. Structural change on the insurance side of the 
Australian health system would in theory drive structural change on 
the services side of the system, and promote more efficient use of health 
resources.28 However, the Medicare Select proposal — which is essentially 
the same model dubbed the ‘Universal Service Obligation’ by Private 
Health Australia — was not translated into policy action. This was in part 
because the NHHRC’s reform ‘blueprint’ contained no political strategy to 
circumvent the institutional and cultural obstacles to implementation — a 
defect highly likely to feature in a report produced by an apolitical body  
such as the Productivity Commission. 
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A Modus Vivendi for Disruption 

Despite the well-known defects and limitations of the rigid Medicare and 
regimented private insurance system, ‘Big Bang’ reforms of the existing 
architecture of the health system would entail enormous dislocations of 
current practice and carry the risk of unintended consequences. Fundamental 
changes to existing arrangements are also likely to be stymied equally well-
known political obstacles regarding changes to Medicare.

What if there was a way to circumvent the impediments and avoid pitfalls 
of big bang reform, and minimize the inherent dangers of gambling $161 
billion or the 10% of GDP spent annually on health on one big ‘solution’, 
but still allow for innovation — for disruption of established health payment 
and service delivery models — in a real world-applicable, commercial and 
competitive environment that would yield hard evidence far beyond trial 
quality, as well as establish governance and institutional structures that 
would support the case for scaling-up and for systemic reform? 

There is a way to do all this is by establishing ‘Health Innovation Communities’ 
(HICs – see Box 3).

The idea of creating HICs is based on the concept of free trade zones that 
have been used throughout history to encourage commerce. The origins 
of free trade zones date back to the founding age of international trade. 
When eastern and western civilisations first started trading, free exchange 
of goods was facilitated by relaxing existing cultural norms and laws to the 
mutual benefit of both trading parties within strictly bounded areas to limit 
any unforeseen effects. In modern times, Free Trade Zones offered tax and 
other incentives to promote trade and development. Removing rigid rules, 
regulations and other disincentives that would otherwise impede new modes 
of doing business creates an ‘ecosystem’ in which innovation can flourish and 
percolate into the rest of the economy.

Drawing on these longstanding and successful examples, establishing ‘free 
trade zones’ for health innovation in Australia would be more than just 
another reform ‘process’. Within the geographic areas declared to be HICs, 



3. Health Innovation Communities

79

Box 3: Health Innovation Communities (HICs) – Key Design Specs

•	� Within geographic areas declared to be HICs, healthcare providers  
would apply for exemptions from existing health legislation and 
regulations to permit creation and use of alternative payment and service 
delivery models that are currently banned under Medicare and the Health 
Insurance Act.

•	� Companies, start-up entrepreneurs, charities, private health funds, and 
federal and state government health agencies would all be eligible to 
apply for registration as HIC-exempt providers by a joint government and 
industry-led HIC Commission.

•	� Exempt providers will accept and recruit individuals who want an 
alternative to the existing public and private health systems and who 
voluntarily choose to opt-in to an Integrated Care Plan (ICP). To prevent 
cream-skimming and a two-tiered system, a condition of the grant of 
exempt-provider status will be that ICPs must cater to both public and 
private patients; successful models will hereby be built fit for purpose, and 
be suitable for potential national, system-wide roll out under Medicare.

•	� ICPs will require inter-governmental and health sector agreements to 
‘pool’ existing public and private sources of health funding (depending 
on the insurance status of each volunteer) on a capitation basis; a pooled 
funding model is essential  to support genuinely integrated care, and give 
providers the ability, flexibility, and financial incentive to develop new, 
cost-effective care pathways. 

•	� Appropriate safeguards will include a right for customers, when outside 
HICs, to access emergency care from traditional Medicare and private 
health insurance providers. Customers within HICs will also have the 
right to break the ICP service contract, and return to default Medicare 
and private insurance arrangements, in exceptional or egregious 
circumstances as arbitrated by an ICP Ombudsman. When ICP providers 
fail, consumers will also default back to Medicare, meaning no one will 
ever miss out on access to essential healthcare. 

•	� HICs will be established in three to five areas to provide critical mass, 
benchmarking and competitive tension, and be allocated between the 
capital cities and also regional areas to ensure sufficient differentiation. 
Preferred locations will have proximity between a major hospital, 
university or medical school to support research, collaboration, training, 
measurement and control in partnership with Australia’s renowned  
and world-leading publicly-funded medical research industry.

•	� Ideal sites will also have a target population base with high rates of 
obesity, chronic disease, and frequent use of hospital services related 
to chronic illness, and may include, for example, the catchment area for 
Westmead Hospital in Western Sydney, the Hunter region in mid-north 
coast of NSW, and the state of Tasmania. 
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healthcare providers could apply for exemptions from existing legislation 
to permit the creation of alternative payment and service models that are 
currently banned under Medicare and the Health Insurance Act. Companies, 
start-up entrepreneurs, charities, private health funds, federal government 
health agencies: the Primary Health Networks (PHNs) and state government 
health agencies: Local Hospital Districts (LHDs), would all be eligible to 
apply for registration as HIC-exempt providers of approved clinical services.   

In effect, Medicare operates as an approved provider-captured statutory 
monopoly. Registered medical practitioners, who have been issued a Medicare 
provider number, are the only providers able to bill Medicare for professional 
attendances and other items listed on the MBS. A patient is not permitted by 
law to purchase a private health insurance policy where the insurer is liable 
to pay for patient services that would normally be payable under Medicare. 
Under Section 126 of the Health Insurance Act, a person is liable to be fined 
$1000 for entering mutually and freely into such an arrangement. Moreover, 
the Private Health Insurance Act 2007 contains 334 pages of rules on private 
health insurance products, how insurers are to conduct their business. The 
maximum penalty for a fund offering a non-complying insurance product 
is a five-year prison sentence.29  In essence, establishing HICs would make 
it legal for organisations, both public and private, to develop more efficient 
and sustainable models of care that would improve health outcomes. 
HICs would also make it legal for consumers to choose a publicly-funded  
alternative to the current structure of the Medicare scheme (the existing 
MBS benefits for GP and other medical and primary care services and right 
of access to free public hospital care) on an opt-in basis. 

Within HICs, many different models would be able to be developed by 
a plurality of different providers offering different answers to the same 
problems. The discovery and knowledge-creation processes that would be 
unleashed would allow the proverbial ‘1000 flowers’ to bloom — and to be 
simultaneously tested against each other — by releasing the existing structural 
and regulatory shackles on more innovative, efficient, and sustainable 
healthcare provision. 
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ICPs – Integrated Care Plans

Within HICs regions, exempt providers would be able to accept and recruit 
customers who seek an alternative to the existing public and private health 
insurance systems and who voluntarily choose to opt-in to an Integrated 
Care Plan (ICP). This would create a market for taxpayer-funded health 
services by giving consumers the option of choosing to leave the hitherto 
compulsory public system — and for funding to follow consumer choice.

ICPs will require inter-governmental and health sector agreements to pool 
existing funding (federal and state health funding, combined with private 
health funding — depending on the insurance status of each  volunteer) on a 
per-capita basis in order to support an integrated, capitation-based funding 
model. Preliminary steps in this direction, away from strict fee-for-service 
remuneration, have already been taken with federal funding for the new 
$121 million chronic disease ‘Health Care Home’ trial to be provided on 
a quarterly capitation-basis in order to increase the range of allied health 
services, in addition to GP care, able to be purchased for patients who enrol 
with a general practice.30  

However, a per-capita pool is not the only potential funding model that  
might be applied within HICs. One alternative would be to permit 
people across the socio-economic spectrum to contribute to the pool 
what they actually pay into or take out of the health system in the pursuit 
of securing superior services, better value for money, and, ultimately, 
premium reductions. For some individuals, this would be the value of their 
Medicare Levy and private health insurance premiums. For those reliant on  
government benefits, their contribution to the pool would be the amount 
of money calculated to normally be spent on their health care by the public 
system. Designing an individualised funding pool could open the way 
to including in the pool the individual funding available for people with 
disabilities under the National Disability Insurance Scheme.

Maximising the funding pool would enhance the chances of achieving early 
scale and increase the scope of innovations made possible, thereby raising  



The Future of Medicare: Health Innovation in 21st Century Australia

82

the chances of longer term success of HICs, which would be jeopardised  
if ICP providers are under-capitalised at the outset.  An important condition 
of granting exempt-provider status will be that ICPs must cater to both 
public and private patients.   Privately insured patients would continue to 
have the option of choice of treatment in a private hospital. However, the 
requirement to enrol both public and private patients in ICPs will avoid 
cream-skimming and the creation of a two-tiered system, and will also 
mean that successful models will be built fit for purpose, and be suitable for 
potential national, system-wide roll out under Medicare.

Pooled funding (under any iteration) would give providers the ability, 
flexibility and financial incentive to develop more cost-effective ICPs. 
HICs would therefore allow for much more extensive funding and service 
innovation and integration. Under a pooled funding model, ICP providers 
will bear full financial responsibility for patient’s entire health care needs, 
and will keep (or share) in the savings achieved, while being free to 
develop new care pathways that involve efficiencies and may incorporate 
novel services. For these reasons, HICs may provide an opportunity to 
revise the reinsurance arrangements for private health insurance. A system 
of prospective risk-adjusted payments based on the risk characteristics of  
fund members (as recommended by the 2013 National Commission of 
Audit)31 could conceivably be added to the funding pool for ICPs. 

Once freed from existing system-based cultural, institutional, and funding 
restrictions, providers would be free to include in their ICPs non-traditional 
services and incentives beyond standard clinical medical and hospital care. 
As well as managing utilisation by directing patients to lowest cost clinical 
settings, the real advantage ICP providers would have is the flexibility 
to fund and develop truly innovative preventive and chronic care plans 
involving novel care pathways that could reduce the disease burden, manage 
chronic illness more effectively, and minimise the use of high-cost hospital 
services. This could involve new behaviour change and social work-style 
services — perhaps coaching and financial incentives to change unhealthy 
lifestyles, or addressing the social problems (substance abuse, housing, 
employment, etc.) that make it hard for a low-income chronically ill person 
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to self-manage their condition, receive full courses of treatment and access 
all appropriate and beneficial care. The existing service systems also provide 
no incentive, and limited assistance, for individuals to take responsibility 
for their own avoidable health risks.  In the market environment created 
by HICs, we can anticipate providers drawing on the insights developed 
by the burgeoning field of behavioural economics. Research that informs  
about the incentives that work for different groups of people could potentially 
be applied to address the growing epidemic of ‘lifestyle disease’ in innovative 
and cost-effective ways — perhaps, for example, by using money, discounts, 
reward points, or concert or sport tickets to encourage obese people to lose 
weight or for diabetes sufferers to better control their blood glucose level. 
Similar upfront incentives could also be utilised to motivate patients to opt 
into ICPs.

Once the exemption was granted, PHNS, LHDs, and health funds may 
choose to develop their own ‘in-house’ ICPs. But — consistent with good 
public and private sector procurement practices — both health funds and 
government agencies may choose to develop a purchaser/provider split, and 
contract out service delivery to competing private sector health management 
companies that will develop their own models of care and virtual care 
networks by sub-contracting service delivery with GPs, specialists, hospitals, 
pharmacies, allied health, and other healthcare providers. This would 
also permit both government agencies and private funds to decide to give 
customers a choice of providers between competing ICP providers. This 
would facilitate the entry of new players into the health system, as well 
as giving established corporate primary care companies — whose business  
model currently relies on vertically integrating Medicare-funded GP, 
pathology and diagnostic imaging services — the opportunity to branch out 
into new areas of integrated care. 

Private sector providers are also preferable — particularly start-ups — due to 
the risk management tools they will bring to evaluation and measurement 
of their services to demonstrate outcomes; creating a marketable value-
proposition to sell to purchasers, and to ultimately produce returns for 
investors and shareholders. With regards to integrated care, non-traditional 
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providers in other countries have innovated (and managed risk) by  
investment in information technology and data analysis to monitor 
service use, prevent duplication of tests and procedures through electronic 
medical records, and give feedback to clinicians and develop care protocols 
that achieve the best health outcomes. Investment in IT and analytics is 
where innovative providers are likely to seek to establish their competitive 
advantage.32 

The new market-based system envisaged within HICs is not as radical as 
it sounds, given the precedent that exists. Under the Australian Defence  
Force’s ‘Garrison Health’ contract, Medibank Private is responsible for 
organising the healthcare of all members of the ADF and for creating a 
‘preferred provider’ network of medical, hospital and allied health services.  
A payment and service model that is good for the health of Australia’s  
defence personnel would also be good for the health of many other 
Australians living in HICs. Parallels can also be drawn between the design 
and principles of HICs and the ‘consumer-directed’ reforms in the aged  
care sector (see Chapter 4).

Governance and Safeguards

HICs should number between three and five regions to provide critical 
mass, benchmarking and competitive tension, and be allocated between 
the capital cities and also regional areas to ensure sufficient differentiation.  
Ideal sites would have a target population base with high rates of obesity, 
chronic disease, and frequent use of hospital services related to chronic  
illness, and may include, for example, the catchment area for Westmead 
Hospital in Western Sydney, the Hunter region in mid-north coast of  
NSW, and, even, the state of Tasmania due to its geographic size and the 
location of its major health services concentrated in the cities of Hobart  
and Launceston.

Preferred locations would also have proximity between a major hospital, 
university or medical school to support research, collaboration, training, 
measurement and control. Australia’s publicly-funded medical research 
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sector, spread across teaching hospitals, the universities, and research 
institutes, is a renowned world-leader in the field. HICs would contribute 
to the growth of the sector by generating additional sources of research 
funding, as ICP providers will look to partner with leading research facilities 
to solve problems and measure and evaluate the performance and outcomes 
of their models. HICs will also be fertile territory for better ‘bench-to-
bedside’, community and ‘home-side’ translation of medical research into 
innovative, evidence-based clinical practice via incorporation into ICPS 
to improve health outcomes, thereby addressing a defect — a longstanding 
failure to firmly embed the findings of medical research into the delivery of 
health care services — that was identified by the former CSIRO Chairman 
Simon McKeon’s 2012 Strategic Review into Health and Medical Research. 
HICs would also be consistent with the McKeon review’s recommendation 
that a more strategic approach to investment in medical research is required 
to improve the effectiveness and efficiency of Australian healthcare, and thus 
contribute to the health system sustainability by addressing the financial 
challenges posed in health by population ageing and the anticipated 
unaffordable increase in health costs in coming decades.33 

Given that the fundamental objective of HICs is to encourage innovation, 
there is a need to ensure genuine flexibility and diversity in service provision 
by avoiding proscriptive regulation and administration as far as possible. 
This is particularly so when the intention is also to create a competitive and 
contestable environment for health service provision, in which the chief 
accountabilities will be determined by the market — by the ability to attract 
and keep customers enrolled in ICP programs, and secure service contracts 
from public or private purchasers. Part of the attraction of ICPs should 
be price competition for private insurance as customers see downward  
pressure on their premiums through provider success in improving the 
effectiveness of health care.  

However, appropriate safeguards and oversight are needed. HICs would 
require a regulatory body or commission, whose joint, industry-led members 
would include representatives of the federal and state governments and 
health departments, the private health funds, and medical and consumer 
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groups. The primary responsibility of the HIC Commission would be to 
vet and approve the registration of HIC exempt providers, and determine 
eligibility for access to pooled funding, based on appropriate clinical  
criteria consistent with the goal of access to universal healthcare. 

Customers who sign up to ICPs would also need protections, such as a right 
to access emergency care when outside HICs from traditional Medicare  
and Private Health Insurance providers. Under these circumstances, it  
might be that the existing system absorbs these extraordinary costs for the  
sake of security and simplicity.  However, the ICP provider could conceivably 
be required to cover these costs in fulfilment of a universal service  
obligation. In a mature market, it is likely that competitive HICs would 
develop provider relationships for their subscribers across the country 
or even overseas. However, apart from emergencies outside the HIC, 
strict rules would be needed to prevent doubling-dipping: a condition of 
signing up to an ICP would be to forfeit any right to traditional Medicare-
funded services (either within or outside the HIC) for the duration of the 
contract.  During that period, the commercial objective of the ICP provider 
would be to convince customers to renew their enrolment by providing a 
demonstrably superior service. Most importantly, however, customers within 
HICs would also have a right to break the ICP service contract, and return 
to default Medicare and private insurance arrangements, in exceptional or 
egregious circumstances. These circumstances may be stated upfront in the 
contract, as triggers for consumers to return to traditional payment and 
service arrangements. The right to default back to Medicare would also act  
as a safety net when ICP providers fail, meaning that consumers will never 
miss out on access to essential healthcare.   The right of exit could also be 
protected and enforced by establishing the office of ICP Ombudsman. The 
Ombudsman would act as an honest broker and arbitrator for the resolution 
of disputes between providers and patients — and determine the financial 
consequences for providers that have failed to fulfil their end of the bargain, 
when patients leave due to bad experiences and the cost of their care is  
shifted back to Medicare. 
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Consumer groups — as well as medical bodies and other community 
organisations — could also play an important role within HICs by offering 
advocacy services. Such patient advocacy would be important not only in 
case of disputes, but to also help guide patients to appropriate ICPs, thus 
providing another layer of scrutiny and oversight to promote informed 
consumer choice and encourage providers to be responsive to consumer’s 
needs. 

Silicon Valleys for Health

Notwithstanding the necessary regulations and safeguards, the great 
advantage of HICs will be their superior agility as a means of incubating  
and developing good ideas into marketable health service products. 

The founding principle of HICs — in stark distinction to the ‘trial and test’ 
model of service development that is the standard approach to reform and 
innovation within traditional healthcare systems — is the acknowledgment 
that no single entity, no single repository of collective wisdom, can come up 
with the complete solution to complex problems. Contrast the possibilities 
within HICs with the results of the existing trial-based approach. Take 
the federal government’s $30 million, three-year Diabetes Care Project. 
Despite many promising elements — including investments in IT and data, 
quality payments linked to patient outcomes, flexible funding and funding 
for Care Facilitators — the evaluation showed the outcomes achieved and 
improvement in patient experience were not  cost-effective.34 And we are 
no further down the track to discovering what works — only what doesn’t. 
In fact, the federal government is retracing its steps and has committed 
to another three-year $20 million trial of a fairly similar model.35 While  
there is learning, and promising signs that can be taken away from each 
project, the cycle of periodic, serially-funded trials results in a very slow cycle 
of innovation, and the lack of follow through leading to systemic payment 
and service changes, and major improvements in chronic care outcomes, 
speak for themselves.
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The problem with trials — along with the rigid program funding model that 
health departments employ in general — is that governments need to know 
what they are buying and paying for before they commit taxpayer’s money to 
a particular model. But these top-down, rules-based, centrally-administered 
trials and programs that dictate all the things providers must do are the 
antithesis of the way real innovation occurs in the rest of the economy. 
Taxpayers end up paying for what is known will be done rather than paying 
for what actually works.36 Achieving buy-in is also difficult, since providers, 
especially doctors, rationally calculate that it is not worthwhile re-inventing 
current practice in line with requirements that are likely to no longer apply 
after the end of the trial. HICs, by contrast, would create an environment 
in which innovations are generated from the bottom up, especially by 
entrepreneurial providers operating in a competitive and contestable market.

Technological advances are also revolutionising many aspects of the  
economy, including health. But if we are to discover alternative approaches 
quickly, apply the lessons rapidly, and realise the benefits in a timely fashion, 
we cannot linger over the current trial and test-based approach to incubating 
change. Given the lengthy periods of time such processes involve, and given 
the pace of change, the outcomes are liable to merely prove or disprove a 
model or advance that is already out of date. Outside the artificial confines 
of a trial, bad ideas and practices will be proven to have failed far quicker 
and will be weeded out, while successful ideas and practices will form the 
basis of further innovation — and guide investment decisions based on the 
risk management techniques that are standard in business but foreign to the 
health sector where strategic and operational decisions are guided by the 
availability of funding streams. Continuous innovation is essential – the kind 
of flexibility and adaptability that HICs would permit by creating an entire 
and constantly evolving industry founded on the pursuit of innovation.  
Each HIC would essentially constitute an Australian ‘Silicon Valley’ for 
health – hubs for research and development attracting the best and brightest 
to these locations to have the opportunity to create novel health products 
and solutions.
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HICs would also allow competing models to be developed and results to be 
assessed simultaneously in parallel and real world settings. Commercially 
successful ICPs will be those developed by the providers that discover new 
and effective ways to deliver cost-effective and high-quality healthcare.  
These models will be marketable — they will be able to be sold to consumers, 
or funds, or government agencies — based on their demonstrated outcomes, 
initially within the HICs. Federal and state governments may also choose 
to roll out the best models outside the HICs by, for example, contracting a 
particular provider to manage the chronic care of patients within a certain 
local government or defined patient catchment area. Success would also give 
rise to export opportunities — HICs could potentially transform health from 
a drain on the public purse into a powerhouse of the national economy. 

The comparison with Silicon Valley is especially apt given the significant 
potential for HICs to operate at the cutting edge of digital health innovation. 
As the Business Council of Australia has noted:

Healthcare is reaching new levels of connectivity, automation and 
analysis. Leading providers are driving quality and efficiency with 
common technologies such as remote monitoring and clinical 
decision support, as well as next-generation innovations in analytics, 
genetic testing, 3D printing, etc. Consumers are being empowered 
to manage their own health and navigate the health system more 
effectively. They are adopting new tools such as online patient 
communities and fitness wearables, they are demanding care based 
on a universe of clinical information, and they are increasingly 
selective of providers and care plan. This affords new opportunities 
for innovative funding models to reward healthy behaviours, 
consumer education, and bottom-up momentum for change.37 

Health is the last major sector to exploit data to improve customer focus and 
performance, but this is changing.  Global advances in health informatics, 
such as at the UK’s Farr Institute,38 are inspiring investment, albeit uneven, 
in some leading Australian health provider communities. HICs could 
catalyse further health data science investment in diagnosis and therapy,  
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and use real time analytics to make best use of resources. The potential 
of health informatics could be further unlocked if HIC providers shared 
their data with a mutually incentivised public system. The United States  
government’s open source health data program — which “has resulted 
in an explosion of patient and provider focused applications and 
technologies” — could serve as the model for HICs to gain access to existing 
local stores big data.39      

What HICs Is and Is Not Advocating

To ensure the key principles and purposes of Health Innovation  
Communities are not misinterpreted, it is important to clarify what this 
research report is and is not advocating. 

The shift from fee-for-service payments to a capitation-based model that is 
envisaged may create the false impression that HICs will simply create an 
environment in which the Medicare Select idea can be trialled and tested. 
This impression could also be created by the fact that individuals opting-in 
to ICPs will have their healthcare provided by a ‘fund-holding’ organisation 
that will function as the ‘insurer’ or ‘payee’ covering medical expenses.  
However, the obvious point of difference between HICs and Medicare 
Select is that private health insurance funds will not be the sole fund-holders 
as Medicare Select would entail. Instead, within HICs, a range of public, 
NGO and private providers will be free to gain HIC-exempt status and 
compete as ICP providers, including, most crucially, new entrants into the 
market — start-ups firms that will introduce genuinely innovative thinking 
and new service models into the health sector. This is the crucial difference: 
whereas Medicare Select is conceived of as the ‘One Big Solution’ for the 
structural problems in the health system, HICs, by clear and absolute 
contrast, are not the solution but are rather the first step to creating the 
environment in which solutions can be proposed and refined at the coal-face 
of patient care and service delivery. 

The Medicare Select model also envisages general risk pooling via 
a taxpayer-payer funded, risk-rated insurance premium payment  
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mechanism — a ‘voucher system’ that would be portable and would 
follow customers to their private health fund of choice. Under these 
arrangements, health funds would assume responsibility for managing 
the care of all members — regardless of how costly or complex that care 
is. However, HICs are designed instead to use financial incentives and 
financially accountable delivery of health services to spur the discovery 
of more effective ways to reorganise the complex and costly care of the 
estimated 5-10% of chronic patients who suffer multiple comorbidities. 
Those ‘frequent flyers’ whose care is estimated to account for approximately 
50% of total health spending, and who are readily identifiable and 
thus will able to be targeted by ICP providers will be encouraged to  
opt-in through strategies including use  of upfront incentives. 

Misleading comparisons could also be drawn to the health reform 
agenda of the Obama administration in the United States. The US 
Medicare Innovation program implemented under the Affordable Care Act 
permits Accountable Care Organisations (ACOs) to apply to the federal  
government’s ‘Medicare and Medicaid Services Innovation Center’ to 
participate in tests and trials of “innovative payment and service delivery 
models to reduce program expenditures.”40   The parallels with the HIC 
concept might appear obvious, but more important are the key differences. 
American ACOs must apply to the Innovation Center to gain approval 
of a pre-determined model of care that will be subject to evaluation. This 
top-down approach essentially entails a bureaucracy centrally-planning a 
series of new programs, which consist of rules-based, centrally-administered 
protocols that dictate all the things that providers must do. 

For the reasons explained in the previous chapter, the ACO model of 
‘innovation’ is demonstrably flawed in conception and execution because 
the proper roles that ought to be played by buyers and sellers of goods and 
services are confused in bureaucratic health systems. “Successful innovations 
are produced by entrepreneurs, challenging conventional thinking — not 
by bureaucrats trying to implement conventional thinking.” In the case of 
chronic care services, “buyers of a product (i.e. health bureaucrats) are trying 
to tell the sellers how to efficiently produce it.”41  The fact that compliance 
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with bureaucrat mandates stymies real innovation helps to explain why 
the available evidence (examined in Chapter 2) shows that government-
operated ‘coordinated care’ programs have been ineffective.42 To give but one 
example, the flagship, multi-million dollar NSW Health Chronic Disease 
Management Program targeted ‘frequent flying’ chronic disease patients;  
but despite implementing a range of new protocols and services coordinating 
the care of these patients, the 2014 evaluation showed the anticipated 
reductions in hospital admission had not occurred.43

The top-down approach to health innovation also means consumers are left 
to take what they are given by the government agencies, with little choice 
of alternatives. Real innovation in the rest of the economy is generated 
from the bottom up: entrepreneurs operating in competitive environments 
discover new, better, and lower cost ways to deliver services to consumers 
who are free to choose between competing providers based on quality and 
price. HICs recognise, and are specifically designed to lift, the dead-hand 
of command-and-control rigidities over the production of health services. 
The rigidities that mar the health sector will be avoided due to the light 
regulatory framework that is proposed. Consistent with sound regulatory 
principles, the regulatory impact of the HIC Commission and Ombudsman 
will be targeted squarely at dealing with bad performers rather than focused 
on micro-managing good performers. HICs will therefore create, as far as 
possible and practical, a flexible environment that replicates the dynamic 
and innovation-spurring features of efficient and competitive markets.

Another key difference with the HIC concept is that ICP providers will 
be required to include performance measurement and evaluations in their 
model of care, rather than be subject to external evaluation by government 
agencies as per the standard test and trial regime. Measurement of outcomes 
is standard practice in the private sector in order to justify business cases, 
inform rational decisions about resource allocation, and maintain and add  
to shareholder value. Performance measures and evaluation data will also be 
an important way for ICP providers to market their services to consumers, 
who will be empowered both by the freedom to choose their provider and  
by the information publicly available about competing providers. 
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Bi-Partisan Health Reform

Given the 2016 ‘Mediscare’ federal election, it might appear a bad time to 
be proposing health reforms of any description. The political challenges are 
reinforced by recalling the 2015 Queensland state election, where the health 
reform agenda of the Newman government contributed to the electoral 
disaster that befell the Liberal National Party and returned the Labor Party 
to office after just three years in the political wilderness. 

Yet it is state governments — regardless of whether they are of Labor or 
Coalition stripe — that stand to benefit from working with the federal 
government to create solutions to the health policy puzzle. Health 
expenditure accounts for between 25% to 33% of total state government 
expenditure, and the ever-rising cost of health is acknowledged as the major 
source of fiscal pressure and the major threat to the long-term sustainability 
of state budgets. 

States ought therefore to look favourably on the HIC proposal, which  
would allow state governments to reap the financial rewards that would 
flow from achieving more cost-effective health service provision. A state, 
for example, state governments — which routinely seek to restructure state 
health and hospital systems44 — should welcome the HIC concept, not only 
due to the financial benefits of reducing avoidable hospital admissions. 
HICs would also address a long-running sore point within the federation  
by permitting the federal government’s ‘own program’ health expenditure 
to be directly applied and more effectively deployed to address state 
government’s health expenditure and service delivery challenges. 

Fiscal bribes — federal ‘incentive payments’ to the states — ought not be 
needed to get states to commit to the HICs. But financial inducements may 
be a necessary evil to make states act rationally in their own best interest. 
Regardless of this, uptake of the HIC proposal ultimately depends on  
genuine political leadership at both state and federal levels to rise above the 
populism and ‘magic pudding’ attitudes that have unfortunately dominated 
the health debate in recent times. State government buy-in to the objectives  
of HICs will also be essential to help ameliorate the potentially fatal 
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squabbling that negotiation and calculation of state and federal  
contributions to the capitation funding pool will inevitably involve. 

Releasing the Shackles on Innovation 

It is widely recognised that the growth of the Australian economy in the 
twenty-first century will depend on our ability to develop high-skill, value-
adding industries. Without innovation — unless our resources are used 
more wisely and productively to create the goods and services we need and 
want — the living standards and wellbeing of all Australians will suffer. The 
same fundamental principles of economic reform need to apply to health, 
given the large and ever-increasing proportion of the nation’s income (near 
10% of GDP) consumed by health, and the deleterious financial and other 
consequences of continuing to do our health business as usual in a less than 
efficient — and ultimately unsustainable — fashion. 

Given the financial challenges posed by the ever-escalating cost of health 
to government budgets, we must start somewhere to catalyse change. 
The report of the 2013 National Commission of Audit described health  
spending as the “single largest long-run fiscal challenge.” The report went on 
to state that:

Australia’s health system is not equipped to face these future 
challenges and a universal health scheme is unlikely to be sustained 
without reform. We need to make the system we have work better. 
Putting health care on a sustainable footing will require reforms 
to make the system more efficient and competitive. The supply of 
health services must increase in line with growth in demand and 
improvements in productivity are a natural way of ensuring this. 
More deregulated and competitive markets, with appropriate 
safeguards, have the greatest potential to improve the sector’s 
competitiveness and productivity…[T]here are no instant or 
easy solutions to the challenges of health care. But we should be 
prepared to take steps now to begin strengthening the health system, 
otherwise more difficult and painful reforms will be needed later.45
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Structural health reforms could release billions of health dollars that are 
currently locked up in the rigid Medicare and regimented private health 
systems. The financial prize is large; but so are the political, institutional,  
and cultural walls protecting the vested interests of stakeholders with 
privileged access to the ‘rents’ generated by the existing health regulatory 
regimes. More efficient providers of healthcare need to have an opportunity 
to compete for this money in a market environment.

Health reform would return a dividend to the community not only in the 
form of higher-quality and more cost-effective health services, but also by 
releasing resources to pay for additional health services, or to fund other 
areas of government activity, or to cut taxes and increase private income 
and wealth. Individuals would benefit financially, and in terms of health 
and wellbeing, from innovations that not only lower the cost of health to 
government and the cost of private insurance, but also reallocate and use 
resources more efficiently to improve health outcomes. The trouble with 
health reform is that the changes that are needed to deliver highly desirable 
innovations are too big to be imminently achievable; hence we need to focus 
on reforms that are possible as opposed to optimal but unattainable. 

Health Innovation Communities are a viable and creative way of taking  
steps now to disrupt the existing system — their creation would mark a real 
step towards addressing the future challenges we face in health, by initiating 
the reform process in a competitive and market environment. Allowing 
health funds to control benefit outlays by purchasing more efficient services 
is crucial at a time when spiralling use of insured services is driving rises in 
premiums and threatens to make private health insurance unaffordable for 
consumers. The service gaps, out-of-pocket expenses, and stress, frustration 
and bewilderment many chronic disease patients experience in navigating 
a fractured and complex health system are well-known, and the multiple  
band-aids that have been applied over many years have failed to heal this  
long-weeping sore. HICs will not only benefit individuals financially by 
lowering the cost of health to government and the cost of private insurance. 
HICs will, for the first time, put the needs of chronic patients at the centre 
of the health system, as cost-effective ICPs are developed that provide 
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continuity of care and ensure chronic patients receive the full cycle of all 
necessary care to properly manage and maintain their conditions.  

The potential outcomes of HICs should also be compared with the  
prospects of the Turnbull government’s health policy. The Medical Benefits 
Schedule Review Taskforce, which has identified a number of rorts, wasteful 
and inefficient MBS items, is another band-aid that fails to adequately 
address the fundamental systemic issues. The as yet uncosted savings 
generated by the MBS Review, which will in theory offset cost of the Health 
Care Home trial, are certain to be relatively puny compared to the scale  
of potential savings — the estimated $17 billion annual net welfare loss 
due to inefficiencies across the health system — that could be achieved 
through innovative integration of services.46 The federal government should  
embrace HICs as a way of harnessing the creativity and initiative of non-
government organisations and as a means of helping the private sector to 
help solve the government’s intractable problems in health. 

A national health innovation policy that establishes HICs can ameliorate 
the toxic, innovation-killing politics of health. The current Medicare 
entitlements and private health insurance arrangements of the vast 
majority of the population, and the familiar public and private payment 
and service systems, will remain intact, with exemptions from the existing 
rules only applying within HIC-declared regions. Moreover, ICPs will  
apply only to those consumers who live within HICs and who choose to 
opt-in to the alternative system. These are the answers to the inevitable  
scare campaign the public health lobby and other defenders of the status  
quo will mount of the ‘thin edge of the wedge’ variety, and by claiming HICs  
are a wholesale attack on Medicare. Such claims are inherently false, of 
course.   HICs will maintain the core principles of fairness at the heart of 
Medicare — that is: taxpayer-funded, equitable access to high quality and 
affordable health services for all Australians, irrespective of means.

Critics also need to understand that healthcare innovation is currently 
occurring; albeit in a limited and piecemeal fashion — and with access to 
new models of care determined solely by income. Those who can afford to 
self-fund their care can already avail themselves of privately-operated aged 
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care and chronic disease services. Those with higher incomes can thus pay 
to receive integrated care and assistance to navigate the fragmented private 
and public health systems. 47 HICs would help stem the development of 
the much-feared two-tiered health system by making these kind of services 
available to patients regardless of income, and funded entirely from the 
public purse. 

Another likely scare tactic will be allegations that ‘rich corporates’ will 
cut services to make money at patients’ expense. This not only ignores 
the important safeguards built into the HIC design, but also the media 
scrutiny that such a high-profile experiment in healthcare innovation will 
generate. Providers will be acutely aware of the reputational risks — and 
risk to shareholder value — of failing to satisfy customer needs. In the new 
market environment, moreover, the success or failure of the new models of 
care developed in HICs will ultimately depend on the quality of patient 
experience provided, and thus the ability of ICP providers to attract and 
retain customers. 

Finally, HICs will not threaten the primacy or principles of Medicare. The 
HIC concept questions the current fee-for-service Medicare arrangements; 
and especially its GP-centric approach to primary care, given its well-
recognised limitations in addressing chronic diseases and preventative 
health. However, the concept also affirms the core principle of fairness 
at the heart of Medicare — universal availability of affordable, taxpayer-
funded healthcare for all citizens — under the new and potentially diverse 
payment and service models foreshadowed here as emerging within Health  
Innovation Communities.  

Public subsidies for health will continue to provide equitable access to  
health services, and no Australian will go without healthcare due to lack 
of income. However, HICs will allow those living within their boundaries 
to choose an alternative form of healthcare provision, and allow for new 
ways to be developed to use our increasingly scarce health dollars to provide 
better and more sustainable health services to Australians. The opportunities  
HICs will open up for payment and service innovations will, however, 
demonstrate the benefits of doing things differently in health to achieve  
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more efficient and cost-effective services. The good examples and real world 
(as opposed to trial quality) evidence of better practice and outcomes that will 
be rapidly generated will seed structural reform by establishing functioning 
models and workable blueprints for systemic — and sustainable — change. 
The superior financial results achieved, combined with the improved 
outcomes for patients, could potentially create broader community  
consensus and support for releasing the shackles on innovative models  
of healthcare payment and service delivery across the entire health system.
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Chapter 4

Consumer-Directed Aged Care*

Jeremy Sammut

A Shining Example

The ‘consumer-directed’ aged care (CDC) reforms are of the most  
important sets of reforms to Australia’s human services sector in a generation. 
They are of great significance, given that Australian governments are 
generally struggling to achieve the equally necessary consumer-focused, 
market-based and sustainable reform in other areas of large public spending 
across the human services sectors. Aged care (along with disability services) 
is one of the few human services sectors in which the principles and 
recommendations of the 2015 Harper Competition Policy Review have 
started to be implemented. The Harper Review highlighted the need for 
governments to undertake reforms that place consumer choice at the centre 
of service delivery, combined with regulatory changes that maximise choice 
and competition, encourage diversity in provision, foster innovation in 
service delivery and drive improvements in efficiency.1

The genesis and implementation of the CDC system also teach important 
lessons about how the process of reform can be driven from the grass 
roots, and help policymakers transcend the political obstacles to change in 
government-funded service sectors. At a time of considerable pessimism 
in the Australian community about the ability of governments to achieve  
structural reforms in important areas of the national economy, it is worth 
examining a positive story of policy change and pondering the lessons. 
Understanding ‘how’ the CDC reforms were implemented is thus as 

*	� First published as Real Choice for Ageing Australians:  Achieving the Benefits of the Consumer-Directed 
Aged Care Reforms in the New Economy, Research Report 24, (Sydney: The Centre for Independent 
Studies, 2017).
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important as ‘why’ they were implemented. This is crucial in terms of 
trying to emulate similar reforms in other government service sectors facing  
similar policy, cost and service delivery challenges, including the health 
sector. Given that Medicare is essentially a provider-captured payment 
system, which locks consumers into traditional GP-led or hospital-based 
healthcare delivery systems — and prevents the development of innovative, 
more cost-effective alternative models of care — there is much to learn from 
the way the CDC reforms have addressed the same issues in relation to aged 
care services. 2 

With regard to the broader challenges of structural reform, and given the 
tight budgetary situation confronting both federal and state governments, 
the major lesson to be drawn from the CDC reforms is how better 
performance — more and better quality government-funded services with 
minimal additional public cost, plus greater private investment in service 
delivery3 — can be achieved by ensuring that government funding is spent 
in the most efficient and effective ways. The imperative to limit the call 
on public resources and maximise the outcomes achieved for the funding 
expended — without resort to the so-called ‘solution’ of simply spending 
more taxpayers’ money — is especially vital in a fiscally sensitive area such  
as aged care, where demand and expenditure will grow rapidly in line with 
the ageing of the population.4 The need for the CDC reforms to generate 
better value for limited funding was reinforced by the cuts to aged care 
funding announced as part of the 2016 federal budget.5

A New Era for Aged Care Services

The Consumer-Directed Care (CDC) reforms came into full effect on 
27 February, 2017. On that date, all ‘Home Care Packages’ started to 
follow consumers and became completely portable. Home care packages 
are the taxpayer-funded subsidy provided by the federal government to 
give people assessed as having complex and multiple ageing-related needs 
access to home-based care and support services to enable them to live safely 
and well in their own homes. Home-based aged care services include the 
Commonwealth Home Support Program that provides entry-level support 



The Future of Medicare: Health Innovation in 21st Century Australia

102

(including assistance with cleaning and meals); home care packages, now 
CDC packages, are designed to provide access to more intensive care and 
support for people with needs ranging from basic to high needs (Figure 3) 

The introduction of fully portable home care packages means ageing 
Australians have for the first time been empowered with the freedom to 
choose the type and mix of home-based aged care services they wish to 
receive, and have been given the freedom to choose the service provider they 
prefer.

