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Foreword

The COAG reform agenda is wide-ranging and ambitious. It has its genesis in the
recognition, following completion of the National Competition Policy process, that
further reforms — and notably a focus on human capital — would be needed to meet
the challenges for Australia of an ageing population and other pressures.

The reform architecture established in 2008 includes a prominent role for the
COAG Reform Council, to monitor progress in implementation of the agenda and
thereby to enhance accountability and help maintain reform momentum.
Complementing the Council’s central role, the Productivity Commission was asked
by COAG to report to it periodically on the economic ‘impacts and benefits’ of the
reforms. This is desirable to verify that COAG reforms are having the anticipated
benefits and to indicate their extent, and also to reveal opportunities for further
gains.

This initial ‘framework’ report sets out for COAG’s consideration the broad
approach and a sequence that the Commission could follow in its substantive
reports. It highlights the need to look at both the direct and indirect impacts of any
reform, and to recognise that not all of the impacts in some areas will be
measureable in economic terms. Assessments will also require varying degrees of
judgement, and these will need to be informed by effective consultation processes.

In preparing its report, the Commission has benefitted greatly from advice and
feedback from senior officials across all governments, including at three workshops,
one of which was devoted to modelling issues and approaches. The Commission is
grateful for this assistance and looks forward to further responses to its proposed
assessment framework.

Gary Banks AO
Chairman

December 2010
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Terms of reference

I, Nick Sherry, Assistant Treasurer, pursuant of Parts 2 and 3 of the Productivity Commission
Act 1998 hereby request that the Productivity Commission undertake reporting on the impacts and
benefits of COAG reforms.

Purpose of the study

The Council of Australian Governments (COAG) is committed to addressing the challenges of
boosting productivity, increasing workforce participation and mobility and delivering better
services for the community. This reform agenda will also contribute to the goals of improving
social inclusion, closing the gap on Indigenous disadvantage and improving environmental
sustainability.

At its March 2008 meeting, COAG agreed that, to assist the COAG Reform Council in its role of
helping to enhance accountability and promote reform, and monitoring the progress of the COAG
reform agenda, the Productivity Commission (the Commission) would be requested to report to
COAG on the economic impacts and benefits of COAG’s agreed reform agenda every two to three
years. In doing so, the Commission should be guided by COAG reform objectives and goals
identified in the Intergovernmental Agreement on Federal Financial Relations, COAG
communiqués and related documents, particularly as they relate to addressing the challenges stated
above.

The reporting will cover, as appropriate, the realised and prospective economic impacts and
benefits of the different reform streams, including regulation, infrastructure and human capital
issues of workforce productivity and participation. Each report to COAG will give priority to
informing governments of the nature of reform impacts and benefits and the time scale over which
benefits are likely to accrue, given COAG’s reform framework and implementation plans. Where
information about specific reform impacts or initiatives is limited, the Commission’s reporting
would produce broad or ‘outer envelope’ estimates of the potential benefits and costs of reform.

The reporting program should enable governments to have up-to-date information with which to
evaluate what has been achieved through the reform agenda and provide an assessment of potential
future gains.

Scope of reports

Each report should cover reform developments, impacts and benefits in each COAG reform area.
At the commencement of each reporting cycle, the Assistant Treasurer will provide directions
concerning particular reporting priorities to be addressed within this broad framework. Without
limiting the scope of matters to be considered, determination of reporting priorities could take into
account:

« the fiscal impact of reform on each level of government
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o the availability of new material on COAG's reform agenda or implementation plans

o the implementation of a significant body of reform over a sufficient period to enable a
meaningful review of the likely impacts and benefits of that reform

e any emerging concern about the potential impacts or benefits of a reform.
The Commission's reports to COAG should provide information on:

e the economic impacts and benefits of reform and outcome objectives, including estimates of the
economy-wide, regional and distributional effects of change

o assessments, where practicable, of whether Australia's reform potential is being achieved and
the opportunities for improvement. The analysis should recognise the different nature of
sectoral productivity-based and human capital reforms and the likely time paths over which
benefits are likely to accrue.

In preparation for its inaugural full report, the Commission should also provide a ‘framework’
report to COAG outlining its proposed approach to reporting on the impacts and benefits of
COAG’s reform agenda.

Methodology

The Commission will develop and maintain analytical frameworks appropriate for the
quantification of the impacts and benefits of reform, and the provision to government and the
community of assessments of the economy-wide, regional and distributional effects of COAG’s
reform agenda. The frameworks should be transparent, and subject to independent assessment. As
far as practicable, the frameworks should be made available for wider use.

The Commission should provide an explanation of the methodology and assumptions used in its
analysis. The Commission should also provide guidance concerning the sensitivity of results to the
assumptions used and bring to COAG’s attention informational limitations and weaknesses in
approaches to reform evaluation. The scope for improvement should be identified.

Consultation and timing

In the course of preparing each report, the Commission should consult the COAG Reform Council,
relevant Ministerial Councils, any relevant COAG working groups, Commonwealth Ministers,
State and Territory Treasurers and more widely, as appropriate. While these consultations would
inform the Commission's assessment, responsibility for the final report would rest with the
Productivity Commission.

The Commission's framework report should be submitted to COAG by 31 December 2010. The
Commission will then complete full reports at 2-3 year intervals dated from 1 January 2009, in
accordance with directions for individual reports from the Assistant Treasurer.

Final reports will be submitted by the Productivity Commission to the Assistant Treasurer for
conveyance to COAG. The Assistant Treasurer will advise the Commission of the timing for
individual reports. The reports will be published.

Nick Sherry
Assistant Treasurer
[Received 18 June 2010]
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Key points

The Commission has been requested to report every two to three years to COAG on
the economic ‘impacts and benefits’ of COAG reforms. The Commission is also
required to consider the extent to which Australia’s reform potential is being achieved
and opportunities for improvement.

— In preparation for its first report, the Commission has been requested to provide
this framework report outlining its proposed approach.

As in earlier exercises, the Commission will adopt an economy-wide approach for its
assessments.

— The proposed framework recognises the direct and wider flow-on effects of
reforms. As far as practicable, costs incurred by government to achieve reform
objectives and outcomes will also be taken into account.

The framework will provide for the quantification of the impacts of COAG reforms on
national economic activity, employment and income. It will also provide quantification
of fiscal, as well as State, regional and other distributional effects of change.

— The Commission proposes to use a ‘dynamic general equilibrium model’ to project
economy-wide impacts.

Where practicable, the social and environmental impacts will also be assessed.

— Although not in comparable metrics, available indicators will be drawn on to help
provide a broader assessment of the overall impacts of reform.

The Commission will group reforms into three broad streams: competition and
regulation; human capital (including health, education and training); and the
environment.

— The proposed framework will account for differing lead times and the implications
of changing demographic and economic characteristics on reform impacts.

Taking into account the progressive development and implementation of COAG’s

reforms, it is proposed that the Commission’s first report provide:

— an overview of the agenda and the potential for gains;

— an assessment of areas of the competition and regulation stream for which policy
development and implementation are advanced; and

— an assessment of an area of the human capital stream, such as education, where
agreements have been concluded and there are some realised as well as
prospective impacts.

It is proposed that the Commission progressively report across the three reform
streams in subsequent reports.

Xl
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Overview

Since the early 1990s, Australia has experienced the longest period of continuous
economic growth and associated rise in household incomes on record. It has also
avoided some of the more severe effects of the global economic downturn
associated with the global financial crisis. While the mining boom has played a key
role in this, Australia’s economic performance has been underpinned by wide-
ranging economic reforms that increased the productivity, competitiveness and
flexibility of our economy.

National Competition Policy (NCP) was an important component of that program of
reforms, with its emphasis on removing barriers to productivity and economic
efficiency across the country. By the mid-2000s, most of the NCP reforms initially
agreed to by the Council of Australian Governments (COAG) were in place.
However, an ageing population, together with ongoing global competition and
environmental pressures, mean that further reforms are needed if Australians are to
achieve significantly higher living standards in the future.

These imperatives have been recognised by COAG, which developed a new agenda
of reforms aimed at boosting productivity, increasing workforce participation and
mobility and improving the quality of public services (COAG 2008b). The agenda
also seeks to contribute to the goals of improving social inclusion, closing the gap
on Indigenous disadvantage and improving environmental sustainability. At an
early stage in the development of the COAG reform agenda, the Commission
estimated that the achievement of identified infrastructure reforms and reductions in
regulatory burdens could increase GDP by nearly 2 per cent (PC 2006). Other
reforms to enhance workforce participation and increase productivity (through
health, education and workforce participation reforms) were projected to deliver
even larger gains, though these would materialise over a lengthy period and may
require significant public investment.

More concrete information about individual reforms and implementation plans is
now becoming available.! This affords the opportunity for assessments to be made

1" An annex detailing COAG reform agreements and initiatives as they currently stand, is available
on the Commission’s web page.
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of actual reforms being implemented and the extent to which Australia is reaching
its reform potential.

What the Commission has been asked to do

The Commission has been requested by COAG to report on the economic impacts
and benefits of the COAG reforms every two to three years. The Commission is
also required to consider whether Australia’s reform potential is being achieved,
and opportunities for improvement. The Commission’s reports are to complement
the COAG Reform Council’s role of enhancing accountability and promoting
reform by monitoring progress in the COAG Reform Agenda.

In preparation for its first substantive report, the Commission has been requested to
provide this framework report outlining its proposed approach. This approach has
been guided by COAG’s request that it:

« report on both the realised and prospective economic impacts and benefits of the
different reform streams;

o give priority to informing governments of the nature of reform impacts and
benefits;

« report on the timescale over which benefits are likely to accrue, given COAG’s
reform framework and implementation plans; and

« 1identify emerging concerns about the potential impacts of reform and make
assessments as to whether Australia’s reform potential is being achieved.

The approach proposed by the Commission in this report should enable it to provide
governments with relatively up-to-date information, focused sequentially on
specific areas of reform in three reports over eight to ten years. Early reports will
not be able to cover the whole COAG agenda, which is still in train, but will focus
on key areas where reforms have been implemented.

What the framework should cover

The Commission has been asked to develop a framework which can be used to
address the broad reporting remit of its terms of reference. This indicates that the
framework may need to address reporting priorities relating to:

o the fiscal impact of reform on each level of government;

o the availability of new material on COAG reforms or implementation plans;
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« the implementation of a significant body of reform over a sufficient period to
enable a meaningful review of the likely impacts and benefits of that reform; and

« any emerging concerns about the potential impacts or benefits of a reform.

Recognising the progressive implementation and, in some cases, long lead times of
reforms, the Commission’s reporting will need to be tailored to areas for which it is
possible to provide meaningful updates on impacts.

The terms of reference ask that the Commission’s framework provide for the
quantification of the impacts and benefits of reform, and assessments of the
economy-wide, regional and distributional impacts. The framework will also need
to test the sensitivity of results to changes in key assumptions.

The Commission’s approach

The COAG reforms would be assessed in terms of their direct impacts, with flow-
on effects to the wider economy and community then considered. As far as
practicable, costs incurred by government to achieve these objectives and outcomes
would be taken into account.

The Commission’s framework will provide for the quantification of the impacts on
economic activity, employment and income at the national level. In relation to these
economic impacts, it will also enable some quantification of fiscal, state and
regional, and distributional effects of change.

Determining the impacts of COAG’s reforms requires the Commission to ascertain
how the economy would differ compared to if there were no reform. This requires
isolation of the effects of reforms from other influences. In its proposed framework,
the Commission recognises that:

« it can be problematic to isolate such effects where different policies considered
by COAG interact to affect a single sector (such as in power generation), or are
subject to sequencing (such as in early childhood development, primary
schooling and later education);

« reforms may interact with ongoing demographic and economic change (such as
workforce participation and pollution reduction measures);

o demographic and economic changes over time have implications for the
counterfactual used in assessing the impacts of reform (such as changes in the
size of target population groups); and
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« some COAG reforms will have social and environmental outcomes that are not
amenable to direct measurement using conventional economic accounting
frameworks.

The Commission has accordingly sought to develop methodologies that provide
tractable approaches for meaningful analysis, notwithstanding these complexities.
In particular, the Commission’s analysis of economic impacts will be
complemented by assessments of social and environmental impacts, which are often
only partially reflected in market-based (economic) measures.

Differentiating the reforms into streams through their direct impacts

The reform streams developed by COAG differ in some important respects:

« Reforms associated with the competition and regulation stream can be regarded
as primarily focusing on the productivity and economic efficiency of product
and factor markets. Changes in activity levels that would raise incomes generally
flow from improvements in productivity. This stream of reform can be broadly
regarded as falling within the framework established by previous analyses of the
implications of NCP.

« Reforms associated with the human capital stream focus on human service
delivery and the condition of individuals and their capabilities.

— Reforms with a focus on the status of individuals and their capabilities,
contribute to workforce participation and productivity. Human capital
reforms also contribute to the goals of improving social inclusion and
reducing Indigenous disadvantage, and in some instances involve the
provision of new services. The achievement of these goals could require
significant additional discretionary outlays.

— Reforms associated with human service delivery (such as in the areas of
health, education and community services) may also deliver productivity
improvements. However, reforms in these areas also provide for
improvements in quality. These have both economic and social impacts,
making them distinct in many ways from activities covered in the
competition and regulation stream. Reforms across the human capital stream
will often involve long lead times before outcomes are achieved.

« Reforms associated with the environment stream focus on the allocation of
available environmental resources (notably water) between industrial, household
and environmental uses and reducing the potential impact of human activity on
the environment (such as carbon emissions). The reforms will have a number of
impacts on productivity and efficiency, but will also have a number of complex
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environmental and social impacts. The establishment of market mechanisms can
assist in achieving environmental goals, achieving a more efficient allocation of
available resources among competing uses. Additional discretionary government
outlays may be required to manage resources. The level and nature of
government interventions to achieve environmental goals are likely to vary over
time with the scale of human activity. Lead times between reform
implementation and the realisation of benefits could also be protracted
(especially 1n relation to policies directed at carbon pollution reduction).

Because of these differences, it is unlikely that estimates of impacts of the reform
streams will be comparable. For the purposes of its reporting, the Commission will
therefore group reforms into the above three broad streams.

Analytical approaches

Given the breadth of the agenda, information gaps and the difficulty of quantifying
all of the relevant economic, social and environmental effects, judgements will be
required in assessing the impacts and likely benefits of the reforms. These will need
to take into account the uncertainties surrounding the direct impacts of reforms and
the likely flow-on effects on living standards. In making its assessments, the
Commission will therefore need to conduct consultative investigations akin to the
approach followed in its commissioned projects. To support its investigations, the
Commission will also undertake its own quantitative and qualitative analysis of the
effects of reform and draw on other available research.

The Commission’s proposed framework for quantifying the effects of reforms in
each reform stream will take account of differences across streams, as well as lead
times and the implications of evolving demographic and economic characteristics. It
will also establish processes for drawing links between economic activity (changes
in productivity, workforce participation and mobility and service delivery) and
social and environmental outcomes and impacts.

A common economy-wide model will be used to quantify the aggregate, regional
and distributional effects of economic outcomes and those environmental and social
outcomes that affect economic activity. The model will be similar to that used by
the Commission on four previous occasions to illustrate the potential impacts of
widely-based national reform: in 1995 for Hilmer and related reforms; in 1999 for a
smaller range of NCP reforms of particular relevance to rural and regional
Australia; in 2005 to report on the economic and distributional consequences of
NCP reforms; and in 2006 to report on the potential benefits of COAG’s embryonic
National Reform Agenda.
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The model used on this occasion will be an updated version of the model used in the
2005 and 2006 exercises. The model — referred to as the Monash Multi-Regional
Forecasting (MMRF) model — treats each State and Territory as a separate
economic region with over 50 industry sectors in each jurisdiction. For the
forthcoming assessments, however, the MMRF model is being updated to include:

« adynamic capability, to reflect the effects of demographic and economic change
on the impacts and benefits of COAG reforms;

« explicit modelling of demographic change; and

« arevised treatment of energy and the environment (including carbon emissions).

Social and environmental impacts that fall outside of the economy-wide model will
also be assessed to complement the Commission’s projections.

Reporting priorities and sequencing

Taking into account the progressive nature of policy development and
implementation of COAG reforms and associated reporting requirements, it is
proposed that the Commission’s first report would draw on its previous work on the
National Reform Agenda, as well as other studies, to illustrate the benefits of each
reform stream.

Specific reforms chosen for more detailed assessment will be those that:

o are likely to have a material impact (that is, those of national significance or
which are likely to have a significant impact on communities in more than one
jurisdiction);

« represent material changes to current policy settings; and

« have a longer-term perspective.

It 1s proposed that the detailed reporting by the Commission across the reform
streams be implemented progressively. Early assessments would focus on reforms
covered by the Intergovernmental Agreement on Federal Financial Relations —
currently the main Intergovernmental Agreement governing the implementation of
COAG reforms. Environmental and other matters outside this agreement considered
by COAG (including water market reform and addressing climate change) would be
assessed in reports further along the reporting cycle, depending on policy
development and reporting guidance from government.

Based on the above criteria, the Commission suggests that, for the first report,
consideration be given to the inclusion of:

XVIII  COAG REFORMS
REPORTING
FRAMEWORK



. areas of the competition and regulation stream likely to have realised or
prospective impacts — for example, substantial progress has been made on the
implementation of at least 12 deregulation priority areas; and

o an area of the human capital stream likely to have realised or prospective
impacts — for example, currently a range of education and training reforms have
been implemented or are at an advanced stage of development.

It is proposed that assessments of reform potential relating to these areas also be
included in the analysis.

A possible sequence for subsequent reports

The program for subsequent reports could be confirmed after the results of the first
study are considered and further progress in policy development and
implementation of reforms has been made. On the basis that it would be desirable to
have completed an initial analysis of COAG reforms within ten years of the
introduction of the current COAG reform agenda, the subsequent two reports (two
to three years apart) could cover:

« competition and regulation reforms not covered in depth in the first report,
including energy markets, transport and infrastructure;

« any education and training reforms not covered in depth in the first report; and
« health, ageing, affordable housing and disability related reforms.

It is proposed that reporting on initiatives targeting specific social concerns (such as
Indigenous disadvantage and gambling), and those in the environment stream (that
is, water and climate change policy) would depend on policy developments and
directions from government.

In this sequence, reforms in the competition and regulation and human capital
streams would be the focus of early reports. The Commission would not assess the
changes in Commonwealth-State financial relations in their own right, but rather
consider their effects as part of the assessment of the individual reform streams.
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1 Introduction

Since the early 1990s, Australia has experienced the longest period of continuous
economic growth on record and associated rise in household incomes. It has also
avoided some of the more severe effects of the global economic downturn
associated with the global financial crisis. While the mining boom has played a key
role in this, Australia’s economic performance has been underpinned by wide-
ranging economic reforms that increased the productivity, competitiveness and
flexibility of our economy.

National Competition Policy (NCP) was an important component of that program of
reforms across the country, with its emphasis on removing anti-competitive barriers
to productivity and economic efficiency. By the mid-2000s, most of the NCP
reforms initially agreed to by the Council of Australian Governments (COAG) were
in place. However, the demands of an ageing population, together with ongoing
global competition and environmental pressures, mean that further reforms are
needed if Australians are to achieve significantly higher living standards in the
future.

These imperatives have been recognised by COAG, which over a number of years
developed a new agenda of reforms aimed at boosting productivity, increasing
workforce participation and mobility and improving the quality of public services
(COAG 2008b). The agenda also seeks to address a number of other important
social objectives, including affordable housing, Indigenous disadvantage and
environmental sustainability. At an early stage in the development of COAG’s
National Reform Agenda, the Commission estimated that the achievement of
identified infrastructure reforms and reductions in regulatory burdens could increase
GDP by nearly 2 per cent (PC2006). Other reforms to enhance workforce
participation and increase productivity (through health, education and workforce
participation reforms) were projected to deliver even larger gains, though these
would materialise over a lengthy period and could be expected to require significant
public investment.

More concrete information about individual reforms, their costs and implementation
plans are now becoming available. This affords the opportunity for assessments to
be made of actual reforms and the extent to which Australia is reaching its reform
potential.
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1.1  The request to the Commission

The Commission has now been requested by COAG to report on the economic
impacts and benefits of the COAG reforms every two to three years. The
Commission is also required to consider whether Australia’s reform potential is
being achieved, and opportunities for improvement. The Commission’s reports are
to complement the COAG Reform Council’s role in enhancing accountability and
promoting reform by monitoring progress in the COAG Reform Agenda.

In preparation for its first report, the Commission was asked to provide a framework
report outlining its proposed approach. This approach has been guided by COAG’s
request that it:

« report on both the realised and prospective economic impacts and benefits of the
different reform streams;

« give priority to informing governments of the nature of reform impacts and
benefits;

« report on the timescale over which benefits are likely to accrue, given COAG’s
reform framework and implementation plans; and

« identify emerging concerns about the potential impacts of reform and make
assessments as to whether Australia’s reform potential is being achieved.

The approach proposed by the Commission in this report should enable it to provide
governments with relatively up-to-date information, focused sequentially on
specific areas of reform in three reports over the next 8-10 years. Reports will not
be able to cover the whole COAG agenda, but will focus on key areas of reform.

1.2 What the framework should cover

The Commission has been asked to develop a framework which can be used to
address the broad reporting remit of its terms of reference. Without limiting the
coverage, the terms of reference indicate that the framework adopted may need to
address reporting priorities relating to:

« the fiscal impact of reform on each level of government;

« the availability of new material on COAG's reform agenda or implementation
plans;

« the implementation of a significant body of reform over a sufficient period to
enable a meaningful review of the likely impacts and benefits of that reform; and

« any emerging concerns about the potential impacts or benefits of a reform.
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Recognising the progressive implementation and, in some cases, long lead times of
reforms, the Commission’s reporting will need to be tailored to areas for which it is
possible to provide meaningful updates on the impacts of reform.

The terms of reference ask that the Commission’s framework provide for the
quantification of the impacts and benefits of reform, and assessments of the
economy-wide, regional and distributional impacts. The framework will also need
to indicate the sensitivity of the results obtained to changes in key assumptions.

1.3 Consultations to date

The preparation of this framework report benefited from feedback at a series of
workshops on work in progress. The workshops were attended by representatives of
State, Territory (hereafter referred to as ‘States’) and Australian government
agencies and the COAG Reform Council. Workshops were held on 16 August and
27 October 2010. In addition, on 28 October 2010, the Centre of Policy Studies at
Monash University and the Productivity Commission provided a progress report on
the Monash Multi-Regional Forecasting (MMRF) model update.

The consultations helped refine and improve the proposed approach, and drew
attention to areas of particular policy importance. While the consultations were
informative, responsibility for judgements made to complete the proposed
framework and this framework report remains with the Commission.

1.4  Structure of this report

Chapter 2 summarises the broad structure of the COAG reform agenda with
reference to the main Intergovernmental Agreements and the national system of
payments from the Commonwealth to the States associated with its implementation.

Chapter 3 outlines the proposed evaluation framework for assessing direct and
wider impacts and benefits of reform. The framework proposed takes into account
the breadth of the reform agenda, the varying nature of reforms and the lead times
between reform and realisation of benefits, and considers ways to assess reform
impacts over time compared to a ‘no-reform’ path. Chapter 4 then considers the
implementation of the framework. It explores how studies of the direct impacts of
reform on productivity, prices, workforce participation and the population may
proceed. It also considers analysis and reporting of the economic impacts of reform.
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Chapter 5 considers some issues relating to the application of the proposed
framework to the competition and regulation, human capital and environmental
reform streams. Some approaches to identifying and measuring social and
environmental impacts are discussed.

Chapter 6 concludes this framework report with a discussion of the possible
application of the Commission’s proposed framework to forthcoming reports. A
possible sequence for these investigations is outlined.

The report is supported by an annex that provides additional details on COAG
reforms by broad reform area, and a catalogue of agreements and other initiatives.
The annex is available on the study website and on request.
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2 What are the COAG reforms?

Key Points

e COAG reforms include:

— changes to financial relations between the Australian Government and the
States; and

— an extensive series of specific reforms.

« The latter reforms are diverse, spanning the economy. They fall into three broad
streams: competition and regulation; human capital; and environment. The reforms
seek to:

— boost productivity, workforce participation mobility; and
— support wider social and environmental objectives.

e The broad implementation architecture which COAG reforms sit within includes
measures that vary in nature, with some focusing on longer-term, nationally

significant objectives, while others deal with short-term objectives or regional
concerns.

— Other measures involve a continuation of existing initiatives or government
expenditures and are not strictly ‘reforms’.
« Two of the key changes to Commonwealth-State financial relations involve:

— rationalising Specific Purpose Payments (confined to the human capital stream)
giving the States more autonomy in how they can be spent; and

— introducing narrower, more focused National Partnership Payments to support
the delivery of specified outputs or projects, facilitate reforms, or reward those
jurisdictions that deliver on nationally significant reform across all reform streams.

At its 26 March 2008 meeting in Adelaide, COAG committed to the ‘COAG reform
agenda’ which it described as:

... a comprehensive new microeconomic reform agenda for Australia, with a particular
focus on health, water, regulatory reform and the broader productivity agenda.
(COAG 2008b, p. 1)

The objective of the agenda is to:

. improve the well-being of all Australians through improvements in the quality,
efficiency and effectiveness of government service delivery. (COAG 2008n, p. 4)
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COAG announced that it would seek to achieve this objective through two distinct
types of reform:

« through changes in the operation of financial relations between the Australian
Government and the States (referred to hereafter as changes to Commonwealth-
State financial relations); and

« an extensive series of specific reforms.

The basic structure of the COAG reform agenda, which drew on the National
Reform Agenda broadly agreed to in 2006, is outlined in the 26 March 2008
communiqué (COAG 2008b). Subsequent COAG meetings have filled out this
structure, as COAG has agreed to a range of new initiatives, many of which support
or complement the formal agreements that make up the core of the agenda. The
‘core’ of the reform agenda consists of:

o the Intergovernmental Agreement on Federal Financial Relations
(COAG 2008n);

 six National Agreements; and

« 24 National Partnership Agreements.!

The Intergovernmental Agreement on Federal Financial Relations also covers
numerous other, mostly smaller, National Partnership Agreements (hereafter
referred to as National Partnerships) that could contribute to the achievement of
COAG objectives and goals.

The evolving nature of COAG reforms means that any listing of them will also

evolve. In determining which of the matters considered by COAG encompass

‘reforms’, for present purposes, the Commission has been guided by whether an

Initiative:

o falls under the auspices of the [Intergovernmental Agreement on Federal
Financial Relations;

« was considered by COAG on or after the reform agenda was outlined in March
2008;

« has given rise to a publicly available formal agreement indicating endorsement
by COAG (although this may not necessarily result in a signed formal
agreement); and

« makes reference to, supports or complements any of the signed formal
agreements identified.

—

The six National Agreements and 24 National Partnerships are to be monitored by the COAG
Reform Council and are denoted by the symbol ' in appendix A.
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In listing and categorising measures according to the nature of agreement and
reform theme, the Commission has relied on published information about the
measure. In particular, where a measure appears to span a number of subject matter
areas, it has been classified to one area on the basis of published information.

This chapter outlines the coverage of COAG reforms and processes with reference
to the main Intergovernmental Agreements and the associated Commonwealth
payments to the States that accompany the reform agenda. Section 2.1 provides an
overview of COAG reforms, while section 2.2 describes the architecture for the
implementation of the reforms. Section 2.3 then outlines the associated changes in
Commonwealth-State financial relations. Section 2.4 summarises the chapter.

This chapter is supported by an annex which provides additional details about the
COAG reform agenda by broad reform area and a catalogue of identified
agreements and other initiatives.

2.1 Overview of COAG reforms

The COAG reform agenda builds on a series of microeconomic reforms that
commenced in the mid-1980s. The agenda seeks to boost:

... productivity, workforce participation and geographic mobility, and support wider
objectives of better services for the community, social inclusion, closing the gap on
Indigenous disadvantage and environmental sustainability. (COAG 2008b, p. 2)

The reform agenda is wide ranging (box 2.1). It can be combined into three broad
reform streams and a miscellaneous group of other reforms:

« a competition and regulation stream (consisting of reforms in the areas of:
business regulation and competition; and infrastructure provision);

o a human capital stream (consisting of reforms in the areas of: education and
training; health, ageing and disability; housing; and Indigenous reform); and

« a environment stream (consisting of reforms in the areas of: water; and climate

change).

Other reform matters include areas of national security, community safety and
emergency management.
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Box 2.1  The COAG reforms at a glance

o Business regulation and competition reforms include measures to create a
seamless national economy, particularly through the establishment of national or
harmonised regulatory systems. Other areas include implementing previously
agreed energy, national transport and other infrastructure reforms, as well as
establishing more effective regulatory review and evaluation processes.

o Education and ftraining reforms include measures to improve early childhood
development, school and vocational education outcomes, including through
improvements in literacy and numeracy and in teacher quality and accountability.
Vocational education and training reforms seek to increase skill levels and provide
additional training places for job seekers and existing workers.

e Health, ageing and disability reforms focus on improving the quality of, and access
to, health services and the effectiveness of the health workforce, as well as policies
to prevent disease and illness, by addressing levels of obesity, smoking, diabetes,
physical activity and healthy eating and measures to enhance the quality of life for
people with a disability and their carers.

e Housing reforms are aimed at improving access to affordable housing, improving
access to housing by Indigenous people, enhancing the capacity of the community
housing sector and improving housing supply.

« Indigenous reforms are intended to close the gap on Indigenous disadvantage,
particularly by increasing access to early childhood education, schooling, vocational
education and health services and promoting safe communities and improved
governance arrangements.

o Water and climate change reforms include the establishment of new governance
arrangements for the Murray-Darling Basin, the facilitation of national water markets
and the introduction of a National Renewable Energy Target scheme.

o Other reforms include measures to improve national security, community safety,
emergency management and other initiatives.

Associated with these specific reform areas, the COAG reforms also include changes
to Commonwealth-State financial relations to facilitate long-term policy development, to
clarify the roles and responsibilities of each level of government, to improve public
accountability, and to improve the quality and effectiveness of government service
delivery. The reforms:

« rationalise the number of Specific Purpose Payments from over 90 to five;
« remove restrictions on how those payments can be spent; and

« introduce National Partnership Payments to support the delivery of specified outputs
or projects, facilitate reforms, or reward those jurisdictions that deliver on nationally
significant reform.

Sources: COAG (2008n); and Australian Government (2010b).
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Generally speaking, the reform agenda consists of a series of agreements and other
initiatives between the Australian Government and the States that target particular
policy concerns. The different types of agreements set out the higher level policy
objectives, outcomes and targets of reform in particular subject areas. In some
cases, such as in the regulatory reform area, the agreements also set out the reforms
themselves. In other cases, especially for many human capital reforms, individual
jurisdictions identify the reforms that they will implement to achieve the higher
level objectives, outcomes and targets set out in the agreements. Consequently,
jurisdictions may address the same policy objectives, outcomes and targets using
different policy measures.

The nature and scope of these objectives, outcomes and outputs vary between
agreements as do the associated performance benchmarks and targets. For instance,
one of the objectives of the National Partnership Agreement to Deliver a Seamless
National Economy is to ‘reduce the level of unnecessary regulation and inconsistent
regulation across jurisdictions’ (COAG 2009p) whereas the objective of the
National Partnership Agreement on Indigenous Economic Participation is to ‘aspire
to halving the gap in employment outcomes between Indigenous and non-
Indigenous Australians within a decade’ (COAG 20091).

Reforms in a particular area may involve a number of different agreements (usually
National Partnerships and, in the case of human capital, National Agreements),
Implementation Plans and other initiatives.

At their most basic level, reforms agreed to by COAG consist of changes in:
 the regulation of certain occupations, industries or activities; and

« the level, composition or funding of government expenditure.

Reforms typically would have a longer-term focus and represent a change in policy.
Nevertheless, the nature of the reforms varies.

« Some reforms, such as those in the competition and regulation stream, address
economic objectives, while others, such as those in the areas of affordable
housing, Indigenous disadvantage and the environment, target broader social or
environmental objectives, although they could also have economic effects
through productivity and workforce participation.

« Some reforms focus on particular concerns, such as differences in the way an
activity or occupation is regulated across States and, in the areas of preventive
health and ageing, the incidence of chronic disease risk factors and the
sustainability of existing service delivery models into the future.
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« Some initiatives focus on delivering nationally significant infrastructure, such as
the infrastructure priority list.

Many reforms identify priority areas for government expenditure (either new
expenditure or a change in priorities) or areas where potential efficiency
improvements can be made. Such measures are intended to help to reduce the
regulatory imposts that governments place on producers and consumers or enable
government services to be delivered at a lower overall cost (including placing less
demand on taxation) or to provide a higher standard or range of services.

As noted, there are also a range of matters considered by COAG or covered by the
new financial architecture that would not ordinarily be considered longer-term,
national ‘reforms’, including:

« existing (business as usual) measures that have been recast within the new
financial framework set out in the Intergovernmental Agreement on Federal
Financial Relations, such as essential vaccines and legal assistance services;

« funding to address local issues, such as insulation at Fort Street High School and
rehabilitation of the former Rum Jungle mine site; and

« responses to the global financial crisis and measures that address short-term
imperatives or are short term in nature, such as macroeconomic stabilisation
policies.

2.2 The architecture for the reform agenda

The reform agenda is built around a policy and financial architecture that consists of
three elements:

« the policy arrangements that give authority to and oversee the reforms;

o the framework of agreements and initiatives that implement the reforms (that
make up the core of the reform agenda); and

« the financial payments that accompany all of the agreements, many providing
incentives for the States to meet their reform commitments (figure 2.1).
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Figure 2.1 The COAG policy and financial architecturea
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a Stylised representation. The direction of the arrows indicates the broad ordering of arrangements. For
example, National Agreements are schedules to the Intergovernmental Agreement on Federal Financial
Relations, while the financial arrangements specified in the National Partnership Agreements fall under the
auspices of the Intergovernmental Agreement on Federal Financial Relations.

Policy

The reform agenda is set by COAG, comprising the Prime Minister, the six State
Premiers and the Chief Ministers from the Northern Territory and the Australian
Capital Territory. The President of the Australian Local Government Association is
also a member of COAG.