The implementation of full portability has completed the funding reforms 
implemented on 1 July, 2015. From that date, all funding for home care 
packages was converted into CDC packages that replaced the long-
established system of bulk funding of ‘Approved Providers’ who — having 
undergone a competitive vetting process to be eligible to provide care — were 
contracted by public tender to deliver a set quantity of packages within 
specific geographic regions for which they received per package payments 
from the federal government. In place of this highly-regimented ‘supply-
driven’* (and ultimately provider-captured) regime, the new demand-driven 
system allows ageing Australians requiring home care to access individualised 

Figure 3: Aged Care in Australia
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funding budgets to purchase the care they require based on personal  
choice. (Figure 4)

The amount of CDC funding an individual receives is tiered across four 
increments according to level of need. The level is assessed by the Aged Care 
Assessment Team (ACAT), the federal government agency that employs 
health and medical professionals to determine eligibility for subsidised aged 
care services. A means test (effective from 1 July 2014) was also introduced as 
part of the CDC reforms, and takes the form of mandatory income-related 
‘co-payments’ that are paid out-of-pocket by individuals.6 (Figure 5) 

In the transition phase from the old to the new system, consumer choice  
was constrained by continuing government regulation. Consumers still had 
to accept packages that were available and ‘held’ (won by tender) by approved 
providers. On 27 February, the legacy restrictions on choice were abolished, 
and consumers holding a CDC package are now free to choose their  
provider. Approved providers will continue (for administrative purposes) to 
hold and manage funding on behalf of, and at the direction, of consumers. 
But instead of having to receive a full service from the approved provider, 
consumers are now free to choose an alternative provider, and determine  
the kind of care and support they want from their preferred provider.

The CDC reforms are designed to give consumers greater control over the 
design and delivery of their care by transforming their role from passive 
recipients into empowered, active purchasers of home care services. The 
old funding system essentially allowed providers to ‘capture’ the system and 
dictate the overall cost and service delivery outcomes achieved. Under the 
old system, the consumer’s choice of type and mix of services was limited 
to the kind of one-size-fits-all service model the provider chose to deliver. 
Under the new system, consumers will no longer depend on traditional 
providers or be obliged to ‘take what they are given’. 

Hence, a key objective of the CDC reforms is to ensure that elderly  
Australians have choice and control over what, how, and when they receive 
the kinds of services that best allow them to ‘age in place’ for as long as 
possible in their own homes, and delay the need to move to higher cost 
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(for both governments and consumers) residential aged care facilities.7 The 
introduction into the home care sector of consumer choice and provider 
competition is intended to drive improvements in the quality and cost of 
care. Providers seeking to win the custom of those who are free to take their 
business elsewhere will now have to be aware of the needs of customers 
in order to compete successfully. The old system did not allow for the 
personalising of services according to the diverse needs, expectations and 
preferences of today’s more demanding consumers, especially among the 
ageing baby boomer demographic who are assisting ageing parents receiving 
care, or in the early stages of accessing care themselves. In the new dynamic 
market-based environment, the benefits of choice and competition are 
expected to include tailoring or personalising the range of services offered 
to care recipients’ individual needs and preferences, and spur providers to 
discover operational efficiencies and other innovations that will increase 
the amount and/or mix of services that can be delivered from the funding 
package. The aim of the CDC model is to put consumers (instead of 
providers) at the centre of the system, generate better value for current and 
future taxpayers’ money by promoting efficient service delivery, and ensure 
elderly Australians in need receive more — and higher quality — services for 
the available funding.

Given the broader implications of the CDC reforms, this chapter seeks to 
identify the potential barriers to their success. The point stressed is that the 
CDC system could fall short of its promise — as measured by failing to 
optimise the potential outcomes for consumers, care workers, governments 
and taxpayers — due to lack of follow-up and follow-through reforms to 
remove other regulatory barriers.  This is to say that consumer-directed aged 
care could prove less successful than hoped, not because the reforms ‘go 
too far’ but because they don’t go far enough to yield the full benefits for 
the recipients, providers and funders of home-based aged care. The policy 
recommendations herein (see Box 4) encourage the federal government to 
implement a range of additional reforms to promote real choice and greater 
improvements in the efficiency and effectiveness of consumer-driven aged 
care in the new economy.
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Home care subsidy rates Maximum daily contribution based on income

Level of home 
care package

Per annum Per day  income 
 < $26,327.60 p.a 

 income  
$26,327.60 to 
$50,876.80 p.a 

 income  
> $50,876.80 p.a 

Level 1  $8,157.75  $22.35  $10.17  $14.59*  $29.19** 

Level 2  $14,837.25  $40.65  $10.17  $14.59*  $29.19** 

Level 3  $32,620.05  $89.37  $10.17  $14.59*  $29.19** 

Level 4  $49,592.55  $135.87  $10.17  $14.59*  $29.19** 

*Annual cap of $5,313.28 per year for part pensioners, **Annual cap of $10,626.59 per year for self-
funded retirees
Lifetime Cap of $63,759.75 for all income-tested care fees, including residential care fees
Note: Amounts increase on 20 March & 20 September each year in line with aged pension increases.
Source: Australian Government Department of Health, accessed November 2017.

Figure 4: From Supply-Driven to Consumer-Driven

Figure 5: Home Care Package
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Box 4. Aged Care Reform ‘To Do’ List

•	� Establish a minimum standards framework for home care services to 
ensure excessive regulation does not restrict provider competition — and 
therefore customer choice — in the new consumer-focused market, and 
doesn’t burden the sector with excessive cost. 

•	� Ensure consumers do not face significant switching costs, by foreshadowing 
the application of Australian consumer law to the charging of hefty exit 
fees should traditional providers fail to cease a practice that is contrary  
to the spirit and intent of the CDC reforms.

•	� Review the duty of care provisions of the Aged Care Act to prevent 
traditional providers citing statutory obligations as an excuse to deny 
consumers the right to choose alternative providers. This will help 
stimulate the unbundling of one-size-fits-all care packages into separate 
services (spanning fund holding, administration, case management, 
care coordination, advocacy and service delivery) that can be purchased 
discretely from specialised organisations offering different parts of  
the bundle.

•	� Revisit mandatory qualification requirements for care workers to make it 
easier for those without industry experience to seek employment in the 
sector, while trusting consumers to judge workers’ suitability based on 
the quality of service received and assume a level of risk consistent with 
independent ageing and dignity of life. 

•	� Examine how employment laws might be applied to an individual 
engaging another individual to provide personal care and domestic 
service, to clarify the status of care workers as independent contractors 
hired directly by consumers. This will encourage the growth of innovative 
online marketplaces for care and support services that can offer better 
value and superior quality home care.

•	� Undertake a public information education campaign to foster awareness 
among ageing Australians and care recipients of their right to choose 
under the CDC system, and promote knowledge of the full range of 
options now available, including online platforms. 

Background: Consumer-Focused, Bi-Partisan Reform

In April 2010, the Rudd Government instructed the Productivity 
Commission to inquire into Australia’s aged care sector.8 The inquiry was 
sparked in part by the Government’s recent commitment to take over full 
funding and policy responsibility for the disability and aged care sector  
(as part of the establishment of the NDIS — the National Disability  
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Insurance Scheme). However, the inquiry — as was ultimately reflected 
in the findings and recommendations of the Productivity Commission’s 
final report — was also prompted by mounting concerns and frustrations 
expressed by consumers, families and advocacy groups about the inability 
of the existing, largely inflexible and high-cost aged care system to 
respond to significant shifts in the type of aged care being demanded by 
increasing numbers of elderly Australians who preferred independent 
living arrangements and to live in their own homes. Policymakers were also 
motivated by an awareness that the current system was ill-equipped to meet 
the increasing demand for services in a rapidly ageing Australia, and that 
among the most important challenges was the need to expand the size (and 
improve the wages and conditions) of the aged care workforce.

A month later, in May 2010, the Henry tax review (Australia’s Future Tax 
System Review9) was released and made specific recommendations relating 
to aged care services. The review recommended less regulation of the sector 
and found there was “considerable scope to align aged care assistance with 
the principles of user-directed funding to provide assistance in line with 
recipients’ needs.” The report advised the Productivity Commission to 
consider recommending reforms along these lines, together with appropriate 
regulatory changes.10

In August 2011, the Productivity Commission released its final report, Caring 
for Older Australians.11 The report found the sector struggled with a number 
of weaknesses, including: consumers having limited choice, receiving limited 
services and limited coverage of needs; difficulties accessing information and 
navigating complex assessment and funding arrangements; uneven quality of 
care; and inconsistent or inequitable pricing and subsidies. The Commission 
proposed an “integrated package of reforms” to tackle the major structural 
challenges facing the sector, and made the following recommendations:

•	�� Establish a new regulatory agency, the Australian Aged Care 
Commission, to ensure independent governance and regulation 
of standards.

•	� Create a single, simplified online gateway to access aged care 
services and information.
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•	�� Establish a means test for co-contributions and a lifetime limit 
of co-contributions.

•	�� Replace the current care package regime with a single system 
of integrated and flexible care provision to increase consumer 
choice, access and financial sustainability.

In April 2012, in response to the Productivity Commission report, the 
Gillard Government unveiled the Living Longer, Living Better aged care 
reform package.12 The proposed reforms were welcomed and garnered initial 
support across the sector. Due to support and lobbying by consumer advocacy 
groups such as COTA Australia, the Living Longer, Living Better package 
enjoyed bi-partisan support in Parliament. Following extensive consultation 
with the community, there was broad-based political acknowledgement of 
the need for change, and both the government and the opposition saw the 
merit of putting the care of older Australians and the needs of consumers, 
their families and taxpayers ahead of the “business imperatives” of traditional 
providers with vested interests in the status quo.13 

The legislation implementing the Aged Care Reform Package passed in June 
2013, and introduced the following changes: 

•	�� Established the Aged Care Pricing Commission, Aged Care 
Quality Agency, and Aged Care Financing Authority.

•	�� Created a new, simplified gateway, the My Aged Care website, 
with easily accessible information, screening and needs 
assessments.

•	�� Increased residential care places by 29,500, and home care 
packages by 40,000 over 5 years.

•	�� Introduced fairer and more transparent, means-tested thresholds 
and tiers for co-contributions, including the introduction of a 
$60,000 lifetime limit on co-contributions.

•	� Replaced bulk funding of home care packages with 
individualised CDC funding packages.

The fundamental reforms announced by the Gillard Government were 
largely based on the Productivity Commission’s recommendations, and 
were set to be implemented progressively over three years to allow for a 
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smooth transition. The reforms aimed, in the first instance, to reorganise 
the governance of the system and to increase the amount of recurrent  
government investment in aged care by expanding the number of packages 
available. The ratio of home care to residential care funding packages 
was increased, and funding for home care packages was also substantially 
increased. However, the additional ‘investment’ in the sector was a canny 
one in concert with the introduction of the CDC system. Rather than 
simply add additional funding ‘inputs’, the overall objective was to increase 
‘outputs’: the quantity and range of services delivered from available  
funding by putting consumers in charge of their care and spurring 
competition, innovation and efficiency among providers.

Reorienting the system around consumers began with the establishment 
of the My Aged Care gateway to provide consumers with better and more  
easily accessible information about their rights and options available, as is 
standard policy when governments undertake market-based reforms. But  
the major step in the consumer-focused direction was, of course, the move 
to CDC packages, with the aim being to wrest control of service design and 
delivery away from traditional providers by empowering consumers with  
the right to choose their own levels of support and services. 

Objectives: More Care, Better Quality 

Under the old, supply-driven funding system, the federal government 
purchased home care services in bulk from providers who determined the 
model of care — the type and mix of services provided. The paternalistic 
relationship established between providers and consumers probably derives 
from the ‘charitable’ status of the Not-For Profit, usually faith-based 
organisations that dominate the sector, among the over 2000 aged care 
service providers in Australia supplying both residential and home-based 
services.14 

From colonial times, Australian governments have subsidised the work of 
voluntary organisations providing assistance to the poor and vulnerable. 
The work of these charitable bodies, which were mostly controlled by 
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churches, included the provision of homes (“asylums”) for the aged.15 
These institutions were the forerunners of today’s ‘nursing homes’.** The 
inflexible, one-size-fits-all, impersonal nature of the home-based services 
delivered by many traditional providers resembles an ‘institutionalised’ 
model of care — but without the walls. This model of care is underpinned 
by  well-intentioned assumptions about providers knowing what is best for  
‘vulnerable’ elderly care recipients — assumptions that can ultimately feel 
patronising and ageist because they fail to take into account and reflect the 
capacity of many elderly people to make informed decisions about their care 
needs and service requirements. As the Aged Care Reform Implementation 
Council chair Peter Shergold observed, “the problem is that even with good 
intentions … [at] every forum I’ve attended in which consumers have had 
a voice, they excoriate providers who are perceived to patronise them.”16 
This issue — and hence the need to empower consumers with greater choice 
and control —  was highlighted by the Productivity Commission’s Caring 
for Older Australians report, which recommended a more reasonable and 
balanced approach to choice and risk be applied across the sector as a part  
of the CDC reforms (see ‘Risk’ below).

Whatever its historical roots, provider-driven home care has impeded the 
development of responsive and innovative service delivery. The service 
provider market has historically been dominated by Approved Providers 
that are mostly similar organisations offering similar standardised sets of 
services and service delivery terms to consumers denied any real alternatives. 
The rigidities within the traditional care model also stem from operational 
considerations pertaining to centralised rostering of the care worker 
workforce by head office managers. Rotating rostered staff in and out of 
homes to undertake set tasks in a set time frame — in effect delivering an 
‘institutionalised’-style service — does not allow for the personalising of 
services according to the diverse needs, expectations and preferences of 
today’s more demanding consumers. Nor does it allow for consumers to  
have the basic right of privacy and to control who comes into their homes.

The historic, hierarchical structure of traditional home care services also 
reinforces perceptions of care and support workers being a low-skilled, 
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poorly-paid profession, thereby exacerbating retention and recruitment 
challenges. This rigid structure also inhibits the human dimensions of 
care — the development of a personal relationship between care worker and 
consumer that is vital to worker morale and the recipient’s experience of 
quality services. In addition to feeling under-valued and under-paid, workers 
are further denied the personal reward that initially attracted many to the 
sector — the opportunity to make a difference in the lives of other people. 
The inherent inflexibility of this model is further compounded by the need 
for providers to meet government-determined mandatory ‘quality assurance’ 
standards and training frameworks, which are enforced though monitoring, 
audits and complaints procedures. Being obliged to fulfil report and 
compliance red tape requirements under the terms of government contracts 
has added to large head office overheads and administration fees charged 
by traditional providers, which absorb a significant proportion of funding; 
and have both increased the cost and reduced the level of frontline service 
delivered locally in care recipients’ homes.  

A Level 4 Home Care Package offers $49,592.55 in government support per 
annum — a substantial sum. Yet it is common for an individual in receipt 
of a Level 4 package typically to receive just 10–12 hours of care per week, 
which is unlikely to be sufficient to care and support people assessed as 
having Level 4 needs and allow them to remain living in their own homes. 
As spelled out in monthly statements (and to the chagrin of many dissatisfied 
care recipients and their families), traditional provider organisations can 
charge between 35%–50% of funding (and sometimes more) for core 
administration and case management services, leaving just 65% or $32,235 
available for frontline service delivery. Of the remaining funds available, 
service delivery is then typically charged at $45–$50 per hour during the 
week, the bulk of which represents the provider’s margin, given that care 
workers are often paid $20–$27 per hour.17 (See Figure 6)  

When a Level 4 package consumer receives 10–12 hours of care per week, 
this means the effective cost of care is in the range of $80–$85 per hour. The 
deadweight loss in fewer hours of care and additional support that could be 
delivered from the same funding could materially improve quality of life 
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and promote active ageing, wellness and social connection. The problem 
of excessive overheads is well known; a telling and typical example was 
documented in the federal Parliament by Andrew Wilkie MP. Citing one 
of the “many complaints from older Australians and their families about 
the ridiculous cost of home care packages”, Wilkie gave the example of a 
“client who was effectively being charged $165 an hour … when all the 
administrative expenses were included.”18

The CDC reforms are the first, crucial step towards making the home care 
sector more transparent. The ‘value’ locked up in provider-centric models  
of care can now easily and conveniently be released by consumers, thanks 
to the introduction of CDC funding allowing new and technologically 
innovative players to enter the market . More efficient use of funding for 
service delivery not only means more hours of support for carers, but also  
more local jobs for care workers. (See ‘Alternative Models’ below.) The 
Uber’-style, peer-to-peer (P2P) online platforms now available to connect 
consumers and self-employed care workers can potentially double the 
amount of flexible and personalised care and support consumers receive. 
The introduction of choice and competition has already revealed that 
non-traditional, for-profit online platforms can allow consumers to access  
services far more efficiently and receive many more hours of care: innovative 
entrants into the market that are not burdened by traditional provider 
organisational overheads have found consumers can access 20-plus hours 
care per week — 8 hours of additional care support (in place of paying  
for head office positions)— out of the same Level 4 funding package.19 

This is consistent with the promising results of an Australian-first trial of 
consumer-directed aged care conducted in Western Australia.   Under a 
pilot involving the Regional Assessment Service (RAS) and two home 
care providers, funding for the Home and Community Care program was 
converted into individualised, needs-based funding. Due to the attitudes 
of two forward-thinking partner organisation Avivo and MercyCare,  the 
103 participating clients were encouraged to exercise choice and control 
over the services and support they purchased. The traditional ‘provider’ 
role was transformed from fully controlling, managing and coordinating 
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service delivery to offering information and advice about engaging their  
care workers directly as independent contractors. The reported (as 
anticipated) benefits of consumers having greater say in directing their care 
included savings in administration charges, higher pay for care workers, 
better matching of clients with workers and, in general, the ability to use 
funding flexibly and creatively to maximise service and support — such 
as by having the autonomy to purchase equipment or choose taxis over  
HACC transport.20

The financial significance for government of the innovative service delivery 
options now available needs underlining. Inefficient use of available 
government funding adversely affects the availability of packages overall. 
The more efficient the delivery of services, the longer recipients can remain 
on lower-level funding packages, and the more packages that can be funded 
from the available pool. But if the benefits of choice, competition and the 
new economy are to be realised across the sector, the CDC reforms are 
insufficient by themselves to achieve the desired outcome.

The broader aged care regulatory environment, including employment 
law, threatens to prevent innovators from helping consumers to enjoy the 
full benefits of the CDC reforms. For example, if governments continue 
to regulate quality through rigid mandatory standards and dictate how 
care is delivered from the top down, this could hobble the market for 
consumer-focused care. A focus on compliance with overarching standards 
and regulations threatens to limit the opportunities for real choice and 
competition to raise quality from the bottom up, preventing providers from 
discovering how best to deliver the type and mix of services that consumers 
want to purchase. The additional regulatory reforms suggested in this report 
would promote the development of “a diverse ecology of aged care providers 
[that] is the best guarantee of a diversity of service options for consumers”, 
as recommended by the peak lobby organisation, the Aged Care Industry 
Association.21
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Optimising Outcomes

Regulation 

Under the historic bulk funding system, quality was regulated by requiring 
approved providers to comply with audited home care standards and 
mandatory training of care workers to enforce the development of a skilled 
and knowledgeable workforce.22 Under this regulatory regime, the federal 
government effectively paid providers not just to deliver services, but also to 
manage the risks involved in caring for the elderly in their own homes. This is 
understandable, given the vulnerable circumstances of some care recipients. 
Yet this tick box, micro-management approach of requiring providers to 
meet a handful of easy-to-measure standards and employ qualified care 
workers with the requisite training certificates was no guarantee of a quality 
care experience for consumers. The further unintended but predictable 
consequence is the administrative burden and compliance costs associated 
with government red tape and regulation of standards, which compromised 
the efficiency and effectiveness of the system by increasing the cost and 
reducing the level of frontline services delivered locally in care recipients’ 
homes. This also encouraged the ‘institutional-style’ control exercised by 
provider organisations over what the care workers did and when they did 
it — a model of care necessitated (or at least justified) on the grounds of 
reducing potential liability and fulfilling the providers’ statutorily-imposed 
duty of care. 

Figure 6: Funding Breakdown

Level 4  
Home Care 

Package 

Administration Fee  
(e.g. 20%)

$ 9,919 Administration & Case 
Management Fees

Case Management Fee 
(e.g. 15%)

$7,439

$48,906 Funds Available  
for Service  
(e.g. 65%)

$17,729 Provider’s Margin on Services 
Delivered 

Total Funds 
Available 

$14,506 Amount Paid to Worker for 
Service
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In terms of delivering quality care, it is possible both government and 
providers have been more focused on avoiding adverse events by meeting 
basic standards, and less focused on maximising outcomes and quality 
of life for consumers. Perpetuating the excessively risk-averse regulatory 
environment embedded in the culture of the sector will undermine the 
objectives of the CDC reforms. There is an appropriate regulatory role for 
government to establish minimum quality standards for providers such as 
police and reference checks, and insurance and basic training requirements. 
This is the model of regulating core safeguards favoured as best practice by 
the Harper competition review,23 with the rationale being that regulation 
must be light, and the temptation to over-regulate must be resisted, if choice 
and competition are to become the major drivers of quality.

A move in this direction has been foreshadowed in the 2016 Aged Care 
Roadmap developed by the Aged Care Sector Committee at the request of 
the federal Government. Recognising the need for a “more proportionate 
regulatory framework that gives providers freedom to be innovative”, the 
Roadmap envisages the creation of a single provider registration scheme, which 
will also encompass the development of a single set of “core standards based 
on their registration category and scope of practice.” 24 The Roadmap also 
envisages simplified criteria and a streamlined approval process, recognising 
that the current application process is marred by “unnecessary red tape 
which creates barriers to entry”, limiting the choice available to consumers 
by limiting the participation of new, suitable providers offering innovative 
models of care. A commitment to establish “a single quality framework for 
all aged care services” was announced by the Turnbull Government as part 
of the 2015–16 Budget.25

However, deregulation may need to go further and extend to revisiting 
the regulation of care workers. Requiring mandatory qualifications for 
care workers is an example of over-regulation, which exacerbates the well-
documented workforce challenges in the sector (including the additional 
demand and competition for care workers created by the NDIS rollout). 
According to the 2015 ‘stocktake’ prepared for the federal Department of 
Social Services, the aged care workforce will be required to nearly triple from 
352,145 people to 827,100 people by 2050. 26  
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Just because care workers have attended and completed a training course 
does not guarantee they will practise what they have learned, nor ensure 
that consumers will be guaranteed a quality experience. Quality of care is 
a personal experience that rests on the nature of the relationship between 
the consumer and the care worker, and is largely dependent on what the 
consumer perceives about the attitude and motivation of the care worker. 

Given the ‘institutionalised’ style of ‘rote caring’ that proliferated under 
the old system, often involving limited personal connection between care 
workers and recipients, it is not surprising that consumers may prefer to 
hire people without industry experience and mandatory qualifications. 
The freedom to engage care workers without industry experience requires 
governments to trust consumers to make choices in their own interests, and 
to acknowledge that care recipients are best placed to judge the suitability 
of care workers based on the quality of services delivered. This would also 
help to address the national care worker shortage and increase the size of the  
care worker pool to meet the growing demand for care. 27

Risk

Governments are likely to be wary of a minimum standards regulatory 
framework — and are being encouraged to do so by traditional providers who 
warn that the emergence of online disrupters will lead to low-paid workers 
delivering “second-rate” services and support.28 However, the current array 
of complex and burdensome regulatory safeguards has often originated  
(in the words of the Productivity Commission) as an “over-reaction to 
specific incidents” of poor quality care or maltreatment of the elderly.29

In other words, regulation also serves to protect the Minister and the 
department when things go wrong. When media stories about incidents of 
poor quality aged care appear, the amount of regulation imposed can easily 
be cited to claim that government has done everything possible to maintain 
standards. Nevertheless, widely publicised failures have occurred despite  
the highly regulated nature of the aged care system. As Professor Ian Harper 
has warned, continuation of excessive and high-cost regulation will defeat 
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the purpose of the CDC reforms by entrenching the position of incumbent 
providers whose business model is more or less purpose-designed to meet 
standards dictated under regulation, and by acting as a barrier to entry 
for new players that can otherwise offer consumers real choice of services  
based on their own assessment of quality.30 Regulations that increase 
overheads will raise costs at the expense of consumers receiving less care  
and support, and at the expense of the wages of care workers.

Minimum standards would also address the paternalistic hangover from the 
old system by adopting a more dignified attitude towards the elderly and to 
managing risk within the system. As the Productivity Commission argued, 
aged care services for older people should be “delivered in ways that respect 
their dignity and independence.”31 The notion that providers know what’s 
best assumes the elderly are incapable of making choices — and that they must 
be protected by regulation against making bad choices. This is ‘institutional-
style’ thinking, when the point of home-based aged care is that people are 
capable of independent living with appropriate supports. Independence 
includes the capacity to live a meaningful and dignified life, which entails 
making decisions to improve quality of life and taking responsibility for the 
reasonable risks those decisions entail. Or as the Productivity Commission 
puts it: “people should be able to make their own life choices, even if it 
means they accept a higher level of risk.”32

Allowing consumers to exercise real choice in a competitive service market 
will enhance, not obviate, duty of care. Yet the emphasis of the CDC reforms 
on consumers being best able to judge and drive quality through exercising 
choice is not adequately reflected in the current federal legislation. Under the 
new system, the role of some approved providers will change: they will no 
longer provide services but will continue to hold the individualised funding 
for consumers (see ‘Unbundling’ below). However, under the Aged Care Act 
1997, approved providers remain responsible for packages and compliance 
with regulations, and ultimately for service provision. Revision of the Act to 
resolve these tensions in line with the principles, objectives and practicalities 
of the consumer-directed environment is needed. The legislation should 
clarify that, under CDC, approved provider organisations that offer fund 
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holding services are not responsible for the quality of services independently 
purchased by consumers.33

Amendment of the Aged Care Act along these lines is especially important 
to avoid the current legislation being exploited by traditional providers, 
for example, by citing statutory obligations to fulfil standards and protect 
quality of care (based on internal assessments of risk and potential liability) 
as an excuse to deny consumers the right to choose — and remain in charge 
of delivering — the entire package. Terminological change is needed to 
reflect the CDC realities within the sector. The term ‘approved provider’ is 
redundant and reflects the norms of the old bulk-funded system. The Aged 
Care Roadmap suggests that the term ‘registered provider’ or ‘recognised 
provider’ will gain official currency, and notes the need for reconsideration 
of provider responsibilities and new compliance pathways and monitoring of 
standards consistent with the changed role of providers in a consumer-driven 
system.34 

While the proposed new terminology will somewhat reflect the change 
of status under the CDC system, the use of ‘provider’ still implies that 
organisations whose exclusive and primary functions may now be limited to 
fund holding are in fact providers of services. Establishing new and accurate 
terminology — ‘Registered CDC Fund-Holder’ comes to mind — will help 
foster consumer awareness of individualised funding and the right to choose.

Independent Contractors

A core or minimum standards regulatory framework will also help break 
down workplace rigidities and amplify the flexibility and responsiveness 
of consumer-directed care. An expanded care workforce would not 
necessarily need to be employed and rostered by provider organisations, 
but could be self-employed — literally cutting out middle management in 
service delivery– and be hired as independent contractors by empowered 
consumers. The rigid model of ‘rote care by roster’ would become a thing 
of the past, starting with consumers being free to access services when 
they want and need them, such as in the evening and on the weekend. 
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Independent contracting would make employment as a care worker more 
desirable and rewarding by addressing the hierarchical structures and low 
pay and low status that deter people from pursuing a career in the sector. 
Allowing consumers to contract directly with their care workers, and be able 
to set and negotiate agreed fees — which is an inherently more professional, 
client-based employment relationship — would apply to aged care the same 
principles of choice and contestability that consumers are familiar with in 
other human services sectors, including GP services, allied healthcare and 
dental care. Compensation for self-employment and the loss of traditional 
employee benefits includes not only much greater work flexibility but also the 
opportunity for workers to invest in their own knowledge and skills, develop 
niche specialised services, and build their own businesses as independent  
care contractors. 35

The introduction of individualised funding for disability services under the 
NDIS has increased demand for self-employed support and care workers.36 
This is consistent with the world-wide trend towards self-employment 
across a range of industries, as noted by the 2015 Committee for the 
Economic Development (CEDA) report, Australia’s Future Workforce.37  

Independent contracting of home care workers is possible under the CDC 
system, and due to the emergence of alternative, non-traditional online 
platforms that allow care workers to be engaged independently by multiple 
(demanding) consumers to provide personalised services. Because these 
online platforms — as noted above — release funding tied up in the excessive 
administration charges of traditional providers, they allow care workers to 
be paid more to deliver more care, while giving care and support workers 
the opportunity to take responsibility for the quality of care by responding 
to consumer need and developing the personal relationship and connection 
with care recipients in ways that make a substantial difference to quality  
of life. 

To nurture the growth of the new economy in home care services, government 
action is needed concerning workplace legislation. Potential confusion arises 
under current employment laws as to whether the consumer is employing 
or contracting the care worker. To enable real choice, consumers need 
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clarity around employing and contracting workers for personal services and  
domestic services so that local consumers and care workers can negotiate 
flexible and mutually beneficial arrangements.38   A consumer who directly 
engages a care worker — when the intent of both parties is a flexible 
contracting arrangement — could also potentially be interpreted under 
existing laws to be creating an employment relationship subject to existing 
industry award conditions — a line of argument that could be advanced 
by unions (and some traditional providers intent on preserving control 
over both fund holding and service delivery) in proceedings before the 
Fair Work Commission. This is a common problem across disruptive 
industries, and determining the status of workers as either an employee 
or independent contractor is being worked out on a case by case basis.39 
One way to provide certainty for consumers and care workers would be for  
independent contracting for home care services to be carved out from existing 
laws and extended legislative relief from sham contracting provisions.40

Unbundling

The success of the CDC system relies on changing the cultural and social 
assumptions about the elderly that have surrounded aged care services. 
Many elderly people have the capacity to control their own lives by making 
choices about their care and support services based on self-assessed needs 
and preferences. Some elderly consumers will need to make these choices 
in consultation with family and advocates. And some (including those with 
dementia and other cognitive defects or limited language skills) may need 
to have their choices guided and have their care case-managed by providers, 
ideally in concert with independent advocates or other proxy decision 
makers.41 However, the current situation, where all consumers are effectively 
denied choice by having their care case-managed by traditional providers,  
is unnecessary and inconsistent with the goal of consumer-directed care.

Traditional providers bundle case management into their one-size-fits-all 
care package, along with fund holding, administration, care coordination, 
advocacy and service delivery. A full package may be appropriate for some 
consumers, including perhaps the most vulnerable elderly. However, 
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vulnerable and disadvantaged people should still have access to impartial 
advice to help guide their choices as recommended by the Harper Review.42 
If consumers are to exercise real choice, unbundling of traditional packages is 
required to enable people to pick and choose the mix of services that is right 
for them. Unbundling could proceed through the emergence of specialised 
organisations offering different parts of the bundle and components of 
care that can each be purchased discretely. Advocacy services are currently 
offered free of charge through the My Aged Care website.43 However, to 
ensure consumers are properly informed about their care needs, specialist 
organisations could emerge offering independent advocacy and impartial, 
easy-to-understand advice and case management without offering services.44 

Unbundling could involve consumers receiving a personalised care plan, 
while retaining the freedom to purchase services independently. This could 
include choosing an individual independent contractor care worker ahead  
of an approved provider, whose role in delivering unbundled packages  
would change to offering only to host and administer the funding at the 
direction of consumers. Unbundling makes possible real choice of services 
and service providers by enabling consumers to access the innovative 
technological solutions that are now available — the P2P online platforms 
that offer real-time brokerage services for consumers without the excessive 
overheads of traditional bundled care packages.

Alternative Models 

P2P Platforms

Despite the advent of consumer-directed care, many traditional provider 
organisations fear the consequences for their businesses of transparent 
competition on cost and quality of services. Some, in defence of their 
generous margins, are therefore keen to limit consumers’ right to exercise 
choice, denying them the opportunity to seek better outcomes. This may 
succeed in part due to many care recipients being unaware of their rights 
under the new system — an information gap government could remedy 
through an appropriate education and awareness campaign. 
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However, there are also reports of providers having scrambled — ahead of 
the introduction of full portability on 27 February — to introduce barriers 
to choice in the form of charging exit fees for consumers wishing to choose a 
different service provider.45 This is on top of other concerns about “the high 
barriers to change including the time it may take [up to 10 weeks] to transfer 
unspent home care amounts.”46 Imposing large switching costs creates an 
unlevel playing field contrary to the spirit and intent of the CDC reforms.47

The federal government has allowed providers to charge exit amounts 
(and retrospectively include such charges in home care agreements) on 
the questionable grounds of allowing them to “recover administrative 
costs associated with determining and making payment of unspent home 
care amounts.”48 Nevertheless, the government should signal its strong 
disapproval of the charging of hefty exit fees by traditional providers keen 
to lock consumers into existing contracts. To encourage providers to cease 
this practice, it may be sufficient for the government to foreshadow the 
application of Australian consumer law, which according to the Combined 
Pensioners and Superannuants Association “states that a person has the  
right to cancel a service without incurring fees if that service was...unfit  
for the purpose you asked for”.49 

For real choice to occur, consumers also need to be aware of the innovative 
options that are now available alongside traditional providers. Across a 
variety of sectors of the economy — from taxis and travel to retail, music and 
education — disruptive technology is empowering consumers, connecting 
people in new transparent and efficient markets, and raising the quality and 
lowering the cost of services. The rise of a tech-enabled new economy in 
aged care is the solution that can deliver real choice for increasing numbers 
of elderly consumers needing care and support to live independently in 
their own homes cared for by an increasingly large number of care workers 
required to provide care and support locally. 

These innovative solutions are already operating today. Consumer-directed 
funding has enabled new providers to enter the Australian aged care (and 
disability support) sector offering online P2P marketplaces for care and 
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support services. P2P organisations support the right to choose by enabling 
access to an online platform — a website or app — which allows care 
recipients (or their family members, advocates or case managers) quickly and 
conveniently to purchase the kind of services desired. Consumer-focused 
P2P platforms expand the available choices by allowing consumers to  
access the services of competing provider organisations or individual care 
workers (operating as independent contractors).

P2P organisations can afford to charge much lower administrative fees — in 
the vicinity of 15% of the cost of care — with care workers paying a fee of 
10% of their hourly agreed rate and consumers a 5% fee on top of the agreed 
rate. Lower overheads compared to traditional providers release additional 
funding to allow consumers to purchase more services — approximately 70% 
more care and support per week out of a CDC package as noted above — and 
improve care worker remuneration to help draw workers to the industry. 
This is especially the case in regional, rural and remote regions with greatest 
need and limited access to services: low-cost online platforms connect 
local consumers and care workers in these areas where traditional high-cost 
providers cannot afford to operate — creating local jobs in local communities 
instead of head office middle management positions. P2P marketplaces 
can therefore help solve workforce challenges and drive job creation in 
both urban and rural locations by offering more flexible and attractive  
opportunities for care workers operating as independent contractors.50 

P2P market places also permit aged care provision to occur in a minimum 
standards regulatory framework, and are the key to resolving the conflict 
between the vision of a flexible consumer-driven, independent contractor-
based system, and the existing regulation of home care standards. P2P 
organisations ensure care workers meet basic checks, policies and procedures 
but quality would be community-regulated. P2P market places ensure 
accountability through transparent feedback from consumers on their 
experience — by the ratings and comments made on provider sites that 
inform the choices of other consumers. Choice and competition become 
the ultimate safeguard of standards, since care workers who fail to provide 
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high quality care and satisfy customers’ needs and expectations will not be 
able to function on the platform — as is the case in any industry subject to 
disruptive technology.

Public Information Campaign

Ensuring consumers can exercise real choice also depends, in the first 
instance, on fostering greater awareness of the fact that consumers now have 
the right to choose. As analysts of the sector have rightly warned, “consumers 
might not be able to find the right aged care provider if their choices are 
limited by lack of information.”51 According to a survey by researchers at 
the University of SA, University of Adelaide and Torrens University: “Only 
11 per cent of respondents to our survey had heard of CDC, and only  
22 per cent of those who were aware of CDC (2 per cent of the population of  
older people) had a sound understanding of its entirety.”52

A government-funded public information campaign is needed to  
complement and complete the final stage of the CDC rollout — full 
portability from 27 February, 2017. This would be similar to the public 
education campaign conducted by the NSW Government to inform people 
with a disability about the NDIS.53

Education for consumers about the CDC changes should include  
information about how to switch providers, and personal stories of  
consumers making choices and achieving better outcomes by switching  
(as is the case with the NSW NDIS campaign). It should also include 
information about individualised budgets and provider charges, and about 
accessing impartial and independent advice.