Many of the key reforms that make up the COAG reform agenda have been agreed
to, and signed, by all jurisdictions. The Australian Government is signatory to all of
the agreements.

While all jurisdictions have signed the main agreements, not all jurisdictions have
signed all agreements. Each jurisdiction can elect to sign or not sign any agreement
and many have opted not to sign particular agreements, either because the
agreement is not relevant to their jurisdiction or, as was the case with Western
Australia for the MNational Health and Hospitals Network Agreement
(COAG 2010g), because it did not support the reforms or the conditions attached.
This has given rise to a series of bilateral and multilateral agreements between
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members of COAG. For example, the Agreement on Murray-Darling Basin Reform
(COAG 2008h) 1s an agreement between the Commonwealth and those States in the
Murray-Darling Basin (the ‘Basin States’) — New South Wales, Victoria,
Queensland, South Australia and the Australian Capital Territory.

COAG 1s supported in its role by a range of Working Groups and appropriate
Ministers. The Ministerial Council for Federal Financial Relations, which consists
of the Treasurers of the Australian Government and the States (or their designated
representatives), oversees the operation of the Intergovernmental Agreement on

Federal Financial Relations (COAG 2008n).

The COAG Reform Council independently advises COAG on the performance of
governments in achieving the agreed outcomes and performance benchmarks for
reform, the progress of individual jurisdictions in implementing the agreed reforms
and on the aggregate pace of reform. The COAG Reform Council reports on:

« whether predetermined performance benchmarks have been achieved under the
six National Partnerships;

« the performance of the Australian Government and the States in achieving the
outcomes and performance benchmarks specified in 24 key National
Agreements;

« the performance of the Australian Government and the Basin States under five
bilateral Water Management Partnerships under the Agreement on Murray-
Darling Basin Reform;

« the aggregate pace of activity in progressing COAG’s agreed reform agenda; and

« the consistency of capital city strategic planning systems with the new national
criteria.

National agreements and initiatives

The structure of the agreements that make up the core of the reform agenda is
primarily set out in the Intergovernmental Agreement on Federal Financial
Relations (COAG 2008n). It outlines two of the main types of agreement that make
up the reform agenda — National Agreements and National Partnership
Agreements — and their roles, objectives and basic structure. The agenda also
includes selected other intergovernmental agreements and related initiatives.2 The
reform agenda is designed to be consistent and integrated.

2 All of the agreements that make up the reform agenda are ‘intergovernmental agreements’, in
the sense that each is an agreement between governments in the Australian Federation. Parties
to an agreement include the Australian Government and at least one State.
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These agreements are not legally binding. They represent an intention to undertake
the agreed reforms and contain procedures for handling any disputes that might
arise between the jurisdictions in the development and implementation of reforms.

The agenda also consists of numerous Implementation Plans that outline how the
objectives and outcomes set out in the relevant National Partnerships are to be
achieved and a range of other specific initiatives that support the partnerships.

The agreements that make up the reform agenda generally set out the mutually
agreed objectives, outcomes and outputs to be achieved through reform (box 2.2).
Some agreements, most notably (but not always) those with reward payments
attached, also set out the associated performance indicators and targets against
which progress towards achieved reform objectives, outcomes and outputs can be
gauged.

The framework outlined in the Intergovernmental Agreement on Federal Financial
Relations has been applied to most of the agreements that make up the COAG
reform agenda. However, some agreements, such as the National Health and
Hospitals Network Agreement (COAG 2010g), apply separate, although related,
frameworks.

Intergovernmental Agreement on Federal Financial Relations

The Intergovernmental Agreement on Federal Financial Relations (COAG 2008n),
which is underpinned by the Federal Financial Relations Act 2009 (Cwlth), sets out
the framework that underpins the COAG reform agenda as well as the associated
changes to Commonwealth-State financial relations (discussed in section 2.3).

National Agreements

National Agreements fall under the auspices of the Intergovernmental Agreement
on Federal Financial Relations. National Agreements operate on an ongoing basis
and do not have an expiry date.

A National Agreement is:

An agreement defining the objectives, outcomes, outputs and performance indicators,
and clarifying the roles and responsibilities, that will guide the Commonwealth and the
States and Territories in the delivery of services across a particular sector.
(COAG 2008n, Schedule A)
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Box 2.2 Broad structure of the main COAG agreements

The Intergovernmental Agreement on Federal Financial Relations sets out the
architecture for the main agreements that make up the COAG reform agenda. While
the terminology and structure of each agreement may vary, the agreements generally
specify the objectives, outcomes and outputs of reform and, if relevant, some also set
out agreed performance indicators, targets for these indicators (termed performance
benchmarks) and the timeframe over which these targets are to be achieved.

Objectives
The objectives describe the mutually agreed, overarching aspirations of the agreement.
Outcomes

The outcomes describe the direct effects a government activity is expected to have on
community wellbeing. Outcomes should be strategic, high level and observable goals
expressed in clear, measurable and achievable terms.

Outputs

The outputs describe the services being delivered by governments to achieve
outcomes. Alternatively, they may be used as a proxy for outcomes where outcomes
are not readily observable. Outputs can also help to define roles and responsibilities.
Outputs should be high level, as detailed outputs run the risk of constraining States’
responses to changing demand, cost drivers, priorities and service delivery models.

Performance indicators

The performance indicators are data which inform the community about how
governments are progressing towards achieving the objectives, outcomes and outputs.

Performance benchmarks

The performance benchmarks are a quantifiable change in a performance indicator,
usually expressed in respect of a period of time — for example, an X per cent increase
in X by 20XX. Where necessary to inform the community, performance benchmarks
should be few in number, high-level and reflect the highest order, most challenging
goals toward attainment of outcomes.

Source: COAG (2008n, Schedule A).

All National Agreements fall within the human capital stream. There are no
National Agreements covering the competition and regulation or environment
streams, which primarily consist of National Partnerships.

There are six National Agreements:

National Healthcare Agreement (COAG 20080);

National Education Agreement (COAG 2008p);

National Agreement for Skills and Workforce Development (COAG 2008q);
National Disability Agreement (COAG 2008r);
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o National Affordable Housing Agreement (COAG 2008s); and
o National Indigenous Reform Agreement (Closing the Gap) (COAG 2008t).

Each agreement seeks to clarify the roles and responsibilities of the Australian
Government and the States to improve service delivery and reduce duplication
within the sectors covered by the relevant agreement.

These National Agreements have been signed by all jurisdictions and are schedules
to the Intergovernmental Agreement on Federal Financial Relations (collectively
they constitute Schedule F of that agreement).

The COAG Reform Council has been tasked to report on the performance of all
jurisdictions against the National Agreement outcomes and performance
benchmarks. Under the Intergovernmental Agreement on Federal Financial
Relations, the payments to the States that relate to National Agreements are not
conditional on the agreed outcomes and performance benchmarks being met.

National Partnerships and Implementation Plans

National Partnership Agreements also fall under the auspices of the
Intergovernmental Agreement on Federal Financial Relations and, in some cases,
are linked to National Agreements.

A National Partnership is:

An agreement defining the objectives, outputs and performance benchmarks related to
the delivery of specified projects, to facilitate reforms or to reward those jurisdictions
that deliver on national reforms or achieve service delivery improvements.
(COAG 2008n, Schedule A)

Currently there are 51 National Partnerships, of which eight have reform
performance reward payments attached to them.3

The basic structure of National Partnerships is broadly similar to that of the
National Agreements (box 2.2), although the agreements are narrower and more
targeted in their focus.

3 The eight National Partnerships with reward payments are: National Partnership Agreement to
Deliver a Seamless National Economy; National Partnership Agreement on Improving Teacher
Quality;, National Partnership Agreement on Essential Vaccines; National Partnership
Agreement on Literacy and Numeracy; National Partnership Agreement on Preventive Health,
National Partnership Agreement on the Elective Surgery Waiting List Reduction Plan; National
Partnership Agreement on Youth Attainment and Transitions; and The National Health and
Hospitals Network — National Partnership Agreement on Improving Public Hospital Services.

WHAT ARE THE COAG 15
REFORMS?



Unlike National Agreements, most National Partnerships have an expiry date,
typically between one and four years after signing, or end when the agreed
initiatives are completed. The agreements do not specify what will happen to the
initiatives being progressed after the agreements expire. Some National Partnerships
that have expired, such as the National Partnership Agreement on the First Home
Owners Boost(COAG 20081), have given rise to new National Partnerships, while
others have not.

Each National Partnership sets out:
 the mutually agreed objectives, outcomes and outputs for reform;

o the reform goals expressed in terms of performance indicators and a target for
that indicator (performance benchmark);

« the timeframe over which the targets are to be achieved; and

« the amount and conditions attached to any accompanying financial payments.

Many National Partnerships are supported by detailed Implementation Plans that
outline how the agreed objectives, outcomes and outputs are to be achieved. Where
the reforms being progressed seek to ensure a nationally consistent approach, a
single Implementation Plan covers all signatories. Single Implementation Plans are
most common in the competition and regulation stream.4 However, where
jurisdictions decide on how the agreed objectives, outcomes and outputs are to be
achieved, the Implementation Plans are often jurisdiction-specific. This may mean
that the States implement different policies in response to the same reform goals.
State-specific Implementation Plans are most prevalent in the human capital,
environment and other streams. The COAG reform agenda currently consists of
around 230 Implementation Plans.

As mentioned, the COAG Reform Council is tasked with reporting progress in
implementing the agreed reforms and on the aggregate pace of reform. These
assessments are generally undertaken annually.d

Progress on implementing COAG reforms varies widely. Available evidence
suggests that some reforms are well advanced or have been completed, most notably
some of the 27 deregulation priorities set out in the National Partnership Agreement
to Deliver a Seamless National Economy (for example, BRCWG 2010a, 2010b,

4 A single national Implementation Plan, which is periodically updated, accompanies the National
Partnership Agreement to Deliver a Seamless National Economy (COAG 2009p).

5 An exception is reporting on progress in the National Partnership Agreement on the Elective
Surgery Waiting List Reduction Plan (COAG 2009aq), which is undertaken six monthly in
keeping with the assessment periods set out in the agreement (CRC 20101, 2010j).
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Emerson 2010). These include environmental assessment and approvals processes,
wine labelling, standard business reporting, national system of trade measurement,
health professional registration and accreditation, rail safety regulation and national
regulation of trustees. Progress in implementing the remaining deregulation
priorities is mixed. Some reforms are in the process of being developed and
implemented, and, in isolated instances, some jurisdictions have backtracked on
initial commitments. Progress in other reform areas is also mixed, though generally
with a lower degree of implementation.

Other intergovernmental agreements and initiatives

In addition to the Intergovernmental Agreement on Federal Financial Relations, the
reform agenda includes five other intergovernmental agreements:

o Intergovernmental Agreement for a National Registration and Accreditation
Scheme for the Health Professions (COAG 2008a) (part of the competition and
regulation stream);

o Intergovernmental Agreement for Regulatory and Operational Reform in
Occupational Health and Safety (COAG 2008d) (part of the competition and
regulation stream);

o Intergovernmental Agreement for Business Names Agreement (COAG 2009aa)
(part of the competition and regulation stream);

o Agreement on Murray-Darling Basin Reform (COAG 2008h) (part of the
environment stream); and

o Intergovernmental Agreement on a National Water Initiative (COAG 2004) (part
of the environment stream).

Some of these agreements, most notably those on the regulation of health
professions and occupational health and safety, have arisen from detailed public
examinations by the Productivity Commission (PC 2004, 2005). Three of the
associated reforms — national registration and accreditation for the health
professions, nationally uniform occupational health and safety systems and nation
registration of business names — are also included in the 27 deregulation priorities
in the National Partnership Agreement to Deliver a Seamless National Economy
(COAG 2009p).

A range of other initiatives support or complement the National Agreements and
National Partnerships that make up the COAG reform agenda. For example, the
development of a national curriculum is a responsibility shared between the
Australian Government and the States under the National Education Agreement
(COAG 2008p).
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Of the over 60 different initiatives listed in COAG communiqués and elsewhere that
support or complement the formal agreements that include COAG reforms,
sufficient detail is available to report on 30. These ‘other initiatives’ cover the
breadth of the reform agenda, are highly varied in nature and are generally narrowly
focused on specific issues of concern (appendix A).

In accordance with Treasury conventions, the National Health and Hospitals
Network Agreement 1s reported as an ‘other’ intergovernmental agreement or
initiative. This agreement was signed by all jurisdictions except Western Australia
in April 2010 (COAG 2010g). It augments the existing National Healthcare
Agreement and requires amendments to the National Healthcare Agreement and the
Intergovernmental Agreement on Federal Financial Relations, which have not, as
yet, been agreed. This agreement involves material changes to the health system in
general and public hospitals in particular. The three primary objectives of this
agreement are:

o fundamental reform of the health and hospital system, including funding and
governance, to provide a sustainable foundation for providing better services
now and in the future;

« changing the way health services are delivered, through better access to high
quality integrated care designed around the needs of patients, and a greater focus
on prevention, early intervention and the provision of care outside of hospitals;
and

« providing better care and better access to services for patients, through increased
investments to provide better hospitals, better infrastructure, and more doctors
and nurses.

Under the agreement, the Australian Government will become the major funder of
Australian public hospitals by funding 60 per cent of the ‘efficient price’ of all
public hospital services delivered to public patients. Responsibility for hospital
management will be devolved to new local hospital networks, to increase local
accountability and to improve performance. The Australian Government will also
assume funding and policy responsibility for general practitioners, primary health
care services and aged care services. In return, the participating States agreed,
among other things, to give up a share of their Goods and Services Tax (GST)
revenue to partly fund the new arrangements.6

This agreement complements, rather than replaces, the National Healthcare
Agreement.

6 The precise share of GST revenue that each State will be required to give up has not, as yet,
been determined or agreed, but is reported to be, on average, around 30 per cent.
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The National Health and Hospitals Network Agreement contains greater specificity
concerning the disposition of funds than does the National Healthcare Agreement.
From 1 July 2011, the National Healthcare SPP for jurisdictions that have signed
the National Health and Hospitals Network Agreement will be directed towards
funding the new arrangements.

2.3 Changes to Commonwealth-State financial
relations

The financial payments that accompany many of the agreements that make up the
reform agenda constitute the third element of the reform architecture.

The COAG reforms involve changes to the nature and operation of Commonwealth-
State financial relations. These reforms seek to provide:

... the platform for wide ranging policy reforms to improve economic, social and
environmental outcomes. (COAG 2008b, p. 4)

The potential for changes to Commonwealth-State financial relations is illustrated
by the distribution of government revenues and outlays between levels of
government. In broad terms, Commonwealth-State financial relations in Australia
are characterised by vertical fiscal imbalance. In 2008-09, the Australian
Government raised two-thirds of all government revenue, but only undertook half of
all government expenditure. The States funded roughly two-thirds of their
expenditure from their own sources of revenue (table 2.1).

Table 2.1  Government sources of revenue and outlays, 2008-09

Level of government Own-source revenue® Own-purpose expenditureP Ratio®
$b Per cent $b Per cent

Australian Government 310.0 66 255.6 52 1.21

State, Territory & local 161.3 34 236.7 48 0.68

Total 471.4 100 492.3 100 0.96

a Australian Government: GFS Revenue. State, Territory & local: GFS Revenue less revenue from Current
grants and subsidies. b Australian Government: GFS Expenses less revenue from Current grants and
subsidies received by State, Territory & local governments. State, Territory & local: GFS Expenses. € Own-
source revenue divided by Own-purpose expenditure.

Source: Commission estimates based on ABS (2010).

This vertical fiscal imbalance makes the States reliant on revenue transfers from the
Australian Government to fund many of the services that they provide.
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The Australian Government transferred almost $100 billion to the States in 2009-10
(left-hand panel of figure 2.2). The single largest payment involved a $44.5 billion
transfer of untied revenue from the GST (45 per cent of all Australian Government
payments to the States in that year). Collectively, NPPs and National SPPs, the two
payment types that fall within the scope of the COAG reform agenda, accounted for
just over half of the payments — $29 billion (29 per cent) and $24 billion (25 per
cent), respectively. All other payments from the Australian Government totalled
$717 million in 2009-10 (1 per cent).

Overall, just under 40 per cent, or $20 billion, of National SPPs and NPPs in
2009-10 was spent on education. This in large part, reflects the importance of the
Building the Education Revolution component of the National Partnership
Agreement on the Nation Building and Jobs Plan (COAG 20091) — which was
introduced to stimulate the economy in response to the global financial crisis. The
next biggest areas funded by the Australian Government were health ($12 billion or
23 per cent), affordable housing ($7 billion or 13 per cent) and infrastructure
($6 billion or 11 per cent) (right-hand panel of figure 2.2).

Figure 2.2 Australian government payments to the States, 2009-10

By payment type@ Total National SPPs and NPPs
by broad subject matter areab
All other Disability
National $1 billion $3 billion
SPPs GST Infrastructure _gmm Education
$24 revenue $6 billion S
billion $45 - $20 billion
billion
Affordable
housing
$7 billion
NPPs Health All other
$29 $12 billion arees
billion $5 billion

A Al other payments consist of general revenue assistance (non-GST revenue sharing arrangements;
compensation for Australian Government policy decisions; and payments for national capital influences). b Al
other consists of all payments classified by the Commonwealth Treasury in the areas of skills and workforce,
environment, contingent payments, other NPPs and local government.

Source: Commission estimates based on Australian Government (2010b).
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Changes under COAG reforms

The COAG reforms involve changes to the nature and operation of financial
transfers between the Australian Government and the States (box 2.3). The new
arrangements are outlined in the Intergovernmental Agreement on Federal
Financial Relations (COAG 2008n).

Prior to reform, these financial arrangements were controlled by the

Intergovernmental Agreement on the Reform of Commonwealth State Financial
Relations (COAG 1999).

The new Intergovernmental Agreement is central to the reform agenda and spans all
of the other agreements, initiatives and associated financial payments. The
Intergovernmental Agreement on Federal Financial Relations sets out the
framework for all intergovernmental financial transfers from the Australian
Government to the States other than for Australian Government own-purpose
expenses (COAG 2008n, p.6). The agreement is overseen by the Ministerial
Council for Federal Financial Relations.

The main changes to Commonwealth-State financial relations introduced as part of
the COAG reform agenda include:

« shifting from SPPs that tied expenditure on particular projects to SPPs that are
untied within the sector to which they relate;

« introducing a new type of Australian Government payment to the States called
National Partnership Payments (NPPs) to support the delivery of specified
outputs or projects, facilitate reforms, or reward those jurisdictions that deliver
on nationally significant reform;

« changing the quantum of funds made available to the States and the mix of funds
across policy areas; and

o streamlining administrative arrangements associated with  Australian
Government payments to the States.
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Box 2.3 Reform of Australian Government payments to the States

The COAG reform agenda involves changes in the Intergovernmental Agreement on
Federal Financial Relations to the operation of Commonwealth-State financial
relations, including the conditions under which SPPs to the States are made.

Australian Government payments to the States can be classified as being ‘untied’ or
‘tied’, depending on whether conditions accompany the payment.

The States have full autonomy over the use of untied payments. Prior to the signing of
the National Health and Hospitals Network Agreement in April 2010, the transfer of
revenue from the GST to the States, the largest of all the Australian Government

payments to the States, was untied.”

Nearly all of the remaining payments to the States, including all of the National SPPs
and NPPs that form part of the COAG reform agenda, are tied payments. The precise
nature of the conditions attached varies between payment types and between
individual payments within a particular type of payment (such that the conditions for
one SPP may differ from another SPP).

At a minimum, the conditions may require the States to spend the payment in a broadly
specified area, such as on health or education. Most payments also require the States
to account for how the funds have been expended. Many also require the States to
detail any accompanying expenditure that they have undertaken. Agreements may
also require the States to provide matching funding or, to disallow States substituting
Australian Government expenditure for their own, to maintain their expenditure levels.
Some conditions go further by specifying actions that the States are required to
undertake. For example, among a range of conditions placed on the States, the
Building the Education Revolution component of the National Partnership Agreement
on the Nation Building and Jobs Plan requires the States to ‘accept and adhere to
required branding and recognition of all projects, as determined by the Australian
Government’ (COAG 2009i, s. D14(i)). Other conditions go further still by specifying
how much the States are required to spend and on what.

These conditions are often referred to as ‘input controls’ or ‘output controls’, as they
impose constraints on the inputs to be used or the outputs produced.

Tying of grants can be made for a number of reasons:

« they enable the Australian Government to account for how the revenue collected
has been spent;

« they are also one way of achieving national objectives or addressing issues that
have implications for other jurisdictions; or

« they enable the Australian Government to direct government expenditure.
(Continued next page)

7 Even after the signing of the National Health and Hospitals Agreement, approximately 70 per
cent of the GST revenue for States that signed the agreement (that is, all but Western Australia)
remains untied.
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Box 2.3 (continued)

Tied grants can also impose economic imposts. They give rise to administrative
expenditure by each government to account for the financial flows and, through the
conditions attached to each grant, direct State expenditure and potentially the mix of
government services delivered.

Recent Commonwealth-State financial reforms set out in the Intergovernmental
Agreement on Federal Financial Relations seek to reduce the number and type of
constraints applying to National SPPs. At the same time, the reforms included a new
class of tied payment, National Partnership Payments.

Sources: Australian Government (2008a); and COAG (2008n).

Changes to Specific Purpose Payments

Prior to the reform agenda, the Australian Government provided Specific Purpose
Payments (SPPs) to the States. SPPs were defined as:

. a financial contribution to important areas of state responsibility which the
Australian Government makes in pursuit of its policy objectives. Typically, the states
need to fulfil specified conditions in order to receive these payments, which cover most
functional areas of state and local government activity, including education, health,
social security, housing and transport. (Australian Government 2007, p. 5)

The reform of SPPs as part of the reform agenda involved reducing the number of
SPPs from over 90 to five, renamed, National Specific Purpose Payments (National
SPPs) (Australian Government 2010b). The effective reduction in the number of
SPPs is not quite as large as these figures suggest, as some of the initiatives
previously funded through separate SPPs are now funded through separate NPPs.
For example, Australian Government funding of essential vaccines was funded as a
SPP under the Australian Immunisation Agreements for Inclusion in the National
Vaccine Schedule ($396 million in 2007-08) but is now funded as a NPP under the
National Partnership Agreement on Essential Vaccines ($326 million in 2009-10).

National SPPs currently accompany five of the six National Agreements. There is
no National SPP linked to the National Indigenous Reform Agreement, with the
other National SPPs funding the associated Indigenous reforms. A National SPP is
now defined as:

A Commonwealth financial contribution to support State and Territory delivery of
services in a particular sector. (COAG 2008n, Schedule A)
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The States are required to spend each National SPP in the service sector relevant to
that National SPP.8 For example, the National Education SPP must be spent on
education. However, the States have autonomy as to how the National SPPs are to
be spent within these sectors to achieve the mutually agreed objectives.

The arrangements for all National SPPs are broadly similar. The Intergovernmental
Agreement on Federal Financial Relations sets out the base level of funding for
each National Agreement in highly specific terms (COAG 2008n, Schedule D,
Table D1). This base level of funding is indexed on 1 July each year according to
National SPP-specific growth factors set out in Schedule D.

After a transition period of five years, the overall quantum of funds available for
each National Agreement will be distributed across States according to population
shares, with no adjustment for other demographic or socio-economic differences
across jurisdictions.

The receipt by each jurisdiction of its National SPP is not dependent on the
achievement of the agreed objectives or performance benchmarks that are set out in
those National Agreements.

National SPPs totalled $24 billion or roughly one-quarter of all Australian
Government payments to the States in 2009-10 (table 2.2). The main National SPPs
were directed towards the healthcare and education sectors ($11 billion and
$10 billion, respectively), with these two sectors accounting for 86 per cent of all
National SPPs in 2009-10. The three remaining National SPPs — skills and
workforce development, affordable housing and disability — are all similar in size.

While the changes to SPPs under the reform agenda involve distinct elements of
reform (such as streamlining the number of payments, reduction in the conditions
attached and the associated administrative arrangements), the new system of SPP
payments has many similarities to the previous one. The sectoral coverage of the
new payments is broadly similar (although the old arrangements also included a raft
of small payments in areas such as public law and order, fuel and energy, recreation
and culture, and transport and communication that are not included in the new
arrangements). The quantum of funding is also similar ($26 billion under the old
arrangements in 2007-08 compared to $24 billion under the new arrangements in
2009-10), as is the focus on the health and education sectors (collectively, 78 per
cent of SPPs in 2007-08). Thus, in some respects, the new arrangements involve a
continuation of existing arrangements.

8 The States are free to allocate their own funding across or within sectors.
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Table 2.2  Overview of Australian Government National Specific
Purpose Payments and National Partnership Payments to
the States, 2009-102

National Total Share of total

Broad area of expenditure SPPs NPPsb payments payments
$m $m $m Per cent
Health 11 224.0 1183.0 12 406.0 23.3
Education 9760.2 10 445.8 20 206.1 37.9
Skills and workforce 1317.9 442.2 1760.0 3.3
Disability 903.7 1598.4 2 502.1 4.7
Affordable housing 1202.6 58424 7 045.0 13.2
Infrastructure 5919.7 5919.7 11.1
Environment 488.7 488.7 0.9
Contingent payments 722.2 722.2 14
Other NPPs 271.2 271.2 0.5
Local government 1979.8 1979.8 3.7
Total 24 409.0 28 893.4 53 300.8 100.0

a National Partnership Payments as published in the Budget Papers and may include expenditure not related
to the COAG reform agenda such as $5.3 million for film and literature classification. I"Temporary fiscal
stimulus spending undertaken to maintain macroeconomic stability during the global financial crisis accounted
for roughly $13 100 million in 2009-10 (Australian Government 2010c, p. 11).

Sources: Australian Government (2010b, 2010c).

The introduction of National Partnership Payments

The changes to Commonwealth-State financial relations that form part of the reform
agenda introduced a new type of Australian Government payment to the States
called a National Partnership Payment (NPP).

NPPs accompany many, but not all, of the National Partnerships. They are:

A Commonwealth payment to the States and Territories, in respect of a National
Partnership Agreement, to support the delivery of specified projects, to facilitate
reforms or to reward those jurisdictions that deliver on national reforms or achieve
service delivery improvements. (COAG 2008n, Schedule A)

The Intergovernmental Agreement on Federal Financial Relations sets out three
types of NPP:

e project payments;

« facilitation payments; and

« incentive payments (also called reward payments).

The number and amount of each NPP is set out in the relevant National Partnership
as are the conditions attached to payment.
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Project payments support the delivery of particular outputs or projects. For example,
the Australian Government paid the Northern Territory Government $2 million in
2009-10 to develop and conduct environmental monitoring activities and to develop
management and rehabilitation strategies under the National Partnership Agreement
on the Management of the Former Rum Jungle Mine Site (COAG 2009aj). These
payments are typically made when agreed milestones have been reached.

Facilitation payments made to support reform, are typically paid early on in the
reform process and may be conditional on the achievement of agreed milestones
through the course of the agreement. For example, the National Partnership
Agreement on Literacy and Numeracy allocated $150 million over two years to:

... facilitate reform delivering accelerated literacy and numeracy improvement and
progress towards the COAG target, with a priority focus on those primary aged
students most in need of support, especially Indigenous students. (COAG 2009b, p. 12)

Facilitation payments may also be paid in advance of the States implementing
reform, in recognition of administration and other costs of undertaking reform.

Reward (or incentive) payments are made to those jurisdictions that achieve agreed
performance targets and generally occur when reform is well advanced or after
completion. For example, $250 million in reward payments in 2012-13 is available
under the National Partnership Agreement to Deliver a Seamless National Economy
to States that achieve the key milestones as set out in the Implementation Plan for
the 27 deregulation priorities (COAG 2009p). Reward payments are provided to
those States that deliver reform progress and are contingent on the achievement of
the agreed performance benchmarks. The achievement of performance benchmarks
for reward payments will be monitored by the COAG Reform Council.

The States are required to report annually to the Ministerial Council for Federal
Financial Relations detailing total expenditure under the relevant National
Partnership. Details are also required on how project and facilitation funding
payments from the Australian Government were spent and, where required by the
National Partnerships, State contributions.

Unlike National SPPs, NPPs are tied to the objectives and outcomes specified in the
relevant National Partnerships and reward payments are conditional on jurisdictions
making substantial progress or achieving agreed performance benchmarks.

NPPs are generally smaller, more targeted and much more numerous than National
SPPs. The 2010-11 Budget Papers list over 100 different NPP payments in 2009-10,
although the same agreement is often listed as having more than one NPP
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(Australian Government 2010b).9 This is particularly the case in health, where
funding may cover the purchase of an individual piece of capital equipment, such as
a PET scanner in a particular hospital. These individual payments are aggregated by
jurisdiction prior to payment by the Australian Government.

Some of the previous SPPs were recast as NPPs to fit within the new framework set
out in the Intergovernmental Agreement on Federal Financial Relations. For
example, Australian Government payments to the States for legal aid were
classified as a public order and safety SPP before the Intergovernmental Agreement
on Federal Financial Relations but are now NPPs under the National Partnership
Agreement on Legal Assistance Services (Australian Government 2008a, 2010b,
COAG 2010n).

Australian Government expenditure on NPPs totalled $29 billion or roughly 30 per
cent of all payments to the States in 2009-10 (table 2.2). These payments were
concentrated in the areas of: education ($10 billion); infrastructure ($6 billion); and
affordable housing ($6 billion). Although there is considerable overlap with the
sectoral coverage of National SPPs, NPPs also apply to infrastructure, the
environment and to a range of miscellaneous areas that are not covered by National
SPPs.10

Other changes to Commonwealth-State financial relations

The changes to Commonwealth-State financial relations that form part of the reform
agenda also involve some other miscellaneous changes.

The Intergovernmental Agreement on Federal Financial Relations streamlines the
administrative arrangements surrounding Australian Government payments to the
States. The changes include:

 rationalising the number of payments;
« removing conditions attached to many SPPs;
« reducing the reporting requirements placed on State Governments; and

« clarifying areas of Australian Government, State and shared responsibility to
reduce uncertainty and duplications.

O

The section of the 2010-11 Budget Paper no.3 covering NPPs is over 100 pages long
(Australian Government 2010b).

10 The Budget Papers group NPPs into the nine broad categories listed in table 2.2 (Australian
Government 2010b), although Australian Government payments to local government are not
covered by a National Partnership.
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Furthermore, the administration of these payments has been centralised to simplify
payments to the States, aid transparency and improve the States’ budget processes.
Previously, payments were made from Commonwealth portfolio departments to the
relevant State agencies, and each payment had its own payment and administrative
arrangements. All payments are now centrally administered and processed, with the
Australian Treasury making the payments directly to each State treasury. State
treasuries are responsible for distributing the funding within their jurisdiction
(Australian Government 2008a, p. 16).

The changes to Commonwealth-State financial relations also involve changes to the
quantum of funds made available to the States, the mix of these funds across policy
areas, and, for National SPPs, details of how the Australian Government funding
will be indexed in the future and how the funds will be distributed across States to
provide greater certainty to the States.
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3  An evaluation framework

Key points

« Reporting to government on the nature of the impacts and benefits of reform, and
the time scale over which they will accrue, requires an understanding of the links
between reform activities, the resulting economic, social and environmental
changes, and measures of living standards and wellbeing.

« The diversity of reforms across and within each reform stream suggests that there
will be a range of direct economic, social and environmental impacts.
— These will also have indirect or flow-on effects throughout the economy, which
should enhance the wider community’s living standards.
« The Commission’s assessments will evaluate the direct economic impacts through
the lenses of productivity, prices, workforce participation and population.
— But the Commission will also, where practicable, analyse impacts as they relate
to COAG'’s social and environmental objectives.

« The Commission will employ economic modelling to assess the economy-wide,
regional and distributional effects of reform.

« The Commission will consider the efficiency and effectiveness of reforms in
achieving COAG’s reform objectives and opportunities for improvement.

With the ultimate objective of improving the wellbeing of Australians, the reforms
agreed to by COAG focus on areas of national significance where coordinated
action across jurisdictions is important. The reforms are varied in nature and wide
ranging, covering areas as diverse as competition policy, human capital
development and the environment (chapter 2).

This chapter outlines a framework for evaluating the impacts of COAG reforms.
The proposed framework takes into account potentially long lead times between the
implementation of reforms and the realisation of benefits, and the need to allow for
changing demographic and economic characteristics over the implementation and
adjustment periods.

Section 3.1 outlines the conceptual framework the Commission will use to analyse
the causal relationship between COAG reforms and achievement of the reform
objectives. Section 3.2 examines the nature of the direct impacts of reform.
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Section 3.3 identifies the economy-wide impacts of reform, including the indirect
impacts and feedback effects, and discusses ways to evaluate these impacts in the
context of ongoing change. Section 3.4 then outlines how the results may be
reported.

3.1 The conceptual framework

The terms of reference ask the Commission to prepare a framework report which
outlines its proposed approach to reporting on the impacts and benefits of COAG’s
reform agenda. To do this, the Commission has been mindful of the objectives of
COAG reforms, which are to:

... boost productivity, workforce participation and geographic mobility, and support
wider objectives of better services for the community, social inclusion, closing the gap
on Indigenous disadvantage and environmental sustainability. (COAG 2008b, p. 2)

In turn, these objectives aim to improve the wellbeing of all Australians, with
COAQG intending that reform will:

... deliver real benefits for Australian families and their communities, not only today
but over a generation. (COAG 2008b, p. 2)

Reporting to government on the nature of the impacts and benefits of reform, and
the time scale over which they will accrue, will require an understanding of the
links between reform activities, the resulting economic, social and environmental
changes,! and measures of living standards and wellbeing (box 3.1). From such an
understanding, the Commission’s quantitative analysis of economic impacts will be
complemented by assessments of other impacts of reforms delivered under the three
broad reform streams. The findings of such assessments can thus shed light on the
impacts on living standards and wellbeing, which can be thought to improve with,
amongst other influences:

« Increases in per capita income and consumption;
« improvements in health and other social outcomes; and
« sustained improvements in the quality of the natural and built environments.

Improvements can also be supported through greater social inclusion and closing
the gap on Indigenous disadvantage.