The biggest service a government-funded public information campaign  
might render would be to challenge the established culture of the sector 
regarding the key issues of choice and risk. Education of providers and 
consumers alike is needed around the concept of duty of care — which 
should be redefined to a more reasonable and balanced definition that  
encompasses people’s right to choose, as opposed to providers inhibiting 
choice on the basis that they have to manage risk.
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Fostering greater awareness of innovative online options should also be a 
key objective, regardless of the objections of traditional providers whose 
interests are threatened by greater choice and transparency. Fear of upsetting 
key stakeholders with vested interests (and ready access to media prepared  
to run “embarrassing” anti-private sector, pro-‘charity’ stories) may explain 
why the federal government is running relatively quietly on the full 
introduction of the CDC system — at the expense of leaving consumers  
in the dark about the new private sector care options now available, and 
thereby jeopardising the success of the key reforms. Consumers have a 
right to be informed about the full range of government-funded services  
available if they are to exercise real choice, and should not be denied 
knowledge of the innovative models that can deliver better value and quality. 

Reforms Must Go Far Enough to Achieve Real Choice

The shift to the consumer-directed aged care system presents an important 
opportunity to showcase the benefits of market-based reforms to sceptical 
and change-averse members of the public. However, optimising the 
outcomes achieved for consumers, care workers and taxpayers depends on 
government willingness to pursue additional regulatory reforms in order to 
maximise the provision, value and quality of aged care services at minimal  
additional cost.

Legislative clarification of providers’ role and duty of care and clarification 
of employment laws to confirm the status of independent contractor care 
workers are required to facilitate real consumer choice and competition. 
Enabling innovative and efficient online platforms to challenge the 
dominance of traditional providers will help to connect consumers directly 
with the kind of care they want, when they want it, from the care worker 
they want to deliver those services. By improving the quality of services 
received, a competitive and transparent market for aged care will improve 
the quality of life enjoyed by many ageing Australians. 

The federal government’s role as market steward   in nurturing the success 
of consumer-directed care should include ensuring consumers do not face 
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significant switching costs by foreshadowing the application of Australian 
consumer law to the charging of hefty exit fees. This is indicative of the wider 
educative role the federal government should play to maximise awareness of 
the new CDC system through a public information campaign that makes 
consumers aware of their right to choose and the choices available including 
innovative online P2P market places. Encouraging consumers to exercise 
greater choice would be money well spent, given the potential benefits for 
care recipients accessing more support and services, for care workers afforded 
new employment opportunities in local communities, and for taxpayers 
funding more efficient and financially sustainable home care packages. 

Real consumer choice means diversity of provision. P2P platforms allow 
individual consumers and individual workers (independent contractors) 
to strike highly personalised and mutually beneficial agreements without 
the added cost of traditional providers in the middle. Workers who value 
independence and control over their employment, who are motivated 
by making a difference to the quality of lives of their elderly clients in a 
commercially accountable environment, will be attracted to the sector by 
the new employment opportunities created by disruptive technology. The 
flexibility, fulfilment and superior financial rewards on offer will help solve 
the workforce challenges facing the sector, especially in non-metropolitan 
Australia where service shortages are chronic. 

P2P care workers will deliver the kind of care consumers want to receive, 
not the kind of care providers want to deliver. The demanding and informed 
baby boomer demographic that will be exercising their right to choose 
in coming decades will not accept the status quo of ‘institutionalised’ 
care in their own home, particularly when many will be contributing to 
the means-tested cost of their care.   Traditional provider models (and the 
corresponding regulatory framework), whether those organisations like it or 
not, are out of date and must adapt and innovate — or perish. This reality 
is already dawning on established service providers in the  disability services 
sector in the wake of the rollout of the $22 billion NDIS, which has finally  
empowered consumers dissatisfied with traditional providers to take 
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their business to the “number of new, more innovative, cost-efficient and 
consumer-responsive startups, multinational for-profits, and sole-traders 
entering this market.”54

Aged care services, too, must join the modern world and the new economy, 
and continuing reforms must go as far as necessary to achieve the optimal, 
desired outcomes. Further action by government to nurture the aged 
care market is needed to give consumers real choice and control over the 
services they want to receive. The regulatory barriers that will otherwise 
restrict consumer choice and limit genuine competition among traditional  
providers and innovators must be removed to give ageing Australians greater 
access to efficient and effective consumer-focused aged care services. 
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Chapter 5

Improving Palliative Care  
for Older Australians*

Jessica Borbasi

Introduction: Why Palliative Care Matters

The Australian health system is struggling to deliver high quality healthcare 
for all Australians in an affordable way, in the face of well-known and 
mounting challenges. The rising cost of health — which already consumes 
10% of GDP annually — is being largely driven by the impact of the 
ageing of the population on demand for health services. Paradoxically, these 
challenges have arisen due to how successful modern medicine has been in 
prolonging average lifespans over the past 60 years. 

Health systems such as Australia’s that operate around the model of ‘treat 
and cure’ excel at delivering effective short-term treatment for short-term 
acute illnesses. But ageing Australians ultimately develop incurable chronic 
conditions. This incongruence — between the needs of the community 
and the type of medicine supplied — highlights how the health system is 
struggling to deal with the number one health challenge facing the nation: 
the effective treatment and management of the rising burden of chronic 
disease in the twenty-first century.1

The consequences of keeping more people with chronic disease alive for 
longer, with a system not fit for this purpose, has not gone unnoticed. 
“The patient experience of care receives little focus as a goal of the system. 
Notwithstanding the massive burden of chronic illness, its prevention and 

*	� Originally published as Life Before Death:   Improving Palliative Care for Older Australians, Research 
Report 34, (Sydney: The Centre for Independent Studies, 2017). 



131

proper management is still in its infancy.”2 The Harper competition and 
policy review suggested that “without fundamental change to the health and 
aged care systems, the ageing of Australia’s population will mean a future of 
greater government-managed care and increased rationing of health services.”

Chronic disease sufferers need to receive integrated or coordinated, person-
centred care that will allow them access to all necessary multidisciplinary 
care in the lowest cost setting, and prevent inefficiencies such as avoidable 
hospital admissions. Palliative care upholds these characteristics and has  
been identified as a priority area for reform. The Productivity Commission’s 
2016 review of Australia’s human services suggested there be an increase in 
user choice about the setting, timing and availability of care in light of the 
fact that currently there is substantial variation in the quality of palliative 
care services across Australia.3 

The most recent Inquiry Report similarly argued that “the system primarily 
responds to patient crisis. In areas where patient choice is critical — an 
exemplar being end-of-life care — many people are disempowered because 
they do not get adequate access to end-of-life care at home, but are instead 
treated in a hospital setting.” The NSW Auditor similarly concluded that 
“NSW Health has a limited understanding of the quantity and quality of 
palliative care services across the state, and at a district level planning is  
ad hoc and accountability for performance is unclear.”4

The reality is that most Australians don’t receive palliative care in approaching 
death, and too many elderly Australians don’t even live well before they 
die. As this chapter shows, some estimates are that as many as 130,000 
Australians should have received palliative care last year, but approximately 
only 14,300 did. Other estimates are that at least 20% of hospital patients 
would benefit from palliative care, but the majority who would benefit do 
not receive palliative care services.

Due to more accurate estimates of cancer mortality, and the clinical culture 
and funding of oncology services, patients dying from cancer are more likely 
(up to eight times more likely according to some estimates) to receive palliative 
care. However, the preferential provision for patients suffering from cancer 
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is the exception to the rule. Access to palliative care in Australia is limited 
or non-existent for the majority of Australians who do not die from cancer 
but from ‘diseases of ageing’ each year, and is suboptimal amongst particular 
groups — including those with non-malignant disease, as well as those in 
hospital and residential aged care facilities.  Patchy provision of palliative 
care, and inadequate access based on location, diagnosis, background, and 
doctor, is due to a range of historical cultural and institutional barriers within 
the health system, the medical profession, and in the community and across 
government, including persistent workforce and funding challenges. 

Old age and death are humbling phenomena that make equals of us all. Yet 
for too many older Australians, the experience lacks the autonomy, dignity, 
and compassion that palliative care can provide. As the population grows to 
older ages with increasing frailty, comorbidities and expectations the need for 
more palliative care increases. Most older Australians have multiple chronic 
diseases and rely heavily on the health system. 

The changing nature of disease and death — to become the result of an 
interplay of chronic disease, frailty and medicine — is largely evidenced by 
the increasing longevity we are witnessing in contemporary Australia among 
the baby boomer generation and beyond. The typical experience of death 
today is very different to decades ago when heart disease or stroke killed 
quickly at younger ages; with the majority of Australians now dying at very 
old ages from chronic diseases.  The medical revolution of recent decades 
has yielded enormous successes in curative medicine in an array of disease  
sub-specialities that have prolonged life spans and contributed significantly 
to the ageing of the population. 

The projected 4 million Australians aged 65 and older in 2021 will — based 
on current trends — have on average 4 diagnosed chronic diseases and visit 
the GP roughly 10 times a year; using twice as many health resources as 
the younger Australian. Today’s 65-year-old can expect to live to 87 years 
of age. For the average 65-year-old, this means another 22 years at least 
of dependency on their GP and eventually dependency on family, friends, 
volunteers, hospitals, ambulances and residential aged care facilities. 
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Whilst medicine is to be commended for providing such unprecedented 
longevity, the lived experience of these conditions is that they have a 
high symptom burden with frequent exacerbations, often requiring 
hospitalisation — and eventually cause a death that is unpredicted, 
prolonged and most often ill-managed and expensive.  Not surprisingly, 
most Australians die in hospital and without palliative care. In the absence 
of palliative care, patients are highly likely to receive disjointed, inflexible, 
reactionary, and non-holistic care, which will be determined by what doctors 
decide they can do to prolong life, rather than according to what patients 
and their families value in life. In many cases, the over-medicalisation — and 
the depersonalisation and dehumanisation — of death will involve multiple 
and often lengthy hospital admissions, intensive ‘curative’ interventions, 
with an overall lack of acknowledgement of impending death. 

Ironically, therefore, inadequate provision of palliative care is attributable 
to the inappropriate application of the ‘treat, cure, repeat’ model of acute 
health care that has successfully extended life, but which is not fit for  
purpose to deal with the new realities of modern death and dying at 
increasingly older ages. To date, the health system has been largely unable to 
adapt from its curative reactionary model of care to the holistic supportive 
care of these conditions. The barriers to greater access to palliative care are 
steeped in policy limitations, funding arrangements (related to the structure 
of Medicare), workforce issues, and cultural obstacles within both the 
medical profession and the wider Australian community. 

The structural problems of the health system are driven by outdated funding 
incentives borne of a time when chronic disease wasn’t the most important 
health issue and contribute to the inherent rigidity of the health system. 
Myths and horror stories about death in the Australian health system has 
fostered the belief that ‘natural’ death, with all the apparently inevitable 
interventions and complications, represents the antithesis of a dignified 
ending. Not surprisingly, these assumptions are of great concern to increasing 
numbers of dependent and vulnerable older Australians, who want a much 
better experience of life and death. 



The Future of Medicare: Health Innovation in 21st Century Australia

134

This is also fostering interest and support for more radical end-of-life  
options. What is missing in this debate is an appreciation of the role of 
palliative care, and the need to address the rigidities in the health system 
that currently limit the availability of palliative services. Greater access to 
palliative care provides the best answer — ethically and financially — for 
improving the way elderly Australians experience life before death as well as 
death itself.

The Harper review specifically suggested that the ageing population — beyond 
aged care arrangements — will demand “new competitive and innovative 
services to meet a widening array of needs and preferences.”5 The Productivity 
Commission concluded that “fundamental change must revolve around the 
greater adoption of market economy ideals including a focus on consumer, 
rather than producer.” 

What is palliative care and how can it make life better?

Palliative care is often misunderstood as purely end-of-life care. However, 
palliative care is not just about improving the experience of the terminal phase 
of life or ‘dying well’. In fact, palliative care — properly defined — is a form 
of chronic disease management that can help address the wider challenges 
facing the health system. Expanding access to palliative care services in 
Australia would ensure that patients with incurable chronic conditions 
receive evidence-based, person-centred and cost-effective care — not only in 
the terminal stage, but earlier — to improve the quality of their lives in the 
period well before death. 

Palliative medicine is a branch of medicine that is concerned with 
symptomatology and the daily experience of life as driven by patient values. 
Palliative care offers quality care directed by patient values that aims to ensure 
life before death is based on what patients and their families want and need. 
Palliative care upholds the values of autonomy and individuality by creating 
a partnership with patients. It directs care away from being curative and 
reactionary to being holistic and supportive by collaborating with patients, 
families and carers in addressing spiritual and psychosocial as well as physical 



5. Improving Palliative Care for Older Australians

135

concerns. It provides effective pain and symptom management, improved 
quality of life, improved mood, and greater patient and family satisfaction 
with care.6 

Palliative care — properly defined — prevents and relieves the suffering 
of patients associated with chronic or incurable illness through early 
identification, comprehensive assessment and treatment of pain and other 
psychosocial or spiritual needs. Palliative care involves the delivery of 
coordinated, person-centred ‘team care’ to ensure that patients are empowered 
and receive the care they want and need. Palliative care offers support for 
patients to live as actively as possible until death, by using an interdisciplinary 
team approach that acknowledges dying as a normal process, but affirms 
life. A wealth of Australian and international evidence shows palliative 
care improves quality of life for both patients — by managing symptoms, 
including pain — and their families, by supporting patients to be as active 
as possible prior to death. There is extensive evidence demonstrating that 
palliative care is also cost effective in preventing hospitalisations, emergency 
transfers and unwarranted medical intervention in hospitals. 

The WHO definition of palliative care is widely used in Australia:

An approach that improves the quality of life of patients and their 
families facing the problem associated with life-threatening illness, 
through the prevention and relief of suffering by means of early 
identification and impeccable assessment and treatment of pain and 
other problems, physical, psychosocial and spiritual.7

Interestingly, the United States (US) health system has taken an even broader 
definition. In the US, palliative care extends into a patient’s life even when 
death is not expected. That is, the patients do not have a terminal condition 
but rather have multiple chronic conditions with an increasing symptom 
burden — much like Australia’s ageing population. The US palliative care 
team advocates for patients by communicating patient wishes with their 
treating specialists.8 

Arguably, the definition of palliative care within Australia — while 
holistic — is not as applicable across a patient’s lifespan as in the US, where 
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palliative care is considered a solution to the changing demographic and 
health of the population.9 There is significant danger in Australia of palliative 
care being reduced to care provided at the terminal phase — underestimating 
the benefits for patients and their families in their lives before death.10

Most patients who receive palliative care are not in pain when they die, most 
patients do not request to hasten death, and most patients are not fearful.11 
The rare but prevalent12 desire to hasten death has a multifactorial aetiology 
and is mostly seen as a severe emotional response13 to an overwhelming 
situation.14 In Australia, less than 1% of patients receiving inpatient palliative 
care had a sustained request to hasten their death.15

All clinicians should be able to provide palliative care and end-of-life care 
and refer to palliative medicine specialists for more complex and difficult 
cases. However, the reality is many clinicians cannot and do not provide 
it, despite the increasing need for access to palliative services in an ageing 
Australia. 

Ageing Australia — caring for the baby boomers and beyond 

The average Australian woman who is currently 65 years of age can expect 
to live to 87 years and the average current 85-year-old now will live to 92.17 
The life expectancy at birth is currently 91 years for men and 93 years for 
women.18 This is projected to increase to 95 years for men and 96 years for 
women by 2054.19 Predictions are that the number of centenarians in 2034 
will be 15,700, compared to 4,600 in 2014.20

The ageing Australian population is partly a product of continued low fertility 
rates,21 combined with the ageing of the baby boomer generation — the large 
cohort of the population born between 1946 and 1964 — and compounded 
by the impact of improvements in medicine (including public health) 
that have increased longevity and reduced death rates. The baby boomers’ 
effect on the age structure of the population will peak in 2021. However, 
the nation will continue to experience unprecedented population ageing  
as the proportion of older people increases well beyond the life spans of  
the baby boomer generation.22
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In 2021, 17.6% of Australians (4 million people) — the peak of the ageing 
Baby Boomers — will be aged 65 years and over, compared to 1997’s 12% 
of the population (2.2 million). By 2051, of the total expected population 
of 26 million, 24% or 6.3 million Australians will be aged 65 and over.23 
The number of ‘very old’ Australians — aged 85 and over — is also forecast 
to rise from 2% of the population to 5% by 2061.24 Median population 
age is another measure of population ageing. Historically a population is 
considered old if its median age is over 30.25 The median age of Australia in 
2016 was 37; in 2021, it is forecast to be 41, and rise to 46 in 2051.26 

The increased longevity of the population that is attributable to improvements 
in health, and to the changing nature of disease, is in turn changing the way 
people die. The median age at death has increased to 78.9 for men and 85 
for women across Australia.27 It is as high as 80.1 for men and 85.9 for 
women in South Australia. The majority of deaths occur among those aged 
65 or over. The age-standardised death rate in Australia has actually fallen 
throughout the twentieth century, contributing to longevity.28 Today it is 
steady at around 5.5 per 1000 population. However, a greater number of 
older people means an increase in the crude number of deaths per year; 
in 2015 there were 159,052 deaths. This is expected to increase to up 
to 352,100 by 2061 and beyond.29 The leading cause of death for older 
Australians has been cardiovascular or heart disease for most of the twentieth 
century; however, this is likely to be overtaken by dementia — a degenerative 
disease inextricably linked to ageing.30

The changing experience of health, ageing,  
illness and death for older Australians 

That more Australians will eventually die from a ‘disease of ageing’ is one 
example of how longevity has changed the experience of death. Dementia, 
not even appropriately recognised or recorded prior to 1979 when the death 
rate was 2.35 per 100,000 population, is now the second leading cause  
of death.31 
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Greater longevity has fortunately meant in general a greater number of 
years lived without disability; and this is despite people living with several  
chronic health issues, as these are managed with modern medicine. 

This increased period of active ageing, with chronic disease, is largely 
attributable to public health, medical sub specialisation and treatment. There 
are currently 85 specialist titles recognised by the Medical Board of Australia, 
which doesn’t include sub specialisation e.g. interventional cardiologist or 
subsubspecialisation e.g. advanced heart failure and transplant cardiology.32 
In the 1970s, there were 20 medical specialties. Specialisation has allowed 
us to treat diseases so well that the way they impact life, and eventually 
cause death, has changed. It is an irony that the experience of death (from 
chronic disease) for many Australians has changed for the worse, despite 
living longer. Chronic diseases are incurable, co-exist, persist and contribute 
to a gradual deterioration of health, symptom burden, loss of independence 
and ultimately, at increasingly greater ages, death.33 

Causes of death over the last century tell the story of how Australians have 
a changed experience of health and death. Circulatory diseases — including 
cerebrovascular disease (mainly stroke) and ischemic heart disease —  
experienced a great rise as the dominant cause of death during the  
twentieth century. However, improved treatments meant the death rates 
fell; for example from 1,020 male deaths per 100,000 in 1968 to 319 per 
100,000 in 2000. Cardiovascular disease still remains the leading cause 
of death, however the age at which death occurs has changed so that the 
cumulative number of deaths from circulatory disease began to peak by the 
age of 45 in 1970, but by the year 2000 it was 85.34

Death rates from respiratory diseases, including pneumonia, influenza and 
chronic obstructive pulmonary disease (COPD), also peaked and then fell 
collectively over the century. Within the group, COPD has increased relative 
to pneumonia, which has declined dramatically as a cause of death. Death 
rates from infectious diseases were around 7 deaths per 100,000 population 
for females in 2000 — a far cry from 230 per 100,000 in 1907. Tuberculosis 
was the leading cause of death in women in 1907. Now it is ischemic heart 
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disease, cerebrovascular disease, other heart disease and dementia. However, 
in the very old age group — those over 85 — death from septicaemia has 
increased since the 1980s, probably because more people are reaching this 
age and we have increasing antibiotics resistance.35

Death rates from cancer at the beginning of the twentieth century were 
initially half that of circulatory disease. The all cancer death rate then peaked 
for men in 1980 at 290 deaths per 100,000 population; it has since declined 
to 234.4 per 100,000 in 2003. Among this category, deaths from lung 
cancer have continued to rise as a hangover from the previous popularity 
of smoking. Smoking cessation is also attributable to the reduced death 
rates from ischemic heart disease, and other cancers over the course of the 
twentieth century. (Figure 7)

Figure 7: Age-standardised death rates, by broad cause of 
death, 1907-2014

Source: AIHW GRIM books (Data tables)
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The increase in longevity and rise in the chronic disease burden due to 
improved treatments is reflected in the typical Australian over 65 having 
four chronic diseases and visiting the GP roughly 10 times a year — using 
twice as many health resources as the average Australian.36 Older people 
are the largest per capita consumers of medications. GPs prescribe around  
120 medications per 100 encounters with those aged over 6537 who are 
estimated to account for two thirds of prescriptions filled under the PBS  
and roughly half the PBS’s total expenditure — which is projected to reach 
over 15 billion dollars by 2023.38 The amount of polypharmacy, as defined  
by five or more medications, is increasing proportional to the ageing 
population and increasing comorbidity of chronic diseases.39 

Due to medical intervention — that of specialists, GPs and 
medications — cancer, stroke, ischemic heart disease and respiratory 
disease have become chronic conditions. Patients need significant support 
to maintain ‘health’ until death. It is testament to our health system that 
most older Australians, rate their health as ‘good’, confirming the success 
of medicine in managing chronic diseases and delaying disability.40 Women 
aged 65 can expect to live another 9.5 years free of disability, 6.7 years 
with a disability but no severe or profound core activity limitation, and 5.8 
years with a severe core activity limitation such as always needing assistance  
with either self-care, mobilising, or communication (8.7, 6.7, and 3.7 years 
for men, respectively). This corresponds to around 86% of Australians aged 
over 85 requiring some form of assistance compared to 32% of those aged 
65–74 years.41 

Decline and dependence is inevitable, but is now occurring at greater 
ages with increasing frailty. Older Australians are relying on the medical 
profession and the health system to keep them well — but prevention and 
treatment can only do so much before the deterioration into disability and 
death. However, it is at this time that many Australians will be let down by 
the health system, doctors and society.

The pattern of life in the months before death is usually evidenced by ongoing 
exacerbations, readmissions and interventions, until an unexpected death  
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in hospital. In 2013–2014 and 2015–2016, almost 50% of Australians 
died in hospital. The remaining 50% of Australians likely die in RACFs, 
or at home, however there is a lack of data clearly demonstrating where 
Australians die.

A study of over 7000 Australian decedents who died from cancer and non-
cancer causes found that in the last six months of life, the mean number 
of hospitalisations per person was 3.1, and these increased — together with 
emergency department presentations — in the last month of life. The average 
total cost of health care per decedent in the last six months of life was AUD 
$30,001 in the cohort who died from cancer and $26,131 in the non-cancer 
comparison cohort. The majority in both cohorts died in hospital.42

Elderly patients with chronic diseases experiencing back-to-back  
readmissions are rarely given the opportunity to receive care based on their 
values and choices; such as staying at home rather than living longer with 
curative intent. Instead, many end up dying suddenly in an emergency 
department, or after lingering for days, weeks or months in a hospital ward 
or intensive care bed — to the distress of both the patient and their family.

These experiences43 demonstrate how the current health system is not fit  
for purpose in managing older Australians with chronic disease. The doctor-
directed model of treatment seems aimed at prolonging life irrespective 
of costs. Often, a variety of specialists across multiple settings deliver  
reactionary care in response to specific clinical indications, which are  
delivered through a prism of ‘treat and cure’, rather than holistic goal-
orientated care that is centred around the needs of the ‘whole patient’. 

For example, for most Australians quality of life means growing old at 
home.44 Already Australians are facing shortages of aged care places, in-home 
assistance, palliative care and family support. Staying at home will become 
even more difficult to ensure as a smaller proportion of the population is 
available to provide and pay for aged care services in an ageing Australia.  
The way we care for elderly Australians currently drains services that are 
already under strain (See Box 5). 
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Box 5: Services are already under strain

•	� In 2015 there were already an estimated 2.86 million people—mostly 
women aged 55-65 years—providing informal care in Australia. They 
provided roughly 1.9 billion hours worth of care, the replacement value 
of which is estimated to be $60.3 billion.45 

•	� The capacity to provide home care will be limited by declining family 
sizes, increasing rates of divorce and subsequently greater numbers of 
Australians living alone.46 The number of people aged over 65 relative 
to the number of people of traditional working age will almost double, 
so that for 10 working age people there were 2 people over 65 in 2007 
(20%), compared to 4 people over 65 for every 10 working age people 
(42%) in 2047. This will not only seriously compromise the ability to 
provide formal care for older Australians, but will undermine the capacity 
to raise taxes to fund these services. 47 

•	� It is projected that by 85 years of age, 62% of women and almost 50% 
of men will require residential aged care.48 This leads to estimates that 
337,500 aged care places will be needed by 2020, increasing to 464,000 
places by 2030.49 In 2015 there were 192,000 aged care places, meaning 
a 75% increase is required over 8 years.50 

•	� An aged care bed costs on average $73,000 a year and is mostly 
subsidised by the Commonwealth.51 Aged care funding is expected to 
double by 2055 as the per-person aged care expenditure increases from 
$620 to $2,000.52

•	� Increased longevity not only drives demand for supportive services and 
long term residential care, but also for shorter-term, emergency and 
inpatient medical care. The number of emergency department (ED) 
presentations across Australia increased by 6.5% from 2004-05 to  
2013-14 for those 65 years and older.53 This increase was even 
greater in the 85 years and older population, with an 8.3% increase in 
presentations.54 

•	� A corollary of increasing ED presentations are increased hospital 
admissions, as elderly patients are more likely to be admitted and have  
a greater length of stay.55 Public hospital expenditure is already on 
average four times greater in the 85 years and older group versus the 
average across all ages.56 By 2050, the number of annual hospital bed 
days is expected to rise by 150% for those aged 60 and over and by 
320% for Australians 85 years and over.57
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As such, the health system — despite being at breaking point in providing 
care to thousands of older Australians — isn’t providing the care they want 
and need, especially in the last years and months of people’s lives. It is an 
unfortunate response that in light of the limitations of the health system, 
many Australians have come to fear ‘natural’ death and even fear ageing 
itself. It is even more unfortunate that palliative care, which can provide  
the holistic value-driven care Australians want at an efficient price, is not 
widely recognised or widely available — except for the exception to the rule, 
in the case of cancer patients. 

Preferential treatment — more palliative care for cancer patients

For over a decade, there has been domestic and international evidence that 
cancer patients are overrepresented in receiving and accessing hospital and 
community palliative care services.58 In Western Australia, 68% of people 
dying with cancer accessed specialised palliative care, compared to 8% of 
people dying from a non-cancer condition.59 This is despite evidence that 
non-cancer patients are just as likely — if not more likely — to benefit from 
palliative care. 

Due to advances in medicine and technology, many malignancies have 
transformed from being rapidly and devastatingly aggressive to chronic 
conditions. The 5-year survival in Australia from all cancers increased from 
48% in 1984–1988 to 68% in 2009–2013.60 Palliative care has worked hard 
to form an allegiance with oncology. There is a wealth of evidence to suggest 
that palliative care for cancer patients and their families improves outcomes 
including symptom control, anxiety and reduced hospitalisations.61  
Perhaps most influentially, a study comparing palliative care to standard 
care in patients with metastatic terminal lung cancer determined that 
those receiving palliative care not only had a better quality of life with less 
depression but survived longer, despite receiving less aggressive treatment.62

Cancer, unlike lung disease is far more likely to induce thoughts of mortality 
in patients and doctors — which has arguably led to the increased prescription 
of palliative care in these groups. There are a myriad of calculators, studies 
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and guidelines pertaining to specific malignancies and the likelihood of five- 
and ten-year survival on the basis of numerous factors, such as patient age and 
the stage. Staging of malignancy is an established practice enabling doctors 
to recommend evidence informed therapy based on survival predictions. 

As such, at diagnosis, prognosis is more likely to be discussed and this 
discussion is facilitated by a series of well-researched prognostic indicators. 
Early and more accurate prognostication presumably enables clinicians, 
patients and their families to have a more open discussion about the future 
and make informed decisions regarding palliation, life and death. 

Even less palliative care for chronic disease sufferers 

Despite being more prevalent, patients dying from non-malignant chronic 
conditions are less likely to have conversations with their doctors about their 
prognosis and survival, in part because their deaths are more unpredictable.63 
For example, using a mortality tool on a cohort of heart failure patients, the 
predicted median survival was two years while the actual median survival 
time was 21 days.64 

Benefits have been shown for palliative care for patients suffering from a wide 
range of illnesses; including COPD, cystic fibrosis, pancreatitis, heart failure, 
osteoarthritis, end stage renal disease, HIV, and neurological conditions 
including stroke.65 A study comparing various patients found that in the 
last three months of life, those suffering COPD were the least likely to be 
referred for palliative care (20%), after heart failure (34%), severe dementia 
(37%) and cancer (60%).66 In a West Australian study of 1071 people who 
died in 2005-2006, 61% died in hospital and of these a greater proportion 
had a non-cancer diagnosis, and were from rural areas — demonstrating the 
characteristics pertaining to reduced access to palliative care.67 The Victorian 
government estimates that at least 50% of people dying from diseases such 
as heart failure would benefit from palliative care.68 

Heart failure has a complex and varied prognosis, in which patients are 
likely to experience a high burden of symptoms that progress with time 
e.g. breathlessness, anxiety and fatigue. It is a life-limiting illness and the 
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population experiencing these symptoms is increasing — the lifetime risk  
of developing heart failure is around 20% for all adults and the mortality 
rate is higher than most cancers.69 Studies suggest that many of these patients 
suffer poor quality of life exacerbated by frequent hospital admissions and 
would prefer their care to focus on ‘comfort’.70

There are limited data demonstrating how many Australians with heart  
failure access palliative care. However, research suggests the experience 
of patients with heart failure is one of ignorance of their condition, poor 
communication with physicians, a focus predominately on curative 
treatment, poor end-of-life planning and symptom burden.71 A study 
comparing patients with heart failure to those with cancer found those 
with non-malignant disease had more concerns around medications, social 
isolation and progressive loss, while receiving less palliative care and less  
co-ordinated care. This led researchers to conclude that “care for people with 
advanced progressive illnesses is currently prioritised by diagnosis rather  
than need.”72

Throughout Australia the provision of palliative care for chronic disease 
sufferers is patchy at best. (This even includes end-stage kidney disease 
patients. 73 74 75 76) Patients with cancer are more likely to receive and benefit 
from this care. Even among this population, palliative care is still arguably 
insufficient and untimely — however it is vastly superior to the care provided 
for non-cancer patients. 

The palliative care gap in Australia fosters myths about death 

Murtagh et al. (2011) determined that in high income countries up to 82% 
of people who die need palliative care. Last year, 159,000 people died in 
Australia. Applying Murtagh’s statistic this equates to roughly 130,300 
people requiring palliative care. In 2015-2016 only 14,300 patients received 
an MBS-subsidised palliative care medicine specialist service in Australia.77 

Clearly there is a gaping chasm between the supply of, and the real demand 
for, palliative care in Australia. Lack of access to palliative care is a symptom 
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of the larger structural problems in the Medicare system, which result in 
service gaps for chronic care, including palliative care. (See Box 6)

However, calls for more palliative care services are often based on the belief 
that too many Australians die in hospital. This applies a narrow definition 
of palliative care as purely ‘end-of-life care’, and distorts the broader benefits 
that good palliative care can provide for patients. 

One measure of the inadequacy of palliative care in Australia is the purported 
statistic that most Australians would choose to die at home if they had a 
terminal illness, whereas most deaths in Australia actually occur in a hospital. 
According to one – much cited – survey, up to 70% of Australians would 
prefer to die at home, rather than in a hospital.79 However, this statistic 
is unreliable, and its veracity has been questioned. Agar et al. (2008) in 
an Australian longitudinal study made sure to delineate between asking 
patients and their carers where they would prefer to be ‘cared for’ and where 
they would prefer to die. This is an important distinction — not made in 
most research of death preferences and demonstrated a trend toward many 
patients and their families ultimately preferring that death not to occur at 
home.80 (See Box 7)

The notion that the problems associated with death and dying can be solved 
by allowing more Australians to die at home is an over-simplification. 
The myth that most people want to die at home — but don’t — has also 
unhelpfully reinforced the popular fear that ‘grim, distressing, painful and 
undignified’ natural death in hospital should be avoided at all costs. These 
myths undermine the broader benefits that good palliative care can provide 
for patients. 

Certainly, most Australians wish to age at home and the holistic approach 
of palliative care can facilitate this.85 However, the majority of Australians 
are likely to continue to die in hospital, and in residential aged care facilities 
(RACFs). Death in hospital or a RACF is not the problem — death without 
palliative care is the real problem. Hospitals must be equipped to provide 
this type of care both in terms of workforce, culture and environment. 
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Similarly, palliative care should be readily available to thousands of elderly 
in RACFs. Demonising the idea of death occurring outside the home is 
a simplification of a bigger problem and unhelpfully adds to the growing 
premise that natural death in a hospital or RACF is undesirable.

Almost 50% of Australians die in hospital, and the reality is that most 
Australians are likely to continue to die in hospital. The focus of the debate 
about death and dying therefore needs to be broadened beyond the question 
of where patients die; because the real problem is not dying in hospital, but 
death without palliative care. The current provision of palliative care — as 
properly defined as care encompassing quality of life before death — in 
Australian hospitals and among residential aged care facilities is insufficient. 
The challenge is to ensure that hospitals offer greater access to palliative care 
to improve the quality of life before death for more Australians. Improved 
palliative care in these settings will not only contribute to better patient 
experiences and quality of life but will improve cost effectiveness both by 
preventing hospital admissions and also within hospitals by preventing 
unwanted interventions.

Box 6: : Medicare’s Structural Flaws and the Palliative Care Gap

• �It is well recognised within the Australian health policy debate that the 
chief systemic barrier to better outcomes and patient-centred care is the 
fragmentation of health services owing to the structural flaws in the 
complex funding and service arrangements that distinguish the Medicare 
system and the federal-state split in health responsibilities.78 

• �The federal government runs and funds the primary care part of Medicare. 
This oversees the Medical Benefits Scheme (MBS), the principal function 
of which is to pay benefits to meet or assist in covering the cost of fees 
mainly for GP care, medical imaging and diagnostic services, and other 
specialist ambulatory and inpatient attendances and procedures on a fee-
for-service, on-demand, and open-ended basis. The federal government 
also gives state and territory governments a fixed amount of money each 
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year to partially fund the operation of public hospitals. Federal hospital 
funding is provided on condition that all Australians are entitled to receive 
‘free’ public hospital care; but otherwise state and territory governments 
are responsible for hospital governance and administration. 

• �Jurisdictional complexity—with the result being that neither level of 
government is solely accountable for the entire healthcare needs of 
patients—distorts responsibilities and incentives in ways that partially 
account for the service gaps for chronic patients. Medicare provides access 
to separate sets of acute care services. It does not provide access to the 
full range of medical, pharmaceutical and allied healthcare that might 
ensure chronic conditions are properly managed to stop patients ending 
up in hospital. The fragmented and ‘siloed’ services patients receive is 
accentuated by the fact that aged care services are provided under yet 
another separate, federally-funded program. 

• �Palliative care is an important example of how there is no room within 
the current health (and aged care) system and its funding arrangement 
for flexible, innovative, integrated and comprehensive care. Instead these 
services are lost in the gap between what the federal government pays 
for and the state government funds. Such service gaps are also caused 
by the way current funding arrangements reward separate occasions 
of hospitalisation and GP activity over integrated community based 
multidisciplinary care – of which palliative care is an example.

• �Hence the lack of access to palliative care services in Australia is a 
demonstration of how Medicare is not really a comprehensive health 
system but rather a doctor and hospital centric system. The biggest gaps 
exist when patients leave hospital or aren’t in a GP clinic, i.e. where 
community based multidisciplinary palliative care should exist. However, 
in a fee-for-service system that rewards activity rather than outcomes, and 
is distinguished by siloed funding for hospital and non-hospital services, 
there is no incentive or funding available to provide truly patient-centred 
services. Palliative care is the square peg that doesn’t fit into the round 
hole that is the Medicare system. 

• �Closing the palliative care ‘gap’ therefore requires addressing the  
inherent problems within Medicare, which rewards a rigid set of proscribed 
medical and hospital activity, rather than the delivery of holistic integrated 
care for dying Australians.
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Box 7: The 70% myth 

• �The original statistic comes from a 2006 South Australian study that asked 
2,652 individuals over the age of 15 “if they were dying of a terminal 
illness such as cancer or emphysema” where they would prefer to die.81 

• �Agar et al also found that preferences for place of care and place of 
death not only differed between patients and caregivers but changed for 
both—and not synchronously—over time. Their findings suggest a trend 
from home being the preferred place of care to an inpatient setting as 
death approaches.  They  concluded that asking patients ‘where they want 
to die’ is not sufficient in determining the nuances that exist as patients  
live before death, deteriorate and death becomes more acute. 