I For convenience, this chapter divides the changes or impacts that arise from reforms into three
categories: ‘economic’, ‘social’ and ‘environmental’. The Commission recognises that this
classification is somewhat arbitrary as many of the ‘economic’ impacts identified have social
and/or environmental consequences. The reverse is also true. Where possible, such linkages will
be recognised.
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There are likely to be instances where trade-offs in the achievement of these aspects
exist, requiring judgements to gauge the overall benefits, or otherwise, of reforms.

Box 3.1  Impacts on wellbeing

Defining ‘wellbeing’ and the relative importance of factors contributing to improvements
in it can be contentious. There are a number of definitions of wellbeing, with studies
adopting terminologies including social welfare, standard of living and happiness,
depending on their origin and focus. Despite differences in terminology, wellbeing can
be thought of as representing the overall ‘utility’ or satisfaction people derive from the
different aspects of their lives and the social and physical environment in which they
live. Wellbeing can thus be thought of as arising from commonly measured economic
outcomes — income received and the consumption of goods and services — as well
as social and environmental outcomes (see figure below).

The direct and indirect links to wellbeing

Economic impacts
Production
Household Consumption Household
income Government finances expenditure
& &
Government ' Government
outlays Labour Environmental outlays
market flows
A J | | A J
Social impacts Environmental
impacts
Health
Community —»  Wellbeing Pollution
engagement Biodiversity
Social inclusion
Closing the gap

T !

Attitudes and behaviours

In reporting on the effect of policies on wellbeing, it will be necessary to examine
economic as well as relevant social and environmental impacts (the boxes in the
figure). Because it is not possible to measure changes in all facets that affect wellbeing
in a single metric, measures of the economic impacts will need to be complemented by
information about social and environmental change to inform judgements about likely
overall benefits, or otherwise, of reform.
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The diversity of reforms across and within each reform stream will result in a range
of economic, social and environmental impacts (figure 3.1). The conceptual
framework that underpins the Commission’s analysis makes a basic distinction
between direct and economy-wide impacts.

Figure 3.1 Impacts of reform

COAG reforms —» Directimpacts —» Wider implications

Competition and regulation | Change in: Flow-on economic,
stream e Productivity social and
¢ Prices environmental impacts
o Workforce
Human capital stream p participation —
e Population
¢ Society
¢ The environment
Environment stream —

Some reforms will, in the first instance, have impacts on:

o productivity — changes in the productivity of labour and other inputs, for
example, from reductions in the unit cost of service provision;

o prices — changes in unit prices, for example though increased competition, or
changes in government charges or taxes;

o workforce participation — changes in the engagement of people in the
workforce; and

« population — changes in life expectancy and other demographic variables.

For other reforms, direct economic impacts can arise through changes to human
capital and natural resources. These changes, such as improvements in health or
education, will typically increase individuals’ potential to contribute to workforce
productivity and participation.

Another stream of direct impacts is also possible. These relate to changes in social
and environmental conditions that are not captured by market activities (such as
improvements in environmental amenity). The achievement of such changes,
however, typically involves government expenditures or other interventions, and
associated resource costs.
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The economy-wide impacts represent both the direct and the indirect effects, such
as changes in productivity or prices in one sector and how these influence
production activities in another, allowing for the costs involved. The indirect ‘feed-
back’ or flow-on effects include impacts on:

« resource reallocation — for example, as labour and capital move between
productive uses;

 transition or adjustment costs — for example, down time as workers move to a
new location, occupation or industry; and

o longer-term effects — for example, after adjustment of physical and human
capital, and natural resource endowments.

The direct and indirect (economy-wide) impacts of reforms are likely to fall into
different categories given the stage of their development and implementation, and
the timeframes over which benefits are likely to accrue. The effects of reforms can
be broadly categorised into three groups:

« realised — where reforms have been implemented and impacts are accruing;

o prospective — where reforms have been implemented, but impacts are yet to
occur; and

« potential — where reforms have yet to be implemented, or there is scope for
further reforms to deliver additional benefits.

In recognition of the diversity and complexity of the impacts of reform, the
framework will need to:

« identify the direct impacts and the time-scale over which they occur, through
examining causal changes in economic, social and environmental variables;

« where feasible, use the direct economic impacts to inform the economy-wide
analysis (using general equilibrium modelling); and

o focus on the efficiency and effectiveness of various stages of reform
(implementation, outputs delivered and outcomes achieved) to identify areas
where Australia may not be reaching its reform potential (box 3.2).

The Commission will identify the costs and benefits of reform and the likely net
impact on living standards. For some reforms, however, the assessment may be
limited to determining their cost-effectiveness (costs relative to outcomes achieved),
given inherent difficulties and uncertainties in assessing the benefits. The
application of the framework will also be conditioned by the availability of suitable
data and techniques for analysis. The methods of analysis that can be used to
implement this framework are discussed in chapter 4.
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Box 3.2 Identifying reform potential

In addition to being requested to report on the impacts of reform and the time scale
over which benefits are likely to accrue, the Commission has also been asked to take
account of any emerging concerns and provide information on whether Australia’s
reform potential is being achieved. Reform potential can be gauged through the
efficiency and effectiveness of the various stages of reform — from implementation to
outputs delivered and outcomes achieved — in meeting reform objectives.

o Reform implementation — includes activities undertaken by governments such as
expenditures made, program administration, monitoring and enforcement activities
and compliance costs of business, consumers or other groups within the
community. The focus of analysis would be on the efficiency of program delivery,
given the intended outputs.

e Outputs — includes services provided by government to the community and
regulatory changes. A key focus of the analysis at this stage would be an
examination of the effectiveness of the reforms in achieving intended objectives as
specified in the reform agenda. Combined with analysis of the implementation
stage, the focus of the analysis would be on the effectiveness of reform outputs in
meeting intended outcomes from the reform stream.

e Outcomes — includes the range of COAG’s outcomes for particular groups or
sectors in society. Drawing on information on inputs, outputs and outcomes, the
focus of the analysis at this stage would be on the cost effectiveness of outcomes in
contributing to the objectives of the COAG reform stream and the reform agenda
more broadly.

In completing the analysis of emerging concerns and reform potential, it may also be
relevant to consider the effectiveness of policy and monitoring processes for the
consideration of reform progress and for developing proposals for new national reform
measures that might be implemented within COAG’s reform agenda.

3.2 The direct impacts of reform

Reforms delivered under the three reform streams will manifest themselves in
different ways. For some reforms, the main influence will be through economic
impacts; for others it will be through social and environmental impacts.

Economic impacts

The economic impacts of reform, in terms of changes in the productive capacity and
size of the economy and per capita income growth, arise through changes in
productivity, prices, workforce participation and population.
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Reforms in the competition and regulatory reform stream can be expected to
directly affect the costs and competitiveness of businesses. For instance, reducing
the compliance burdens on business, such as through harmonised regulations, is
likely to reduce the ‘red tape’ costs for multi-state firms. But for those businesses
that operate within a single jurisdiction, the impacts may vary depending on
changes to the requirements imposed. For all firms, there are likely to be some
transitional costs in shifting to the new system.

Under the COAG reforms, economic changes may also arise indirectly from
changes to social and environmental states and the capacity of individuals to
contribute to productive activity. For instance, education reforms, such as initiatives
to improve student literacy and numeracy, are likely to have a range of impacts over
time. Initially, there could be additional choices available to individuals for further
education. Changes in educational attainment levels could, in turn, be expected to
improve employment opportunities, and ultimately influence productivity and
workforce participation rates. Similarly, health reforms can improve workforce
productivity and participation, along with life expectancy.

Reforms directed at environmental objectives can also affect productive activity and
measured income. For example, environmental reforms may influence the
availability and price of environmental services used in production, including
energy and mineral resources and water supplies.

Social and environmental impacts

COAG reforms, particularly in the human capital and environment streams, have
also been designed to affect individual capacities and capabilities, and
environmental outcomes. Health reforms, for example, are intended to have direct
social impacts in terms of individuals’ health and quality of life.

In addition, economic impacts can have flow-on social and environmental effects.
Policies that have positive economic impacts on households, for example, usually
contribute to improved living standards. In this regard, improving the economic
opportunities and labour force outcomes for people facing disadvantage is a key
avenue for achieving the objectives of social inclusion and closing the gap on
Indigenous disadvantage.

Because the achievement of social and environmental outcomes entails budgetary
and resource costs, it will be important to gauge the links between government and
private expenditures, and the social and environmental outcomes. More broadly, it
will be important to gauge the effects of both changes spending priorities and costs,
and reform outcomes, on the overall level and distribution of economic activity.
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Fiscal impacts

Although the costs of a reform are part of the economic effects, the composition of
spending and fiscal impacts could also affect outcomes. Analysis of the fiscal costs
of reform, therefore, could be important in determining the nature of impacts, and
the economy-wide, regional and distributional effects of change, and the time scale
over which they occur.

The likely impact of changes in government expenditures may also affect how
governments fund prospective changes. Fiscal rules can create constraints to service
delivery — for instance, if governments commit to limits on expenditure or budget
neutrality then the fiscal impacts of policies may impact on the mix of policies that
governments are willing or able to undertake. Consideration of such feedback
effects are important in an economy-wide analysis.

3.3 The economy-wide impacts of reform

The direct effects of reforms will in turn generate a number of indirect impacts on
the economy, society and the environment. Taken together, these are referred to as
the economy-wide impacts of reform.

Complicating the analysis in many cases, especially for reforms which play out over
long timeframes, is the potential interaction of the reform with a changing external
environment. In addition, all changes resulting from reform need to be measured
against what would have happened in the absence of the reform. The Commission’s
approach to each of these issues is discussed below.

The ‘economy-wide approach’

To assess the economy-wide impacts of reform it is necessary to examine changes
in resource use by different sectors and groups within the economy. These changes
and their effects will depend on, amongst other factors, changes in relative prices,
effects on the terms of trade and the removal (or creation) of economic
inefficiencies. Computable general equilibrium models are designed to trace the
economy-wide effects of economic impacts (chapter 4).

There will also be some wider social and environmental impacts that, while not
necessarily quantifiable in an economic sense, will be considered in conjunction
with the results of economic modelling. These include analyses of household
income distribution and resource use/depletion effects. Some approaches to assess
these issues are also discussed in chapter 4.
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Finally, reforms can also lead to ‘dynamic’ incentives for ongoing productivity
gains, and alter incentives for investment. Reforms may also have impacts on the
institutional environment in which production and investment decisions are made.

Evaluating reform in the context of ongoing change — dynamic
interactions

Given potentially long timeframes for both implementation and the occurrence of
impacts, there are likely to be interactions between the reforms and other influences
in the economy, environment and society more generally. For example, the
magnitude of the impacts is likely to be affected by the size of the target activities
or population groups, which may change over time and influence the ultimate
impacts of the policies. This is particularly pertinent in the areas of education,
health and environment, given the lags involved. To examine the economy-wide
implications of these impacts, a dynamic modelling approach (box 3.3) is desirable.

The ‘reference case’

In order to provide a point against which to assess the impacts of a policy change, a
‘reference case’ is needed. The reference case in a dynamic framework represents a
projection of the path of the economy over time in the absence of reform, reflecting
assumptions about the impacts of existing policy settings and the evolution of key
macroeconomic variables.

Reference cases in modelling are generally based on standard assumptions about
changes in population, terms of trade, technology, productivity and consumer tastes.
In addition, for particular applications, attention may be given to the development
of the aspects of the reference case that may not be material to other applications.
For example, reforms that increase the rate of school retention need to be assessed
against the changes in school retention that would have occurred anyway. In this
case, special attention would be given to model assumptions relating to progression
from school to work. Modelling carbon pollution reduction policies would require
special attention to model data and assumptions relating to energy use

A common reference case would typically be adopted to assess different reforms
within each full report. Using such an approach, the projected impacts of reforms
considered would be reported on a comparable basis. Where relevant, the
Commission would report estimates of how the implementation of reforms in one
stream (such as, education and training) may affect the projected impacts of another
(such as, competition and regulation).
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Box 3.3 Comparative static and dynamic approaches to assessing
economy-wide impacts

The Commission used a ‘comparative static’ approach to quantify the potential
economy-wide benefits of National Competition Policy (IC 1995, PC 1999 and
PC 2005) and more recently in its assessment of the National Reform Agenda (PC
2006). Under a comparative static approach, the policy change is measured against
the representation of the economy in a benchmark period. It compares the economy
pre and post full adjustment to the policy change. There is only limited scope to take
into account changes in the demographic and economic structure of the economy that
may affect the cost of implementation or the nature or level of benefits, or analyse the
transition path between the initial state at implementation and the final outcome after
all impacts have been realised (left panel).

Economy-wide modelling approaches

Comparative static Dynamic
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The comparative static approach is most useful when the structure of the economy in
the reference period is unlikely to change significantly over the reform period for
reasons other than the policy in question. This approach does not trace out a transition
path or take into account significant changes in the structure or level of activity that
may be important in compounding or dampening the impacts of some reforms
(particularly those involving long gestation or implementation periods).

Under the dynamic approach, policy scenarios incorporating shocks that represent the
impacts of reform are compared with a projected reference case. The differences
between the policy scenario and reference case represent the effects of the reform
over time (right panel).

The dynamic approach provides a means of taking into account possible changes in
the structure of the economy and the interaction of such changes with the effect of
reform. It is more useful in analysing the effect of impacts of long-term policies against
informed assessments of the economy in the period when the impacts of reform are
likely to emerge.
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Reference cases applied in successive Commission studies would be updated to take
into account new information about the underlying developments in the economy.
This would include where new information is available about the projected effects
of national reform. Because, for any one study, there will be information gaps and
uncertainties surrounding the progression of the economy and the impacts of
reform, the Commission will need to adopt some simplifying assumptions in order
to meet its reporting requirements. These assumptions would be reported and where
appropriate, tests would be undertaken using alternative assumptions to illustrate the
sensitivity of results.

3.4 Reporting the impacts and benefits

In broad terms, the impacts of COAG reforms that directly boost productivity,
workforce participation and mobility would be largely reflected in measures of
income generated from productive activity. These effects, and the underlying
activities, are typically captured by ‘market’ measures and can be reported in dollar
values.

For those reforms which have flow-on economic effects, such as in health and
education, the impacts might only be partially captured by market measures — such
as increases in workforce productivity and participation due to changes in education
or health status. In these instances, and where all outcomes from reform are not
captured by market measures, other indicators of reform outcomes may be used to
complement the assessment of economic impacts. For example, Quality Adjusted
Life Years may be employed to report on how the health status of individuals may
change through health and other reforms in the human capital stream. For reforms
with non-market outcomes, information on government outlays involved in
achieving such outcomes should nevertheless be available.

Subject to directions on reporting priorities from government, the Commission
would aim to report in a consistent manner across reform streams, on:

« the scope and coverage of the reforms in the priority group (chapter 2), and the
intended outcomes in relation to COAG’s reform challenges and social and
environmental goals;

« the direct economic and other impacts of reforms and the time-scale over which
they are likely to accrue;

« for economic impacts, the implied reform scenarios (model shocks) in terms of
economic and demographic variables such as productivity, prices, workforce
participation and population to support the economy-wide analysis of the
impacts of reform,;
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economy-wide analysis of the national impacts of reform, as measured by
variables such as gross state product (GSP), gross domestic production (GDP)
and national income and the time scale over which these impacts are likely to
accrue;

the projected regional and distributional effects associated with such changes
including, where appropriate, impacts on socio-economic groups, household
types and industries;

assumptions and limitations of the Commission’s quantitative and qualitative
analysis and assessments of the sensitivity of findings to alternative assumptions
and views; and

its overall assessment of the efficiency and effectiveness of the reforms, to
identify any emerging concerns about the potential impacts of reform and
whether Australia’s reform potential is being realised.
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4

Implementing the framework

Key points

In many cases, the Commission will need to adopt a consultative approach, akin to
that for its commissioned studies, to assess the impacts of COAG reforms.

— This will enable it to address the complexity of the agenda and the associated
impacts, gather information that would otherwise not be available and validate its
findings.

The information available to assess the direct impacts will depend on policy

development and implementation.

— For realised reforms, data on actual outcomes should be available.

— For prospective and potential reforms, the main existing sources of information
will be the evidence base underpinning reform.

The economy-wide impacts of those reforms with measurable effects will be

estimated using the MMRF computable general equilibrium model.

— A dynamic approach will be adopted, with the nature and timing of the impacts of
reforms modelled as deviations from a ‘reference case’.

It will be possible to gauge the impacts for some reforms with more confidence than

others. Confidence in the estimates will be greater to the extent that:

— more of the impacts are realised, rather than being prospective or potential;

— there is greater confidence in projections of the ‘without reform’ scenario;

— the modelling can capture the interactions of external changes with the reforms;
and

— information on the links between reform inputs, outputs and outcomes and the
economic, social and environmental change becomes available.
For quantitative estimates, sensitivity analysis will be used where appropriate.

Qualitative assessments against reform objectives will need to be conducted for
those reforms, largely within the human capital and environment streams, without
measurable impacts.

The extent to which the economy-wide impacts of a reform can be identified and
measured will vary. Reforms that affect changes in economic activity will generally
be easier to assess, and with more confidence, than those that seek to contribute to
social or environmental goals. The scope and complexity of the task of assessing the
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impacts and benefits of the COAG reform agenda has important implications for the
processes used, and methods of analysis employed, in implementing the assessment
framework.