• �Previous studies have also concluded that relative to other considerations 
such as being pain free, place of death is a low priority for those who are 
dying.82

• �Other studies have also considered caregiver perspectives and found 
that preference for home care reduced as death became more imminent  
(from 92% to 42%), for patients there was a similar decline (90% to 50%) 
in the last week of life.83 

• �There are numerous reasons for this change of mind; such as lack of 
carer or family resources, concerns about symptom control and comfort, 
the ability of family to provide care, concerns from patients about being  
a burden, as well as unexpected medical events or deteriorations.84

The lack of access to palliative care

The overwhelming majority of patients with a life-threatening illness do 
not receive specialist palliative care. There is unequitable access across the 
country and at present the likelihood of receiving palliative care is “nothing 
short of a lottery” and depends on your “location, diagnosis, cultural 
background, age, and (your) health professionals’ education”. 86 Many 
continue to miss out, and this includes not only patients but families so in 
need of bereavement support. It is ironic that the two places where most 
Australians die are arguably two places you are least likely to receive palliative 
care, acute hospitals and RACF.
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Palliative care in Australian hospitals

Studies have identified that at least one fifth of hospitalised patients at any 
given time have needs that would benefit from palliative care.87 Of hospital 
deaths, some data suggests up to 46% receive palliative care while other 
sources highlight as little as 3% receive palliative care.88 However, the current 
hospital system does not readily enable this model of care to be delivered. 
Firstly, because treating clinicians do not consider, or are reluctant to refer 
to, palliative care — as seen in both metropolitan Melbourne and Sydney 
hospitals, where most patients in need were not referred for palliative care.89 
Secondly, even when palliative care is considered, there are barriers — sterile 
rooms, high turnover of busy staff, noisy atmosphere, restrictions on 
visitors, overcrowding and inadequate clinical training — to the provision 
of genuine, timely, considered care that incorporates a patient’s family, their 
surroundings, their symptoms, and concerns.90 It is not surprising that not 
all dying inpatients receive palliative care, and that even when they do it is 
often not best practice from a specialised palliative care team.91

Inpatient specialist palliative care not only ensures a more comfortable 
period of living for patients and their families before death, but is also more 
cost effective. An Australian study corroborated by international findings 
suggests that palliative care associated cost reduction in mean total cost for 
an episode of terminal care was $6,662 for cancer patients and $7,477 for 
other patients. There were also savings in private hospitals, although they 
provided less palliative care.92 These savings largely came about due to a 
reduction in ICU admissions and operative procedures. In the US, similar 
cost savings have been found and it is estimated that $84 million to $252 
million could be saved annually in New York State alone if all hospitals 
with more than 150 beds had a specialist palliative care service — and their 
services were utilised.93

Palliative care in residential aged care facilities

Access to palliative care for residents in aged care facilities has been shown 
to increase the likelihood of dying at home rather than hospital.94 However, 
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older Australians without cancer from aged care facilities are the least likely 
to receive palliative care.95 In Australia (2015-16), only 9,144 aged care 
residents had an Aged Care Funding Instrument (ACFI) assessment that 
indicated the need for palliative care — this corresponds to roughly 4% of 
residents being assessed as requiring palliative care. This must be a gross 
underestimate and demonstrates a failure to recognise the needs of residents, 
especially given that over a third of residents die within a year of admission.96 
Previous studies have determined that palliative care in Australian RACFs 
is sub optimal — contributing to poor pain management, unwarranted 
hospital admissions, and resident and family upset.97 

Experts speculate the ACFI is misrepresentative because the addition 
of palliative care needs for some residents does not add to their overall 
remuneration. Additionally, the requirements for a RACF to claim for 
palliative care may be unachievable, as care must be provided by a capable 
Registered Nurse (RN) usually under direction from a GP or palliative care 
specialist.98 Moreover, RACFs are encouraged to claim for palliative care 
when a patient is terminal; however, the benefits patients and families glean 
from palliative care can be seen much earlier in a patient’s life than the last 
few hours or days.

Up to 95% of residents experience an emergency transfer each year.99 On 
presenting to ED, these patients are usually unwell with multiple complex 
comorbidities, and are at a high risk of firstly being admitted but then 
suffering in-hospital complications including pressure ulcers and delirium.100 
Up to 80% experience invasive interventions and 34% die in hospital.101 

There is evidence that some emergency department presentations and 
hospital admissions are the direct result of a lack of community palliative 
care resources.102 Having expressed a wish to die at home, having a palliative 
‘treatment goal’ and receiving palliative care by a GP, reduces the likelihood 
of being hospitalised in the last three months of life.103 Patients who are either 
unable to access palliative care services at home or unable to access services 
acutely i.e. after hours, are more likely to be transferred by ambulance to 
hospital.104 
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Hospitalisations account for the significantly higher health care costs per 
person in the last six months of life. In a recent study of decedents from 
NSW with and without cancer in their last six months of life, decedents  
with cancer visited the ED once, had three hospital admissions, participated 
in 90 clinician visits/procedures and were prescribed 41 medications at 
an average cost of $30 001 per decedent, roughly $4000 more on average 
than patients without cancer.105 Worryingly only 10% of the cohort  
(total = 4271) dying from cancer and 1% of the comparison non cancer  
cohort (total = 3072) received a palliative care service whilst they were in 
hospital. Persons who died outside of a hospital had at least 42% lower 
overall costs compared to those who died in hospital.

A palliative care program, including an interdisciplinary approach to home 
based end-of-life care, provided to over 558 patients in the US, demonstrated 
fewer emergency department visits, days in hospital, and clinician visits  
than those in the control group. There was a 45% decrease in costs in the 
group receiving palliative care.106 Community based in-home palliative 
care is more likely to be associated with significantly increased patient  
satisfaction and a reduction in the utilisation of medical services, lending 
itself to be both a valuable patient centred approach as well as a cost effective 
one.107 However, access to in-house palliative care is also dependent largely 
on location, with lower socioeconomic areas being under serviced.108 Of 
the palliative care related public hospital separations more people are from  
lower socioeconomic areas (26 per 100,000 population) than those living 
in higher socioeconomic areas (14 per 100,000 population) — suggesting 
higher socioeconomic patients are more likely to be receiving in home 
palliative care services and die at home.109

Another challenge: the funding of palliative care in Australia

There is significant variability in the provision of palliative care across 
facilities and across the country. Patients with cancer are more likely 
to receive palliative care, but even this cohort is under-serviced. Access 
to palliative care is even more limited for marginalised groups such as 
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Indigenous Australians, patients with a disability and those living rurally. As 
determined by the Grattan Institute report in 2014,110 palliative care services 
in Australia are fragmented and inadequate in supply. This was corroborated 
this year by the Auditor General of NSW stating that “NSW Health has a 
limited understanding of the quantity and quality of palliative care services 
across the state, which reduces its ability to plan for future demand and the 
workforce needed to deliver it.”111

Even within a large tertiary hospital in Melbourne, less than half the patients 
requiring palliative care were referred for such services — despite the fact 
that when received, palliative care was associated with improved end-of-life 
medication orders, improved communication with patients and families, 
and increased cessation of futile treatment and interventions.112

In a 2010-2013, a parliamentary inquiry committee determined that 
there is much inconsistency in the standard of palliative care delivered in 
Australia and this is likely due to the complexity of the funding framework  
(See Box 8).113The funding of palliative care services is varied within states 
and across the country. 

However, differences in service provision are difficult to describe, given the 
lack of data regarding access and outcomes of palliative care nationwide. 
The paucity of data to assess the provision of palliative care services extends 
to admitted patients and patients in the community and primary care 
settings. This contributes to a failure of accountability within the sector, an 
inability to plan for the future and has resulted in the ad hoc nature of  
service provision.114 Over a decade ago, a study in England determined if 
patients who had non-malignant disease were provided with palliative 
care at the rate cancer patients were, it would mean a 79% increase in the  
caseload for palliative care services.115 Meeting unmet needs for palliative care 
in Australia — including providing for marginal groups such as Aboriginal 
and Torres Strait Islanders — would certainly raise significant workforce 
issues (See Box 9).
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Box 8: The variety of funding Hospital funding

•	� The majority of palliative care is provided by the public hospital sector  
and can be funded under the Australian National Sub-Acute and Non-
Acute Patient Classification (AN-SNAP).116

•	� AN-SNAP was established as part of activity based funding in 2013 after 
the National Health Reform Agreement in 2011. The IHPA has recently 
released AN-SNAP Version 4 to better reflect current and evolving clinical 
practice in subacute services, and has introduced paediatric classes for 
palliative care.

•	� Some public hospitals use sub-acute funding to subsidise palliative care 
provided by staff specialists within the hospital. However, sub-acute 
funding is packaged, and it is up to the discretion of the state/hospital 
to determine how much is spent on palliative care. For example, in  
2009-2010 “Of its $39,973 sub-acute funding South Australia committed 
$11,970 to palliative care. On the other hand, Queensland allocated 
none of the sub-acute funding to palliative care.”117 

•	� There have been calls to separate palliative care from the sub-acute 
funding, however this was recently rejected by the Australian government. 

•	� Other inpatient services receive block funding to provide inpatient 
palliative care under the Health Services Act 1997 and service level 
agreements. Often these organisations also provide community care and 
in-reach services (e.g. to RACFs). Specialist funding • Specialist palliative 
care physicians can claim under the Medicare Benefits Scheme. In  
2015-2016 $5.6 million was paid in benefits for palliative care specialist 
services for 74,300 occasions. This has increased by 60% over the past 
five years, reflecting the significant trend towards the increasing need  
for palliative care.118

•	� Importantly, palliative care can be provided—and should be provided—by 
other specialist clinicians such as geriatricians and oncologists. However, 
they are unable to claim care as a palliative care related service under  
the MBS. 

•	� There are no palliative care Medicare Benefit Schedule (MBS) specific 
items that can be used by GPs. Instead GPs use other items to deliver 
palliative care, such as a GP management plan. This remuneration likely 
underestimates the complexity of these patients and the time taken for 
appropriate care to be given to them and their families. 
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•	� It is consequently impossible to quantify the amount of palliative care 
being performed by general practitioners, or the associated costs. Not 
only does this make it difficult for policy makers to assess and predict 
the needs for the future, inadequate remuneration is a disincentive to 
providing this care. 

•	� Providing palliative care is an essential skill for GPs and the need for this 
will only increase. GPs should be encouraged to upskill and deliver this 
essential care by at the very least having an identifiable and separate  
MBS items to claim for this care. RACF funding • RACFs claim for 
palliative care under the ACFI, which likely underrepresents the real need 
for palliative care. 

•	� The paucity of palliative care services in RACFs under the current  
funding model may well be due to the inadequacy of GPs and a lack 
of access to specialists including nurses. Registered nurses (RNs) are 
essential to the delivery of palliative care within RACFs. 

•	� Many RACFs cannot provide palliative care because of GP skill and a 
lack of RNs. In 2016, RNs made up 15% of the residential aged care 
workforce—down from 21% in 2003 despite an increase in the number of 
residents. One does not have to look far to appreciate how understaffed 
RACFs are. • All RACFs should be capable of providing palliative care. 
Informal care • Informal carers do not receive training or supervision  
and are estimated to provide at least $6.5 billion worth of care in Australia 
per year.119

•	� Carers are often spouses—who may be older than the patients  
themselves—or other family, friends and neighbours. Most are co-
resident, spending 24 hours a day with the patient. Even if people do 
not die at home, 90% of palliative care patients spend the majority of 
their time living before death at home supported by a carer.120 The needs 
of carers cannot be overestimated—physically, economically, socially and 
psychologically—in light of the fact that the person they are investing so 
much time, energy and emotion in will ultimately pass away. • The cost 
of paying for 24 hours’ worth of active care in NSW is roughly $1,332.00 
per 24hrs, not including weekend or public holiday rates, adding up to 
$9,324 per week.121 

•	� There are increasing numbers of older adults living alone, and—together 
with reduced family sizes and increasing work place commitments—there 
is little likelihood that the amount of this informal care will continue  
to meet the needs of our ageing population.
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Box 9: The palliative care workforce; underfunded and understaffed 

•	� In 2015, specialist palliative care physicians made up around 1 in 140 
(0.7%) of the employed medical specialists in Australia.122 This corresponds 
to around 213 palliative care specialists working in Australia, compared 
to 1,040 cardiologists and 511 geriatricians. There were 85 doctors in 
palliative care training in 2015 compared to 177 cardiology trainees.123 

•	� In 2015, the majority of palliative care physicians were female and 
worked in major city hospitals. Across Australia there were 0.9 FTE 
specialist palliative physicians per 100,000 population and this ranged 
from none in the ACT to 1.8 in Tasmania.124 There has been a roughly 
50% increase in the number of specialist palliative care physicians since 
2012. Nationally, there were 12.0 FTE palliative care nurses per 100,000 
population in 2015 making up 1.1% of employed nurses.125

•	� In 2003 Palliative Care Australia (PCA) recommended 1.5 FTE palliative 
care physicians per 100,000 population for the reasonable provision of 
palliative care services nationwide. 14 years later, the gap is ongoing. 

•	� One solution is a greater emphasis being placed on palliative care 
throughout the academic life of a doctor. Unfortunately, there is still 
inadequacy in palliative care training reported by physicians, surgeons, 
medical students and advanced trainees.126

•	� But it is not only doctors who provide palliative care. To face the challenges 
of a declining workforce combined with an ageing population, health 
professionals are going to need to step beyond the traditional boundaries 
of their disciplines. 

•	� A recent proposition for nurse practitioners to prescribe palliative care 
medications was ‘supported in principle’ but is ultimately under the 
jurisdiction of the Australian Health Practitioner Regulation Agency 
(AHPRA) and likely to be a difficult reform.

Palliative Policy — perfect on paper but inadequate in practice 

Palliative care policy in Australia is supposedly guided by The National 
Palliative Care Strategy 2010: Supporting Australians to Live Well at the End 
of Life. This replaced the first National Palliative Care Strategy: A National 
Framework for Palliative Care Service Development 2000 which began in 
1998. The more recent strategy is actioned by the National Palliative Care 
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Projects (NPCP). These projects are unique, ranging across Australia from 
small local projects to multi-institutional collaborations. Each received 
an array of government funding as they were seen to align with the goals 
identified in the 2010 Strategy.

A recent review of the strategy and the associated NPCPs revealed some 
successes and significant limitations.127 Pointedly, the strategy itself was 
often not actually identified among local- and state-based professionals or 
plans — leading to duplication, misalignment and diffusion of responsibility. 
For example, in NSW the Agency for Clinical Innovation Palliative Care 
Network was established in 2012 to “drive continuous improvement in 
palliative and end-of-life care for all people approaching or reaching the end 
of their life in NSW” as instructed by the NSW Government plan to increase 
access to palliative care 2012-2016 with  $35 million worth of funding.

This strategy is yet to be successfully implemented, reviewed and critiqued. 
The Clinical Excellence Commission also in NSW has an end of life 
program, and similarly most other states and territories have their own 
palliative care plan. Whether or not any of these plans or programs have 
been comprehensively realised remains to be seen, and likely contributes to 
the variation in services.

Advanced care plans demonstrate that conversations about end-of-life care 
result in better outcomes and improve clinician decision-making. Advanced 
care directives (ACD) are tangible documents that form part of advanced 
care planning — which involves conversations with families and clinicians. 
The laws underpinning ACDs differ across Australia.128 A national survey 
found that 14% of the population has an ACD, 129 while other studies have 
revealed in NSW only 5% of residential aged care residents had an ACD.130 

The use, understanding and legal framework of ACDs across the country 
are extraordinarily varied. The legal ramifications are poorly understood, 
and the directives themselves are often misplaced, clouded with uncertainty 
and poorly documented131. The government needs to take responsibility for 
creating a clear and comprehensive policy and legal framework on a national 
level regarding advanced care planning. 
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A recent review of palliative care within NSW led to the recommendation 
that NSW Health needs an “integrated palliative and end-of-life care policy 
framework”. More importantly it needs to implement this framework.132

How to improve life before death?   
Policy makers, doctors and society

Policy makers must move on from paying lip service to palliative care and 
start by bolstering the workforce. Funding needs to be directed towards 
increasing the number of RNs and doctors in particular to provide this care 
nationwide. Seemingly a simple solution, the likelihood is this will have 
significant implications for the cost of the system as a whole going forward, 
given the cost effectiveness of a palliative care framework. Australian 
governments need to provide leadership to address the dual ethical and 
economic challenges of promoting access to cost-effective and quality of life-
enhancing palliative care services. State and federal governments should also 
consider adopting an ‘investment approach’ to palliative care provision that 
would ensure Australia finally sees implementation of the recommendations 
of the innumerable reports and reviews calling for expanded availability.

Undertaking a longitudinal actuarial study of the lifetime costs of chronic 
disease in the latter and last stages of life without palliative care will help 
inform decisions about service and funding redesigns that will lead to greater 
provision and access to cost-effective palliative services. Understanding the 
real costs of the existing unintegrated, reactionary ‘end of life’ care across 
the fragmented health and aged care systems would help encourage rational 
policy responses from federal and state governments to re-orientate the health 
system away from simply reactive, life-protracting care towards holistic, 
person-centred care. This could drive a national approach to palliative care, 
encompassing even a joint federal-state funding instrument. State and federal 
governments should also think boldly about ways to ensure comprehensive 
access, integrated services, accountability and choice. This should involve 
exploring consumer-centred and commissioning-based models of palliative 
care that focus on “improving outcomes and delivering quality services, 
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regardless of organisational boundaries and constraints”133 with the interests 
of the patient and their families at the centre. 

The medical profession must do better

While the policy challenges are real and significant, the delivery of timely 
and quality palliative care will ultimately depend on the willingness and 
ability of the doctors to identify and refer patients. Expanding access 
to palliative services will therefore require leadership from the Australian 
medical profession. This must entail altering the current scope of clinical 
practices that erect barriers to access by making doctors disinclined to  
discuss patient’s end-of-life preferences, and identify and refer patients, or 
practise palliative care themselves. It is an unfortunate reality that despite 
decades of research, policies, funding and public campaigns, the rest of the 
medical profession has been alarmingly reticent to discuss patient values 
and goals, and either provide palliative care or refer them for specialist 
palliative care in a timely manner. A study by the Royal Australian College 
of Physicians revealed “only 17 per cent of physicians believed doctors were 
always aware of their patients’ death-related preferences.”134

The majority of general practitioners completing a survey, mostly from 
metropolitan Melbourne (n=56), did not routinely discuss end-of-life care or 
advanced care planning with their patients.135 A 2016 study of 178 patients 
with advanced cancer discovered that only 9 (5%) had a completely accurate 
understanding of their illness.136 Other studies have suggested that patients 
receive more information about their illness from other patients in the 
waiting room than from their doctor.

Doctors need to start ensuring care — for elderly patients, at the very least — is 
made in partnership with patients and their families with their overall goals 
in mind. All doctors should be capable of providing palliative care — even at 
the same time as curative care — and more need to be willing to refer patients 
for specialist services and do so before the terminal phase of life. Even  
studies demonstrating how few doctors discuss end of life preferences 
highlight the narrow-minded focus on death, instead of life before death.
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Palliative care must become integrated into subspecialty training. And, just 
as resuscitation skills are taught and mandated, the same should apply to 
having ‘difficult’ conversations with patients and their families. More needs 
to be done to alleviate the lack of confidence within the medical community 
to discuss an issue that should be core business. Having discussions about 
life and death will become imperative and doctors need to start fulfilling 
their individual and societal obligation to have these conversations and —
more importantly — provide this care. This expertise must extend beyond 
the realm of oncology and metropolitan Sydney. 

Palliative care is much more than ensuring a ‘good death’ and should be 
provided based on a patient’s symptomatology and their goals for life. The 
medical profession’s engagement with the task of repositioning palliative  
care in the health system and placing the focus on life before death should  
be driven by an awareness of the pressing ethical challenges associated  
with death and dying. The alternative prospect, by default, of radical changes  
to clinical ethics and practice will place an already under-serviced and  
undervalued ‘old and dying’ population at greater vulnerability. Closing the 
‘palliative care gap’ between supply and demand will also require greater 
community awareness of the benefits of palliative care. Informing more 
Australians about what palliative care is and what it can do — and how it 
can fix the deficiencies in the health system that foster the fear of a ‘horrible 
death’ — is also crucial to drive overdue policy change. 

The Australian public deserve better 

Australians perceive that the experience of ageing, health and death is 
changing. However, despite the best attempts of a series of programs and 
lobby groups to encourage Australians to discuss ageing, death and dying, 
this domain has been overwhelmed by those pushing an agenda of fear and 
personal stories. In light of the limitations within the health system explored 
here, and the lack of palliative care, this message is dominating the minds of 
those approaching old age. Palliative care is a welcome solution to the visible 
deficiencies in the system but is unable to receive the attention it deserves. 
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Doctors already wary of the increasingly informed patient must put their 
pride and pedestals away and be willing to engage with patients as partners. 
Together, there is much common ground to be found — and the more 
common this practice becomes the easier it will be to make better decisions 
about patient care. As an American doctor forecasting the future of medicine  
put it:

The more patients and families become empowered, shaping their 
care, the better that care becomes, and the lower the costs. Clinicians, 
and those who train them, should learn how to ask less, “What is the 
matter with you?” and more, “What matters to you?”138

Communities — and by extension, society — need to provide options 
for older people who seek supportive care to remain as active as possible. 
Whether that be by volunteering, engaging in work, being able to travel or 
contribute in some way. The common thought that one would ‘rather die 
than be in a nursing home’ (or pursue more radical alternatives to forestall 
natural death) should challenge policy makers and doctors to ensure more 
attractive options are available for an increasing number of older Australians 
to die well and live better. 

Conclusion 

Australians have for many years now experienced great improvements in 
health. We are living longer than ever before, and most of our lives are spent 
in good health. Conditions that used to kill more quickly, and at younger 
ages, have been replaced by chronic disease — and lower death rates show 
how we reach greater ages despite a greater burden of disease. 

This progression in health and change in illness can be largely attributed to 
public health, subspecialisation and the advancements in modern medicine. 
However, this has meant a changed experience of death for many Australians 
and their families. After living well with chronic diseases for many years, 
they find themselves facing a downward trajectory in health. At this time, 
many are let down by the health system set in its ‘treat and cure’ ways. The 
experience for many Australians and their families is one of confusion, 
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multiple visits to doctors, clinics, hospitals, ambulances with little in the 
way of holistic care. This eventually results more often than not in an acute 
hospital visit that leads to death without palliative care — and occasionally, 
without an awareness that one was even dying. 

The health system’s failure to adapt to the changing nature of ageing and 
death, and provide quality care to the elderly and dying, has meant this 
time of life has become shrouded in myths of desolation and indignity. The 
inability of the health system to provide palliative care generally has raised 
an unhelpful focus on where people die, rather than how they die and how 
they lived prior to death. These assumptions, together with a societal bent 
for youth and independence, has created a climate where old age and death 
is dreaded. 

Palliative care is holistic value- driven care that is patient- and family-centred, 
pre-emptory and perfectly situated to support chronic disease sufferers in 
their later years of life. Palliative care is also cost-effective care that reduces 
hospital admissions, means patients live at home (including RACFs) 
longer, and in hospital prevents dissatisfaction and over-treatment. This  
amalgamates to palliative care being an efficient use of resources, especially 
in light of the pattern of disease among our ageing population. More so,  
it is better care — and care that older Australians want and deserve. 

However, in Australia access to palliative care is limited. Preferentially, 
services are provided for patients dying of cancer. However, diagnosis  
should not dictate access to palliative care — as patients suffering from all 
types of chronic disease benefit from palliative care. Patients who live rurally, 
have a disability or are Indigenous, have even less access to palliative care. 
However, alarmingly, so do those who die in hospital and in RACFs. Patients 
are likely to continue to die in hospital and RACFs from many other diseases 
apart from cancer, and these patients also warrant access to palliative care.  
At present, it’s the lucky Australians who receive palliative care. 

A palliative care policy is required that ensures comprehensive access, 
integrated services, accountability and choice: this is a public health issue, as 
well as an ethical and economic issue. A consumer-centred or commissioning 
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approach, as recommended by the Productivity Commission, could be 
used to drive reform, improve access, and increase quality across the social 
services sector. Embracing an investment approach would also highlight  
the cost benefits of widespread palliative care in light of an ever increasing 
older population. 

Expanding access to palliative care in Australia will ensure that older 
Australians look forward to quality of life before death, and the choice of 
palliative care at the end of life, no matter where they die. 
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Chapter 6

Towards a More  
Competitive Medicare*

David Gadiel

“The increases in Commonwealth benefits, which came into  
force on 1 January 1960, did not bring about any reduction  
in the share of the total costs met by contributors [of health 

funds]—for doctors raised their fees ....”

So wrote T H Kewley in 1965 of the 1959 Amendment to the National 
Health Act 1953 that introduced Commonwealth benefit increases of up 
to 100% for some 140 services.1 In the quest of public policy to introduce 
greater certainty to amounts that patients may pay to meet the cost of their 
medical services, little has changed in the past 50 years. 

Since at least the 1960s, the issue of medical fees and charges has been a 
matter of controversy. Supported by public funding, doctors have remained 
committed to fixing fees that suit themselves. The complicated and erratic 
history of the way federal governments have attempted to restrict doctor 
remuneration in Australia has yielded no success in either controlling 
or influencing what they charge or what patients face in out-of-pocket 
payments for the cost of their care. Nor have federal governments had 
any success attempting to mandate cost-sharing for Medicare-funded  
services — as exemplified by the eventual withdrawal of the Abbott 
Government’s 2014 GP co-payment policy.2

*	� First published as Towards a more competitive Medicare: The case for deregulating medical fees and 
co-payments in Australia, Research Report 1, (Sydney: The Centre for Independent Studies, 2015).
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Lack of ability to set with certainty what doctors charge and what 
patients pay in all circumstances has long remained a source of political  
embarrassment, because successive federal governments have promised  
what they have never had the power to deliver. Under the Australian 
Constitution, the federal government has no authority to regulate medical 
fees, and doctors have always had the power to set their own fees.  

This chapter proposes a case for abolishing the Medicare Schedule Fee in 
light of its failure to establish a cooperative platform for dealings with the 
profession over the setting of fees. Well-intentioned interference in medical 
services pricing has contributed to supply conditions that are far from 
competitive; and (in spite of growth in publicly subsidised GP bulk billing) 
has not fulfilled the promise of universally equitable criteria for patient  
cost-sharing or service access. Given a specified Medicare benefit payable, 
each of these failings is best resolved in a market free of government 
interference.

History: The Schedule Fee, Medicare and bulk billing

The origin of the attempt to regulate medical fees —and provide equity of 
access to necessary medical services — dates from the spirit of co-operation 
that developed briefly between the federal government and the medical 
profession following introduction under the National Health Scheme of the 
‘most common fee’ in 1970. Electoral demands for action to limit out-of-
pocket charges for health care led the Commonwealth to rely on publishing a 
Schedule Fee in the Schedule of Medicare Benefits to influence what doctors 
may charge and to limit the size of the ‘gap’ paid by patients. Marked at 
first by a series of ‘gentlemen’s agreements’, these efforts owe their origin to 
legislation introduced by the Gorton Coalition government in July 1970 
that introduced what became known as ‘the most common fee’, later to 
become the Schedule Fee. 

Subsequently, medical benefits were established with reference to the 
common fee list published by the Australian Medical Association (AMA). 
This represents the origin of the AMA’s annual recommended fee list, now 
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simply known as the AMA Fee List,3 which is indexed for cost and wage 
increases.4 

The Gorton government published its version of the list as the Schedule Fee, 
in fulfilment of an agreement it had negotiated with the AMA that doctors 
would accept the Schedule Fee to cover all but a small, set proportion of the 
cost of GP and other medical services paid for directly by patients.

Under the Gorton scheme, a patient was required to meet 80 cents of 
the cost of a standard GP consultation; for more expensive services or 
combinations of services, the patient contribution increased but was limited 
to $5.00 regardless of cost. Differential benefits were struck for some 300 
medical services, to be reviewed biennially. For the first time, there was 
Commonwealth acknowledgement of a demarcation between the work of 
GPs and specialists; and this led to a distinction between the fees for GPs 
and specialists.

Even though the AMA agreed to encourage its members to observe common 
fees, there was no legal obligation under the legislation for doctors to abide 
by them, since government possessed no constitutional authority to control 
doctors’ fees. 

Notwithstanding the ‘gentleman’s agreement’ to abide by the Schedule Fee, 
by February 1971, the AMA was recommending a unilateral fee increase to 
apply from February 1971—a harbinger of many to follow that fractured 
the nexūs between what doctors’ actually charged, the AMA Fee List and  
the government’s Schedule Fee.

Fee discontent continued to simmer throughout the 1970s, fuelled by 
disturbances to relativities that the Gorton common fee legislation had 
created between fees of GPs and specialists. 

It gave specialists significantly greater market power than GPs. The realisation 
by specialists that they could command more than other members of their 
profession rankled with GPs and fuelled specialist fee aspirations.

The implementation of Medicare in October 1984 formalised a relationship 
whereby a Medicare benefit became payable at 85% of the Schedule Fee as 
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prescribed in the Medicare Benefits Schedule (later 100% for GP services). 
Following the Canadian model, so-called bulk billing enabled patients to 
assign their Medicare benefit to doctors in full settlement of their liability 
and for Medicare to pay doctors directly. Doctors at the outset feared that 
as bulk billing became more widespread, the government-set rebate would 
effectively become their fee, as perhaps originally intended under the Gorton 
scheme and as eventually came to pass in the case of GPs in January 2005. 
This uncertainty created a source of continuing tension between government 
and doctors that was exemplified by the NSW doctors’ dispute during the 
1980s precipitated by the Hawke government’s ill-fated attempt to regulate 
specialists’ fees. 

Preparatory to the implementation of Medicare in 1984, the Commonwealth 
offered the states untied hospital money on condition that the states  
persuaded doctors to sign contracts that would control costs and private 
practice in public hospitals. Doctors recognised this ploy for what it was: 
an attempt to use Commonwealth-State Medicare Agreements on hospital 
funding to circumvent the constitutional limitations on the power of 
government to control their fees. 

The NSW Labor government took the lead in implementing the 
Commonwealth’s bidding, with gazettal of an amendment to the Public 
Hospitals Act on 26 March 1983. This gave the NSW Health Minister 
power to make regulations on the appointment, management and control 
of visiting practitioners in public hospitals. Regulation 54(a) in particular 
made the appointment of Visiting Medical Officers (VMO) conditional on 
their not charging more than the Schedule Fee. The NSW dispute effectively 
became a proxy war for a national one over the power to control doctors’ fees. 
The upshot was a costly and lengthy dispute involving the mass resignation 
of doctors from the NSW public hospital system. In September 1984, with 
the Commonwealth’s agreement, the NSW government was obliged to 
capitulate and rescind Regulation 54(a).5  

Any vestige of government’s power to control doctors’ fees was finally 
extinguished. The NSW doctors’ dispute left no doubt that attempts to  
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enforce the Schedule Fee as a statutory fee could risk igniting industrial  
anarchy, in recognition that under the Australian Constitution the  
government lacks power to control doctors’ fees.6 Recent High Court 
cases have affirmed that while government possesses constitutional power 
to regulate the manner in which medical services are provided, it lacks  
authority to use Medicare as a control on fees.7

What has now become the Medicare Schedule Fee thus imposes no 
obligations upon doctors: it remains simply a ‘fee for benefit purposes’.8 
Hence government has resorted to incentive payments to pressure various 
types of billing practices to accommodate different policies of the day, using 
the Schedule Fee as a reference point. 

Despite the equity and service access criteria underlining the declared 
intention of Medicare, government has been wary, since the debacle in  
NSW of 1984, of the market power of specialists and therefore loath to 
interfere with their billing practices. Instead it has oscillated between 
diametrically opposed policies to influence GP billing practices. 

On the one hand, government has courted electoral popularity by seeking 
to augment the consumption of GP services. By contrast, both the Hawke 
Labor and Abbott Coalition governments have attempted to make patients 
more sensitive to the cost of care and to contain its financial burden to 
government by seeking to mandate a statutory GP co-payment. 

The former goal was the motive behind the so-called Medicare Plus program 
introduced in 2003, whereby so as to minimise the likelihood of Concession 
card holders and patients under 16 incurring any gap between rebates and 
fees, GPs were paid a financial incentive to accept 85% of the Schedule 
Fee for services bulk billed to these patients. In January 2005 under the 
Strengthening Medicare program, GPs were further rewarded by being paid 
an incentive to accept 100% of the Schedule Fee for services they bulk billed.

These incentive payments are currently set within the range of $7.20 and 
$10.85 per service (depending on location and type of patient). Their impact 
(in conjunction with an increase in the GP workforce during the first decade 
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of the century) has been to steadily drive the proportion of GP Medicare 
services bulk billed from 65.7% in 2003 to 85.2%% in the June quarter of 
2017.9 Between 2005 and 2016 Medicare expenditure on incentive payments 
(Medicare items 10990 and 10991) encouraging GPs to bulk bill at 100% 
of the Schedule Fee accordingly rose in nominal terms from $337 million 
to $603 million.10  Bulk billing incentive payments are currently running at 
about 8.5% of all benefits attracted by the services of GPs.

Even though bulk billing incentives may cause the majority of GP services 
to be delivered at zero cost, significant welfare issues may be at stake for the 
minority who pay in excess of the Schedule Fee. This in turn brings into play 
the importance of creating greater all-round competitiveness in the supply of 
all medical services. Removal of extraneous price signals such as the Schedule 
Fee could make a significant contribution to competition reform. In pockets 
where lack of competition prevails, any type of public price signal can 
become a touchstone for excessive charging behaviour by GPs with market 
power, as well as by most specialists, that can cause significant social costs.

Co-payments versus bulk billing

In a bid to make patients more sensitive to the cost of care, and to contain the 
financial burden to government by inhibiting the demand for discretionary  
or unnecessary primary medical services for treating minor problems 
amenable to self-care or homeostasis, the Commonwealth on different 
occasions has sought to introduce a co-payment. 

In 1991, a Labor administration introduced a $2.50 co-payment for GP 
services11 that was revoked after three months, following a change of Prime 
Minister; and again in 2014 there was an unlegislated Budget measure that 
included encouraging GPs to collect a $7.00 co-payment with a $5.00 
reduction in the Schedule Fee in conjunction with a ‘low gap’ incentive 
reward payment (in lieu of one for bulk billing).12 This initiative and its 
watered down variations failed to gain Senate approval and at the time of 
writing had been abandoned13, pending negotiations with the stakeholders.14
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There is plainly an inconsistency in government paying GPs an incentive 
to bulk bill (or to adhere to any form of prescriptive low cost charging) at 
the same time as variously attempting a transition into partial measures of  
patient cost sharing. Even as the inconsistency in public policy remains 
unresolved, doctors’ attitudes towards fees and cost sharing have been 
as equivocal as the government policy has been inconsistent. GPs have 
been willing to accept the government’s bulk billing incentive payments, 
but — where conditions permit — they have been comfortable to charge 
patients what the market will bear. Specialists have generally opposed bulk 
billing, except (in some instances) for Concession Card holders. 

A majority of GPs has embraced the Commonwealth’s bulk billing incentive, 
and this has been conducive in turn to adoption of the Medicare benefit 
payable at 100% of the Schedule Fee as the benchmark for pricing most 
of their services. On the other hand, where lack of competitive conditions 
permit, GPs have been comfortable to charge what the market will bear—
often in rural locations or in premium, high income metropolitan localities.15 
Practices in the Hunter area of NSW are an example of where most GPs 
routinely charge non-Concessional patients a co-payment of at least $30 
for a standard consultation.16 Some GP practices are now even charging 
a practice enrolment fee in addition to fees that exceed the Schedule Fee. 
Specialists have generally opposed bulk billing, except for some Concession 
card holders.

As Box 10 illustrates, there is a presumption under the status quo that 
diversity in local market conditions for GP services is likely contributing 
to a net welfare burden. Because it is unequally distributed within the 
population of GP primary care users, this burden constitutes a deadweight 
welfare loss of twin opposing dimensions: likely excessive use of care where 
it is ‘free’ (sometimes referred to as being indicative of ‘supplier induced 
demand’20), in conjunction with the risk of underutilisation where patients 
incur uncompetitive prices associated with high doctor charges.21 Where  
care is ‘free’ the extent of the distortion may be exacerbated by government 
bulk billing incentives.



The Future of Medicare: Health Innovation in 21st Century Australia

178

Box 10: The welfare burden differential GP charging 

•	� Distance between GP practices is significantly negatively associated with 
the proportion of patients who are bulk billed, and positively associated 
with the average price paid by patients who are not bulk billed as well 
as with the average price paid by all patients.17 Because demand for GP 
services, relative to specialist services (at least), is price elastic (with a 
coefficient of -0.022),18 it follows that concentration in undifferentiated 
service availability, potentiated by bulk billing incentives, increases the 
likelihood of the bulk billing price constituting a GP service floor price. 
Some GP services in areas of concentrated availability may command 
premiums for special skills or professional reputational considerations. 

•	� The ‘satisfaction’ of the majority of Australians who live within relative 
proximity of a GP practice and who consume at a zero price (whether 
or not they are Concession cardholders) needs to be qualified by the 
likelihood of their service use being greater than necessary (since their 
demand becomes infinitely elastic at zero price). 

•	� By contrast, as travel times increase, falls in the quantity of services 
consumed would be commensurate, inter alia, with the probability of 
fees charged by GPs exceeding the benefit. Moreover, the associated 
welfare loss could not necessarily be regarded as compensated by the 
‘satisfaction’ of the majority who may pay less or not at all for their GP 
care (i.e. their capacity as gainers to ‘bribe’ losers). Their welfare loss, 
represented by an erosion of consumer surplus given by a Harberger 
triangle,19 can be quantified in money terms (as 0.5 × $ value of services 
delivered × elasticity coefficient × the square of the relative price increase). 

•	� Any loss so quantified would exclude any person not using GP services 
by virtue of being ‘frozen out’ of the market because of monopolistic 
pricing, excessive travel costs or both—and hence underestimate the 
extent of the actual loss. The estimate would also exclude the indirect 
loss of welfare arising from the value of the burden of any preventable 
illness that those afflicted would be ‘willing to pay’ to avoid. 

Market distortions occur because doctors are rational market players. They 
are conscious that in localities with an abundant supply of GPs or with ready 
access to hospital outpatient services that may substitute for primary GP 
care, the overall revenue accruing from the incremental financial gain of 
government bulk billing incentive payments in conjunction with revenue 
collected from their charges ‘held’ at the Schedule Fee will exceed the 
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financial reward from setting fees above the Schedule. These GPs are content 
to forgo the prospect of the higher margins available from above Schedule 
Fee charges (at perhaps lower service volumes) and to settle for delivering 
larger volumes of patient throughput associated with 100% Schedule Fee 
bulk billing—possibly to the extent of excess. This has potential to constitute 
a social harm associated with inefficiency, with budgetary implications that 
the government’s cost sharing initiatives have sought to address. 

On the other hand, in localities less well endowed with primary medical care, 
far from anchoring the benefit payable, the Schedule Fee has constituted 
a springboard that could offer incentives for GPs to sacrifice some bulk 
billing incentive rewards and rather to maximise rent seeking behaviour for 
which customers (including even some Concession card holders) may be 
obliged to pay. The premiums that GP services attract where they, or services 
of outpatient substitute services, are in short supply are analogous to the 
premiums that most specialist services (also in short supply) command in 
excess of the Schedule Fee.22 

Hence the contradiction evident between the AMA’s outspoken opposition 
to iniquities alleged of the proposed 2014 co-payment for GP services,23 and 
its silence in the face of rural GP billing practices or specialist charges that—
respectively depending upon the locality of their practice or the discipline 
of their specialism or both—may exceed the Schedule Fee by a factor of  
many times.24

Fear of losing custom—due to the disincentive price effect of a GP co-
payment or any form of cost sharing in localities with heavy concentrations 
of doctors—has readily masqueraded as an argument against risking loss 
of access to GP preventive health services; and thereby allegedly increasing  
the exposure of government to downstream costs, and patients to the  
burden of avoidable hospitalisations and chronic disease.  

The AMA has accordingly described the more recent version of the 
government’s co-payment as a “wrecking ball”.25 Public health enthusiasts 
allied with the public health lobby have made common cause with the  
GPs who oppose the 2014 co-payment.26
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Officially the AMA, never an advocate of bulk billing, has long distanced 
itself from the adequacy of the Schedule Fee. Its own Fee List covering all 
areas of medical practice (and intended to be confidential to AMA members) 
is substantially higher. In the case of a GP standard Level B consultation 
(MBS Item 23), for instance, the AMA at the time of writing listed a fee 
of $78.0027 compared with a fee of $37.05 in the Medicare Schedule. It is 
hard to reconcile the AMA’s inflated fee list with its public disavowal of the 
relatively small GP co-payment proposed in the 2014 Budget, which the 
AMA opposed on social equity criteria. 

The AMA’s official position is that GPs, as in the case of all doctors, may be 
obliged to charge increasing patient out-of-pocket costs to avoid erosion of 
their incomes or deterioration in the quality of the service they provide or 
both, because of intermittent freezes of the Schedule Fee and the reluctance 
of government to adhere to fee indexation.28 The AMA thus encourages 
doctors to charge a ‘fair and reasonable fee’ having regard to their practice 
costs.29

Gap cover for out-of-pocket costs

Some private health insurers seem ready to accommodate doctors who  
adopt charging practices that pass on to patients what the doctors may  
consider their unrequited costs. Medibank Private, for instance, is trialling 
a private insurance model that intersects public Medicare coverage of  
GP primary care. For persons covered on its hospital tables, Medibank 
Private’s trial is designed to guarantee ‘priority’ access to out-of-hospital  
GP services at zero price in south east Queensland at Independent 
Practitioner Network (IPN) practices owned by Sonic Health Limited. If 
widely adopted, it would have the potential to neutralise the impact of any 
government attempts to encourage the implementation of GP cost sharing.30

Besides representing a likely infringement of s126 of the Health Insurance 
Act 1973 (which seeks to prevent private health insurers writing cover for 
out-of-hospital medical services attracting a Medicare benefit),31 it remains 
to be seen whether medical gap cover inherent in the Medibank Private  
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trial will further its stated objective of intercepting otherwise undetectable 
health problems that will keep patients out of hospital. If hospital drawing 
rates remain the same, ultimately such a model—although doubtless popular 
with some doctors32—could result in health insurance premium increases due 
to incremental medical costs that could not be debited to the Reinsurance 
Trust Fund (a risk equalisation scheme to prevent destabilisation of the 
health insurance industry) and would test the willingness of Medibank 
Private’s contributors to pay for a dubious benefit.

During the lead in to Medibank Private’s Initial public offering the Minister 
for Health did not seek a judgement to test the validity of its trial under the 
Act—very likely for good commercial reasons. Unhappily, this could open 
the door to other health funds in partnership with competing medical chains 
with an appetite for market share to emulate Medibank Private’s model.33 

Analogous to the Medibank Private trial—and contradicting the principle 
of cost sharing in a like manner—are no-gap service contracts that health 
funds have negotiated with hospitals and specialists. Since 1 July 1995 the 
federal government has permitted health funds to offer no-gap or known-
gap private hospital insurance covering inpatient medical services in excess 
of the statutory 25% inpatient medical benefit payable on their Basic tables 
and linked to the Schedule Fee (although gaps for some hospital charges  
may still apply). 

Subject to any applicable deductibles, these private hospital tables remove 
or reduce the risk to private inpatients of a liability for medical cost sharing. 
No-gap entitlements are available to patients if they use doctors who have 
entered into Medical Purchaser Provider Agreements with their health fund, 
provided that fees for their Medicare services, although exceeding Schedule 
Fees, do not exceed fee for gap limits the fund has set. Funds then pay the 
difference between the agreed no-gap fee and the Basic 75% Medicare 
inpatient rebate. 

Not all doctors participate in such no-gap arrangements, in which case a 
fund may pay an extra benefit, provided that the doctor beforehand advises 
the patient in writing of the gap they will face and obtains their informed 
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financial consent. The higher benefit payable for such a known-gap will 
then limit the patient’s liability to a prescribed maximum for each Medicare  
item (typically $400 per item). Indeed, the AMA believes it is quite  
reasonable for privately insured patients to meet the cost of gaps for specialist 
treatment for cancer and the like if fees exceed the available gap cover.34

During the quarter ending September 2017, medical services paid for by 
health funds under no-gap and known-gap arrangements averaged 145% 
of the Schedule Fee. These excess fees covered 88% of inpatient hospital 
medical services that were provided to patients under no-gap arrangements 
and 7% provided under known-gaps.35 

Although these gap arrangements target the services of specialists—
and do not directly impinge on the government’s declared policy of GP  
co-payments (as in the case of Medibank Private’s GP trial and government 
100% Schedule Fee incentive)—they analogously reduce the transparency  
to patients of fees raised by doctors and run contrary to cost sharing  
principles designed to evoke consumer price consciousness.

Impact of gap cover on fee setting

Allowing health funds to write no-gap or known-gap cover for private 
inpatient specialist care underwritten by private hospital insurance tables  
has compounded the inconsistencies that abound in government policy.  

Since demand for specialist services is likely to be considerably more price 
inelastic than for primary care, rather than offering insured patients enhanced 
access to services—as they would in any case have used them because of 
necessity—the main impact of no-gap or known-gap inpatient extra medical 
coverage is to embolden doctors to introduce further increases in their fees. 
The attempt to maintain or to extend no-gap cover margins, cascading from 
a benchmark such as the Schedule Fee thus becomes self-defeating. 

Since demand for specialist services is likely to be considerably more price 
inelastic than demand for GP primary care where it is abundant or where 
there is substitute hospital outpatient care,36 rather than giving privately 
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insured patients enhanced access to specialist services—as patients would 
in any case have used them because of their necessity—the main impact of 
gap inpatient extra medical coverage is simply to create a vortex for specialist  
fee increases. 

As health funds from time to time increase the level of the available gap 
benefit to compensate for such higher fees, doctors become emboldened 
to introduce further increases in their fees for inpatient services, and the 
attempt to maintain or to extend full gap cover becomes self-defeating.37

No-gap and known-gap insurance cover has consequently had a material 
impact on the cost of health insurance.38 During the early years of gap cover’s 
rapid uptake (2002-04), its share of hospital benefits paid by health funds 
per single equivalent contributor rose at an annual rate of 17.7% compared 
to 7% for hospital accommodation benefits.39 With prostheses, payments for 
specialist services have thus been a significant factor in the increasing benefit 
cost of private hospital tables.  

No-gap arrangements have contributed to cycles of increases in  
contributions payable, causing those tables to become less attractive to low 
risk contributors who may be encouraged to migrate to lower tables or to 
relinquish their cover. 

To the extent that the associated costs of such incremental benefits are 
debited to the Reinsurance Trust Fund, it contributes to the overall costs of 
health insurance over which, because of their lack of power to bargain with 
doctors, health insurers have little control.40

While the Schedule Fee provides the benchmark for a statutory inpatient 
Medicare benefit of 25% for private patients (rather than Medicare’s 15% 
for out-of-hospital care), it also acts as a baseline for underpinning the scope 
of the margin available to funds (associated with actual specialist charges) to 
compete destructively with each other in their no-gap and known-gap private 
hospital insurance offerings. The continuing upward pressure on health 
insurance premiums that results has progressively adverse cost consequences, 
which are often referred to as a ‘death spiral of adverse selection’.41
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BUPA (Australia’s second largest health insurer) goes so far as to argue a 
case for extending no-gap inpatient cover by further deregulating the 
private health insurance industry to permit no-gap cover for out-of-hospital 
specialist services. It claims this would “be consistent with transparency of 
costs ... (and) inform consumers and improve competition” by delivering 
“a complete out-of-pocket experience for members for entire episodes of 
care”.42 

By shielding patients from the price effects of specialist charging behaviour, 
BUPA’s agenda nevertheless appears less to do with transparency than with 
underwriting specialists’ billing practices and stifling price competition 
between them. It would compound the problems of no-gap inpatient 
cover and once again contradict government’s cost sharing agenda. To the 
extent that if such no-gap cover were ever incorporated in hospital tables,  
taxpayers would also pay more via the private health insurance subsidy.

The anti-competitive effect of the Schedule Fee 

There are many imperfections in the market for medical services in 
Australia’s fee for service environment, including considerable scope for  
GPs and specialists to set their prices, depending on their geographical 
location and their area of specialisation.43 Aside from rigid demarcations  
that exist in the labour market for health services and entry barriers to 
establishing a career in medicine, an underlying contributory factor is the 
publication of the Medicare Schedule Fee. 

It is paradoxical that government should go to the trouble of setting a fee 
for Medicare services, when it has no constitutional authority or power 
to control fees. The reality is that government strategies to impose either 
statutory co-payments or to introduce any charging conformity based on  
the Schedule Fee are as limited in 2015 as they were in the 1960s, yet the 
fiction persists that the existence of the Schedule Fee contributes in some 
way to public policy. 

The hierarchy of doctors’ fees not paid by government—whether in the 
nature of a GP co-payment, charges above the Medicare benefit for any 
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other private medical services, or the margin by which medical fees for 
private inpatient care exceed the threshold set by the Basic inpatient medical 
rebate—ultimately derives from formal acknowledgement of the vestigial 
Schedule Fee in the Health Insurance Act 1973. 

A climate of expectation ensues whereby the Schedule Fee becomes the  
first rung in the hierarchy: it is useful to government to help anchor higher 
GP charges through bulk billing incentives; and it can also act as a general 
spur for any doctors with sufficient market power to calibrate additional 
tiers of charging according to local market conditions, having regard as well 
to the AMA Fee list—with the destabilising corollary, in the case of private 
inpatient care, of driving the amount of available gap cover increasingly 
higher in a continuing upward spiral. 

Besides their direct burden upon consumers, doctor charges based on market 
power are costly (via higher premiums) to households contributing to higher 
private hospital tables. They also have an impact on state governments 
meeting the cost of contractual VMO work in public systems (via either 
individual employment contracts or other agreements).

The competitive effect of abolishing the Schedule Fee

Medicare arrangements should match the constitutional realities.   GPs 
charge the way they are rewarded to charge. The government should save 
itself the contradiction and the cost of paying GPs incentives to bulk bill 
while trying to advocate the virtue of patients becoming accountable for at 
least some of the cost of their care.

The Schedule Fee should be abolished hand-in-hand with abolition of 
GP bulk billing incentive payments for which GPs received a government 
subsidy of some $0.6 billion in 2016. Abolition of the Schedule Fee  
(by setting it at zero) in conjunction with its GP incentives would create 
an arm’s length between fees actually charged and benefits that could be  
claimed. Without the distortion of a billing incentive attached to an 
official price signal, GP charges would gradually find their own level, but 
not necessarily linked to the Medicare benefit — as indeed would tend to 
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occur for all doctor charges. Instead, government could simply publish  
a standalone benefit payable on items listed on the Medicare Benefits 
Schedule. The notion of quasi-statutory co-payments would then fall away 
and save governments the political embarrassment of trying to introduce 
them. This change could be accomplished under the Health Insurance 
Regulations without legislative affirmation. 

Individual doctors would retain freedom to set their own fees as they saw  
fit according to local market conditions. Their correctly itemised services 
would continue to attract Medicare benefits. Those GPs with concerns  
about co-payments creating a barrier to their patients’ accessing primary 
preventive health services would remain at liberty to set their fees at the 
Medicare benefit and to absorb the loss of the bulk billing reward payment 
on their own account. 

In the case of specialists, abolition of the Schedule Fee would undermine the 
baseline that accommodates differential gap and no-gap private insurance 
for inpatient services and help create thereby opportunities for a more 
competitive repricing of specialist services. 

GPs with market power, and most specialists, who are accustomed to 
charging fees exceeding the benefit, would remain free to compete in the 
market place but without the Schedule Fee as a background price signal 
or as a benchmark for Basic inpatient medical benefits (which insurance  
funds would competitively determine without government regulation). In 
the case of GPs, individual doctors (if they felt it necessary) would have 
the inherent capacity to privately recoup, to the extent possible in the free 
market, the equivalent of the GP billing incentive subsidy they had lost. 

Under a simplified and reformed Medicare, co-payments (and the public 
odium they clearly attract) would hence nevertheless become the business 
of doctors rather than of governments. This would focus health consumers’ 
minds on what doctors charge instead of what government pays, and would 
engineer a shift towards greater competitiveness in setting medical fees — as 
in markets for medical services in countries without price signals, such as 
New Zealand and Singapore. 
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GPs could continue to accept assigned benefits and charge patients for any 
residual privately determined ‘out-of-pocket costs’ that prevailed—although 
it is likely that legislation would be required to permit a benefit to be 
assigned if gaps charged exceeded the amount of the assignment. If legislative 
change proved a barrier, alternative administrative arrangements for paying 
benefits could be adopted, such as those currently used for specialists 
whereby patients pay in full, with the doctor’s practice simultaneously 
claiming a benefit on behalf of the patient through a Medicare EFTPOS 
link and directly crediting the patient’s benefit to their bank account. In any 
event, the inherent driver of medical fees in most situations would be a shift 
towards greater competitiveness and a distancing of government from fee 
setting arrangements.

Of course, removal of the bulk billing subsidy may not be popular with 
GPs. They cannot, however, have it both ways. It will always remain 
their prerogative to advocate for remuneration exceeding the benefit to 
compensate their loss of incentive payments. But rather than continuing 
to shift their business risk on to third parties, they should wear this risk by 
testing the market for themselves as any other small businesses are bound to 
do, without the umbrella of public patronage. The incentive was, after all, 
first introduced quite suddenly as an outright windfall to GPs without regard 
to scope either for congruent productivity gain or for the attainment of new 
standards of quality assurance.

Abolition of the Schedule Fee would have systemic implications not just 
for GP co-payments. Its abolition would have ramifications, for instance, 
for operation of indexed Medicare Safety Net thresholds.44 These are 
designed to provide relief for individuals and families with ‘unusually’ high 
out-of-pocket out-of-hospital medical services costs. The 2017 baseline 
(or ‘Original’) Threshold provides 100% of Schedule Fee cover for out-
of-hospital medical services once the sum of the series of a person’s gap  
payments to doctors exceeding the Schedule Fee reaches $453.20 in a  
calendar year.45 Formalisation of such gaps by way of the Schedule Fee creates 
further avenues mainly for specialists to raise their fees above the Schedule 
Fee and defeats the purpose of the Safety Net. 



The Future of Medicare: Health Innovation in 21st Century Australia

188

Extended Medicare Safety Nets (EMSN) rely on higher thresholds and  
refund 80% of all out-of-pocket costs for out-of-hospital Medicare services 
above the threshold in a calendar year—$656.30 for Concession card  
holders and $2,056.30 for the general population for 2017.46  EMSNs 
create a further layer of subsidy to accommodate what are often prohibitive 
specialist out-of-hospital charging practices. A 2009 study found that 
because the EMSN simply targeted a doctor’s bill, nearly 80% of its cost 
went towards higher specialist fees.47 The competition effect of removing the 
Schedule Fee would reduce the need for all routine Safety Nets. If instead 
the government were to introduce a modified and carefully targeted Safety 
Net to cover for chronic and catastrophic health events affecting the poor,  
it would reduce at least the extent of its moral hazard exposure.  

Although Australia is not the only country to publish an official fee list 
for medical services, some countries recognise fee lists as potentially anti-
competitive. In Singapore, a country with health outcomes comparable 
with Australia, doctors charge patients without reference either to fee lists or  
indeed to any list of service definitions. Free market pricing of medical  
services in Singapore not only plays a role in encouraging health consumers  
to make discriminating choices; it also constitutes an incentive for 
practitioners to keep their costs down and to maintain affordable charging 
practices within the means of patients.48 The market for medical services 
in New Zealand bears more resemblance to Australia’s than to Singapore’s. 
GPs are contractors to New Zealand’s public health system but they 
independently set the fees they collect from patients over and above their 
public remuneration without reference to government or other fee lists.49

Even if Australia were to abolish its Schedule Fee, the move to a free market 
for medical services under Medicare in Australia would be constrained by 
the continued existence of the list of Medicare item numbers; defining the 
services for which a benefit was payable, and the restrictions applying to 
their use. This would thwart scope for competition in new product service 
offerings. The main competitive driver would be price competition centred 
upon Medicare service definitions with a capacity to charge fees ranging 
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between the benefit payable and various levels above, depending upon local 
market conditions, doctors’ respective skill sets and their special interests  
and professional reputations.

This would nevertheless at least create greater opportunities for doctors to 
more aggressively advertise their fees and to create greater price transparency 
as occurs in the case of dentists and optical dispensers. It could encourage the 
adoption of voluntary peer review mechanisms (as sanctioned by antitrust 
authorities in the United States50) to handle complaints about doctor 
overcharging. It may also offer scope for GPs to offer their regular patients 
increased service content for the service definitions.

A further step in moving towards a more competitive Medicare would be to 
refine the definitions of Medicare item numbers so as to introduce greater 
flexibility in the service descriptions, including greater scope for blended 
payments and for care perhaps involving term contracts covering one or 
more item numbers.

AMA Fee List and competition policy

Abolition of the Schedule Fee, and as a corollary the related fee list  
maintained by the Department of Veterans Affairs, would serve to focus 
attention on the private medical price signals remaining in the market, 
and create a focus for their ultimate removal: the AMA Fee List and other 
derivative lists that the industrial wings of some specialist disciplines 
maintain, such as the Relative Value Guide of the Australian Society of 
Anaesthetists.51 Although the AMA claims that its fees are “only a guide” and 
not recommended fees, it is clear that many doctors and medical practices 
(and procedural specialists in particular) overtly adopt confidential AMA 
list fees privately disclosed between themselves as their own. Practice web 
sites are legion allowing, for example, that “consultation fees are at the rate 
prescribed by AMA”; or that the doctor “bills at the recommended AMA 
fee”; or that fees “are guided by the AMA”, etc.

Where competition is jeopardised through access issues or the risk of 
cartelisation because of professional entry barriers, the market becomes 
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progressively receptive to extraneous price signals such as published 
(government or private) fee lists.

Although it is silent about doctor fee setting, the Competition Policy  
Review Draft Report (the Harper Review),52 released on 22 September 2014, 
believes that “private disclosure of pricing information has the potential 
to harm consumer interests as it can facilitate collusion on coordination 
between competitors…” 

As things stand, medical services are subject to competition policy, 
adjudicated by the ACCC, administering the Competition and Consumer 
Act 2010—previously the Trade Practices Act 1974 (TPA). Part IV of the 
TPA (dealing with restrictive trade practices) applied originally only to 
professionals working in incorporated business structures. The TPA did not 
affect doctors working as sole practitioners or in unincorporated partnerships. 
This may have represented some sort of implicit acknowledgment of a 
special relationship claimed to be inherent between doctors and patients, 
based on quality of service and ethical criteria. This changed in 1995 when, 
under the aegis of Council of Australian Governments (COAG), the states 
and territories enacted their respective Competition Policy Reform Acts, 
incorporating provisions of the TPA and extending its reference to “persons”. 
In November 1995, the ACCC gave new guidance to various health 
stakeholders, including individual professionals and associations, advising 
them of issues such as fee setting and arrangements with other professionals 
that could put them at risk of contravening the law.53

Competition law in relation to the practice of medicine as it stands 
nevertheless remains anomalous. It is intended to prohibit competing 
doctors from collectively agreeing on the fees they will charge patients, or 
participating in agreements that claim to recommend prices but which in 
reality fix prices by agreement. However, since 2002 the ACCC has issued 
various authorisations, including consent to “capped fee structures”54 as well 
as permission for doctors working in partnership in the same practice to 
discuss and agree fees. In 2013 the latter type of authorisation was extended 
to allow GPs practising in a partnership to collectively bargain with public 
hospitals for public medical services such as after-hours consultations.55 
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GPs working in associateships meeting certain criteria, including 
accreditation by The Royal Australian College of General Practitioners 
(RACGP), may also discuss and agree on fees;56 but surgeons who work 
as associates evidently are regarded as practising as individuals and cannot 
discuss fees.57 Moreover, in setting their fees, even though doctors may freely 
consult the AMA Fee List, they cannot legally discuss their fee policies with 
other doctors or partnerships.

Whilst there have been isolated cases where the ACCC has secured 
judgements against individual doctors,58 it is evident that competition law 
as it relates to the pricing of medical services continues to be tested in a 
series of case-by-case authorisations or Federal Court judgements. This is  
far from satisfactory. Under the present law it appears challenging to 
disentangle price signalling and possible implicit collusion by way of the 
AMA Fee List from the act of consulting the List to arrive at a fee. An 
amendment of The Health Insurance Regulations to abolish the Schedule 
Fee hence remains a necessary but insufficient condition for a move toward 
competitive fee setting for medical services.

While in Australia the ACCC has never made any formal decision on the 
AMA Fee List, by contrast in 2007 the Singapore Medical Association 
(SMA) withdrew its Guideline of Fees (in force since 1987) to avoid the risk 
of contravening Singapore’s Competition Act. In 2010, in recognition of the 
harm that fee recommendations can do to competition, the Competition 
Commission subsequently affirmed the SMA’s action.59 The Commission 
found that the Guideline infringed section 34 of the Competition Act by 
breaching prohibition of agreements that have as “their object ... restriction 
or distortion of competition within Singapore” and that the Guideline 
delivered no net economic benefit.

Making Medicare More Competitive 

It is ironic that the AMA Fee List originated with the blessing of  
government for purposes of calculating the Schedule Fee and defining 
the content of the Medicare Benefits Schedule. Both became integral 
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to the Health Insurance Act 1973. The public policy environment has 
since changed dramatically. High expectations that an AMA List would  
harmonise with a Schedule Fee on a gentlemen’s agreement were quickly 
dashed. The nexus that existed between them was lost a year after it was 
forged and has never been re-established. 

Where, due to lack of competition, doctors do not bulk bill, the Schedule 
Fee has the potential to encourage medical service pricing by some GPs and 
most specialists in a way quite the opposite of what was originally intended. 
Since it cannot control what doctors charge, the Schedule Fee has no  
intrinsic public policy worth in determining patient out-of-pocket 
payments—except in situations where, at much additional cost to 
government, doctors are paid to observe it. As a corollary, it therefore fails  
as an efficient anchor for any official co-payment policy; neither is it 
recognised by the AMA, because doctors are always free to set their charges 
in the manner of their choosing at or above the statutory benefit payable. 
Where doctors exert market power, the Schedule Fee becomes a baseline  
that brings an inflated AMA Fee List into play, inviting GPs and specialists 
alike to set fees that risk becoming a charge against consumer welfare.  

The primary concern of funding agencies (government and health funds) 
should thus be the setting of benefits—and in the interests of efficiency, 
at levels that leave room for a more effective market, free of the burden 
of bulk billing subsidies or no-gap insurance, to arbitrate co-payments and 
out-of-pocket specialist charges. The Schedule Fee has become redundant: 
it has failed its original purpose and much more; and should accordingly  
be abolished to facilitate greater scrutiny of the effect of the AMA Fee List 
and permit more competitive market forces to play their part dispassionately 
in determining fairer fees.
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Chapter 7

Rational Federalism for  
Sustainable Public Hospitals*

David Gadiel & Jeremy Sammut

The ‘blame game’ redux

Under Australia’s complex federal system, public hospital services are  
owned and operated by state and territory governments, but are funded 
jointly. These mixed financial and operational responsibilities mean that  
a constant feature of the health policy landscape is the ‘blame game’. The 
states blame service delivery problems, including lengthy wait times for 
emergency and elective public hospital care, on inadequate federal health 
funding. In response, the federal government attributes these problems to 
inefficient and ineffective state government public hospital management.

Before the 2007 federal election, then-Opposition leader Kevin Rudd 
promised to implement national health reforms that would “end the 
blame game” over public hospitals. Under the new federal health funding 
agreement eventually negotiated by Prime Minister Julia Gillard in 2011, the 
federal government agreed to increase its funding for state health services, 
and the states agreed to a national system of ‘activity-based’, casemix 
funding for public hospital services. This means, where possible, that 
public hospitals are paid for each occasion of service they actually deliver, 
defined according to casemix (based on separations grouped according to  
ICD-10-AM into Australian Refined Diagnosis Related Groups), for 

*	� First published as Medi-Mess: Rational Federalism and Patient Cost-Sharing for Public Hospital 
Sustainability in Australia, Research Report 30, (Sydney: The Centre for Independent Studies, 2017).
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which they are remunerated at a ‘national efficient price’ (based on cost 
weights allocated in accordance with average variable inputs such as clinical  
labour, length of stay, etc). Some separations, such as for mental health, 
are still subject to block grant funding. The so-called ‘efficient’ price is 
periodically determined by an Independent Hospital Pricing Authority 
(IHPA) based on national averages across the public hospital system.1

The Gillard government’s ‘National Partnership’ funding formula  
committed the federal government to fund set proportions of the cost of 
public hospital care at 44% of the ‘efficient’ cost of each inpatient public 
hospital separation  by 2020–21. This included 50% of the ‘efficient’ cost 
of growth in activity from 2017–18. The agreement meant the federal 
government was expected to increase hospital funding to the states by  
$26 billion over the ten years between 2013–14 and 2024–25 — causing  
its contribution to public hospital funding to rise by 185% from $14 billion 
to $40 billion. 

However, the blame game re-emerged with a vengeance following the  
change of government from Labor to the Coalition in September 2013.  
The Abbott government rightly deemed the promise of 50% federal 
government ‘growth funding’ to be unaffordable on even the most optimistic 
projections of future revenue, and especially in the context of seeking to 
repair the federal budget and reduce the deficit and debt. The Gillard deal 
and activity-based funding formula was replaced with the standard funding 
arrangement — a capped, or fixed, annual federal contribution to the 
cost of state health services, indexed by CPI and for population growth,  
unrelated to activity.2   In response to further   protests by the states and 
territories, these decisions have effectively been reversed, in the short-term at 
least, by the new activity-based growth funding agreement introduced by the 
Turnbull government covering the period 2017–2020  (see below).3 

While the Abbott government’s 2014 Budget funding changes were 
presented in the media as an annual ‘cut’ to hospital funding totalling  
$50 billion over the 10 years to 2024–25, federal funding for hospitals 
remained destined to increase to $25 billion by 2024–25. The Coalition had 
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also suggested — via its 2014 Commission of Audit and 2015 Competition 
Policy Review processes — that to limit the call on public resources, market-
based policies were needed. These included greater involvement of more 
efficient private sector providers in the delivery of health and hospital 
services.4

The focus on efficiency was understandable. In all jurisdictions, health 
consumes around a third of the state budget, and public hospitals account 
for around two-thirds of total health spending. Between 2003–04 and 
2013–14, total federal, state and territory government expenditure on  
public hospitals increased by 80% in real terms, and more than doubled 
in all states and territories except NSW and Victoria (Figure 8).  All states 
and territories have recorded substantial increases in real spending, and the 
rising cost of public hospital care has been a major source of pressure on 
government budgets.5

Figure 8: Increase in real recurrent federal, state and territory 
government expenditure on public hospitals ($ billion)

Sources: Productivity Commission, Report on Government Services 2013, Table 10A.2 & Productivity 
Commission, Report on Government Services 2016, Table 11A.2

2003-04 2013-14 Real increase % *

NSW $7.78 $13.27 70.5%

Vic $6.32 $9.75 54.4%

Qld $3.81 $7.96 108.8%

WA $2.21 $4.47 102.5%

SA $1.77 $3.59 102.9%

Tas $0.44 $0.90 103.6%

ACT $0.43 $0.96 124.7%

NT $0.31 $0.73 132.3%

Aust $23.07 $41.63 80.4%
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Lack of productivity was a major issue because additional ‘inputs’ were 
being absorbed without a proportional increase in ‘outputs’† (as is typical 
in the public sector). This was tacitly acknowledged by the Gillard funding 
agreement. The creation of a national funding system based on defined 
hospital ‘products’, priced on national ‘efficiency’ criteria, may be used 
to justify improving public hospital productivity by encouraging them to 
realise gains at least to reach average levels of efficiency — thereby lowering 
the overall cost of hospital services to both federal and state budgets. 

Dilemma of a ‘free’ system

The 2011 introduction of the national activity-based funding system 
appears, at face value, to have had an impact on public hospital finances. 
But it is hard to distinguish evidence of the impact from the effect of  
parallel administrative measures to ration access to free care. 

As a component of its estimates of Australian health expenditure, the 
Australian Institute of Health and Welfare (AIHW) shows that over 
the period 2009-10 to 2014-15, recurrent growth in real public hospital 
expenditure was 3.4%, compared with 4.4% over the longer period 2004-
05 to 2014-15. This compares with a higher comparable growth over the 
period 2004-05 to 2009-10 of 5.4%, immediately prior to the introduction 
of activity-based funding.6 These estimates of comparative expenditure 
growth are roughly consistent with a heavily qualified, equivalent time series 
on levels of expenditure in the AIHW’s Hospital Resources report. However, 
there  is lack of consistent continuous time series data on total recurrent 
hospital expenditures for the years 2010-11 to 2014-15. Due to the lack 
of year-to-year consistency in the collection of the latter, the AIHW has 
declined in this instance to use them to publish figures for the behaviour of 
expenditure growth — choosing not to calculate figures for average change  
in recurrent expenditure ‘since 2010-11’ and ‘since 2013-14.’7

† �This problem was well demonstrated by the findings of the 2013 Queensland Commission of Audit headed 
by Peter Costello. The Commission found that while expenditure on public hospitals in Queensland had 
‘increased 43% in the five years since 2007, activity increased by less than half — only 17%. Queensland 
Commission of Audit, Final Report (Brisbane: Government of Queensland, 2013), 22.
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Even if we were to admit expenditure data (of better quality than available) as 
evidence of the impact of activity funding in controlling hospital expenditure 
growth, we would need to allow for the confounding effect of  rationing 
through use of public hospital waiting lists. 

Between 2011-12 and 2014-15, admissions from public hospital elective 
surgery waiting lists increased by 1.9%; but between 2013-14 and 2014-15 
they fell by 0.2%. These figures are more significant given that three-quarters 
of public hospital surgery is performed in larger public hospitals. Between 
2011-12 and 2014-15, admissions from ‘principal referral and women’s and 
children’s hospitals’ and ‘public acute group A hospitals’ increased by 1.6% 
and 2.8% respectively; but between 2013-14 and 2014-15 their respective 
growth rates fell to 0.8% and to 0.6%.8 

The reduced growth in admissions (which does not take into account 
increased demand due to population growth and ageing) may indicate 
activity-based funding has contributed to hospital activity, but to the extent 
of eventually precipitating a curb on the rate of elective admissions to enable 
hospitals to remain within overall budget caps. Administrative controls at 
hospital level (in lieu of price signals) —including patient waits, rationing 
of surgical lists and temporarily closing operating theatres and wards — can 
limit access to care and control expenditure (regardless of how hospitals are 
remunerated) much in the same way as expenditure caps imposed at state or 
national levels, but they are not a mark of efficiency.

As things stand, the states are still demanding the federal government fully 
restores the $50 billion 2014 Budget cuts — which would see public hospital 
expenditure grow well above forecast GDP — or increase the GST rate to 
15% to fill the ‘funding gap’.9 

There is no clarity about the impact of activity-based funding on hospital 
expenditure since 2011. Moreover, there is the likelihood its effect could 
ultimately prove equivocal in controlling health costs. To the extent it makes 
resources more productive, activity-based funding (without the distortion 
of administrative rationing) creates an incentive to treat more patients and 
increase community access to care. Activity funding may thereby yield 
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health consumption gains that know no bounds — as might be expected of 
any uncapped fee-for-service payment mechanism.10 The associated higher 
service volumes — even if they are remunerated at supposedly efficient 
prices — could thus cause the total cost of public hospital care to increase. 
Perversely, but understandably, more efficient and productive public hospitals 
with more patient throughput will not necessarily prove less expensive. As we 
shall show, under Medicare funding arrangements (all other things remaining 
equal) it may in fact cause overall public hospital expenditure to increase.

Box 11 Australian health federalism: 1975, 1984, and thereafter  

•	� State and territory governments have always been responsible for their 
public health services. But before the 1970s, the federal government had 
limited involvement in state health and hospital systems. The successful 
referendum on social services in 1946 gave the federal government the 
authority to fund state-run health services. Under the National Health 
Scheme of the Menzies government of the 1950s, federal government 
‘hospital benefits’ were made available to the states to contribute to 
the cost of public hospital care. Prior to this in 1942, the states had 
agreed to refer their constitutional power to levy income taxes to the 
federal government, which levied the first uniform national income tax in 
return for offering the states what appeared to be a financially attractive 
funding deal — a portent of the health policy upheavals of the 1970s  
and thereafter.11

•	� In the 1950s, membership of a private health fund was mandatory to be 
eligible to receive federal government hospital benefits — a policy that led 
to around 85% of Australians either being covered by private insurance, 
or having their health care paid for by the federal government-funded 
Pensioner Medical Service. A safety net for the disadvantaged unable 
to afford private health premiums took the form of free, means-tested 
public hospital care. The federal government benefit was paid to patients 
as a rebate through their health funds, not to state governments. In 
combination with fund benefits, this covered the cost of treatment in 
public hospitals, and offset the (still considerable) operational grants 
that state governments provided.12 In essence, however, public hospital 
services actually rendered were remunerated by a dual private and public 
financed ‘activity’ payment system, ensuring a guaranteed ‘steady and 
reliable’ flow of clinically-based income and minimal waits for treatment.13  

•	� But this was no golden age of public hospitals. State governments 
continued to struggle with the interrelated problems of funding and 
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governing their hospital services: each public hospital was independently 
administrated by their own board of governors, but with the state holding 
ultimate financial responsibility for budget overruns. Public hospitals 
were a major public administration challenge, since hospital boards 
frequently overran their budgets and left the state to underwrite the bill.  
The challenges of achieving financial control and containing the cost of 
health to state budgets set the stage for the introduction of Medibank 
(forerunner to Medicare) by the Whitlam Labor government in the  
mid-1970s. 

•	� In 1975, the federal government offered to share the recurrent net 
operating costs of public hospitals with state governments on a 50/50, 
open-ended, dollar-for-dollar basis. This is to say, the Whitlam government 
persuaded the states to sign up to Medibank — and to agree to provide 
‘free’ public hospital care — by committing the federal government to pay 
for 50% of real cost of providing all the public hospital services demanded 
and delivered each year, without rationing, queues, and waiting lists. 
The promise of having their mouths stuffed with gold and alleviating 
the financial burdens imposed by public hospitals was an offer the states 
could not refuse — and turned out to be too good to be true.14

•	� The Whitlam promise quickly proved unaffordable. The cost-sharing 
arrangement was immediately scrapped by the Coalition government 
under Prime Minister Malcolm Fraser, which agreed instead to fund 
only 50% of hospital costs ‘approved’ in consultation in the states. In 
1981, the federal government withdrew entirely from the cost-sharing 
arrangement, which was replaced with ‘identified’ (fixed or capped) 
health grants to the states, and was justified on the grounds of making 
the states more financially accountable. When the Hawke government 
re-branded and re-introduced Medibank as Medicare in 1984, it extended 
the Fraser government’s approach and continued to limit the federal 
government financial exposure to the cost of ‘free’ public hospital care 
by giving the states only capped health grants. 

•	� Given the intractable vertical fiscal imbalance in the federation - the 
division of health policy and funding responsibilities was far from ideal. 
The federal government, with the bulk of the taxing powers, was not 
responsible for financing anything like the actual cost of the real demand 
for public hospital care. The Whitlam promise of Canberra paying 50% of 
the real operating cost of ‘free’ public hospital care was the fool’s gold. 
Though no federal government under Hawke, Keating, Howard, Rudd, 
Gillard, Abbott, or Turnbull was ever close to fulfilling this promise — 
the federal share of hospital costs has traditionally hovered somewhere 
around 40% of the total cost of (rationed) public hospital services — the 
states have been committed to delivering ‘free’ hospital care with major 
budgetary and political consequences.15
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The imperfect path to public hospital  
expenditure control since 1984

Since the establishment of Medicare in 1984, the federal government has 
funded state and territory health services on the condition that public 
hospital care is delivered to all Australians without charge at the point of 
consumption. This rigid and onerous obligation to guarantee universal 
free access has exposed states to the risk of paying for unlimited free public 
hospital care. Without price signals, there is a presumption that demand 
will inevitably grow faster than supply. The ability to access free hospital 
services creates moral hazard.  There is a risk of over-use and over-servicing, 
with unlimited demand for separations matching (if not overwhelming) any 
efficiency gains. Because increases in supply can never be fully accommodated, 
the efficiency gain may be lost to inflated and wasteful health expenditure. 