Section 4.1 sets out the study processes for gathering information about likely and
observed reform impacts, along with the need to group some reforms for
assessment. Section 4.2 discusses the nature of evidence needed to assess the direct
impacts and the economy-wide effects. Sections 4.3 and 4.4 examine ways to
estimate the direct and economy-wide effects, respectively. Section 4.5 reports the
intended approach to presenting the economy-wide results.

4.1 Study processes

This section discusses the approach the Commission intends to take in its reporting.
It commences by considering the use of consultative processes that will be needed
to gather evidence, and then considers the need to ‘group’ some reforms to provide
a meaningful level of analysis.

The studies will require consultative approaches

Given the breadth of the reform agenda, the time-scale over which reforms will be
implemented, and the range of possible effects, judgements will be required in
assessing reform impacts. These will need to take into account uncertainties
surrounding the effects of reforms and their impact on living standards. Data will be
incomplete or absent in some areas. The Commission will accordingly need to
conduct consultative investigations akin to the approach followed in its
commissioned projects (box 4.1). To support its investigations, the Commission
would also undertake quantitative and qualitative analysis of the impacts of reform
and draw on other available research.

The ‘inquiry-like’ investigations will be aimed at eliciting the views of relevant
experts, administering bodies and the wider public. They will provide a forum for
the recording and consideration of different viewpoints on the impacts of reform.
They would also allow any concerns about those impacts, and whether Australia’s
reform potential is being achieved, to be considered.

Apart from wider public consultations, the Commission would consult with the
COAG Reform Council, as well as relevant Ministerial Councils, COAG Working
Groups, and departments in each jurisdiction.
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Box 4.1 The Commission’s consultative approach to its inquiries
and studies

Inquiries typically concern major policy issues that have a significant impact on
different groups within society, or are otherwise contentious or complex to assess.
Public inquiries are widely advertised and provide an opportunity for different points of
view to be heard and considered. The Commission’s thinking and possible
recommendations are exposed through a draft report which is made publicly available.

The Commission is active in identifying those potentially interested in an inquiry and all
individuals and organisations with an interest can participate. They may do so through
the Commission’s visit program, through written submissions and through attendance
at hearings or other forums. Submissions and transcripts of public hearings are posted
on the Commission’s website.

For the purpose of the evaluation reports, it is envisaged that the Commission will draw
on some features of the inquiry process, such as submissions and visits, in order to
elicit views about the impact of COAG reforms. Such an approach may also enable the
Commission to identify the potential for further gains within existing or new reform
areas.

Grouping and reporting of reforms

Within the three broad streams identified in chapter 2 (and the supporting annex),
there is a large range of policy initiatives. Differences also exist in the nature and
magnitude of the likely impacts, the time scale over which benefits are likely to
accrue and the relationships between measures. As far as possible, the Commission
would take known reform characteristics and differences into account in grouping
reforms when assessing and reporting on reform impacts.

While it may be possible to assess and report on some reforms on a stand-alone
basis, particularly where impacts are likely to be nationally significant and
interactions among reforms are not great, it is likely that reforms in many cases will
be grouped.

In particular, for reforms that form part of a suite of policies with overlapping
effects, it would generally be more meaningful to gather evidence and report on the
combined impacts. In the education and training stream, for instance, reforms span
early childhood activities, primary and secondary education and post school training
activities. Such reforms are likely to be assessed and reported on as a group, so that
consideration can be given to the complementarities that exist between measures.

For reforms of a more stand-alone nature, such as business regulation reform,
evidence could be gathered and the impacts reported at a finer level. In many cases,
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the individual impacts are unlikely to be large in a national context, but in
combination with other measures in the reform stream, may afford substantial
benefits. In such instances, it would again be useful to report on the aggregate
impacts.

For some reforms, the focus of reporting may be reported at a regional level.
Reforms to water markets, for example, will have impacts that differ materially
between regions because of differences in, among others things, industrial make-up
and demographics. In such instances, reporting on reforms at a regional level will
highlight differences in the extent of structural adjustment that may occur as a result
of the reforms.

Policy actions outside the COAG reform agenda, which have similar objectives and
intended impacts, may also be grouped with COAG reforms on a case-by-case
basis. This would be particularly relevant where the separate effects cannot be
easily isolated.

4.2 The nature of evidence on reform impacts

As noted in chapter 3, the nature of the available evidence on reform impacts will
vary depending on the policy development stage reached, implementation
completed and timeframe over which benefits are likely to accrue. Where direct
impacts are:

o realised — they would be determined from available quantitative and qualitative
evidence on actual changes in productivity, prices, workforce participation,
population and other social or environmental outcomes, and the implementation
costs of achieving those outcomes.

o prospective — they would be determined from anticipated changes in
productivity, prices, workforce participation, population and other social or
environmental outcomes, making use of analysis of analogous reforms,
consultations, benchmarks and other suitable evidence (for example, differences
in participation rates between individuals with chronic disease and those
without).

o potential — they would be determined from possible changes in productivity,
prices, workforce participation, population and other social or environmental
outcomes by making use of ‘outer-envelope’ estimates, such as through
reference to best-practice approaches, peer-group comparisons and other
benchmark studies.
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The nature of the available evidence will also guide the type of assessment
conducted. Assessments can be characterised in two broad ways:

e ex post analysis — where the policy-influenced outcome is observed and an
attempt is made to determine how this would have differed from the no-policy
case (the counterfactual or reference case); and

« ex ante analysis — where the ‘no-policy case’ is observed (or depicted) and an
attempt is made to determine how this would have differed if the reform policy
had been in place (the counterfactual or reference case) (Smith and
Sweetman 2009).

In practice, however, the assessment of reforms will be conditioned by the
availability of evidence. The Commission’s experience suggests that in many areas
there are information gaps, particularly, but not only, in the social and
environmental areas. In human capital areas such as Indigenous disadvantage, there
remains significant scope to improve data collection (SCRGSP 2009). In the
environment area, recent proposals by the Australian Bureau of Statistics to develop
a System of Environmental and Economic Accounts (with the Bureau of
Meteorology providing the biophysical data) could ultimately improve the
availability of consistent information on environmental stocks and flows across
jurisdictions. However, even were this initiative to proceed, it will still be some
time before useful data are available.

4.3 Estimating direct impacts

There 1s a range of approaches that can be used to estimate the direct effects of
reforms. These include, amongst others, accounting approaches and those that seek
to establish cause and effect between policy actions and outcomes. In estimating the
direct effects, consideration also needs to be given to the counterfactual, and
uncertainty.

Accounting approaches

Accounting style measures usually focus on inputs and outputs. For realised
impacts, assessments of actual establishment and on-going administration costs
could be conducted. In cases where reforms have not yet been implemented,
estimation of implementation costs could be considered. Such estimates would be
based on a range of approaches, including consultations and comparisons with
analysis of the realised costs from similar reforms.
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Quantification of the costs associated with reform inputs can be used in the analysis
of reforms in a number of ways. One focus of analysis may be the efficiency with
which programs are provided or government services are delivered. Comparison
with benchmarks could be used to highlight whether reforms are being implemented
efficiently, or if there is scope to improve delivery of reforms. The quantified costs
will also be used to inform modelling of the economy-wide effects of reform.

‘Cause and effect’ analysis

Cause and effect analysis involves analysis of the array of impacts, potentially
positive and negative, that arise as a result of a reform. There are a number of
different forms of such analysis, including:

« econometric estimates of observed changes that have occurred as a result of
these or similar reforms, including in other Australian jurisdictions or
comparable economies;

« comparative studies or trials of the experiences of individuals and groups
targeted in the reforms; and

« partial equilibrium modelling of causal links between reform activities, outputs
and outcomes, and where possible, the economic effects of change.

In assessing and reporting on the contribution of reforms, the focus of the
Commission’s analysis will primarily be on quantifiable impacts on productivity,
prices, workforce participation, and population — to gauge economic impacts.

For some reforms, however, impacts cannot be readily measured in an economic
sense, such as changes in health or education outcomes. In these cases, the direct
effects of reform on human capabilities would need to be analysed to gauge the
likely conditional changes in economic variables. To achieve this, the analytical
processes will need to draw out the economic effects from observable social or
environmental changes. For instance, improved health or education levels, which
may initially be measured in terms of changes in the incidence of health conditions
or school retention rates, would need to be traced through in terms of their impacts
on workforce productivity and participation.

For realised impacts, analysis will be based, as far as practicable, on information
relating to observed changes in economic variables. The availability of relevant
data, however, is likely to be mixed. For some reforms, relevant economic variables
may be readily available from sources such as the Australian Bureau of Statistics.
For others, individual economic or activity information may be required which
could be drawn from sources such as the Household, Income and Labour Dynamics
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in Australia (HILDA) survey, or data held by government or industry. Where
suitable cross-sectional or time series data exist, econometric analysis could be
useful to draw inferences about likely causal links between policy changes and the
changes in variables of interest (after controlling for other influential factors, such
as socio-economic and other household characteristics).

For prospective or potential reforms, where actual outcomes and effects are yet to
occur, judgements will need to be made. Inquiry-like investigations will be
particularly useful for informing such judgements about both the nature of changes
and the relevant time scales over which effects may surface. Sensitivity analyses
will also to be important.

The importance of the ‘business-as-usual’ case (the counterfactual)

The direct impacts of reform will be estimated by tracing through how the inputs
and outputs result in measurable outcomes, and how these flow through to affect
economic variables. These reform outcomes and economic effects are estimated
relative to the counterfactual. The difference between the ‘with reform’ scenarios
and the ‘without reform’ scenario (the counterfactual) provides the measure of the
magnitude of the impacts of reform.

In some instances, defining the counterfactual will be challenging, given the nature
of the underlying policy settings. For example, a significant component of the
COAG reform agenda has been the change to Commonwealth-State financial
relations as outlined in the Intergovernmental Agreement on Federal Financial
Relations (chapter 2). These changes alone aim to improve the flexibility of States
in delivering key services under National Agreements. Such changes could flow
through to influence outcomes targeted by separate national reform initiatives
(box 4.2).

Uncertainty and risk

Uncertainties surrounding the effects of reform complicate the assessment of the
prospective and potential impacts. These may arise where reforms seek to
ameliorate outcomes of a future event which might not arise or where the variability
of economic and demographic change influences the ultimate outcome of reforms.
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Box 4.2 Possible influences of COAG financial reforms on other
reform impacts

Changes include the introduction of a new type of Australian Government payment,
National Partnership Payments, rationalising the number of Special Purpose Payments
from over 90 to five, and providing the States with greater autonomy in how Special
Purpose Payments can be spent.

In many respects, the programs delivered under the new National Agreements and
funded through the revised Special Purpose Payments can be viewed as ‘business-as-
usual’ activities for COAG. However, there is potential for these changes to influence
the direct impacts derived from other policy initiatives delivered under the agenda.

Possible influences arise from:
« increased flexibility for the jurisdictions in the type of services delivered;
« changes in the allocation of resources across the services provided; and/or

« changes in the administrative costs associated with greater flexibility and outcome
level reporting.

For example, great uncertainties exist for policies that target climate change.
Assessment of the impacts of such policies would need to examine the prospective
effects of policies at a future point in time — possibly 50 or more years hence —
but are contingent on the actions of other countries around the world. Over such a
period, uncertainties also surround the path the economy would have taken in the
absence of the policies (see, for example, Australian Government 2008b). Cost-
effectiveness assessments are the only practicable course in these circumstances
(see chapter 5).

Another issue arises where the direct impact of reform is subject to risk. In this case,
it may be better to condition the estimates of the direct impacts to account for the
probability that reform will deliver particular outcomes. In its assessment of the
Potential Benefits of the National Reform Agenda (PC 2006), the Commission
adopted this approach when assessing the potential benefits from health promotion
and prevention reforms. Given the uncertainty over the potential effectiveness of a
roll-out of several programs from clinical trials to national adoption, clinical results
were conditioned by the likely compliance rates of those targeted.

4.4 Estimating economy-wide impacts

The economy-wide analysis would need to focus on the economic impacts of
reform including, where possible, those associated with the effects of reform with
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social and environmental objectives. This analysis will be conditioned by
assessments of possible non-market effects stemming from reform.

To estimate the economy-wide impacts of reform, it is proposed to make use of
computable general equilibrium (CGE) modelling. This will enable the Commission
to report, on a consistent basis, on the impacts of reform on national output and
income, as well as the regional and distributional effects. It could also enable the it
to report fiscal impacts.

The modelling reference case

The reference case in a dynamic model represents a projection of the path of the
economy over time. It reflects assumptions about the impact of existing policy
settings and the evolution of key economic variables, and is typically based on the
maintenance of existing trends.

Using past trends to determine the reference case, however, can create some
additional complexities. Past trends embody the results of ongoing policy reforms
over the period on which they are based. Thus, in maintaining these trends, there is
an implicit assumption that past levels of ‘reform’ will continue. Where COAG
reforms represent ongoing policy evolution, it can mean the impacts of reform are
implicitly included in the reference case. To overcome this, where the effect can be
determined and is significant, adjustments may be made to the reference case.

The differences between the policy scenario and reference case represent the
projected effects of the reform over time. These can manifest themselves in a
number of ways (box 4.3). Typically, the impact of reform would be gauged after
sufficient time has elapsed for the full effects to have worked their way through the
economy.

In developing the reference case, the Commission will make use of existing
projections by Treasury for the Inter-Generational Report (Australian
Government 2010a). This provides information on key economic drivers of
productivity growth and workforce participation. Information on population
projections will be drawn from the Commission’s own demographic model, and
projections by the Australian Bureau of Statistics. The Commission intends to
release an issues paper on the reference case during 2011.
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Box 4.3 Estimating deviations from the reference case

In modelling the economic impact of reforms, the deviation from the reference case can
take a number of forms.

« Timing effects — for some reforms, the effect will be to bring forward changes that
would have occurred anyway. In these cases, the policy scenario would be
represented as an initial deviation from the reference case. However, over time, the
policy scenario would converge back towards the reference case, in which a more
gradual achievement of effects advanced by the reform is reflected.

o Level effects — in this case, a reform would produce a change in the level of
economic activity, but growth trends would remain largely unaffected. That is, the
policy scenario would be represented as a deviation above (or below) the reference
case, but then moves in parallel with the reference case over time.

« Growth effects — in some cases, reforms may affect the longer-term growth of the
productiveness of the economy, resulting in a sustained change in growth rates,
causing a continuing divergence between the level of activity in the reference case
and that in the policy scenario.

The Commission’s use of computable general equilibrium modelling

As noted, previous studies of the economy-wide impacts of national reforms by the
Commission have made use of comparative static versions of the Monash Multi-
Regional Forecasting (MMRF) model. For this study, a dynamic version will be
used (box 4.4). This will enable projections to be provided on the impacts of
reforms over the implementation and adjustment periods, and beyond.

The dynamic approach will also provide additional detail on the path of the benefits
and costs of reform. In order to capture the different ways in which reform impacts
arise — be they timing. level, growth, or some combination of these — the
Commission intends to present the deviations of key variables (such as GDP, GSP
and national income, amongst others) from the reference case. These could vary
between reform streams and extend to between 20 and 30 years for human capital
reforms and beyond for reforms within the environment stream. Such an approach
will enable the time scale over which the impacts and benefits of reform accrue to
be reported.
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Box4.4 The Monash Multi-Region Forecasting Model

The Monash Multi-Regional Forecasting (MMRF) model is a multi-regional general
equilibrium model developed by the Centre of Policy Studies (CoPS) at Monash
University. It models the States as separate regions, recognising:

« domestic producers classified by industry and domestic region;
« eight region-specific household sectors;

« an aggregate foreign purchaser of Australia's exports;

« eight State and Territory Governments; and

o the Australian Government.

The model contains explicit representations of intra-regional, inter-regional and
international trade flows based on regional input-output data developed at CoPS. It
also includes detailed data on government budgets (State and Commonwealth).
Second round effects are determined on the basis of the model's input-output linkages,
assumptions about the economic behaviour of firms and households, and resource
constraints. Important elements of the theoretical structure of MMRF include:

« producers respond to changes in the competitiveness of Australian industry;
« demand for Australian exports responds to the export price of Australian products;

e producers alter their use of labour, produced capital and agricultural land in
response to changes in the relative cost of these factors;

« households vary consumption of commodities in response to changes in household
income and relative prices of goods consumed; and

« productivity improvements reduce resource costs.

The MMRF database is being updated by CoPS to the reference year 2005-06 and up-
rated to 2009-10 to support the assessment of the impacts of COAG reforms.

Key outputs from the MMRF model include projected changes in:
« national and state outputs as measured by gross domestic and state products; and
« revenues and expenditures for States and for Australia.

In order to model the impacts of longer-term policies, such as those in the human
capital area, the model has been adapted to make time explicit — that is, it is dynamic.
In addition, a detailed demographic module has been incorporated into the model so
that population can also be modelled explicitly.

The basic model is described in CoPS (2008).

The economic setting within the model

The Commission’s quantitative assessments of the economy-wide implications of
reform will focus on the changes in economic activity that occur once the direct
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reform impacts have had time to work through the economy. Over the longer term,
these represent the effects that are likely to occur after labour and capital markets
have fully adjusted between industries and jurisdictions. The assumptions made in
regard to the economic setting in which economy-wide reform impacts play out (the
‘closure’ assumptions) have important implications, therefore, for the projected
economic and distributional impacts of reform.

Closure assumptions often relate to aspects of capital and employment (such as
rates of return on capital and aggregate employment) but also relate to government
expenditures and revenue raising and the treatment of fiscal balances.

The sources of revenue for the funding of reform initiatives has implications for
costs and expenditures associated with the reforms. If, for example, it is assumed
that over the projection period (and in the longer run) government outlays or
reforms merely represent changes in spending priorities, there would be no change
in the required tax take, in contrast to new spending initiatives.

In the first case, one form of government expenditure would substitute for another,
whereas in the second, the implied increase in aggregate government expenditure
would be supported by additional taxation revenue. Under both scenarios, however,
opportunity costs of government spending would arise — with any given
expenditure representing a choice to spend in one area instead of another. In the first
case, the opportunity cost would be an assumed reduction in outlays in a non-reform
area, while in the second, it would be an assumed reduction in income and private
spending opportunities for businesses and consumers.

For the purpose of the Commission’s full reports, it is envisaged that the closure
adopted in the policy scenario will reflect the assumption that governments need to
fund new outlays through additional tax revenues. This would make explicit any
potential ‘efficiency’ loss resulting from of any increased government spending.

Unless asked to report on the fiscal impacts of reform, the Commission would also
adopt the assumption that government consumption as a share of real GDP is
maintained over time.

For particular policy scenarios, however, the nature of the spending arrangements
may differ. In such circumstances, the closure assumptions surrounding government
expenditures and revenue raising might be altered to better match the details of the
policy implementation and reporting priorities.
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Sensitivity analysis

Sensitivity analysis is widely used in general equilibrium policy modelling to
explore, quantitatively, the implications of different data and modelling
assumptions, and alternative policy scenarios. At a number of points in this chapter,
the Commission has drawn attention to the possibility of undertaking sensitivity
tests to provide further insights into the possible impacts of reform and the time
scale over which they will accrue. While it is possible to flag some areas for future
attention, it is not possible in advance to specify all of these.

In broad terms, the Commission proposes to undertake sensitivity tests where there
1s uncertainty about the nature or magnitude of the estimated impacts, or where
there is policy interest in alternative reform options. Typically these would seek to
place quantitative bounds around choices of data assumption (such as an upper or
lower bound to business or household responses) or policy choices (such as fiscal
policy assumptions or cautionary approaches to environmental policy).

4.5 Reporting the economy-wide results

Clearly, many factors will need to be taken into account in reporting on the effects
of reform and reform potential. Moreover, both economic and other information
will be needed to gauge the full implications in terms of COAG’s reform
‘challenges and goals’.

Reflecting the requirement that the Commission report on the economic effects of
reform per se and the longer-term focus of the agenda, it is proposed that reporting
would:

« abstract from short-term variation in aggregate activity and employment, to
avoid confounding results with macroeconomic fluctuations and changes in
budget priorities;

o adopt a stylised approach in the reference case based on, where practicable,
official projections of longer-term trends;

« report key economic aggregates in per capita terms, to avoid confounding results
with scale effects that would arise when examining effects over longer time
frames; and

« undertake and report sensitivity tests based on alternative modelling and policy
assumptions.
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5 Applying the framework to the
reform streams

Key Points

« The impacts of reforms in the competition and regulation stream are largely
economic in nature and should play out over relatively short timeframes.

— As implementation of a number of the reforms is progressing, assessments
should be able to report on impacts being realised.

« Reforms in the human capital stream target the condition and capability of
individuals, and are likely to involve both economic and social impacts.

— The economic effects include increased productivity and workforce participation.

— As the effects of new policies are likely to emerge over a long timeframe,
assessments would be largely prospective.

« In the environment stream, reforms target the condition of the environment and the
use of environmental services. Many of the impacts would only be partially captured
by markets and there would likely be long lead times before their full realisation.

— Much of the reform agenda in the environment stream is still being developed,
limiting any assessment of realised or prospective impacts.

— As reform impacts are often of a non-market nature, and significant uncertainties
surround possible outcomes, some assessments will have to be limited to cost-
effectiveness analysis.

This chapter looks at some of the main evaluation issues likely to be encountered in
applying the analytical framework developed in chapters 3 and 4. The practical
issues in implementing the evaluation framework, and gathering and interpreting
evidence about reform impacts, differ between reform streams. Many of the issues
canvassed in relation to specific examples apply more broadly throughout the three
streams.

Section 5.1 outlines some of the key issues likely to be faced in any assessment of
reforms within the competition and regulation stream. Section 5.2 provides a similar
overview of potential issues in relation to reforms in the human capital stream,
while section 5.3 looks at some of the main assessment issues likely to be associated
with reforms in the environment stream.
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5.1 The competition and regulation stream

Competition and regulatory reforms are aimed at promoting productivity and
economic efficiency within product and factor markets — in production,
consumption and investment. The reforms focus on addressing regulatory and other
barriers that impede competition and economic efficiency and add to costs. Some
may also lower the cost to government of business regulation. Reforms in this
stream can be broadly regarded as being similar to those delivered under National
Competition Policy.!

Many reforms within this stream relating to business and transport regulation, and
particularly those within the ambit of the National Partnership Agreement to
Deliver a Seamless National Economy, are aimed at reducing the regulatory burden
imposed on firms which operate in multiple jurisdictions. Such reforms are intended
to provide business with greater flexibility in shifting resources between
jurisdictions, provide smaller firms with greater access to interstate markets and
ultimately reduce the cost of doing business. If effective, the reforms should lower
the costs of goods and services to producers and consumers.

Within the competition and regulation stream, there are two broad areas of reform:

« business regulation and competition — including measures to create a seamless
national economy through the establishment of national or harmonised
regulatory systems, as well as implementation of previously agreed changes to
energy and transport regulation, and establishment of more effective regulatory
review and evaluation processes; and

« infrastructure — including efficient provision of major infrastructure, and the
development of a national construction code and capital city strategic plans (see
annex).

While the reforms in this stream are mainly concerned with reducing business costs,
raising productivity and encouraging efficient investment, some of the reforms also
have social or environmental objectives, including reforms aimed at workplace
safety or consumer protection.

To assess the direct impacts of reform, the Commission would need to consider,
among other things: the nature of the reforms; the activities, industries and
individuals affected; available assessments of the likely magnitude of impacts; and

1 Agreements associated with this stream also cover initiatives that support economic stimulus
objectives in response to the global financial crisis. Such measures would not necessarily be
evaluated as longer run reforms (see chapter 6).
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the timescale over which they would occur. It would also draw on relevant
benchmark studies to indicate reform potential.

Implementation of reforms in the competition and regulatory stream is advancing
(box 5.1). In its 2008-09 report, the COAG Reform Council found that governments
had made ‘good’ or ‘generally satisfactory’ progress against 2008-09 milestones
across 18 of the 27 deregulation priorities set out in the National Partnership
Agreement to Deliver a Seamless National Economy (CRC 2009c¢). Subsequently, it
was indicated that reforms in 12 areas had been completed (Emerson 2010). The
COAG Reform Council is scheduled to release its next report on progress in
achieving the 2009-10 milestones in early 2011.

Box 5.1 Implementation of COAG priority areas for deregulation

The COAG Reform Council independently assesses progress in implementing the
National Partnership Agreement to Deliver a Seamless National Economy (COAG
2008c). These assessments are done annually, with the next report due to be publicly
released in early 2011.

In its 2008-09 report, the Council reported that governments had made ‘good or
generally satisfactory’ progress against 2008-09 milestones in 18 of the 27
deregulation priorities (CRC 2009c). While not prejudging the findings of their report for
2009-10 which is due in early 2011, available information suggests that substantial
progress has been made on the implementation of at least 12 priority areas:

« a national system of trade measurement;

« a national registration and accreditation scheme for the health professions;
« national regulation of trustee corporations;

« national regulation of mortgage broking;

« national regulation of margin lending;

« national regulation of non-deposit lending institutions;

« national regulation of credit providers;

« standard business reporting;

« environmental assessment and approval;

« the first stage of payroll tax harmonisation (except Western Australia);
« harmonised wine labelling requirements; and

« nationally consistent rail safety regulatory framework (Emerson 2010).

New Australian Consumer Law to implement the national consumer policy framework
and product safety reforms will commence on 1 January 2011 (ACL 2010).

Sources: ACL (2010); CRC (2009c); and Emerson (2010).
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Two of the eight competition priority areas identified in the National Partnership
Agreement to Deliver a Seamless National Economy involved Productivity
Commission reviews — into Australia’s anti-dumping and countervailing system
and restrictions on the parallel importation of books — both of which have been
completed. The government decided not to liberalise book imports and has yet to
respond formally to the anti-dumping review.

Some progress has reportedly been made in several of the remaining competition
priority areas:

« areview of demand-side participation in the national electricity market has been
completed (AEMC 2010);

« amendments to the Trade Practices Act 1974 have been completed as part of the
National Access Regime; and

o the Australian Government has implemented a consistent set of competitive
tendering regulations and an annual competitive neutrality matrix has been
submitted to COAG (COAG 2010s).

The COAG Reform Council is due to report publicly in early 2011 on the progress
of reform in these areas as well as progress on National Transport Reforms and the
feasibility of different pricing options for heavy vehicles under the Road Reform
Plan.

With the implementation of reforms in this stream progressing and with some of the
effects likely to be felt over relatively short timeframes, some early assessments
should be possible, informed by progress reporting by the COAG Reform Council.

The COAG Reform Council has not been asked to report on progress under the
National Partnership Agreement on the National Building and Jobs Plan.
Information to support any assessment of reform impacts in this area would be
drawn from other sources. To date, COAG has asked Infrastructure Australia to
conduct a national infrastructure audit and to identify infrastructure priority areas,
both of which have been submitted to COAG for consideration (see annex).

Some issues

The effects of regulation can vary

The nature of the impacts of regulatory reform will depend on what effects the
regulation had on businesses in the first place. If the regulation required businesses
to devote time, effort and resources to compliance, changing such regulations is
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likely to have the opposite effect; that is, it should reduce the cost of doing business
and hence increase efficiency. If on the other hand, the regulation reduced
competition in a given market, regulatory reform may encourage new entrants,
efficient investment and innovation. Reduced business costs and improved
productivity resulting from reform would yield lower prices for businesses and
consumers in the longer term. Sometimes, however, regulation can have adverse
unforseen and unintended effects (box 5.2).

Box 5.2 Impacts of regulatory barriers in energy markets

Retail electricity price caps were introduced in some States to protect consumers from
high prices that may arise through retailers abusing market power during the transition
from government-owned monopoly retail providers to a ‘competitive’ market. The
presence of a price cap may, under certain circumstances, affect competition in the
retail market and mean that the price charged to customers may not reflect the
underlying efficient cost of electricity.

The Australian Energy Market Commission (AEMC) found that overly stringent retail
price caps in Victoria and South Australia prevented retail prices from rising with
wholesale electricity costs, forcing some retailers to leave the market, and reduced
competition by discouraging potential entrants (AEMC 2008a, 2008b).

Under the Australian Energy Market Agreement, the States have committed to
developing effective competition (contestability) in retail energy markets. Where
effective competition can be demonstrated, the States have agreed to phase out retail
price regulation for electricity and natural gas (Conlon 2009).

Sources: AEMC (2008a, 2008b); and Conlon (2009).

As well as affecting the regulated activity, regulatory reform can have much broader
impacts on the allocation of resources in the economy — by altering the relative
returns from different activities, and the consequential re-allocation of labour,
capital and other resources.

In undertaking its assessments of the impacts of reforms directed at changing the
competitive environment in which firms operate, the Commission will be required
to determine the nature of the impediment being addressed and its likely effects.
The Commission will make judgements on a case-by-case basis, drawing on
available studies as well as its own research. Account will need to be taken of
jurisdictional differences, along with variations in the industrial structure of regions.
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Impacts of nationally coordinated approaches may vary

As noted, some of the regulatory reforms seek to move towards a nationally
coordinated approach to regulating activities, rather than the existing State-based
approaches.

Different regulatory settings may:
« create additional costs for businesses that operate in multiple jurisdictions; and

« create differences in the regulatory burden between jurisdictions for regulations
seeking to achieve the same outcome.

Labour mobility may also be impeded. For example, a national accreditation or
registration process can make it easier for people to take advantage of employment
opportunities in other States.

Differences in firm and industry make-up and in the regulatory starting points
across States mean that the impacts on business costs, labour mobility and
productivity will vary between jurisdictions. Such differences would need to be
recognised, and where judged significant, included in the reform scenarios and
associated estimates of the realised and prospective impacts for States or regions.
Notwithstanding possible regional differences, simplifying the analysis of some
regulatory changes to a national perspective may not significantly affect the results.

Some regulatory changes target potential future problems

Some reforms are aimed at reducing the risk of adverse outcomes in the future. One
example in this stream is the regulatory ‘gatekeeper’ function that each jurisdiction
has agreed to establish (see annex). Such arrangements are intended to help ensure
that the impacts of regulatory changes are made transparent to decision makers and
the public — and that new or changed regulations do not unduly raise the
compliance burden of regulation and industry costs.

One difficultly of analysing the impacts of initiatives that seek to avoid or mitigate
future problems is establishing the counterfactual — the effects of regulations that
would have been introduced in the absence of the regulatory gatekeeper functions.
Another difficulty is in determining whether regulatory review procedures in place
are effectively avoiding unduly restrictive or costly regulation.
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Some regulatory changes may have social implications that need to be considered

Competition and regulatory reforms can also have a range of social impacts that are
not fully captured within economic measures. This is particularly the case for
reforms that impact on consumers’ ability to operate confidently in markets. In its
Review of Australia’s Consumer Policy Framework (PC 2008), the Commission
undertook an assessment of the net benefits from implementing its recommended
reforms. In assessing consumer detriment, the Commission included a range of
more tangible impacts such as repair and replacement costs incurred by consumers,
costs incurred in following up problems, as well as the time taken to rectify
problems. At least some of these costs can be observed in the market through
reduced expenditure on other goods and services. In its review, the Commission
also considered a number of intangible impacts, including the distress suffered by
consumers who experience problems (PC 2008).

Another area where potential social impacts and additional costs to households and
governments may need to be considered is occupational health and safety reform. In
addition to the economic impacts on business, work-related injury and illness also
have impacts on individuals, their families and the wider community. Workers bear
much of the personal cost of workplace injury and illness (PC 2010). But there are
also significant costs and expenses for government (and taxpayers), in terms of
healthcare costs, social welfare programs and monitoring and enforcement
activities. Assessments relating to impacts will require judgements based on
qualitative and quantitative information, some of which may not be comparable.

5.2 The human capital stream

The objectives of this reform stream are to lift productivity, raise workforce
participation (above levels that would otherwise be achieved) and to promote
COAG’s broader goals of social inclusion and closing the gap on Indigenous
disadvantage.

It comprises four reform areas: education and training (referred to by COAG as the
‘Productivity Agenda’); health, ageing and disability; housing; and Indigenous
reforms. Implementation of the some of the education-related reforms is in progress
(box 5.3) The COAG Reform Council is due to report on the implementation
progress of education and training and health reform, as well as progress with the
National Affordable Housing Agreement and the National Indigenous Reform
Agreement, during 2011.

APPLYING THE 61
FRAMEWORK



Box 5.3 Implementation of COAG education-related initiatives

The COAG Reform Council’'s report — COAG Reform Agenda: Report on Progress
2010 (CRC 2010e) — provided an update on the education-related reforms. Progress
at that time included:

« National curriculum (National Education Agreement)
— A draft national curriculum for senior secondary years was released on 14 May
2010.
« National Action Plan for Literacy and Numeracy (National Partnership Agreement on
Literacy and Numeracy)

— Implementation Plans for the State and Territories have been developed. 30 pilot
programs on literacy and numeracy are in place and scheduled to be completed
by the end of 2010.

« Evidence-based teaching (National Partnership Agreement on Literacy and
Numeracy)
— Implementation Plans have been developed.

« School leadership (National Partnership Agreement on Literacy and Numeracy)
— State and Territory Implementation Plans have been developed.

« National Quality Framework for early childhood education and care (National
Partnership Agreement on the National Quality Agenda for Early Childhood
Education and Care)

— Implementation of the new system was to begin from 1 July 2010 with full
implementation by 1 January 2012. Field testing of an assessment and ratings
process took place during June 2010. Provisional assessment and ratings
commenced in July 2010.

« Universal access to early childhood education (National Partnership Agreement on
Early Childhood Education)
— School level plans are being developed and will be published in line with existing
school planning processes.
« National Teacher Professional Standards Framework (National Partnership
Agreement on Improving Teacher Quality)
— Draft National Professional Standards have been developed and released for
consultation.

« National framework for teacher professional learning and national consistency in
pre-service teacher education course achievement (National Partnership Agreement
on Improving Teacher Quality)

— State Implementation Plans have been developed.

Source: CRC (2010e).
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The terms of reference require the Commission to focus on the economic impacts of
reforms. Many of these reforms do not directly target economic objectives, such as
increased workforce participation or productivity (a notable exception being in the
education and training area). Nevertheless, to the extent that they affect the
capabilities of individuals and involve initial and ongoing costs, the reforms are also
likely to have economic impacts.

The Commission’s assessment would need to consider the nature of the reforms and
the often lengthy timeframes over which impacts are likely to flow through to target
populations.