The states’ financial exposure to the cost of public hospitals has been 
heightened because federal health funding has always been capped (never 
demand-driven) to limit the federal government’s financial obligations. 
Federal government funding for state health services has also been capped 
to offset the increasing cost of its open-ended, on-demand, ‘own program’ 
Medicare fee-for-service expenditure on the Medical Benefits Scheme (MBS) 
and Pharmaceutical Benefits Scheme (PBS).16 Federal government funding 
for state health services has thus dwindled in real terms since Medicare’s 
inception.17 Moreover, the federal government has the majority of taxing 
powers in the federation. This includes full power over income tax. During 
World War II the states relinquished — but did not abandon — their 
constitutional power to levy income tax to the federal government. The 
resulting chronic vertical fiscal imbalance in the Australian federation - the 
disparity between the federal government’s control over the majority of 
taxing powers (including power over income tax), and fiscal demands placed 
upon states and territories to assume health and other service responsibilities 
- means the states’ ability to meet their responsibilities has remained heavily 
dependent on the federal government; and since 2000, on the share of 
the federal government-levied Goods and Services Tax (GST) revenue  
distributed to each state and territory. 
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The federation’s disparity between revenue powers and health service 
responsibilities, combined with the federal government’s overarching control 
of the health policy framework, means the states have legitimate grievances 
about federal-state financial relations in executing their public hospital 
services management and delivery responsibilities. But the story in health 
is more complicated than the simplistic blame game over ‘lack of money’. 

In the mid-1970s, state governments were promised that creation of a 
universal, taxpayer-funded national health scheme would alleviate the 
funding and governance burdens associated with operating public hospitals,  
because the federal government would bear half the real cost of ‘free’ 
hospital care — a promise never fulfilled (Box 11). In reality, the coming of  
Medicare has left the states in financial straits.

State governments with relatively small and independent sources of  
revenue, and large and competing service delivery obligations, have 
shouldered the financial consequences of increasing public hospital use. This 
began when a large fall in private health fund membership was precipitated 
by the establishment of Medicare and the end of the public hospital means 
test. This shifted the full cost of treatment for formerly privately-insured 
patients onto state government budgets. PHI coverage fell from 64% of the 
population in 1983, to 47% in the late 1980s, to 30% in the late 1990s. 
The rate recovered to 47% only following the introduction of ‘Lifetime 
Cover’ rules, the PHI tax rebate, and Medicare surcharge arrangements by 
the Howard government in the early 2000s. 

Since 1984, financial realities have forced state governments to make 
hard decisions about access to ‘free’ public hospital care. The predictable 
response — to limit the threat of Medicare unleashing unlimited health 
expenditure on over-stretched state budgets — was to implement blunt 
expenditure controls. These consisted of frontline ‘global’ budget caps 
that bore little relationship to the actual demand for ‘free’ care, but which 
rationed access to services (chiefly by cutting hospital bed numbers and 
surgical lists). This in turn, led to the emergence and blowouts in waiting 
times for emergency and elective treatment.18 
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Given that states have severely limited macro-political authority over  
health, they sought to control their share of the cost of Medicare by rationing 
services.  Rationing by queuing was achieved by funding hospitals through 
the traditional block payment mechanism, with funding caps imposed 
to restrict operational capacity and limit the amount of care provided. 
Rationing was implemented in conjunction with governance changes that 
centralised financial and operational control over hospitals in state health 
departments — an administrative structure that has compromised the 
efficiency of public hospital systems (see below).

To minimise waiting times and enhance financial control over public  
hospitals, activity-based funding was introduced initially in Victoria 
in 1993,19 and thereafter indicatively, or in piecemeal fashion, in other 
jurisdictions. Supply-side initiatives — in general, and including effectively 
designed activity based funding (if strictly enforced) — can be important 
to address productivity lags and enhance policymakers’ ability to achieve 
the best value for taxpayers’ dollars by extracting the maximum level of 
services obtainable from available health resources. State government-led 
microeconomic reform initiatives to the extent the Medicare framework 
permits, including outsourcing delivery of publicly-funded hospital care 
to private operators where possible, can also partly mitigate governance (or 
public sector management) issues that impede public hospital performance. 

In this vein, the national activity-based funding system may be interpreted 
as an exercise in seeking ‘efficient’ terms on which the proportion of hospital 
costs are distributed between federal and state budgets. It is likely to have an 
impact on the unit-cost of care and on waiting times by using resources more 
intensively and productively — but most likely restricted to the least efficient 
hospitals (Box 12).   A more justifiable supply-side option would simply 
have been to define unit outputs according to casemix criteria and to permit 
hospitals to compete on price within an ‘internal market’. The very notion 
of a ‘national efficient price’ conveys something of a Stakhanovite flavour. 

In any event, the new funding system will not alter the fundamentals of  
a ‘free’ system, or eliminate blame shifting over waits and funding. The 
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blame game will continue while ever the federal government continues to 
write blank cheques for ‘free’ hospital care that the states can never hope to 
cash. While the existing Medicare framework remains,  rationing of access to 
hospital care by queuing will remain an unavoidable feature of a ‘free’ system, 
with total budget and service limits imposed by state health department 
‘system managers’ to contain the cost to the public purse. 

The real problem with Australia’s public hospitals is that federal involvement 
in state health systems has jeopardised state finances. However efficiently 
hospital services are produced, it is simply unaffordable for governments 
to pay for ‘free’ hospital care on demand. Certainly, activity-based funding 
may help accommodate an increasing demand for public hospital services 
caused by an ageing and growing population and new medical technology,20  
because there is a presumption that   higher volumes of services can be 
delivered for a given quantity of health funding. But paying public hospitals 
at what purports to be the efficient price does not guarantee their financial 
sustainability in an ageing Australia, since states must fund larger outputs of 
hospital services at zero prices. When hospitals exceed their budgets, there 
is always a risk of states having to bail them out by supplementing their 
share of activity funding from other state budgetary sources (Box 12). When 
this occurs, it saps the incentive for managers to improve efficiency and 
defeats the purpose of activity funding. There will hence always be the risk 
of efficiency gains being squandered on unnecessary or excessive services in 
feeding (at zero prices) an infinitely elastic demand for hospital care that is 
underwritten by ballooning state expenditure.

Box 12. Centrally-planned technical inefficiency 

•	� Enforcing budget caps and rationing care, as necessitated by Medicare, 
required altering the governance arrangements of public hospitals by 
centralising financial and administrative control over hospitals in state 
health departments.   Local hospital boards were abolished and ‘area 
health’ authorities were established to administer hospitals in designated 
regions. This command-and-control structure involves detailed micro-
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management of day-to-day hospital activities and centralised setting 
of policies (especially of industrial agreements) by remote centralised 
agencies. This has made public hospital systems by-words for bureaucracy 
and high administrative overheads, and resulted in well-documented 
negative effects on hospital management, efficiency and costs — 
lengthening waiting times by compromising the ability of the public 
system to deliver timely and cost-effective care.21

•	� The need for devolution of independent and accountable management 
responsibility to the local level has been a policy goal articulated for many 
years by state and federal politicians. Regrettably, in practice this has not 
been achieved, despite periodic and repeated redesign of governance 
arrangements. Instead, public hospitals in all jurisdictions continue to 
be run as branch offices of state health departments, which operate as 
both the funder and provider of centrally coordinated hospital services. 
Though public hospitals are currently under the nominal control of ‘Local 
Health District’ (LHD) agencies and their government-appointed boards 
of directors, state health departments remain the ‘system managers’ and 
retain high levels of involvement in the operational affairs of hospitals.22 

•	� The principal reason for continuing with highly centralised hospital 
management is because state treasuries carry the financial risk for the 
operating budgets of public hospitals. These governance arrangements — 
despite being subject to perennial and persistent criticism — have proved 
impervious to change. This is because, ultimately, the financial risk for 
‘free’ hospital care is carried by the purchaser (state governments) not 
the provider — individual hospitals, which remain responsible to health 
departments whose primary task is to try to prevent or limit budget 
overruns. 

•	� In practice, this environment creates a public sector monopoly that 
guarantees public hospitals will receive government custom, while 
dulling incentives for operational efficiency and good management, 
since public hospitals are not properly accountable for their financial 
performance. Because standard practice is for additional allocations 
to be made by Treasury to cover operating deficits, there is no real 
requirement for hospital managers to exert proper control over hospital 
finances. This can make a mockery of ‘national efficient pricing’, 
which is the hallmark of activity funding, because it is always open to 
states to effectively underwrite higher prices by increasing their share 
of the funding. In addition to undermining financial accountability, 
centralisation also impedes productivity and innovation, due to the lack 
of independent management. Frontline managers are expected to meet 
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centrally mandated KPIs, but have limited managerial autonomy and  
prerogatives, and little ability to overcome workplace rigidities that 
impede the efficient operation of public hospitals. 

•	� Centralised control of human resources has invited provider ‘capture’ in  
the form of high labour cost, inefficient work practices and rigid 
demarcations that impede cost-effective management and efficient 
delivery of quality hospital care. Many restrictive work practices are 
entrenched by state-wide industrial agreements between health 
departments and powerful health trade unions (including ASMOF, 
controlled by the Australian Medical Association, and the Australian 
Nursing Federation) which set the terms and conditions for employment 
for doctors, nurses, and allied health professionals. Hospital managers 
seeking innovative ways to deliver hospital care lack authority over their 
clinical workforces; multi-skilling, task-substitution and redeployment 
of the clinical workforce are prohibited by rigid demarcations inherent  
in industrial agreements. 

•	� State-wide nursing awards, combined with the freedoms visiting medical 
officers (VMOs) and staff specialists may exercise over their own  
schedules and work practices, deny managers the flexibility to secure 
efficient and effective care. Nursing is the largest single area of recurrent 
hospital cost, and nurses’ awards uniformly fix scales of remuneration 
across the entire state as well as conditions of employment that  
protect public nursing jobs — such as the strict nurse-to-patient ratios  
of one nurse per four patients that are a standard feature of nurse  
award conditions across Australia and a major barrier to productivity. 
Nurse-to-patient ratios exacerbate staff shortages, raise costs, and 
limit patient throughput because inefficiently using a hospital’s nursing 
workforce limits the number of beds available. 

•	� Hence the so-called ‘national efficient price’ terminology associated with 
the national activity-based funding system is a misnomer. The so-called 
efficient price is calculated by averaging the cost across all services, 
which means the national activity-based funding system will implicitly 
under-write the existing inefficiencies embedded in the public hospital 
system. It would help to discover the true efficient price of public  
hospital services and deliver the best value for the ever-increasing  
amount of taxpayers’ money spent if the kind of structural reforms that 
have been commonplace in other government instrumentalities in the 
last 30 years were implemented. However, state governments have  
been reluctant to undertake them in relation to public hospitals for  
fear of the political repercussions.
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Medicare is the problem 

According to the 2016 NSW Government Inter-Generational Report, 
the rising cost of ‘efficient’ public hospital services is unsustainable. The 
report shows that under current tax and health policy settings, by 2055–
56 rising health expenditure — driven mainly by the increasing cost of 
public hospital care to the NSW budget — will be responsible for 60% of 
the forecast ‘fiscal gap’ between revenue and expenditure of 3.4% of Gross  
State Product.23 Former NSW premier Mike Baird described health  
funding as an “unbelievable challenge and the numbers continue to be 
daunting.”24 In response, the NSW Government has led calls by state 
governments for the federal parliament to increase the rate of GST from 
10% to 15% to fund (in part at least) the state health burden.25 This would 
represent the largest peacetime increase in taxation in Australian history  
and is an indication of the scale of the ‘hospital funding crisis’. 

The federal government’s Inter-Generational Report (IGR) also shows 
the rising cost of health in coming decades will be primarily responsible 
for placing unbearable fiscal pressure on the federal budget — necessitating 
either substantial tax rises, cuts to services, larger deficits and debts, or their 
combination.26 Ironically, the fiscal projections in the IGR exclude the 
impact of current federal policy on state budgets — even though the federal 
government, as architect of Medicare, is imperilling state and territory  
public hospital systems.

For more than three decades, state and territory governments of all 
persuasions have struggled to operate ‘free’ public hospitals effectively amid 
rising demand, escalating community expectations, and growing public 
dissatisfaction. In the long run, public hospital services are unaffordable 
under current policy settings. No level of government, state or federal, 
with or without activity funding, will have sufficient money to pay for 
the projected cost of all the ‘free’ hospital care the community will want 
to consume out of taxes it is willing and able to pay. Therefore, what is 
fundamentally unsustainable about the Australian public hospital system 
is the federally-mandated policy of ‘free’ public hospital care that has 
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prevailed since the start of Medicare in 1984. The operation of Medicare  
has prevented state governments from taking effective remedial action to 
address jointly the supply-side defects with the demand-side issues critical  
to the sustainability of hospital services.  

Because ‘free’ health care has become a ‘sacred cow’, too little attention has 
been paid to the role Medicare has played in creating the public hospital 
‘mess’. The irreconcilable policy objectives of increasing ‘free’ access, while 
containing the cost of a ‘free’ system, is a dilemma that state governments 
understandably find impossible to solve under the existing health policy 
settings.

The standard view in health public policy circles is that a uniform national 
health policy is intrinsically meritorious. The  principle of subsidiarity — that 
full policy, funding, and political responsibility should reside with the level 
of government closest to the point of service — is consequently sacrificed  
to the populist cause of  ‘free’ public hospital treatment.  

Another view is that federal government meddling in state public hospital 
systems since 1984 has created the public hospital mess by imposing on 
state governments the Sisyphean task of delivering ‘free’ hospital care to all 
comers, while restricting the states’ policy authority over their hospitals. This 
has created unintended but predictable consequences, including rationing 
and related governance and productivity issues that have compromised the 
performance of state hospital systems. The need to contain the financial risk 
inherent in a ‘free’ system has contributed to high levels of bureaucracy with 
centralised state health department control over the daily activities of public 
hospitals. This has bequeathed a command-and-control structure that — in 
combination with productivity-killing, state-wide industrial agreements 
covering a highly unionised clinical workforce — thwarts independent, 
accountable and innovative management at the local level. (Box 12) 

Even if states summoned the political will to undertake meaningful 
microeconomic reform to address governance problems, improving the 
productivity and technical efficiency of public hospitals (Box 13), this 
would be insufficient to ensure the long-term future of public hospitals 
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and the solvency of state budgets. The affordability challenges in state 
health systems cannot reduce simply to states applying sound principles 
of public administration. There are underlying structural causes that have 
been exacerbated over the last three decades by federal interference in state 
hospital systems, associated with the service responsibilities of Medicare. The 
blame game over the inadequacies of federal funding for health has gifted 
states a perpetual excuse to not confront overdue microeconomic reform.27 
Yet this should not distract from the role that federal-state financial relations 
inherent in Medicare have played in creating the public hospital mess. 

A comprehensive solution to the public hospital crisis requires a federalist 
solution that will resolve the public hospital mess by permitting states to 
address not only the supply-side challenges in a meaningful way, but also 
to deal with the crucial demand-side challenges. This requires new federal-
state financial relations that will safeguard state budgets by allowing states 
to assume simultaneous control over public hospital funding, policy and  
service responsibilities.

Federalism and demand-side reform

Revision of the federation to end federal meddling in state health systems 
through national control of health policy could play a constructive role in 
encouraging states to make rational decisions about health policy. The key 
to creating affordable public hospital systems is to endow the states with 
sufficient authority and incentive to make these decisions — and to take their 
electorates with them towards sustainable health and hospital systems. As 
we have remarked above, this requires realignment at the state level between 
financial (tax) policy and political and health service responsibilities. States 
and territories have yet to comprehend it is in their best interest for the 
federal authorities to cease dictating health policy and to take back their 
income tax responsibilities, recognising, as this report argues, that taxing and 
service responsibilities should go hand in hand.

The states’ reluctance to seek or accept a return of these responsibilities 
was evidenced when Prime Minister Malcolm Turnbull sought in vain to 
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germinate his model of ‘competitive federalism’, announced as a curtain 
raiser to the COAG meeting with state leaders in April 2016. 

The Prime Minister proposed that the federal government would reduce 
the federal income tax by an agreed percentage to allow the states to levy 
an income tax equal to that amount, thereby enabling the termination of 
existing federal grant programs such as funding for state hospital services. 
This ‘tax swap’ idea was based on a proposal canvassed in 2014 by the Abbott 
government’s National Commission of Audit, which suggested that the 
marginal rate of federal income tax be cut from 32.5% to 22.5% to allow the 
states to collect the remaining 10% as a “state income tax surcharge”.28 As 
the then Prime Minister rightly argued, a state income tax would address the 
central conflict: the inability of a state directly to raise revenue sufficient for 
their own responsibilities, while making them directly accountable to voters 
and taxpayers in their states for how revenue was spent. While there would 
initially be no overall increase in taxation, in the longer term a state income 
tax would also enable states to exercise financial autonomy with freedom  
to increase or lower taxation as necessary — ending once and for all the 
blame game over federal-state financial relations.29   

When the states rejected the tax swap deal, the hospital funding can was 
kicked down the road for political reasons. To remove the issue from the 
agenda ahead of the 2016 federal election, the Turnbull government struck 
an interim Heads of Agreement with the states that restored some of the 
‘savings’ cut from the Gillard funding deal by the 2014 budget. For a period 
of three years from 1 July 2017 to 30 June 2020, the federal government 
agreed to fund 45% of the efficient growth of activity-based services, with 
overall growth in federal funding capped at 6.5% (in line with the reduction 
of growth in hospital costs under the national activity-based funding 
system), with a longer-term funding deal to be negotiated and to commence 
thereafter.30 The deal was subsequently supplemented by an additional 
commitment by the Turnbull Government of $2.8 billion over the four-year 
forward estimates announced in the 2017 Budget. 31
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The outcome of the April 2016 COAG meeting — along with the Turnbull 
government’s subsequent abandonment of the White Paper on Reform 
of the Federation — suggests recasting federalism is unlikely to proceed 
through a top-down, Procrustean approach imposed from above. Instead, 
such initiatives may perhaps ultimately more plausibly be instigated from 
below — that is, by the states facing reality about the unsustainability of the 
federal-state health and financial relations status quo.

The rejection of federalism is a paradox: it shows state governments have  
yet to understand how their best interests would have been served by levying 
a state income tax to fund their health services.

To avoid the financial calamity of fundamentally unsustainable free hospital 
systems that no government — state or federal — can afford, states should 
therefore honestly confront  the unsustainability of the federal-state health 
and financial relations status quo. Reform of the federation can be driven 
only from the bottom up. State governments must lead the way on reform  
of the federation to safeguard their own budgets from Medicare, and to 
endow themselves with the means to undertake the demand-side policies 
key to sustainable hospital services.  

States should therefore demand the right and opportunity to take back their 
income tax powers — equivalent initially to the quantum of hospital funding 
they would sacrifice as specific purpose grants and the federal government 
share of activity funding, met from federal government tax collections. The 
percentage of the federal income tax scales so surrendered would thereafter 
be designated ‘state income tax’, including the Medicate levy. 

The method of its collection would remain the same, with both the state 
and federal income tax collected by the Australian Taxation Office (ATO). 
However, the extent of income tax raised on behalf of participating 
states could rise or fall as necessary to meet their health and other service  
responsibilities. The political responsibility for the state income tax rate 
would encourage reform in health on the supply-side (as above), as well 
as focus attention on the demand-side policy dilemma still confronting  
public hospitals. 
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The logical corollary of a state’s decision to reclaim its income tax powers 
would effectively release it from its obligation under Medicare to provide free 
public hospital care. But after the debacle of April 2016, to advocate for such 
reform may even charitably be interpreted as ‘courageous’. Tampering with 
the fundamentals of Medicare is the third rail of Australian politics. Yet the 
feasibility and case for restoring state income tax, in conjunction with public 
hospital charging, needs to be assessed in light of its unpalatable alternatives. 

Even if states were to embark upon microeconomic reform, supply-side 
initiatives and productivity gains can never in themselves suffice to sustain 
public hospital Medicare. We have shown how the effect of unconstrained 
demand in a more supply-side efficient, but ‘free’, hospital system would be 
more expensive. It would perpetuate — and possibly intensify — the need 
to contain costs by rationing with queuing or bailing out inferior hospital 
management. Further, supply-side reform as a stand-alone policy without 
price signals would inevitably create a vortex for further spiralling demand 
excesses, augmented by the impact of population ageing and advances in 
medical technology. 

The sustainability of public hospitals can be addressed ultimately only with 
demand-side initiatives as an ingredient in reform and as a component of 
rational federalism — which Medicare now precludes. State governments 
accordingly need to address this by reasserting their income tax powers 
in conjunction with a release from the requirement to deliver ‘free’ public 
hospital care. Restoration of full financial and policy responsibility for public 
hospitals would allow states discretion in designing their own strategies 
for their own hospitals’ public policy, subject as always to the will of the 
electorate. 

Rational federalism would invite state governments to seek political support 
for local income taxes to fund public hospitals. There is a presumption 
that state leaders would already have been in ‘hard’ conversation with their 
electorates about the future of their public hospital systems. Once adopted, 
state income tax would become an immediate spur to hospital efficiency. 
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Fear of increasing state income tax to cover the cost of badly managed  
hospitals would encourage local politicians not only to make effective 
decisions about how to run public hospitals, but also to adopt realistic 
dialogue with voters about the real demand-side challenges. 

Many states already make it their business to charge for public hospital 
care, but as revenue measures, wherever the letter of the law permits.33 At 
admission, all patients are routinely exhorted to elect to be treated as private, 
fee-paying patients (even in emergency situations), especially where it can 
be established that they possess an entitlement to third-party payer support 
such as private health insurance, workers’ compensation or a motor accident 
or tort liability claim. Most patients who incur fees thus willingly accept a 
double cost burden. As taxpayers under Medicare, everyone pays for their 
free hospital entitlement but any private fees additionally incurred represent 
a further layer of direct or indirect charges, depending upon any right of 
recourse to claim a private benefit. 

Miscellaneous charges, such as to Medicare-ineligible patients and for 
outpatient pharmaceutical charges, are meticulously enforced; hospital 
car parking operates at full capacity on commercial principles and attracts 
high charges from franchise operators that customers are evidently willing 
to pay as a proxy co-payment (although starting in July 2017, the NSW 
government is proposing to introduce concessions for certain patients and 
carers); ambulance fees apply to the general population and may be pursued 
through debt collection agencies if necessary. Charging by public hospitals 
is thus extensively employed; it represents a boundary already crossed. The 
pathway to wider adoption of this principle may not be as far-reaching as its 
critics will try to claim.

If more formally, widely and explicitly adopted, charging for all public 
hospital care as a demand-side policy, rather than as a purely revenue 
measure, would become self-reinforcing. States would clearly be reluctant to 
turn back the clock to wear the political odium of perpetually drip-feeding 
unconstrained hospital utilisation (of doubtful health gain) with higher  
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state income taxes or debt or both. Rather, they would be encouraged 
to continue to court electoral favour with lower taxation. This would  
reinforce effective hospital policy embodying supply side and managerial 
efficiency with minimal patient waiting times. The extent of hospital 
charges that patients cost-shared would reflect the efficiencies realised.  
States would be better placed to retire their debt, lower their income taxes  
and thereby to provide a magnet for population increase, private investment  
and economic growth. 

Not all jurisdictions may have an appetite for the discipline of a state income 
tax — let alone demand-side hospital reform. A more palatable alternative 
could be an ‘opt-out’ approach that might permit states individually and 
voluntarily to assert their income tax powers and to reclaim authority over 
health policy to pursue their own path in budgetary and hospital system 
sustainability (Box 14). 

The benefits of economic growth in states that adopted these new fiscal 
principles would deliver them greater capacity (through all tax collected) 
to support the delivery of high quality health services and to open 
new opportunities for innovative hospitals operating in generally more  
contestable settings.

On the other hand, states not introducing their own income tax and who 
neglected the chance to embark on rational hospital management strategies 
would be confronted with the risk of ensuing ‘backwash’ effects of economic 
growth in states participating in reform. States opting for the status quo 
would ultimately feel obliged to consider competing with reformist 
jurisdictions by synchronising for themselves the adoption of state income 
taxes linked to hospital policy reform. Alternatively, they could risk their 
investment and economic growth stagnating. The re-birthing of health 
financing could, moreover, provide a blueprint for financial reform in other 
high-spending portfolios for which states are responsible, such as education, 
that — like hospitals — have become addicted to federal funding as a matter 
of expedience. 
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Box 13. Microeconomic reform 

•	� The supply-side strategies that can address the interrelated governance 
and productivity problems in public hospitals are well-known. These 
entail a three-stage microeconomic reform agenda involving: (1) Creating 
a purchaser-provider split; (2) Corporatising public hospitals with truly 
independent and accountable boards; (3) Introducing competition and 
contestability (competitive pricing) via privatisation or corporatisation of 
public hospital facilities32.

•	� Reorientating the system towards market-based arrangements requires 
transforming the traditional role of state health departments into 
purchasers of hospital services. Instead of acting as both funder and 
provider of centrally coordinated hospital services as under the existing 
public monopoly model, central agencies should instead act as informed 
and discriminating purchasers, responsible for negotiating service 
agreements and contracts with local hospitals, with the ability to direct 
custom (without sacrifice to quality care) to better performing hospitals to 
contain expenditure and maximise the state’s return on health spending. 

•	� The first stage of microeconomic reform — a legitimate, arms-length 
purchaser-provider split arrangement — depends on the second stage: 
the meaningful devolution of financial and managerial authority via 
privatisation or corporatisation of public hospitals. This requires devolving 
managerial and financial responsibility (including financial risk) for each 
public hospital to their own board of management, with full control 
over all operational matters and full responsibility for the hospital’s 
entire budget. Incentives for operational efficiency would be enhanced if 
budgetary responsibility, including financial risk for ‘core’ clinical services 
(covering nurses, doctors and allied health), were carried (at least in part) 
by the provider instead of the purchaser (the state government). This 
could be achieved by emulating the ideals of the Foundation Trust hospital 
governance model of the National Health Service in England. Foundation 
Trust boards have the power to borrow and are responsible for debt 
incurred and can accumulate reserves as a reward for efficiency. Their 
solvency is monitored by an independent regulator. Trusts nevertheless 
have been marred by chronic insufficient capacity to meet burgeoning 
demand at NHS zero prices. (Independent administrators, for example, 
were obliged to take over the Mid Staffs Foundation Trust in 2013 to 
avert its insolvency).  

•	� Ideally, each hospital board and CEO would have full administrative 
and budgetary control and be responsible for setting the price of 
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its services in competition with other private and public facilities. 
Importantly, managerial autonomy and financial accountability under a 
corporatised system of hospital governance would mean giving hospital 
managers full control over the employment terms and conditions of their  
workforces. Independent managerial authority would include the  
freedom to negotiate enterprise agreements with staff that take local 
conditions and financial realities into account. Workplace flexibility 
would eliminate restrictive and inappropriate ‘one size fits all’ industrial 
agreements, and facilitate the implementation of innovative ways of 
delivering cost-effective services—a process encouraged by the incentives 
created by financial accountability and competition. 

•	� A purchaser-provider split would also allow for a new model of private 
sector involvement in the delivery of public hospital services. Selective 
privatisation via Public Private Partnerships, for new or redevelopment 
hospital projects, would create a competitive and contestable market 
for public hospital services, and give state health departments the 
ability to act with discretion as informed purchasers of all capital and 
variable inputs, including clinical labour. The ability to purchase services 
from better performing operators in contestable environments would 
encourage public facilities that remained in state hands to lift their 
performance and to emulate the more efficient and business-like practices 
of privatised or corporatised competitors. Microeconomic reform has the 
potential to deliver greater efficiency gains by encouraging the adoption 
of business axioms usually foreign to public hospitals. These include a 
culture of competition and innovation; more efficient, customer-focused 
service delivery; more flexible health labour work practices; and superior 
managerial accountability. 

•	� State governments should no longer allow public hospitals to be 
quarantined from structural reform. Political will is needed to confront 
and dilute the vested interests of health labour employed in public 
hospitals that has long benefited from government-funded public  
hospital employment on privileged terms. The introduction of market 
disciplines and incentives into the public hospital sector would improve 
productivity and encourage innovations that lower costs and improve 
quality. As in other areas of the economy subject to structural reform, the 
community would receive more and better hospital services for what — 
as the cost pressures of coming decades become apparent — will be our 
increasingly scarce health dollars. A microeconomic reform agenda will 
therefore help to control escalating health expenditure, improve access 
and increase the volume of services at least cost.
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Box 14: An opt-out model for federalism reform

•	� Achieving universal agreement among the states on reform of the 
federation would be difficult. In the absence of consensus, one solution 
could allow states individually and voluntarily to reclaim their income tax 
powers and authority over health policy, in conjunction with a tax swap 
with the federal government. However, this would involve  the federal 
government striking differential rates of income taxes across states. 
This would be unconstitutional: sections 99 and 51(ii) of the Australian 
Constitution prohibit unequal treatment of states by the Commonwealth 
with respect to taxation. 

•	� Optional reform of the federation, state-by-state, in an indirect but 
constitutionally valid form would still be possible. For states acting alone, 
this could be done if the federal government were to agree to:

	 A. �Convert the existing federal specific purpose payment for state health 
services into a general purpose payment. This would simultaneously 
release the state from its Medicare obligation to provide free public 
hospital care  inherent in the conditions of the specific purpose grant.

	 B. �Index the general purpose payment to the amount of health funding 
the state would otherwise receive according to the formula used to 
distribute health funding to other states. 

	 C. �Identify the value of the general purpose payment with the equivalent 
percentage of federal income tax revenue collected in the state. This 
would become the ‘public hospital levy’ in all but name. 

	 D. �A state could, if it wished, supplement the federal public hospital levy 
either by imposing its own income tax surcharge or levy or by issuing 
a tax rebate under its own legislation but administered by the ATO. 

•	� The opt-out federalism model proposed here has the potential to achieve 
the following beneficial outcomes:

	 1. �Establishing an indexed general purpose ‘health’ grant transparently 
linked to a specified percentage of the federal income tax collected  
in the state would end the blame game by making it clear that 
the citizens of the opt-out state were paying for public hospitals. 
The percentage of federal income tax so identified as the de facto 
‘public hospital levy’ would represent the real cost of operating public 
hospitals. Publication of the real public hospital levy would immediately 
make the state more accountable to voters for how this money was 
spent on public hospitals.
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	 2. �Under an opt-out model, the restoration of state accountability for 
health would be further enhanced if participating states chose to 
supplement the federal public hospital levy with their own additional 
surcharge through a state income tax, as their needs dictated. A 
hospital surcharge would give opt-out states powerful political 
incentives to undertake supply- and demand-side reforms. On the other 
hand, opt-out states would win voter acclaim were they to reduce 
income tax or perhaps rebate part of federal income tax/state hospital 
levy to taxpayers as an ‘efficiency dividend’ for operating sustainable 
hospital systems. Attention could be drawn to the extent of the gain 
that each household could derive by specifically inviting them to claim 
the hospital efficiency rebate as part of their annual tax return.

Strategy for implementing hospital cost sharing

Demand-side health policy in states introducing state income tax could 
include various forms of patient cost-sharing.  However, the default ‘roadmap’ 
for these jurisdictions would highlight at least two immediate imperatives.

First, patients exercising their right to public hospital treatment as public 
patients — including for any form of non-inpatient care that had previously 
carried an entitlement to admission or treatment without charge under 
Medicare — would henceforth be obliged to face a compulsory co-payment 
at the point of consumption. The impact of this would be designed to 
remove the distortion that (publicly available) insurance introduced between 
insured hospital services and other health services that may be equally 
effective. It would cause health service users to adopt greater rationality in 
their use of hospital services — for example, by perhaps seeking a second 
opinion for non-emergency elective surgery, or by substituting alternative  
non-hospital care. 

Second, as purely a demand management policy, the intention should be 
to employ hospital co-payments as far as possible as a ‘revenue neutral’ 
measure for both governments and households to pre-empt equity and 
electoral concerns. This could be achieved by automatically paying 
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quarterly compensation to all households in the state, equivalent to the 
actuarial cost of a typical household’s expected public hospital co-payment 
disbursements. These payments would reflect the probability of public 
hospital use, with the amount calibrated according to the characteristics of 
the household — regardless of whether or not the household had actually  
accessed any public hospital services (much in the same way as Centrelink 
at the time of writing paid an analogously-calculated compensatory 
Energy Supplement to all eligible households in Australia). The cost of 
the compensation may be amortised with the revenue generated by the 
co-payment (depending upon the price elasticity of demand for hospital 
services at prices above zero). And the co-payment’s deadweight welfare loss 
would be minimised to the extent of households substituting other goods for 
hospital services and other lower-cost care (such as GP or other primary care 
services) for inpatient care or other hospital services.  

Automatic compensation paid to all state residents would minimise the risk 
of compulsory co-payments for public hospital treatment being branded as 
unfair, regressive or inequitable. It would preserve the Medicare principle of 
‘universality’ for public hospital treatment since compensation would not be 
means tested, thereby minimising the risk of political backlash.  Compulsory 
co-payments for hospital services feature in some European national health 
systems including in France,34  but they are not compensated (or claimable 
from health insurance). The French forfait hospitalier, for instance, is a daily 
fee for the “hotel  services” component of acute public and private hospital 
stays. It is currently set at €18 per day (AUD27). This could serve as a model 
for hospital co-payments in Australia.35  

Universal hospital co-payments for which everybody is compensated would 
be politically superior to the Abbott government’s ill-fated co-payment plan. 
Although this exempted low-income groups, it was perceived as violating 
the principle of ‘universality’ of entitlement that was originally designed to 
support the integrity and quality of Medicare. It also  encountered a strong 
electoral backlash from voters resentful of having to contribute directly out 
of their own pockets to the cost of health services already funded by taxes.36 
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Private treatment in a public hospital would remain charged and paid 
for as under existing arrangements without attracting a further layer of 
compensatory entitlement. However, for consistency between publicly and 
privately insured hospital services, participating states would need to ensure 
(with federal government approval) first-dollar coverage was banned for all 
private health insurance tables offered by registered benefit organisations 
for any form of private care in both public or private hospitals. Health 
funds would thus need to amend their rules to eliminate gap payments for 
services related to private patient admissions, including for accommodation, 
theatre fees, prostheses and specialist medical and laboratory services. All 
such services would henceforth become subject to specified mandatory  
co-payments or other acceptable forms of cost sharing. Just as for enhancing 
the integrity of the public system, the application of like measures to private 
patients analogously would provide for greater stability in health insurance 
contribution rates.

Further, for private admissions to public hospitals, abolition of first dollar 
coverage tables would introduce uniformity and equity between co-payments 
incurred by public and private patients. For private hospital admissions,  
co-payments would reduce the risk of patients substituting first-dollar  
covered private hospital treatment for treatment that would have otherwise 
occurred privately in a public hospital. In the short run, had it deflected  
the private caseload away from public hospitals, this may have created 
more space for treating public patients in public hospitals. However, any 
such short-lived gain would be likely more than offset by a substantial 
escalation in health insurance contribution rates — especially in NSW 
which carries a much larger private patient caseload in public hospitals than 
other states — since it is much cheaper for health funds to write benefits for  
private treatment in public hospitals than for equivalent care in private 
hospitals (to the extent that it is offered in private hospitals). 

If higher premiums were precipitated, private insurance coverage may fall, 
further reinforced in turn by a consequential deterioration of the risk pool of 
privately insureds, and so on — thereby exposing the public hospital system 
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to the spiralling burden of a growing population disenchanted with health 
insurance and deflected into public care.

Lessons from Singapore 

In summary, for states that were to adopt it, rational federalism could  
introduce profound changes to their health economies. If properly 
implemented, it could transcend political resistances and priority would 
immediately attach to synchronising hospital supply- and demand-side 
efficiency measures that would permanently change the character of  
‘hospital Medicare’. Singapore (as Chapter 8 explains) provides an example  
of a high-income country with extremely good health outcomes. An 
important part of Singapore’s success derives from policies aimed at making 
patients conscious of the cost of their health services through cost-sharing.

Singapore spends some 4% of its GDP on health, compared with 9% in 
Australia for the same or better health outcomes. Gadiel and Sammut have 
shown that Singapore’s efficiency is in part attributable to its distinctive 
health system, the centrepiece of which is a national system of account-
based, contributory, personal Health Savings Accounts (HSAs). These are 
tax-effective savings vehicles that can be used to pay for health services and 
health insurance,37 administered through Singapore’s Central Provident 
Fund (CPF).

High levels of personal financial accountability for health expenditure, 
mandated by use of prices at point of consumption, differentiate Singapore’s 
health system from the likes of Australia’s. In Singapore, individuals are 
required to fund minor health costs for GP care, allied health services, 
and basic medicines as out-of-pocket expenses. The extensive use of direct 
patient charges is complemented by the use of insurance deductibles and  
co-payments for all inpatient care, charged to HSAs, with households  
thereby sharing in the cost of all hospital services.38

The design of Singapore’s HSAs has assisted in the extremely effective use of 
its hospital system through more effective pricing of hospital services at the 
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point of consumption. For example, its hospital separation rate per person 
year of 0.08 compares favourably with 0.4 in Australia; and the respective 
comparative hospital bed days used per person year are 0.51 and 2.36.39  
The opportunity for HSAs to play a role in Australian health reform, and 
for states that adopted ‘rational federalism’ to offer HSAs as an additional 
element in hospital cost sharing, is explored in Chapter 8.

Ask not what public hospitals can do for you…

To advocate for HSAs is to emphasise how they can ultimately contribute 
to household savings. Health reform can thus be presented not simply 
as confiscating ‘free’ health care from voters in the name of government 
budgets, but as giving them something more than Medicare: a personal 
financial stake in their use of necessary healthcare. But there is also a public 
interest argument to recommend demand-side focused health reform.

The real priority for states is to save themselves from the financial and  
political calamity of Medicare by securing genuine reforms that address the 
health system’s financial integrity. State governments could save themselves 
from Medicare’s problems by taking back their tax powers and reclaiming 
their authority over public hospital policy. States need to acknowledge how 
they can become champions of genuine structural change in the public  
health sector. Health system affordability relies on the demand-side 
intervention; so in the interests of fiscal and political self-preservation, states 
should recognise the gain from becoming advocates not only for rational 
federalism, but also for pairing such interventions with a cost-sharing 
(and potentially a ‘health savings’) approach to health financing. To save 
themselves from Medicare and to make public hospitals affordable, states 
ultimately must encourage their citizens to contribute to the cost of their 
own health care. 