Some issues

The impacts of certain reforms will take time

The impacts of many of the human capital reforms will take some time to occur
once they have been implemented. A number of information sources could be used
to evaluate the possible gestation periods, including:

« experience in the implementation of policies in other comparable jurisdictions or
countries; and

« evidence from controlled trials or pilot tests — for example, randomised clinical
trials of new products or procedures.

The assessment of the direct impacts of reforms with extended ‘gestation periods’,
requires a parallel counterfactual. For example, reforms in the education and
training area target pre-school and school-aged children, with the aim of better
equipping them with skills that will see them stay at school longer, and thus
improve their employment prospects. But ongoing social and economic changes
over the intervening period may lead to progressively higher retention rates anyway
and this would need to be taken into account in any assessment of the effects of
education reforms.

Thus, to estimate the additional impacts of reforms, information on past trends and
judgements about likely changes will be needed.
Changes in the size of the target population may be important

Many reforms in the human capital stream are directed at specific segments of the
Australian population. For example, preventative health reforms are aimed at those
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people who have, or are likely to develop, key risk factors for chronic disease such
as obesity, drug use, smoking and alcohol consumption.

Given this focus, in order to assess the impacts of reform, projected changes in the
size and location of those specific groups need to be considered. Such changes have
the potential to alter the magnitude of the impacts, and whether or not the conditions
are likely to prevail, for benefits to be achieved.

The effect of such factors is illustrated by the reforms under the National
Partnership Agreement on Preventative Health. The agreement states that the
reforms aim to ‘increase the proportion of children and adults at healthy body
weight by 3 percentage points within ten years’. By doing so, the agreement seeks
to prevent the onset of a number of chronic diseases related to obesity. However, in
assessing the impacts of reform, it is important to determine the future proportion of
the population that might otherwise be expected to be overweight or obese. If rates
were projected to fall anyway, say as a result of existing awareness campaigns or
lifestyle programs, the impact of reform could be less than the targeted three
percentage points. If rates would otherwise have risen, the impact of meeting the
target would be greater.

Where the assessment of initiatives requires an understanding of changes in the size
of the target populations, the Commission will consult relevant experts to obtain
information about possible trends in socio-economic conditions to inform
judgements about the most appropriate counterfactual to use in its analysis. Where
possible, the Commission will make use of estimates of changes in the size of the
target population that are consistent with the population projections underpinning
the modelling reference case.

The social impacts will be more important

As many of the reforms in the human capital stream are directed at the condition
and capabilities of individuals, it is useful to examine, at least qualitatively, some of
the possible changes in individuals’ quality of life. There are two types of measures:

o objective measures: descriptions of an individual’s ‘status’ based on recognised
criteria; and

o subjective measures: what people report about their own conditions.
While there are numerous measures that might provide insight into quality of life,

the choice of which ‘objective’ variables to examine is inevitably grounded in
judgements about those factors considered important to measure and compare. The
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Commission will consult widely in order to identify which measures should be
adopted in the analysis and the key linkages involved.

The use of subjective measures is also not straightforward. For instance, some
subjective measures used in economic analysis may have an objective counterpart
(for example, expected and actual income), whereas some subjective social
measures, such as ‘life satisfaction’, do not. Nonetheless, these measures can be
informative — for example, those workers who report poor health are generally
more likely to leave the workforce than those reporting good health (regardless of
their actual health status). This may have implications for linking measures of
health (whether perceived or actual) to workforce participation.

Notwithstanding the difficulties, it is still important to understand the contribution
of policy initiatives to changes in these indicators. As with assessing the economic
outcomes, issues of effectiveness need to be considered in evaluating social and
environmental outcomes.

Despite their limitations, non-market measures can provide a useful basis to gauge
the effectiveness of reforms in achieving social and environmental objectives that
are not reflected in measures of economic activity. A number of possible indicators
could be useful in such assessments including:

« performance reporting indicators — such as those used by the COAG Reform
Council for reporting on progress in the implementation of COAG reforms, or
those developed by the Steering Committee for the Review of Government
Service Provision for reporting on the delivery of government services more
generally;

« mortality and morbidity related indicators — such as disability-adjusted life
years (DALYs) (Mathers, Vos and Stevenson 1999) or quality-adjusted life
years (QALY5s) in the area of health reforms;

« social disadvantage and related indicators — such as the Index of Relative
Socio-Economic Disadvantage complied by the ABS (ABS 2006); and

« broader progress indicators — such as the ‘Measures of Australia’s Progress’
indicators developed by the ABS to shed light on the question of whether or not
the quality of life of Australians is improving (ABS 2010).

5.3 The environment stream

The environment stream covers reforms aimed at achieving COAG’s broader goal
of enhancing environmental sustainability. Two reform areas currently come under
the environment stream — water and climate change policy.
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The water reforms are covered by two Intergovernmental Agreements:
o Intergovernmental Agreement on a National Water Initiative; and

o Agreement on Murray-Darling Basin Reform.

The overarching objective of the Agreement on Murray-Darling Basin Reform
parallels that of the National Water Initiative, which is to:

... increase the productivity and efficiency of Australia’s water use, to service rural and
urban communities and to ensure the health of river and groundwater systems.
(COAG 2008h, p. 2)

Many of the reforms relating to environmental matters, including in the areas of
water management and climate change, are either in their early stages of
implementation or still evolving.

For example, in relation to water reforms, the Murray-Darling Basin Authority
released the Guide to the Proposed Basin Plan on 8 October 2010 for community
consultation and discussion and, on 14 October 2010, the Australian Government
announced a Parliamentary inquiry into the Murray-Darling Basin Plan to focus on
socio-economic impacts (Ludwig, Crean and Burke 2010). In the meantime,
through the activities of the Commonwealth Environmental Water Holder, the
Commonwealth is purchasing water entitlements from existing entitlement holders
and delivering the associated water for environmental purposes to various sites
across the Murray Darling Basin.

In the area of climate change policy, there are three COAG initiatives: the
introduction of energy efficiency measures through the National Partnership
Agreement on Energy Efficiency; the introduction of a national renewable energy
target to increase the share of electricity in Australia generated from renewable
sources to 20 per cent by 2020; and national principles for feed-in tariffs.

The direct impacts from environment stream reforms will need to be considered in
terms of their economic and social effects, as well as the environmental impacts.
For example, direct economic impacts can occur through changes to the availability
and price of water and energy. The reforms may also have significant distributional
effects, including for rural communities in the Murray-Darling Basin and energy
users.

Some of the social and environmental impacts are likely to be captured by economic
measures. For example, the direct impacts of Murray-Darling Basin reforms on
irrigated agricultural production — particularly in the cotton, rice, dairy and
horticulture industries — would have flow-on effects on economic activity and
employment in other industries in the basin — such as in the wholesale and retail
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trade, transport, finance and machinery repair industries. The resulting change in the
distribution of income and employment between activities and regions would be
accompanied by adjustment in rural and non-rural communities.

Some issues

Assessing the environmental impacts

The Murray-Darling Basin Authority (MDBA 2010) has identified a number of
environmental impacts that the Murray-Darling Basin reforms are designed to
achieve, ranging from the health of wetlands and floodplain forests through to the
diversity of aquatic plant and animal communities. Many impacts of this nature are
also likely to arise from the reforms undertaken through the National Water
Initiative.

While some of the environmental impacts of the water reforms will be reflected, at
least to some extent, in changes in market measures, others, such as the integrity of
certain ecosystems, may not be captured by market measures. Such effects are
inherently difficult to quantify in monetary terms. Various methods have been
devised to estimate the market and non-market components of the value of
ecosystem services (box 5.4).

If directed to assess the impacts of water reforms, the Commission would anticipate
using a range of non-monetary quantitative measures, to complement its assessment
of the economic impacts. For those impacts that are particularly difficult to
measure, it is likely that qualitative assessments would also need to be made.

The Commission will need to draw on existing studies — such as the work of the
Murray-Darling Basin Authority — to shed light on the nature and magnitude of the
environmental benefits of the water reforms. While the Murray-Darling Basin
Authority has previously commissioned work on valuing the environmental
benefits, it notes that ‘at this stage, additional work is required to have sufficient
confidence in the economic value that might be put on environmental health’
(MDBA 2010, p 94).
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Box 5.4  Valuing effects on ecosystems

Ecosystem functions refer variously to the habitat, biological or system properties or
processes of ecosystems. Ecosystem goods (such as food) and services (such as
waste assimilation) represent the benefits human populations derive, directly or
indirectly, from ecosystem functions. (These goods and services are often collectively
referred to as ecosystem services.)

A range of valuation techniques is available to estimate the value of ecosystem
services. These include stated preference techniques (surveys of people’s willingness
to pay) and revealed preference techniques, such as hedonic pricing.

However, there are many conceptual and empirical problems inherent in estimating the
value of ecosystem services, with estimates often subject to large uncertainties and
error margins. For example, current prices, which form the basis — either directly or
indirectly — for many of the valuation estimates, may be distorted because they do not
incorporate the value of some ecosystem services. Similarly, values based on
individuals’ willingness to pay can be inaccurate because, among other things, some
individuals may base their preferences on incomplete or incorrect knowledge.

Stated-preference surveys are also vulnerable to framing bias, and the estimated
‘shadow prices’ may differ greatly from what people would actually be willing to pay.

Source: Costanza et al. (1997).

Social impacts will also need to be considered

Many of the water reforms are also likely to have some significant social impacts.
As with the environmental impacts, assessing these would be a complex
undertaking. There would also be a spatial dimension, with the nature and
magnitude of impacts varying between regions and communities. For example,
communities with a high level of dependence on lower-value irrigated agriculture
may be more significantly affected by any imposition of particular diversion limits
than communities supported by higher-value irrigated agriculture or more
diversified economies.

Markets will capture some of these impacts — for example, changes in property
prices and assessments of the regional and distributional effects of change will
reflect some of the adjustment pressures associated with changes in land use and
possible declines in economic activity in some areas. Inevitably, however, there will
be some social impacts that will defy market valuation, such as effects on social and
community networks in areas facing adjustment. Assessments of such implications
would typically draw on social indicators of the impacts of economic change.
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Addressing uncertainty and risk

Uncertainty and risk are likely to be central to any assessment of the impacts of
COAG’s environmental reforms. For example, any assessment of COAG’s water
reforms would need to recognise the often significant natural variability in rainfall,
riverine flows and climate and their variability across regions and States.

Uncertainty and risk are clearly central considerations in assessing the effects of
climate change policies. Indeed, this is more so than for water reforms. The
environmental impacts of climate change policies depend on global actions, making
the outcomes of domestic reforms even harder to assess. The Garnaut Report
(Garnaut 2008) commented on the uncertainty surrounding many aspects of climate
change, and the difficulties in assessing the economic benefits of policies intended
to mitigate climate change (box 5.5).

Box 5.5 Risk and uncertainty and the assessment of climate
change policy

Estimating the potential economic impacts of climate change requires that appropriate
scientific and economic frameworks be combined. As noted by Garnaut, this is a
complex undertaking in view of the uncertainty in many aspects of climate change
science at the climate system, biophysical and impact assessment levels. These
compounding sources of uncertainty mean that quantifying the economic impacts of
both climate change and its mitigation is a difficult and, at times, speculative task.

Garnaut classified the benefits of climate change mitigation into four types, of which
only one was assessable using standard economic modelling:

« currently measurable market impacts (for example, impacts on agriculture and on
infrastructure; these effects are typically measured as an impact on GDP or
consumption, with monetary values as the unit of measurement);

« market impacts not readily measurable (for example, the impact of climate change on
the tourism industry; as with the first type of benefit, the estimation of these effects
would be in monetary values of GDP or consumption);

« insurance value against high damages (some of the possible outcomes at the bad
end of the probability distribution would be thought by many people to be
catastrophic — this benefit comprises the ‘insurance premium’ the community may
be prepared to pay to avoid a small probability of highly damaging or possibly
catastrophic outcomes); and

« non-market impacts (for example, the impact on environmental amenity, such as
impacts on the value that Australians place on the integrity of the Great Barrier
Reef, which may be affected by anthropogenic climate change).

Source: Garnaut (2008).
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Many of the uncertainties relevant to emissions trading and carbon pricing are also
likely to be relevant to any assessment of energy efficiency initiatives or the
National Renewable Energy Target scheme, should the Commission be asked to
assess them.

Such national energy efficiency and renewable energy initiatives could be assessed
separately in their own right or as part of the broader domestic policy response to
climate change. As noted, a difficulty in assessing such initiatives would be
identifying the environmental impacts from domestic policy responses in the
context of policy responses of the world’s major emitting economies — responses
which are themselves evolving. The current state of play of such responses will be
outlined in the Commission’s study on Emission Reduction Policies and Carbon
Prices in Key Economies. Even then, the environmental impacts are surrounded by
considerable scientific uncertainty about the evolution of climate and anthropogenic
influences on climate change.

Given such uncertainty about the magnitude of the impacts and benefits, the most
viable approach may be to assess whether the policy response is cost effective in
achieving the desired objectives. Cost-effectiveness analysis is widely used in such
circumstances. It compares alternative policy measures on the basis of the ratio of
their costs to a single quantified, but not monetised, effectiveness measure, such as
reductions in carbon emissions.
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6 Implications for the first report

The Commission’s substantive reports on the impacts and benefits of the COAG
reform agenda will have a number of significant differences relative to previous
exercises:

« the reporting will potentially cover the impacts and benefits of existing reforms
— those under way or in the pipeline — and further reform potential;

« implications of demographic and economic change for reforms with significant
lead times will be analysed; and

« the reporting will not only evaluate the impacts on living standards through
achieving higher productivity, increased workforce participation and mobility,
but also provide some assessment of how reforms address the broader social and
environmental goals.

This chapter outlines an approach that may be considered for setting reporting
priorities over the first few reports, commencing December 2011, under the terms
of reference (section 6.1). The chapter also considers specific aspects of the agenda
that could be examined in greater depth by December 2011 and beyond (section
6.2).

6.1 Setting reporting priorities

The terms of reference require that each report cover ‘reform developments,
impacts and benefits in each COAG reform area’. The terms of reference also
indicate that governments will ‘provide directions concerning particular reporting
priorities to be addressed’.

At this stage, some reform areas in the COAG agenda are being developed,
restricting the scope for reporting on realised or prospective benefits (chapter 5). It
would not be possible, therefore, to report in depth on the full impacts and benefits
of all aspects of the reform agenda in the Commission’s early reports. Nevertheless,
for reforms where implementation is advanced, some meaningful reporting on the
prospective benefits of reform is likely to be possible.
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The first and subsequent reports would consider longer-term matters that primarily
relate to the overarching objectives of the reform agenda. Matters that might be
subject to assessment by the Commission could therefore be conceived as those
that:

o are likely to have a material impact (that is, those of national significance or
which are likely to have a significant impact on communities in more than one
jurisdiction);

« represent material changes to current policy settings, that is, are not ‘business as
usual’; and

« have a longer-term perspective.

This would exclude policies relating to local communities or spending priorities
such as emergency management. Also, policies with a shorter-term focus intended
to address economic fluctuations associated with the global financial crisis would be
ruled out.

For the remaining reforms, while there would be a presumption that they would
yield a net benefit to the community, the achievement of intended benefits and
further reform potential would be matters for investigation.

6.2 Some possible priorities

The Commission proposes that reporting across the reform streams be implemented
progressively. Early assessments would focus on reforms covered by the
Intergovernmental Agreement on Federal Financial Relations — currently the main
Intergovernmental Agreement governing the implementation of COAG reforms.
Environmental and other matters outside this agreement considered by COAG
(including water market reform) would be included in subsequent reports,
depending on policy developments and guidance from government.

First report

Based on the above criteria, the Commission suggests that, for the first report,
consideration be given to the inclusion of:

o areas of the competition and regulation stream likely to have realised or
prospective impacts — for example, substantial progress has been made on the
implementation of at least 12 deregulation priority areas (chapter 5); and
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o an area of the human capital stream likely to have realised or prospective
impacts — for example, currently a range of education and training reforms have
been implemented or are at an advanced stage of development (chapter 5).

It is proposed that assessments of reform potential relating to these areas also be
included in the analysis.

Taking into account the progressive implementation of COAG reforms, the
Commission’s first report could also draw on its previous work on the National
Reform Agenda, as well as other studies, to illustrate the benefits of each reform
stream.

A possible sequence for subsequent reports

The program for subsequent reports could be confirmed after the results of the first
study are considered and further progress in policy development and
implementation of reforms has been made. On the basis that it would be desirable to
have completed an initial analysis of COAG reforms within ten years of the
introduction of the current COAG reform agenda, the subsequent two reports (two
to three years apart) could cover:

« competition and regulation reforms not covered in depth in the first report,
including energy markets, transport and infrastructure;

+ any education and training reforms not covered in depth in the first report; and
« health, ageing, affordable housing and disability related reforms.

It is proposed that reporting on initiatives targeting specific social concerns (such as
Indigenous disadvantage and gambling), and those in the environment stream (that
is, water and climate change policy) would depend on policy developments and
directions from government.

In this sequence, reforms in the competition and regulation and human capital
streams would be the focus of early reports. The Commission would not assess the
changes in Commonwealth-State financial relations in their own right, but rather
consider their effects as part of the assessment of the individual reform streams.
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