It is frequently observed in relation to the health debate that Australia needs 
an honest and open national conversation about the future of its health 
system to address unrealistic community expectations about the constraints 
that dog a ‘free’ health system. Most governments and politicians, federal  
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and state alike, avoid this subject; they live in fear of the electoral 
consequences of belling the cat about the true limitations of Medicare. Yet 
at the state level especially, by the time rampant public hospital demand 
eventually culminates in uncontrollable hospital budgetary overruns in the 
face of intractable waiting times, dissembling will no longer suffice. 

Sustainable provision of hospital services would be possible under a rational 
federal system of devolved income tax and health responsibilities, which 
include reform on the demand-side that embrace cost sharing — if not within 
the shield of a ‘health savings’ vehicle, then at least within a stand-alone, 
compensated environment. Either option would preserve horizontal equity 
and enhance the financial integrity of hospital services without jeopardising 
universality of coverage. 

But to create an affordable health system, the collective cultural expectations 
that surround a ‘free’ healthcare must yield to the principle of greater personal 
responsibility for health. This is diametrically opposed to the expectation 
that normally prevails in public life in Australia: that governments must 
do all things for all people. Because this expectation can never be fulfilled,  
it nourishes deep-seated popular distrust of the political process. 

The popular perception, therefore, is that politicians are cynical partisans, 
susceptible to raising false expectations in pursuing their self-interested 
agendas. The political class in general repays public disdain by treating the 
average voter as a complaining mendicant with an insatiable appetite for 
government entitlements. The mutual disregard and contempt between 
politicians and voters is consecrated by unfulfillable slogans such as ‘free 
hospital care for all’. Looking ahead, the continued operation of ‘free’ public 
hospital systems in Australia will almost certainly require a combination 
of higher taxes, higher deficits and debt, and greater rationing — with cuts 
to health and other services. As the ‘credibility gap’ between the promise 
of ‘free’ health and the reality grows, it will magnify and potentiate voter 
disenchantment with politicians. 

The chasm between perception of private gain and public good is always 
vulnerable to exploitation by populism. This creates fertile territory for 
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public disaffection with government. Populists protest loudly (often on 
single issues) to harvest the discontent of disillusioned voters, but are 
bereft of solutions. However, political opportunists could prosper by filling 
the void left by ‘establishment politicians’ afraid to admit Medicare has 
defects that require remedies which may be electorally distasteful. Saying 
and doing nothing about Medicare will leave the governing parties in 
Australia vulnerable to populist assault over health while ever the demand 
and cost pressures seem destined to remain uncontrollable. The political 
class can either allow themselves and their successors to remain hostages to 
fortune — or to exercise the foresight to pursue owning both the problem 
and solution to the future of the public hospital system. 

To avoid the former fate, politicians must cease gulling voters with the 
unattainable and acknowledge that ‘free’ hospital care  can never occur. 
Australia is unworthy of a political class that habitually beguiles voters with 
falsehoods about the panacea of Medicare, and doggedly panders to them 
as inherently selfish and venal. If such base expectations come to lie at the 
heart of the democratic process, it will surely govern how politicians and 
voters behave towards each other.   Health reform presents an opportunity 
to reassert a civil society in which government becomes truly responsible to 
the people, and consents to share the burdens of real self-government by, of, 
and for the people. 

The only recourse open to state governments to save themselves from the 
financial blight of Medicare is by advocating rational federalism and genuine 
reform in health, and entering into ‘hard conversation’ with their electorates 
about the future of public hospitals.  To make public hospital systems 
sustainable, state government must urge citizens to accept greater personal 
responsibility for health through co-payments and implement cost-sharing 
strategies.  The real reform challenge is to enlist the help of the people to 
realise this goal. Instead of encouraging voters to ask what public hospitals 
can do for them for ‘free’, politicians need to start asking citizens what they 
can — and must — do for public hospitals.
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Chapter 8

Opt-Out Health Saving Accounts*

David Gadiel & Jeremy Sammut

Health iconoclasm in the United Kingdom and Australia

As technology advances and people live longer, there is  
no way the healthcare systems of developed nations can  

survive at a reasonable cost with a minimum level of equity  
in provision, without putting individual responsibility and  

public health policy at the centre of the debate.

— Tony Blair1

The opening ceremony of the 2012 London Olympics paid unusual 
homage to a national institution: film director Danny Boyle’s tribute to the 
National Health Service (NHS) famously featured 300 illuminated beds  
emblazoning ‘NHS’ across the field of the Olympic stadium. Established by 
the Attlee Labour government after World War II, the NHS has long been 
viewed by its advocates as a pinnacle of the British welfare state: no matter 
what else might be said of their country, since 1948 the people of the United 
Kingdom have accessed ‘free and universal’ health care paid by tax.

In recent times, however, the celebrated institution thought to have set 
Britain apart (particularly from the United States) has been subject to 
greater scrutiny. The core features of the NHS include no or low levels of 
‘cost sharing’ with patients, and low overall levels of private expenditure 

*	� First published as Lessons from Singapore: Opt-Out Health Savings Accounts for Australia, Policy 
Monograph 128, (Sydney: The Centre for Independent Studies, 2014).
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on health care. The absence of user charges for most services, which 
shifts the money cost of health away from individuals and directly on to 
public expenditure, is not sustainable. For example, a 2014 report on the 
future of the NHS by the respected independent health think tank, The 
King’s Fund, not only acknowledged the demographic and other financial  
pressures on the overstretched UK budget, but also risked sacrilege, boldly 
declaring that “the whole of current direct expenditure on health and social 
care, both public and private, cannot be met through public spending.” The 
scale of the financial challenge facing the NHS led the King’s Fund report to 
consider a number of possible responses, including new or extended NHS 
charges that might apply to those able to meet them. Examples of proposed 
cost-sharing measures are a £10 charge for GP, practice nurses, outpatient, 
or accident and emergency visits, and a daily accommodation charge of 
between £10 and £50 for hospital inpatient treatment.2

The UK debate about personal responsibility for health care came as 
Australia’s own ‘free’ taxpayer-funded health system, Medicare, faces 
structural, cost and ageing challenges analogous to those confronting the 
NHS. This in turn has invited national debate about similar initiatives that 
could require Australians to contribute more to meet the cost of publicly 
funded health care directly and lessen the increasing burden that health is 
placing on government budgets.

The debate about the introduction of now-abandoned GP co-payments 
has inspired considerable political heat because Australia’s Medicare, like 
Britain’s NHS, has a special national status. Since 1984, Medicare has sought 
to guarantee all Australians access to health care mostly without user charges. 
In keeping with the intention of its founders, Medicare has striven to offer 
access to a ‘universal,’ single class of a high quality care for well-to-do and 
poor Australians alike.3

The stated rationale for Medicare was that ‘universalism’ would avoid a  
‘two-class’ health system that gave the poor access to services of inferior 
quality. A uniform health system would hence reflect the national ethos of 
a ‘fair go’ for all. In reality, the evolution of a ‘mixed,’ public-private health 
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system, together with the structural flaws that have marred Medicare’s  
design since inception, has failed this egalitarian promise. In practice, 
Medicare has delivered an ever-increasing cost to taxpayers, rather than its 
promise of ‘free and universal’ health care for all.

Medicare: Structure, cost and ageing

Medicare provides on-demand access to non-hospital based medical services 
without user charges if the provider agrees to ‘bulk bill’ patients and 
accepts the Medicare Benefits Schedule (MBS) rebate paid by the federal 
government as payment in full. With around 85% of GP services currently 
bulk billed, and approximately 75% of all MBS services bulk billed, ‘free’ 
medical care is standard, and individuals contributing to the cost of medical 
care by paying out-of-pocket charges is the exception in Australia. Medicare 
also entitles Australians to inpatient and outpatient treatment from public 
hospitals without charge at point of access. The cost of ‘free’ public hospital 
care is limited, and the overall cost of the Medicare system contained, by 
rationing and queuing for public elective surgery. For this reason, Australia’s 
public hospital system, managed by states and territories, is shadowed 
by a private system as well as by private-paying beds in public hospitals.  
Private treatment both in public and private hospitals duplicates many  
types of treatment also delivered from ‘free’ public hospital beds, and some 
47% of the population are willing to hold private health insurance mainly  
to hedge the risk of public waiting lists.

It is not surprising that Australia’s complicated public-private health system 
encourages costly and inefficient allocations of health labour and capital.  
The federal government contributes to each of the systems. Aside from 
its activity payments (which started in July 2014) and fixed contributions 
to state and territory budgets for public hospital operating budgets, the 
government also contributes to teaching costs and makes discretionary 
grants to public hospitals for some capital items; and in an attempt to level 
the playing field, it also indirectly supports private hospitals by subsidising 
private health insurance premiums via the private health insurance rebate.



8. Opt-Out Health Saving Accounts

233

Equally unsurprising are the constant cost and demand stresses in the  
public components of Australia’s health services, driven in part by Medicare’s 
free entitlements to medical services, and exacerbated on the supply side 
by rigid industrial practices in the public hospital system and the lack of 
competition in the market for hospital services.4 Demand and supply 
factors have contributed to a rapid increase in government spending on 
public hospitals and significant growth in unrestricted medical benefits paid 
through the MBS. The federal government has been the fastest growing 
source of public health expenditure in the past decade, including rapidly 
increasing spending on the premium rebate for private health insurance.5

Currently, more than a quarter of Australian government spending is  
directed to health care, age pensions, and aged care. Without action to limit 
spending growth, public spending in these areas is projected to increase 
significantly over the coming decades, driven mainly by the rising cost of 
health.6 The Treasury’s Intergenerational Reports have repeatedly warned about 
the sustainability of the various components of Medicare, in conjunction 
with an ageing population and the associated demands that retention of 
Medicare in its present form will place on government to increase health 
expenditure. 

Demographic challenges are also at work. Australia’s population is ageing. 
This increases the dependency ratio as the proportion of the working-
age population diminishes. Without an increase in Australia’s overall  
productivity, other things remaining equal, the rising dependency ratio due 
to the ageing population will contribute to a reduced tax base and hence 
cause an increasing structural deficit. The implication if government health 
programs are to be maintained and greater rationing avoided without 
incurring increases in the public debt, is that taxation will have to rise to 
support increased public spending. Alternatively, if increases in taxation and 
rationing are both to be avoided, a realistic plan for reform of government 
spending on health and a redesign of Medicare that is sustainable will be  
the single most important determinant of maintaining quality health  
services in the future.
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Conventional health policy wisdom  
and the Singaporean experience

Debate is polarised in Australia about the future direction of health policy 
and options for cost sharing. Some proponents of the status quo argue that 
growth of health spending is no reason for concern: As Australia’s aggregate 
income grows, inevitably we can expect to spend a greater share on services 
such as health, education and travel—and proportionately less on staples 
such as food and clothing. As demand for health services for the country as 
a whole is income elastic (so the argument goes), it thus meets the classic 
economic definition of a ‘luxury good’—even though it may be a ‘necessity’ 
for individuals.7 With absolute growth in the economy, we should therefore 
be quite capable of accommodating Medicare and its expected call on 
greater public spending over time through higher taxation.8 This argument 
downplays the significance of spending ever-higher proportions of GDP 
on health by ignoring the opportunity costs of inefficiency in the health  
sector, and by overlooking political and economic limits to government 
revenue and spending on health amid competing policy priorities.9

Nevertheless, opponents of shifting demand for health services away from 
government subsidies argue this would simply switch a given demand for 
funding from Medicare to inequitable private sources, including private 
insurance. The experience of the United States, where combined public and 
private spending on health is approaching a fifth of the national income, is 
interpreted as evidence of the failure and inefficiency of private insurance 
because of its alleged adverse impact on health costs.10 Others argue that 
cost sharing is a tax on sickness11 and would jeopardise the integrity of 
Medicare—it would disproportionately affect the poor and chronically 
ill by inhibiting them from seeking access to primary care. This would 
then inhibit prevention or the interception of disease or both, and could  
ultimately have the perverse effect of increasing the workload of the public 
hospital system, causing the overall health budget to increase.12
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A comparison between Singapore—the one developed nation with a 
sophisticated cost-sharing health system—and other developed nations such 
as Australia, with public and private health insurance systems, fails to lend 
weight to the claim of an inexorable relationship between affluence and 
health expenditure. On purchasing-power parity criteria at least, Singapore 
enjoys a real income exceeding Australia, yet the ratio of health to GDP 
expenditure in Singapore (at 4.9%) is considerably below Australia’s (10%) 
(Figure 9). This indicates that consumers in Singapore necessarily devote a 
lower share of their income to health expenditure than those in Australia—
either directly out-of-pocket or indirectly through taxation or private health 
insurance. The difference in health expenditure patterns between Singapore 
and Australia and other comparable countries is explained by differences 
in their respective health funding architectures, including the high levels 
of ‘first-dollar’ individual accountability in Singapore that distinguishes its 
health funding from other high income countries.

The challenges of sustainability facing health systems around the world  
contrast with the low spending on health in Singapore, and have made 
Singapore and its distinctive health funding and service provision 
arrangements an object of international attention. Compared with other 
nations, including Australia, Singapore’s health system has delivered 
comparable First World standards of care and health outcomes at much 
lower cost—an achievement chiefly attributable to the greater personal 
responsibility for health expenditures and superior incentives for efficiency 
that are integral features of the Singaporean model.13

Conventional health policy wisdom, drawn mainly from the American 
experience, is that low public health spending and high private health 
spending is associated with higher health costs and lower health outcomes. 
Singapore’s experience (Figure10) shows that low public spending, low  
third-party (private insurance) spending, and high out-of-pocket spending 
is cost effective and has not adversely affected health outcomes (Figure 11).
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Figure 9: Comparative health expenditure as a percentage of 
GDP, 2014-16

Figure 10: Comparative sources of health expenditure as 
percentages of total health expenditure, 2014-16
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Figure 11: Comparative life expectancy at birth, 2015

Comparative health expenditure in Singapore, Australia and 
other countries

Health system architecture and design influence the services they deliver 
as well as outcomes that ensue. Studies of comparative health system 
performance using cross-sectional data are an established field of inquiry.14 
This chapter analyses cross-sectional data on some key health and other 
indicators in Singapore, Australia, New Zealand, the United Kingdom, and 
the United States. This invites inter-country comparisons between selected 
measures of health expenditure, behaviour and outcome.15

Although each of the countries selected is comparably affluent with 
similar health goals, the non-Asian countries mostly organise, deliver and 
finance their health services in ways that differ markedly from Singapore.  
In Australia, New Zealand and the United Kingdom, for example, the ratio 
of total health spending to GDP is typically in the range of 9–11%; in the 
United States it is 18%. This reflects that apart from the United States, 
annual per person health expenditure of these countries is AU$7000 – 11, 
000. It is at least double that in the United States. Singapore is a rank outlier: 
it spends 4.9% of its GDP on health and its expenditure per person on 
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health is less than half that of Australia and slightly more than a third for 
New Zealand and the United Kingdom (Figure 12).

Singapore’s expenditure patterns also differ markedly from Australia’s,  
New Zealand’s, and the United Kingdom’s in other respects. Its ratio of 
public to total health expenditure was 42% (or 2% of GDP) compared with 
67% in Australia, some 80% in New Zealand and the United Kingdom—
and 40% in the United States; its share of private expenditure represented 
by direct out-of-pocket payments was 95%, compared with some 60-70% 
in Australia, New Zealand, and the United Kingdom—and 20% in the  
United States.

Private expenditure hence contributes not only twice as much to health 
in Singapore as in Australia, and three times as much as in New Zealand 
and the United Kingdom, but almost all of Singapore’s private expenditure 
consists of direct out-of-pocket expenditures. Although private expenditure 
in Singapore is roughly comparable with that of the United States, some 
80% of the latter is covered by third-party payers (private health insurance 
carriers).

Figure 12: Comparative health expenditure,  
selected countries, 2014-15

United 
States

United 
Kingdom

New 
Zealand

Australia Singapore

Health expenditure, % GDP 
(2015)

17.1 9.1 11 10 4.9

Health expenditure per 
person, AUD (2014)

9403 3935 4896 6031 2752

Per person GDP, Purchasing 
Power Parity (PPP), 
international dollars (2016)

57, 
467

42, 609 39, 059 46,790 86, 856

Public Expenditure % total 
health expenditure (2014)

48.3 83.1 82.4 67 41.74

Out-of-pocket expenditure % 
of private expenditure (2014)

21.37 53.1 62.6 57.1 94.1

Sources: All data from World Bank 2014 and World Health Organisation 2015 except for Australian health 
expenditure from AIHW 2015.       *Expenditure in US currency extrapolated from AUD data using the 
average currency conversion rate of 2013-14 fiscal year.
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Why Singapore’s health costs are lower than Australia’s

Parallels and contrasts

Singapore and Australia share many aspects of their British heritage. Nearly 
half the population in Singapore speak English at home. It is the only 
Asian country joined to the Anglosphere.16 The legal and parliamentary 
systems of Singapore and Australia share common traditions, and there are  
recognisable parallels between aspects of their health systems. Undergraduate 
medical training in the two countries is similar, and before Singapore 
developed its own system of postgraduate medical education through 
its School of Postgraduate Medical Studies in 1969, Australian colleges 
had played an important role in developing Singapore’s specialist training 
program.

Like Australia, Singapore has public and private hospitals and its hospitals 
attract significant public money. Public hospitals also play a dominant role  
in the health systems of both countries. Singapore’s Ministry of Health 
manages a public system of acute and specialist hospitals across six 
different clusters; its private hospitals operate independently. The finance of  
Singapore’s health services embodies a variety of redistributive features, 
although they are different in principle and practice from Australia’s 
Medicare. Where possible, public hospital remuneration in each country is 
activity-based and Singapore even uses Australian casemix grouping criteria.

Nevertheless as far as the culture, modes of finance, and the operation and 
management of health services are concerned, there are striking differences 
between Australia’s Medicare and Singapore’s so-called ‘3M’ system. 
Australia’s Medicare is wholly tax financed and ‘universal,’ and is quite 
remote from anything to do with the compulsory savings arrangements that 
set Singapore apart.
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Figure 13: The 3M system of health finance in Singapore – 
source, purpose and application of funding
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The 3M system	

The 3M system—Medisave, Medishield and Medifund—is an element in 
Singapore’s method of compulsory household savings that includes health 
and superannuation, which is administered through its Central Provident 
Fund (CPF)—a legacy of the British colonial administration. The 3M 
system is integral to the social objectives of the CPF, and facilitates health 
goals in harmony with the CPF’s mission to help meet population needs 
for retirement, housing and asset enhancement in a self-reliant manner and 
without overdependence on taxpayer-funded government support.

Established in the 1980s, the explicit rationale for the 3M system (as set 
out in the 1983 National Health Care Plan and elaborated in the 1993  
‘Affordable Health Care’ white paper) was to avoid demand and cost spirals 
that plague other health insurance systems around the world. The aim was 
to specifically design a system that required people to pay their own way for 
health so as to control spending on health and keep health care affordable 
and cost-effective by preventing the overuse that third-party insurance 
arrangements encourage. Mandating self-reliance was also intended to 
avoid the rise of an ‘entitlement mentality’—the perception of a ‘right’ to 
unlimited state-funded care—which is fostered by universal health systems 
such as Australia’s Medicare and Britain’s NHS.17

The 3M terminology denotes a three-tier hierarchy of household health 
finance that blends the aims of equity and personal responsibility (Figure 
13). Its central pillar is Medisave, which is a system of compulsory,  
age-based income contributions to tax-effective health savings accounts 
(HSAs), administered by the CPF. Funds accumulated in Medisave HSAs 
can be used for some specialist treatment and chronic care and for the cost 
of inpatient hospital care; they may also be used to purchase high-deductible 
hospital insurance (or to purchase additional private hospital cover)  
through Medishield, the state-run health insurance fund. The third tier, 
Medifund, represents the safety net of the 3M system. It is a government 
endowment fund providing means-tested payment of the hospital costs of 
low-income citizens.
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Medisave

Medisave payments, in conjunction with government subsidies to public 
hospitals and polyclinics, are the core element of Singapore’s health finance. 
Most working people in Singapore contribute (with their employer’s 
assistance) between 7% and 9.5% of their salary (depending on their 
age) to their individual Medisave accounts. Self-employed people are 
individually assessed for their contributions. Apart from personal and 
employer contributions, government contributions can also be made to 
Medisave accounts through the standing grant it pays into the accounts of 
all newborns—analogous to Australia’s erstwhile Baby Bonus.

Medisave represents the health component of a suite of contributory ledgers 
that the CPF maintains for every Singapore citizen or permanent resident. 
They remain portable across jobs and into retirement. Besides Medisave, 
the other CPF saving accounts are a Special Account for retirement-related 
financial products and an Ordinary Account for purchasing a home or to 
pay for education. At the age of 55, the balances of savings in an individual’s 
Special, Ordinary and Medisave accounts are rolled into a Retirement 
Account, subject  to a minimum residual threshold remaining in the 
Medisave account (SG$49,800 in 2016). Retirement Account balances are 
then used to purchase a lifetime annuity from CPF Life.

CPF contributions are tax exempt, as are withdrawals and income accruing. 
Although prices in Singapore have remained relatively stable, CPF money is 
not inflation-proof. Investors receive a bond rate pegged to the prime rates 
of the largest local banks, returning a guaranteed minimum 4% interest and 
an additional 1% for combined Medisave, Special, and Retirement Account 
balances up to SG$60,000. At death, CPF funds, including Medisave 
balances, can be paid in cash to nominated beneficiaries, free of estate duty.

Limits apply to the total amount that persons may hold in their Medisave 
accounts (SG$52,000 in 2017). This removes any incentive for account 
holders to overspend on health. Amounts exceeding the limit automatically 
flow to Special Accounts (for persons under 55) or to Retirement Accounts. 
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In 2016, there were some 3.4 million Medisave accounts with a total  
balance of SG$82.1 billion.18

Medisave allows for a risk-control strategy within families. Shortfalls in a 
Medisave account may be replenished with payments from cash out-of-
pocket or by accessing funds in the Medisave accounts of a spouse, parent, 
child or grandchild.  Older patients make frequent use of their children’s 
accounts. Such transfers are believed to be in the spirit of filial piety and 
‘Asian values.’

Medishield

‘Family risk pooling’ contributes to the efficiency of the system; it is not 
a substitute, however, for general risk pooling available from insurance—
or national risk pooling as might occur under a properly funded national 
scheme such as South Korea’s,19 but this is not really a feature of Medicare 
in Australia (see below). Funds in Medisave accounts may nevertheless 
be safeguarded from catastrophic risk by using them to pay a premium 
to purchase Medishield. This is a basic public hospital insurance policy 
underwritten by the CPF. The Medishield table is subject to deductibles and 
co-insurance that can be met directly from Medisave balances or out-of-
pocket cash. Use of Medisave funds to purchase first-dollar health insurance 
is prohibited.

Holders of Medishield usually enhance their basic cover by also purchasing 
an Integrated Shield Plan, which is offered by five approved private medical 
insurance scheme (PMIS) carriers. Held in conjunction with Medishield 
(but administered by a private carrier), a higher plan augments Medishield 
benefits (analogous to private cover in Australia) by paying for superior public 
wards or for inpatient and other treatment in private hospitals. Integrated 
Shield/PMIS plans nevertheless also remain subject to deductibles and  
co-insurance. Even in the most subsidised wards, the patient must pay at 
least a fifth of the cost.

Some 75%  of Singaporeans hold Medishield cover in conjunction with 
Integrated Shield/PMIS plans. Certain private insurers write non-PMIS 
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insurance plans, but these remain outside the scope of Medishield, and are 
generally individual or group medical plans specifically offered to expatriate 
employees. Since 2008, this form of cover became mandatory for all foreign 
workers, coinciding with the removal of subsidies for foreign workers in 
public hospitals and polyclinics.

Medisave money is automatically applied after the age of 40 until the age 
of 65 to the purchase of an Eldershield disability insurance plan. Just over  
1 million Eldershield plans provide cover for monthly cash benefits for up  
to a maximum of 72 months (depending on the level of cover) in the event  
of disablement. Eldershield Supplements are available for those seeking 
higher levels of disability cover.

Medifund

In Singapore, there is entirely separate provision for identifying and targeting 
need and for assisting the indigent to access public health services. Unlike 
Australia, Singapore has never aspired to universalism through a one-class 
health system for everybody. Although Singapore has committed to a ‘floor’ 
in health care by way of its Medifund, its objective is equity rather than 
equality.20

Medifund is constituted as a government endowment scheme. Subject to 
means-testing and medical social worker authorisation, it provides charity-
style relief for the hospital costs of vulnerable people experiencing hardship. 
It is supplemented by Eldercare and the Community Health Care Assist 
Scheme (CHAS). The former subsidises voluntary organisations in delivering 
services to needy seniors; the latter offers means-tested subsidies to Singapore 
citizens for GP and dental visits.

Paying for health services in Singapore

The key to Singapore’s capacity to restrain health costs is the way the 3M 
system blends public funding for health services with sources of private 
savings that are quarantined for the purposes and needs of health and 
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retirement, combined with heavy reliance on out-of-pocket payment for 
most medical services.

Singapore has restrictions on which health services may be funded from 
Medisave accounts, and service-specific limits apply to amounts that can 
be drawn down. Funds may be expended directly on hospital inpatient 
care (up to SG$450 per day or other prescribed limits for various types of 
surgery) as well as on day surgery, some costly outpatient treatments, and—
at the primary care level—on immunisation and specified chronic disease 
management. With their own savings at stake, households are encouraged  
to make judicious choices about health services they use.

To control costs, Singapore tends to be a late adopter of new high-cost 
technologies. In the case of the supply of public hospital services, there is  
also direct rationing through government control over public hospital 
spending. Singapore’s private hospitals are not bound by the public system’s 
regulatory environment, although they compete with public hospitals as  
well as with each other.

However, supply of out-of-hospital GP, specialist and allied health services 
is mostly free of government intervention. Rationing is left to the price 
system because most of Singapore’s medical care outside hospitals, unlike 
in Australia, is supplied in a free market, paid for directly out-of-pocket, 
and accessed primarily in a market-driven GP system, supplemented by 
competing government-operated polyclinics.

Medisave is designed to encourage a discipline of saving for unforeseen or 
high-cost health events. It is not intended to provide financial relief from 
high-frequency, low-severity contingencies amenable to self-medication or 
to primary care management by a GP or by an allied health professional or 
the like: these services must be incurred as out-of-pocket expenses. Similar 
restrictions apply to most prescription pharmaceuticals, which are paid for 
directly out-of-pocket (minus a government subsidy for listed medications). 
Although the Singapore government subsidises the price of pharmaceuticals 
on its list, there is no counterpart to the significant entitlements and safety 
net arrangements available on Australia’s PBS.
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The principle of patient financial responsibility is extended to the use of  
all inpatient hospital treatments in Singapore, where cost must either be  
met wholly from direct cash out-of-pocket, or Medisave money, or 
alternatively cost shared on Medishield or on a higher table by way of co-
insurance and a deductible. There are special circumstances in which in the 
case of inpatient care or for ambulatory medical care from a polyclinic, first-
dollar coverage may apply for the indigent through Medifund or through 
CHAS.

Demand side factors in Singapore: Avoiding moral hazard

Although most econometric research indicates that health consumers are 
responsive to price, evidence of the effect of price on various health market 
aggregates (such as doctors’ visits, length of hospital stay, and hospital 
separations) is not overwhelming.21 Demand is nevertheless likely to be 
more sensitive to the relatively high levels of across-the-board cost sharing  
evident in Singapore.

The aggregate evidence in Figures 9, 11, and 12 indicates that Singapore’s 
health pricing at the point of consumption may have encouraged consumers 
to make considered health choices by weighing, at the margin, perceptions 
of the worth of incremental care against the value of alternative consumption 
preferences. This has likely caused consumers in Singapore to become 
extremely familiar with symptoms amenable to self-care, distinguish 
conditions that are minor or self-limiting, and discriminate effectively 
between services that are discretionary and those absolutely necessary (and 
for which it follows that demand is price inelastic).

By contrast under Medicare’s ‘universalism’ in Australia, consumers are 
largely shielded from direct exposure to the true cost of most health services. 
Indiscriminate public first-dollar coverage introduces an element of moral 
hazard, whereby the existence of insurance (in whichever form) may cause 
some people to use health services for which they would have been unwilling 
to pay, had they not possessed an insurance entitlement. Singapore’s minister 
of health once famously remarked how Australia’s health insurance system 



8. Opt-Out Health Saving Accounts

247

(among others) is ‘fraught with over-consumption and over-servicing.’ He 
described it as the ‘the buffet syndrome of abuses’22—a remark that has now 
entered the lexicon in Singapore as a metaphor for the perils of first-dollar 
coverage on health services and its association with the risk of moral hazard.23

Where demand is price inelastic (as, for example, in the case of insulin for 
diabetes), moral hazard risks diminish, since demand for care is governed 
solely by the probability of falling ill. Singapore’s policy of targeting full 
coverage for essential services — such as for immunisation at the primary 
care level — hence contributes to welfare and efficiency gains.24

Without cost sharing, where demand is at all price elastic, moral hazard 
will likely cause the costs of insurance for most people to exceed the cost 
of self-insuring for the risk of a health event. This can augment demand, 
resulting in an overproduction of health services and a deadweight loss to 
the economy. It becomes one of the main arguments for scrutinising the 
Medicare philosophy of guaranteed free public entitlement. Indiscriminate 
entitlements are likely to be associated with inefficiency, inflated health 
expenditures, loss of welfare, and an even higher demand for insurance.25

Inflated health expenditures will be occasioned not only by the increased 
volume of services demanded but also from bidding up provider fees 
and wage and salary costs. The implicit publicly funded premium hence 
embodies double components: premium for genuine risk cover protection 
and premium to pay for the extra resource cost of moral hazard—even 
though there may be individual welfare gains from decreased risk bearing.

Supply side factors in Singapore: Incentives for efficiency

Risks of health service overproduction are amplified at zero prices where there 
is excess supply-side capacity. Government in Singapore hence reinforces 
the effect of pricing on health service demand by rationing public hospital 
capacity—the source of 80% of Singapore’s hospital bed days. Figure 14  
reveals that Singapore’s acute bed endowment of 2.1 per 1,000 persons 
was considerably below Australia’s 3.8 and leaner than other countries. In 
conjunction with cost sharing, rationing reinforces a low claims experience 
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for insurers: Singapore’s hospital separation rate of 0.08 per person per 
year  (in 2012) and its hospital drawing rate of 0.51 bed days compares 
with Australia’s respective separation and drawing rates of 0.41 and 2.36.26 
Australia’s hospital drawing rates, conditioned by styles of medical practice 
and supported by first-dollar public and private third party payers, remain 
among the highest in the world.

Competition policy in Singapore has also helped the 3M system thrive, both 
as it applies to the operation of public hospitals as well as a consequence 
of scrutiny by the Competition Commission of Singapore into doctor fee 
setting practices.

Keeping the costs of health services low and price competitive has made 
Medisave-funded health care affordable as well as contributing to the overall 
efficiency of the Singapore health system. In relation to public hospitals, 
although Singapore’s Ministry of Health monitors expenditure on capital 
items as well as the introduction of new technologies, each public facility 
operates with more autonomy than tightly and bureaucratically controlled 
public hospitals in Australia.27 Although publicly subsidised, Singapore’s 
16 public hospitals operate as separate corporate entities across six different 
clusters, with a right to accumulate surpluses and savings, provided they 
are retained for the benefit of their patient catchments. Their boards are 
completely independent and not tied into the rigid industrial practices of 
public institutions to be found in Australia.28

This means Singapore builds and operates hospitals cost effectively; its 
hospitals can respond flexibly to changes in consumer demand (subject to 
overarching government policies); and the management and organisational 
structures of its hospitals enable them to deliver services efficiently (across 
a geography that is admittedly limited compared with countries such as 
Australia) at lower cost than in Australia. This accounts for the government’s 
overall low share of total health expenditure remaining at some 42%.

There is also price competition for health services in Singapore. Since 
its foundation as a free port, Singapore has long established a culture of 
enterprise and price signals.29 The Ministry of Health nurtures hospital price 
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competition by maintaining a website that publishes information on the 
range of bill sizes that consumers may expect to incur in public hospitals  
for different treatments and interventions.30

Since May 2004, the ministry has encouraged hospitals to advertise their 
fees and services. Individual public hospitals maintain their own websites on 
which they publish their fees for different classes of ward accommodation and 
other services such as ICU, day theatre fees, and outpatient attendances.31 
There are significant variations in prices charged. This may be attributable to 
scale of operation, varying management practices, location or market power 
accruing from professional reputation, and client perceptions of quality and 
performance.

Public hospitals are always likely to play a dominant role in Singapore, even 
though they coexist with a vigorous private hospital industry. In Singapore, 
it nevertheless remains government policy to encourage a contestable private 
system that can challenge public sector provision. This is evidenced by the 
structure of non-hospital care that is paid for, out-of-pocket under Medisave.

With regard to medical services, about 80% of Singapore’s primary medical 
care is by private GPs or private medical chains, independently setting their 
own fees in a private market. The remainder is from 18 publicly operated 
and subsidised polyclinics—used mainly for chronic conditions, dental 
care, and immunisation. Cost sharing on consultations and prescriptions  
nevertheless still applies. Even though fees may be lower than for private 
GPs, waiting time for an appointment may be longer.

Specialist care is from specialist outpatient clinics in both public hospitals 
and private hospitals (without needing a GP referral).32 As in the case of other 
out-of-hospital care, the cost of all non-inpatient specialist care (including 
an unsubsidised patient component of public specialist treatment) must be 
met from direct cash out-of-pocket rather than Medisave balances.

Unlike Australia, direct cash payments by patients are the exclusive source 
of GP income in Singapore. Doctors cannot set fees with reference to a task-
specific benefit payment, which under Medicare in Australia, is taken for 
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granted as a benchmark for fee setting. Neither is there scope for Singapore 
doctors to recommend fees through their professional associations, as occurs 
through the Australian Medical Association (AMA) and professional societies 
in Australia. In 2007, (as Chapter 6 explained) the Singapore Medical 
Association (SMA) withdrew its Guideline of Fees (in force since 1987) to 
avoid the risk of contravening Singapore’s Competition Act. In 2010, in 
recognition of the harm that fee recommendations can do to competition, 
the Competition Commission of Singapore subsequently affirmed the  
SMA’s action.33

Because most of it is paid for out-of-pocket, the market for medical care 
in Singapore is more competitive than Australia’s. Pricing not only plays a 
role in encouraging health consumers to make discriminating choices, it also 
constitutes an incentive for practitioners to keep their costs down and to 
maintain affordable charging practices within the means of a clientele paying 
for services out-of-pocket.

Primary care practices compete for custom on price, waiting time (most 
GP private clinics are walk-ins), patient satisfaction, and convenience. 
Health consumers in Singapore will tend to shop around until they find a 
practitioner they feel offers good value for money. All GP clinics and many 
specialist practices also stock medicines and compete as ‘one-stop shops’  
with pharmacies and polyclinics.

The market for primary medical care in New Zealand bears some resemblance 
to Singapore’s. No recommended fee is available in New Zealand and  
co-insurance applies. In Christchurch, a typical GP visit costs around 
AU$30–40 in 2013 and more for out-of-hours, usually AU$60. A typical 
Canterbury GP receives roughly half its income from patient contributions.34

Like medical care, prescription medicines in Singapore must be paid 
for directly in cash out-of-pocket—although the government pays a 
subsidy on a formulary of listed drugs. Some practices compete on 
consultation price by using their prescription dispensing businesses to  
cross-subsidise their other work, to the extent that some even believe doctors 
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have become medicine sellers with a licence to prescribe.35 The notion of a 
‘two-sided’ market for pharmaceuticals and medical services would be quite 
alien to Australia, accustomed as it is to a strict division of labour between 
dispensing and prescribing.36

Figure 14: Comparative health usage, selected countries, 2012-16

United 
States

United 
Kingdom

New 
Zealand

Australia Singapore

Acute hospital beds per 
1,000 population

2.8 2.7 2.8 3.8 2.1

Acute separations per 
person

0.13* 0.27 0.15* 0.41 0.08*

Acute hospital bed days 
per person

0.7# 0.57 0.3# 2.36 0.51

Doctor visits per person 4.1 5 3.7 7.6 1.7

Sources: OECD 2014 and 2016; US International Trade 2016; Ministry of Health (Singapore) 2012; CDC 
(US) 2014; Commonwealth Fund 2016. *Data (2010) for all diagnostic categories, not necessarily strictly 
‘acute’. Manually adjusted from per 100 k persons to per person from stats.oecd.org/ [Health>Health Care 
Utilization>Hospital aggregates].

HSAs and health status

A test of Singapore’s health funding efficiency relative to Australia would  
be to assess the veracity of the assertion that cost-sharing discourages access 
to care and thereby causes deterioration in health status.

The Rand Health Insurance Experiment (RHIE) addressed this question 
in the United States by conducting a random economic experiment over 
the period 1974–82 to assess the effect of various health insurance policies 
on the demand for health services and health status.37 Households were 
randomly assigned to different cost-sharing groups. To control for adverse 
selection, each was paid a lump sum to ensure the experiment did not 
make them worse off. The experiment not only found that people of all 
ages who contributed more to the cost of their health bills purchased less 
health services, but also that measured on a variety of criteria, there was no 
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statistically significant measurable difference in health status associated with 
their higher consumption of services.38 Yet households that were fully insured 
consumed 40% more care than those who paid directly for their care.

The experience of the Rand experiment, together with the cross-sectional 
data comparing the extent of Singapore’s cost sharing and broad indicators 
of health status with those of Australia and other countries, suggests that 
the design of health insurance is of great consequence to the efficient 
use of health services. Although Singapore’s population admittedly is 
still comparatively young (only 12% of the population is older than 
65 years), the relative scores for vital health statistics identified in  
Figure 15 indicate that Singapore is generally a healthy society. Its life 
expectancy at birth is superior to Australia’s and that of other comparators, 
and its infant and under-5 mortality rates are substantially below those 
of other countries. While Singapore’s life expectancy at 65 is lower than 
Australia’s, it is equivalent or superior to those of other countries.

Singapore’s low cost health funding and efficient delivery structures, along 
with the associated high standard of its health outcomes, appear to be 
serving its clients well. In 2000, in an exercise it has been wary to repeat, the 
WHO produced a ranking of its 191 member countries on a series of critical 
scores for public health that included outcomes, responsiveness, fairness 
of financial contribution, and health expenditure per head. Singapore was 
placed at 6 and Australia at 32. The United States was close a call at 37 and 
the United Kingdom scored 18.

Advocates of Singapore’s health funding model are legion, despite the 
limited examples of success with HAS funding models in other countries.39  
(See Box 15) Nevertheless, various writers have alluded to Singapore’s 
Medisave or a variant as a possible role model for Australia to consider—or 
at least to distil from its broad funding architecture a design for principles of 
cost sharing and supply-side competition that could be applied to Medicare 
or to an alternative to Medicare.40 This could, as a starting point, in turn 
invite a review of the wisdom of some of the taxpayer-funded universal 
entitlements available to all Australians justified by either the principle of 
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targeting public support or liberating consumers by enabling greater choice 
of health cover.

Despite failing to deliver on its equalitarian promises, Medicare remains a 
‘sacred cow’ of iconic proportions, quarantined from reform mainly due to  
a matrix of vested interests that underpins the politics of health.† A bolder  
and broader approach to funding health reform in Australia that drew 
heavily on Singapore’s experience with HSAs and greater cost sharing could 
unshackle health from the politics of populism and fanciful expectations 
about the durability of Medicare. If such change were successfully insinuated 
alongside Medicare without compromising its ‘path dependency’41 or 
needlessly alienating its essential constituency, it could become a growing 
point for compelling more radical systemic change. 

Figure 15: Comparative health outcomes,  
selected countries, 2016

†	� Medicare’s protected status rests largely on its capacity to unite a wide spectrum of stakeholders—even 
though they may possess apparently contradictory goals: by shielding doctors averse to business risk 
from exposure to the free market, it underwrites private, fee-for-service income; its over-prescriptive 
Schedule of Services on which medical benefits are paid is costly to maintain, thwarts technological 
change, and inhibits labour substitution; its guaranteed hospital and medical entitlements can protect 
uncertain health consumers even from the most trivial and minor health events; it offers employees in 
public health systems secure careers, insulating their generous award conditions and outdated work 
practices from market forces; and it represents a source of great pride to advocates of social justice who 
regard all forms of cost sharing as taxing ill health or encroachments upon entitlements that should be 
universal. For government, all that remains is funding responsibility.

United 
States

United 
Kingdom

New 
Zealand

Australia Singapore

Life expectancy at 
birth, M/F

76.4/81.2 79.8/83.5 79.7/83.3 80.5/84.5 80.4/84.9

Life expectancy at 
65, M/F

18/20.6 18.8/21.3 19.1/21.4 19.4/22.2 19.0/22.4

Infant mortality per 
1,000 live births

5.6 3.9 4.7 3.2 2.1

Under 5 mortality 
per 1,000 live births

6.5 4.2 5.7 3.8 2.7

Pop > 65 years, % 15.03 18.35 15 15.25 12.40

Sources: World Bank 2014, 2015 & 2016; OECD (Australia) 2014; Ministry of Health (Singapore) 2016.
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Box 15: HSAs in other nations

•	� The health system in Singapore is unique in the sense that its 3M HSA 
model has been uniformly adopted as its national system. The United 
States, South Africa and China have introduced HSAs as partial,  
optional platforms within a variety of broader health funding 
arrangements. As in Singapore, these HSAs have been constituted as  
pre-tax ‘savings for health’ vehicles, coupled with high-deductible tables. 
In no other jurisdiction, however, have HSAs developed into the dominant 
force in funding health, comprehensively integrated with retirement 
savings, as has occurred in Singapore.

•	� HSAs were introduced in 2003 in the United States, and remain a 
popular tax effective option covering some 30 million people, but their 
destiny may be thrown into obscurity as the Affordable Health Care 
Act (‘Obamacare’) gradually takes effect. This legislation mandates 
minimum payout ratios and maximum deductibles to an extent that could  
ultimately compromise the competitiveness of HSA plans and adversely 
affect their marketability.

•	� In South Africa, there is no legislation that dictates a design for health 
insurance. This has led to the evolution of an assortment of HSA 
innovations with varying levels of deductibles as well as bonuses for 
participation in preventive health activities. Of the 20% of South Africans 
who are affluent enough to purchase private health insurance, roughly 
half purchase HSA cover. However, HSAs remain a ‘boutique’ offering in 
a two-class system where the majority of the population rely on a free, 
overloaded public system.42 HSAs in South Africa have become a marker 
for its dual economy and have little chance of making further headway.

•	� In 1998, China sought to emulate the success of Singapore by introducing 
HSAs as a component of the basic health insurance system for urban 
workers in its 50 largest cities. As the first large urban centre to implement 
them, the experience of Shanghai seems to indicate that urban China 
may find it difficult to reproduce Singapore’s HSA success.

•	� The main reasons include Shanghai’s older and less prosperous 
population with a rate of unemployment higher than Singapore’s. This 
has limited the uptake of HSAs because the poor do not earn enough 
to contribute to HSAs. Furthermore, starved of public subsidies, public 
hospitals in Shanghai have been obliged to draw down patient savings 
exhaustively, causing a deteriorating HSA experience. This problem 
has been aggravated because the Shanghai model excludes family 
risk pooling so that individual accounts face exposures greater than in 
Singapore. Finally, the tradition of personal accountability, as practised 
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in Singapore, is alien to China whose citizens have been acculturated  
to publicly provided social largesse.43

•	� It has not been possible elsewhere to replicate national success with 
HSAs to the extent in Singapore. Critics argue that Singapore has made 
them work ‘but only as one small part of an extremely complicated 
system involving extensive government intervention.’44 From this, 
it could be argued that it may be unwise for Australia to borrow a 
model found simply to work in Singapore’s unique social and city-state 
geographical setting. It is nevertheless evident that there are particular 
or local systemic reasons that explain any doubts and uncertainty about 
HSAs in other countries. This is not a general argument against them.

Agenda for health and superannuation reform in Australia

The existence of a price at the point of consumption in Singapore instils levels 
of personal responsibility for health that are unknown in the Australian health 
system. With their own money at stake, Singapore’s citizens are encouraged 
to make judicious choices about using health services. This has contained the 
cost and increased the affordability of health care, while increasing the overall 
efficiency of the Singapore health system. With their own money at stake, 
Singaporeans devote less than half the amount of its GDP to health than 
Australia, and 60% of health spending is private expenditure. Importantly, 
this achievement has not detracted from health outcomes and quality of care 
as Singapore’s life expectancy and child mortality data demonstrates. 

Australia could draw upon Singapore’s Medisave and Medishield as an 
alternative method of health funding by linking tax effective HSAs, where 
possible, with the existing superannuation system. At the moment, Australia’s 
occupational superannuation is bound by a set of rigid rules that generally 
preclude a beneficiary from accessing any benefits until after retirement or 
transition to retirement. After retirement, opportunities for contributing to 
superannuation are limited, but since a beneficiary drawing a pension may 
just as well apply their accumulated savings to health or health insurance  
as to any other area of their choice, de facto, their entitlement can function 
after retirement much in the same way as a tax-efficient HSA.
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It is in the pre-retirement, inflexible and user-unfriendly accumulation 
phase that scope for building up a separate accessible provision for current 
health service use offers an ideal opportunity to give health consumers with 
account-based superannuation plans, so-called ‘taxed’ funds, a greater stake 
in funding their own health care.45

Like Singapore, Australia has a compulsory contributory private 
superannuation system, as well as a parallel tax-financed government pension 
system for those with insufficient savings—but at that point, similarities 
between Australia and Singapore end. Singapore’s superannuation is a 
government monopoly, defined contribution scheme operated by the CPF 
that covers the entire workforce. In Australia, superannuation is a mixture 
of generally unfunded government schemes for public servants and lower 
income earners; privately operated trusts of various types that may compete 
with each other for custom; and self-managed funds which are trusts that 
may include up to four beneficiaries.

Funded, account-based schemes in Australia, mostly privately operated, 
maintain a ledger on each beneficiary, as in Singapore, but they are discrete 
from Medicare’s unfunded, pooled liability for paying the cost of claims for 
health service use by the general population. The integration and flexibility 
of arrangements for retirement saving and health in Singapore are different 
from the rigid dichotomy that exists in Australia between contributory 
occupational superannuation for retirement and funding for health  
services. This is notwithstanding that for retirees on private pensions who  
hold private health insurance, the distinction between the sources of 
expenditure becomes increasingly blurred, as retirees in Australia are 
at liberty to apply their savings to fund increasing use of all manner of  
services, including for their health.

Funded account-based superannuation schemes, which are highly tax  
effective savings vehicles, could provide a stepping stone to health 
funding reform analogous to the Singapore model. Their narrow remit, 
however, would need to be expanded beyond the current ‘sole purpose 
test.’ This restricts their role to providing benefits to their members upon 
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their retirement, and specifically precludes a member deriving a direct or 
indirect benefit beforehand even if, with large account balances, they may 
be confronted during their working lives with serious financial problems  
arising from ill health or temporary disablement.

For young members of the workforce whose retirement could be many 
years distant, access to their savings to meet current health expenses would 
motivate them to take a greater interest in their superannuation, and 
become less lethargic and more discriminating about choosing their fund, 
if its purposes became less restrictive and amenable to their more immediate 
needs. The Australian superannuation industry, on the other hand,  
appears preoccupied with maximising the volume of funds under its  
control and quite unsympathetic to the principle of early withdrawal, even 
where households are adequately provisioned.46

Medicare opt-out HSAs

A new vision for funding health care in Australia based on the Singapore 
model could be achieved by applying the principle of choice for those who 
wish for an alternative to Australia’s taxpayer-funded universal health care 
system. This model could involve some modification to the sole purpose  
test in conjunction with an increase in the contributions to superannuation 
during a member’s working life. This could fund a medical/hospital 
accumulation reserve, constituted as a separate but linked HSA, within each 
member’s superannuation account. Members would be able to draw upon 
these funds during their working lives to meet the cost of specified health 
expenses in much the same way as under Medisave in Singapore. Upon 
retirement the medical/hospital accumulation reserve would merge with the 
pension fund, as occurs in Singapore. The aggregated accumulations would 
then function exactly the same way as superannuation does now in the 
pension phase—and, to the extent they were adequately funded, could be 
applied to self-insurance or alternatively to purchase private health insurance.

This model would offer an alternative to Medicare. It would require 
individuals to choose to opt into an HSA and trade their Medicare 
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entitlements in exchange for the right to access their tax-efficient medical/ 
hospital accumulation reserve. Figure 16 provides a summary of how a 
possible opting out arrangement might work. The opting out principle 
has been canvassed by CIS Senior Fellow, Peter Saunders.47 Saunders  
distinguishes between ‘entitlement’ opt outs and ‘contribution’ opt outs. 
He argues that the former embodies a redistributive factor; the latter would 
simply return people their own money, leaving the poor no worse off. In 
exchange for their Medicare entitlement, those opting out would have their 
Medicare contribution (the levy and a component of  their income tax) 
credited to the funding of an annual Health Voucher equivalent to total 
average per person government spending on health, indexed—approximately 
$4,600 in 2014-15‡—for deposit in their HSA (see Figure 16).

Health Voucher money that was unspent would accumulate from year-to-
year and the interest accruing might attract the same 15% concessional tax 
rate as income in taxed superannuation funds for retirement during their 
accumulation phase. 

 In the United States, HSA holders are relieved of all income tax, so there may 
be precedents for treating health balances more generously than retirement 
balances.

HSAs could be maintained during the accumulation phase of a 
superannuation account and kept separate from, but linked to, the pension 
component during a beneficiary’s working life.

Part of the trade of Medicare entitlements for HSAs would be that in 
exchange for control of one’s own health dollars, individuals would agree to 
save up and take responsibility for their own health care costs in retirement. 
Health vouchers would cease when pension eligibility age is reached. This 
means HSAs would yield long-term savings to government by establishing 
non-government sources of funding for old age health costs.

‡	� In 2014-15, average per person health expenditure in Australia was $6,846,. This includes money spent 
on health services by individuals from their own pockets and money spent paying for services insured 
privately or funded through Medicare. The government-funded share of total health spending was 
66.9% or $4,579.97 per person. AIHW (Australian Institute of Health and Welfare), Health Expenditure 
Australia 2014–15 (Canberra: AIHW, 2016), 31, Table 2.6.
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The mechanics of debiting a health bill to an HSA would be similar to  
lodging a claim with Medicare or a private health fund. Health funds are 
accustomed to processing large volumes of frequent transactions associated 
with conventional indemnity claims. They would be well equipped to 
maintain and remit expenses debited to HSA balances to service providers—
either as providers in their own right or as contractors to superannuation 
funds. Pooled HSA reserves accruing from unspent Health Voucher money 
would function like earmarked personal bank accounts. They could be 
managed by approved organisations such as registered health funds or 
superannuation funds. Their balances would merge with retirement savings 
once a pension commenced.

The embodiment of the financial incentive from assuming personal 
responsibility for health services, currently received and paid for by tax at 
zero prices at the point of consumption, would accrue from the financial 
benefit of cashing out Medicare entitlements and using cost-effective HSAs, 
funded by Health Vouchers. As well as the tax concessions, the benefit 
would include savings from lower premiums for high-deductible insurance 
that eliminated the inflated costs of first-dollar cover and moral hazard—
all of which would eventually accrue to individuals in the form of higher 
superannuation balances and retirement incomes. A potential indirect effect 
of HSAs, therefore, could help limit future calls on the public pension.

Since the value of Health Vouchers would remain fixed regardless of any tax 
contribution to Medicare, they would offer equity between different classes 
of taxpayers. This would avoid the objection often levelled at HSAs in the 
United States that they provide disproportionate gains to persons wealthy 
enough to benefit from the tax concessions and offer nothing to those who 
pay no tax. The advantages accruing to Australian HSA holders would thus 
not be limited to those paying tax: the incentives accruing from Health 
Vouchers would be available to welfare and high-income earners alike, 
even though, because of the redistributive factor, they might each attach  
a different value to the potential gain.
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HSAs would introduce a new tax-effective regime of private provision 
and accountability for health not possible under current Medicare 
arrangements, since individuals claiming against their HSAs would 
become personally liable for their own health care expenses. Since 
Medicare entitlements were being cashed out in return for assuming 
personal responsibility for health, there would be no restriction on 
the use of HSA funds to pay for approved primary care, and specified  
prescription pharmaceuticals, as in Singapore. Those joining HSAs will in 
fact have traded their Medicare benefit entitlement for their Health Voucher.

High-deductible insurance tables, available in conjunction with HSA  
models, such as Singapore’s Medishield, would offer the benefit of risk 
pooling for an account holder’s exposure to outlier high-cost claims involving 
hospital or day surgery or specified high cost pharmaceuticals, prostheses 
and appliances, and the cost of managing chronic conditions. By eliminating 
the overuse problem associated with first-dollar health insurance, HSAs 
keep health cover affordable by reducing the premiums charged for high-
deductible health plans. It is likely that a new market for similar type tables 
for catastrophic and chronic conditions would develop in Australia, probably 
offered through existing registered health insurers or other institutions 
operating HSAs on behalf of their holders.

HSA holders accordingly could choose to apply part of their balances to 
pay premiums for HSA high-deductible private health insurance if they 
wished. Their contributions could vary according to the standard of cover 
and level of entitlement purchased, which could be subject to varying limits 
and exclusions. All HSA health insurance policies would need to be non-
cancellable, and carriers should not have the right to refuse to accept an 
application for cover. Front-end costs of deductibles, including approved 
GP services, would be met from HSA balances or, if they were insufficient or 
could not be met from a close relative’s account balance, paid with out-of-
pocket cash. HSA carriers would seek to negotiate new service contracts and 
preferred provider arrangements for their members covered for treatment  
in both private hospitals and public hospitals.
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Figure 16: New vision for health funding in Australia
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Upon first entry into the opt-out scheme, a transitional arrangement will be 
needed to protect a small minority of individuals experiencing exceptional 
health events from exhausting their HSA balances before they could  
accumulate. This should take the form of a subsidised government-operated 
catastrophic health event insurance fund (such as for specified high cost 
pharmaceuticals) with low cost sharing. The premium would be charged 
to the Health Voucher for a compulsory initial three- to five-year period. 
Thereafter, it would be optional, without subsidy, and subject to higher  
cost sharing.

It may take time for the impact of HSAs to flow through the health care 
market and remove the existing distortions that affect prices, but all insurers 
could be expected to analyse data that would quickly enable them to move 
into the high-deductible market to offer better value for money for HSA 
holders, principally by negotiating better deals with providers who would  
be obliged to compete on price and quality to win service contracts.

The AMA has proposed its own version of a contributory HSA for  
Australia that purports to ‘complement’ Medicare and private health 
insurance. The main purpose of the AMA model is ‘to meet out-of-pocket 
health care costs that are not otherwise met by Medicare, the PBS or  
private health insurance.’48 

In such an incarnation, the role of tax-effective HSAs would enhance 
opportunities for zero price health consumption. The AMA believes that 
‘a well-designed system of HSAs could strongly complement private  
health insurance and help it to remain viable into the longer term.’ The 
HSA model proposed by the AMA would effectively subvert the purposes  
for which HSAs were designed. By contributing to moral hazard, it could 
serve only to inflate the cost of medical services and ultimately contribute  
to the destabilisation of private health insurance and Medicare.49

Impact of HSAs on health efficiency

Supply-side competition for out-of-hospital care and prescription medicines 
in Singapore has contributed to the workability and acceptance of  
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Medisave. In turn, Medisave shapes the competitive environment as much 
as it reflects it.

If Australia were to emulate the Singapore model with new cost sharing 
options for funding health as an optional alternative to Medicare, it would 
help drive greater supply-side competitiveness. Australian HSA holders 
would further this process by assuming private liability for most of their 
front-end primary care, apart perhaps from essential, price inelastic services 
such as immunisation and specified high-cost pharmaceuticals.

Providers would start to recognise the importance of catering to the needs 
of an emerging clientele attracted into cost-effective HSAs, and who took 
a much keener interest in the cost and content of their care. If numbers or 
concentrations of patients within metropolitan geographical areas were to 
defect to HSAs, doctors in these catchments could be obliged to compete for 
custom by practising outside the boundaries of the rigid service descriptions 
of the MBS. This would have the potential to create local contestable markets 
involving fee discounts, new competitive and innovative service packages, 
and other forms of non-price competition.

Nurse practitioner labour could become more freely substitutable for  
medical labour as competition became a driver for legislative change; 
midwives would gain more responsibility for obstetric work; allied health 
would compete more aggressively for the first-call of patients; self-care and 
preventive forms of lifestyle would become greater priorities; and greater 
all-round health workforce flexibility would help mitigate doctor ‘shortages.’

A non-NHS market for some prescription medicines could germinate. In 
Singapore, originator brands now account for less than a third of the market 
in their respective therapeutic classes as against nearly 60% on Australia’s 
PBS.50 An HSA market would further the acceptance of generics, as cost-
conscious HSA subscribers sought value for money.

The monopoly long enjoyed by community pharmacies licensed to dispense 
PBS medicines under Section 90 of the National Health Act would atrophy. 
Non-NHS pharmacies would become more viable, and notwithstanding  
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the resilience of the pharmacy lobby, this competition could ultimately 
become a stepping-stone for general retailers to enter the business of 
retail pharmacy. There may also be a greater call on pharmacist labour, as 
community pharmacists hone their skills in ‘front-of-shop’ work in a bid to 
compete with other primary care providers.

All of such labour market shifts occasioned by a contestable market in 
HSA primary care could be expected to contribute to greater flexibility 
and efficiency in the delivery of health services without (as attested by the 
Singapore experience) necessarily compromising service quality or health 
outcomes. Cost-sharing and service privatisation would reduce moral  
hazard and contribute to reducing the generational burden of Medicare. 
Moreover, as health practitioners started to standardise their service  
offerings to all classes of their clientele, and because of the interdependence 
between the labour markets serving competing HSA and Medicare systems, 
the efficiency effects of HSAs would gradually filter through to the labour 
and service markets of the health economy serving Medicare itself.

Implications of HSAs for health insurance in Australia

A HSA system would be fundamentally different to a Medicare Select-style 
scheme, but it would also facilitate insurance and payment reforms along 
similar general lines. A HSA system would also permit health funds to 
operate as financial risk holders and integrated care managers, responsible 
for catering for the chronic and catastrophic care needs of HSA holders 
by acting as informed purchasers and negotiating service contracts and 
preferred provider arrangements on behalf of their new, cost-conscious 
clientele. As an alternative to Medicare Select, HSAs would also avoid the 
need for the complex risk-rating of health insurance vouchers that are an 
essential feature of that model. Nor would it require the community rating 
of insurance premiums, which currently allows insurers to shift the cost of 
high risk patients on to a secondary re-insurance risk pool.

As part of the equity principle associated with community rating for 
traditional private health insurance, private health insurers at present are 
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required to share the cost of high risk contributors by participating in a 
national reinsurance pool, the Reinsurance Trust Fund. This shelters funds 
with a disproportionate share of bad health risks by attempting to spread  
risk equally and avoid chronic market instability.

Since HSAs are designed to provide incentives for account holders to  
modify and improve their health and claiming behaviours, and to reduce 
moral hazard, it would be self-defeating to require HSA deductible tables  
to be part of a risk equalisation scheme—the cost of which would in any 
case flow through to account holders. Since HSAs would have nothing 
to do with community rating, their object being to reward privately and  
encourage self-accountability, there would be no point in requiring tables 
specifically designed for HSA use to be obliged to participate in a public 
system that blunted incentives by spreading bad health risks rather than 
pricing them into the market.

Nor would there be justification to provide a 30% government subsidy 
for high-deductible HSA tables as occurs in conventional private tables 
funded from post-tax dollars, since premiums of the former would in any 
case be payable from tax-advantaged HSA funds, thereby reducing the tax 
churn. By the same token, it would need to be impossible for HSA holders 
to simultaneously contribute to conventional private tables: Once a health 
consumer had chosen to opt out of Medicare, they would automatically 
surrender their right to access any form of first-dollar coverage or a 
government-subsidised private health insurance table. Any public subsidy  
to HSA tables would obviously contribute to moral hazard.51

No health fund would be allowed to deny cover to HSA-holders based on 
health status. But rather than community rating, bad risk would instead 
be priced into the cost of insurance premiums to encourage funds to 
properly manage the care of their members, contain benefit costs, and keep 
premiums competitive and affordable. Hence, the likely innovations a HSA 
system would spur include the efficiency and quality improvements with 
respect to enhanced chronic care, and the effective management of access to 
specialist care in hospital and outpatient settings. Hence, HSAs would not 



The Future of Medicare: Health Innovation in 21st Century Australia

266

only address moral hazard through the use of prices across the entire health 
system to control demand; they would also be a contestable market for  
more efficient and cost-effective provision of insured health services — with 
the efficiency effects on the supply-side enhanced as providers compete on 
price and quality to satisfy customers spending their own health dollars to 
access care. 

Eliminating the inflated cost of moral hazard and over-insurance would 
improve overall health system affordability, including by lowering the cost of 
health insurance premiums. HSAs would also minimise the administrative 
costs of health insurance by reducing the volume of benefit claims requiring 
processing, while also reducing the operational costs incurred trying to direct 
members to preferred provider GPs, specialists and other ambulatory care.

HSAs could also potentially reduce the political obstacles to introducing 
a greater element of managed care into the portion of health services that 
would be covered by health funds. HSAs would allow for the retention 
of self-funded, fee-for-service payments and free choice of doctor for the 
vast majority of GP and specialist consultations — potentially weakening 
the medical profession’s resolute opposition to the introduction of an 
element of managed care into the health system. Moreover, GPs could also 
benefit financially from integrated payment models that rewarded them for  
managing care efficiently. Allowing GPs to share in the money put back 
on the table in reducing hospital utilisation would address the disparity  
between GP and other specialist incomes that has long been a source of 
tension within the medical profession. 

The creation of a genuine private medical practice system — underpinned 
by patient choice, professional independence, and retention of the ‘sacred’ 
doctor-patient relationship — would also help avoid the excesses of  
early forays into managed care in the United States, where some HMOs 
sought to contain costs through skimping on care by limiting the range 
of approved providers and services. These concerns about denial of access 
and lack of choice of doctor are at the heart of the campaign techniques 
used by the AMA to foster public concern and political timidity around  
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the subjects of insurance and payment reform.  However, HSAs would  
allow for the appropriate retention of fee-for-service medicine in a real 
market setting, and for the innovative integration of insured services at 
the high-cost, high-risk end of the health system — a combination that 
might smooth the rough political waters that all meaningful health reforms  
must navigate. 

This raises potential objections to HSAs in Australia. Opponents are 
likely to claim that Singapore-type HSAs would fracture the national 
risk pool associated with Medicare. According to this view, a compulsory 
national system of coverage, such as Medicare, creates a national pooling 
of risk, which because of its diversity and spread, is the most efficient 
way of providing insurance and protecting against catastrophic events.52  

Permitting households to opt out of this risk pool by crediting their Health 
Voucher to an HSA (including perhaps those persons with a disposition to 
reduce their claims through behavioural change) would encourage adverse 
selection and jeopardise the integrity of the risk pool.

On the other hand, although Medicare may give the appearance of a  
national insurance scheme, it fails to abide by insurance principles. The 
medical component of Medicare, for instance, is simply an unfunded, open-
ended budget liability—it has no connection with insurance in the true  
sense of the term. It offers a guaranteed first-dollar hospital benefit 
entitlement; for out-of-hospital services where doctors bulk bill, it embodies 
very little in the way of effective loss control or supply-side monitoring. 
This prevents effective pricing of overall risk. It is thus very easy for persons 
with Medicare coverage to surrender at zero prices to a third-party agency 
arrangement wherein doctors’ practice styles may exert influence on the 
volume of services that is at odds with the principle of consumer choice and 
sovereignty or consumers’ needs. The medical component of Medicare as  
it stands is effectively no more than a pay-as-you-go rebate program.

There is nevertheless a likelihood of HSA tables eroding the risk composition 
of traditional private tables currently available through registered health 
funds. Healthy people who cash out their Medicare entitlements would 
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necessarily be leached from the market for traditional private health 
insurance as they sought to escape the ‘overcharging’ that community rating 
imposes on low risk contributors. Since HSA high-deductible tables would 
be free to adopt experience rating, they would be open to the accusation of 
‘cream skimming’ and contributing to a redistribution of income towards 
healthy populations. Under the highly regulated environment in which they 
operate, private health funds would no doubt regard them as a threat to 
market stability.

The problem of adverse risk selection could be mitigated by eliminating all 
forms of first-dollar coverage on traditional private insurance, including  
the practice of paying 100% of the hospital cost of all private patient stays at 
public hospitals as well as ceasing to offer medical gap insurance on higher 
hospital tables. Full gap cover for medical costs can never be guaranteed 
because health funds have no ultimate control over what doctors may  
charge. This in turn places continuing demands on gap cover ceilings and 
could ultimately contribute to the risk of an adverse selection ‘death spiral.’53

Higher private hospital tables in any case have long become repositories for 
people who plan or expect to encounter significant private hospital expenses. 
This is the classic problem of asymmetric information associated with moral 
hazard where the insured knows more about their risk characteristics than 
the carrier. At the moment, this exacerbates Australia’s comparatively high 
hospital drawing rate; it thereby inflates the cost of private health insurance 
and contributes to the overall burden of health expenditure by way of the 
incremental cost of public subsidies to private health insurance—the fastest 
component of growth in federal government expenditure on health.

An analogous source of possible objection to HSAs would be that they 
would destabilise Medicare by fracturing its universalism and lead to a 
two-class system of health care that arbitrarily created unjust advantages 
for the recipients of Health Vouchers. These are similar to concerns levelled 
at private health insurance. To the extent that they have been realised, 
they may have at least alleviated some of the strain on the public hospital  
system—and contributed by way of public hospital charges for private 
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patients to an additional stream of state revenue. There are clearly well-
established market and political resistances to any draconian attempts to 
inhibit personal autonomy and health choices in a free society. 

State-based HSAs

Singapore-type HSAs could also offer a useful vehicle for states adopting 
rational federalism (see Chapter 7) to adapt, in different scenarios, to their 
own respective demand-side strategies for pricing hospital care. Accordingly, 
states that embraced rational federalism might unilaterally permit their 
residents to establish HSAs for themselves to pair with their hospital  
co-payments. 

In one scenario, the baseline value of vouchers the state would deposit 
into HSAs would be limited to public hospital funding, set at per-person 
state expenditure on public hospitals. Voucher baseline payments would 
be supplemented with the value of the compensatory payment that would 
automatically apply to everyone in the state to neutralise the impact of 
default hospital co-payments, regardless of whether they established an HSA.  

Voucher funds would be also supplemented with accumulated 
superannuation-style contributions deposited into the HSA during a  
person’s working life. Households opting out of their states’ Hospital 
Medicare would transfer their public and their private hospital entitlements 
(depending on the level of private insurance) into their HSA, equivalent to 
not less than the entitlements of households remaining in Medicare. HSA 
funds could thus be available to pay for all charges arising from both public 
and private hospital care, including private insurance premiums. 

In this scenario, the baseline value of the voucher would be equivalent to 
public hospital funding in each participating state. Under the proposed 
revision of federal tax and health responsibilities, states would be directly 
and solely responsible for determining such funding from amounts  
collected as state income tax by the federal government on their behalf. 

Whereas the cost of the public patient entitlement to hospital care (equivalent 
to Hospital Medicare) together with co-payment compensation would be 
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fully incorporated in the value of the annual voucher, the cost of insurance 
for households choosing private cover as an add-on would be debited to 
account-held savings without compensation, and paid (as necessary) from 
account-holder contributions. 

In summary, all hospital admissions in states concerned would remain 
subject to co-payments and other cost-sharing as described in the previous 
section, paid either from HSA balances, or — in the case of those remaining 
in the default arrangements under state-financed Hospital Medicare — as 
out-of-pocket expenses. (Figure 17)

Figure 17: Source and application of hospital funding under 
Rational Federalism

Type and source  
of funding

Default household 
payment arrangements

HSA household payment 
arrangements

Patient status

State public hospital 
funding sourced from state 
income tax (default state 

system)

Households opt out of 
entitlement to state hospital 

subsidies in exchange 
for an annual voucher 

funded from state income 
tax and paid into an HSA 

account, supplemented with 
occupational contributions

PUBLIC Entitlement to free public 
hospital care as a public 
patient, subject to co-

payment (compensated), 
paid out-of-pocket

Entitlement to public care in 
public hospitals with liability 
for state subsidised public 

fees, paid either out-of-pocket, 
from HSA money or from 

health insurance (purchased 
with HSA money) plus co-

payment (compensated), paid 
either from HSA money or 

out-of-pocket

PRIVATE Entitlement to private care 
in public hospitals, with 

liability for state-subsidised 
private fees raised by public 
hospitals paid either out-of-
pocket or by private health 

insurance, plus private 
insurance co-payments / 

cost-sharing (compensated 
at the public rate), paid 

out-of-pocket

Entitlement to private care in 
public hospitals with liability 
for state subsidised private 

fees paid either out-of-pocket, 
from HSA money or from 
private health insurance 

(purchased with HSA money) 
plus private insurance co-
payments / cost-sharing 

(compensated at the public 
rate), paid either from HSA 

money or out-of-pocket
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In another more comprehensive scenario, states could implement HSAs 
by incorporating all Medicare expenditure into the value of the voucher. 
This would require both the state and federal governments to cash out their 
entire Medicare spending for households opting for HSAs into a jointly-
funded voucher that could be integrated into the new division of federal-
state responsibilities. Federal government agreement to include the federal 
government’s ‘own program’ Medicare expenditure on the MBS and PBS  
in the voucher could then be negotiated as components of the state income 
tax package.   The illustrative per-person value of an annual HSA voucher 
under each of the scenarios is shown in Figure 18.

Figure 18: HSA Vouchers ($) 2014-15

State + Federal 
Public Hospital 
($ billion)

Per Person State 
+ Federal Public 
Hospital 

Federal Health 
(MBS & PBS)   
($ billion)

Per Person 
State & Federal 
Public Hospital + 
Federal Health 

NSW 13.11 $1,697 9.79 $2,965

VIC 10.08 $1,662 7.06 $2,825

QLD 8.13 $1,678 5.72 $2,858

WA 4.82 $1,841 2.53 $2,809

SA 3.55 $2,080 2.08 $3,298

TAS 1.00 $1,936 0.65 $3,204

ACT 0.98 $2,482 0.37 $3,416

NT 0.75 $3,075 0.20 $3,900

Aust. 42.44 $1,759 28.41 $2,937

Source: Australian Institute of Health and Welfare, Health Expenditure Australia 2014-15 Report, Tables 
B27, B30, B33, B36, B39, B42,B45, and B48 of Appendix B; Table A6 of Appendix A http://www.aihw.gov.
au/publication-detail/?id=60129557170&tab=3

There is much to recommend in incorporating HSAs into the Australian 
health system. Allowing individuals to self-fund their own healthcare and 
to save over time to pay for health would contribute to off-budget, non-tax 
sources of health funding, thereby reducing health-related fiscal pressures 
on government budgets. In Singapore, for example, government health 
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spending accounts for 42% of total health expenditure compared to 67% 
in Australia. 

In addition, households and government would financially gain both 
from lower resource costs flowing from containing the moral hazard 
effects of wasteful and excessive service demands, and from supply-side 
discipline exerted upon public hospital managers. Insofar as such savings 
accrued to households in the form of higher HSA balances that merged 
with superannuation balances on retirement (as occurs in Singapore and  
proposed in the CIS model), they would be available to fund both rising  
age-related health costs and/or retirement incomes.

There are analogies between the principle of employing superannuation-
style account-based savings vehicles as a stepping stone to health funding 
and the application of voluntary superannuation contributions to assist in 
purchasing a first home. Tax effective assistance for home purchase through 
superannuation became available to Australians from 1 July, 2017.54  Like 
health savings accounts, the notion of housing assistance accounts is  
borrowed from the Singapore CPF model of superannuation. For young 
members of the workforce whose retirement could be many years distant, 
access to their savings to meet current housing needs, if it were available 
in conjunction with a similar arrangement for health purposes, would 
constitute a new savings suite that could further motivate them to take 
greater interest in their superannuation earlier in their lives and to become 
more discriminating about their choice of fund to serve their more  
immediate needs.§

A choice-based health reform alternative to Medicare

Singapore’s successful experiment with HSAs relies on a complicated and 
intricate series of mechanisms operating through its CPF, carefully targeted 
government funding, and a societal consensus. Its health system is unique 

§	� We offer no opinion as to use of superannuation savings as a policy to address “housing affordability”. 
Our argument relates to the general principle of broadening its use as a source of savings other than for 
the “sole purpose” test as defined in s62 of the Superannuation Industry (Supervision) Act 1993.
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in the sense that its 3M HSA model has been uniformly adopted as the  
national system together with its superannuation.

In conjunction with direct rationing through government monitoring of 
public hospital spending, and rationing through the price system for out-
of-hospital care, Singapore’s 3M health finance model of cost sharing has 
helped it become a world leader in efficient and effective health service 
delivery. It offers a model that attracts increasing attention from other  
high-income countries.

The personal disciplines and accountabilities that are a corollary of the 
3M system go hand-in-hand with the peculiar combination of a tolerance 
of government intervention and supply side control in conjunction with 
autonomous, competing public hospitals and market-driven GP and 
specialist behaviour.

The destiny of HSAs in other countries that have to date implemented  
them as partial, optional platforms is uncertain for explicit systemic reasons 
that do not constitute barriers in Australia. An optional HSA model in 
which participants cashed out their Medicare entitlements hence remains  
an opportunity for Australia.

There are parallels between the superannuation mechanisms of Australia 
and Singapore, except that the Australian occupational system of private 
superannuation is at present limited to the purposes of retirement and  
cannot be accessed beforehand. Australia’s established pattern of contributory 
savings could be broadened to accommodate Singapore’s cost sharing 
mechanisms in health in conjunction with a right to opt out of Medicare 
entitlements.

To the extent that Australia has gone some way towards privatising the 
public pension system by shifting from Pay-As-You-Go taxpayer funding to 
Save-As-You-Go self-funding for retirement, there are good reasons on the 
grounds of sustainability and efficiency to emulate this transition for health 
services by diluting the monopoly of Medicare. 
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Medicare opt-out HSAs have the potential over time to establish substantial 
non-government sources of health funding and take pressure off government 
budgets by limiting future exposure to rising health expenditure. The effect  
of exits from the universal system could relieve pressures on the public 
hospital system as well as on the cost of medical and pharmaceutical  
benefits; it would also create a drive towards a more competitive health 
economy in which there were more effective price signals in both labour 
and service markets. The private health insurance industry could benefit 
from new lines of business in HSA account management as well as in writing 
new HSA high-deductible tables, and there would be savings to the federal 
government’s subsidies for private health insurance. Existing registered 
benefits tables may nevertheless experience some backwash without measures 
to arrest anti-selection. This could be a spur to their redesign and to a review 
of all forms of gap cover. A review of the government’s mandate of 100% 
cover for the hospital costs of private patients treated in public hospitals 
would also be a priority.

An overhaul of the various components of Medicare would be timely. Since 
its introduction in October 1984 it has remained remarkably intact, apart 
from a series of fine tunings at the margin that have extended certainty of 
entitlement (thus adding to moral hazard) by way of safety nets for high 
claimants and various incentives to encourage GPs to bulk bill. This has 
entrenched Medicare as a monopolistic service for everyone—rather than 
targeting need and conserving resources for the poorest and most vulnerable.

While it is unusual for a country to introduce fundamental change to the  
way it finances its health care, it is important that the design of Australia’s 
health system bears some relation to the demographic challenges it 
confronts, as well as representing overall value for money. Opt-out HSAs  
offer a politically feasible path to health reform not only due to the element 
of choice — since those who do not wish to can stay with Medicare — but 
also because of who would emerge as the winners from this reform 
process. Medicare as it stands will be unsustainable without a lift in health  
productivity, or more taxation, or more public debt, or some combination 
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of these. One obvious alternative to consider is the way in which Singapore 
has nurtured a low cost, competitive health economy in which HSAs 
have flourished, and allow Australians to opt out of Medicare and assume  
personal financial responsibility for self-funding their own health care.
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