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Australia measures up exceptionally 
well in the health and well-being of its 
population. According to the Better 
Life Index compiled by the OECD, 
Australia ranks fifth among 36 advanced 
economies in both life expectancy as 
well as the health of its population. In 
2010, life expectancy at birth in Australia 
was 81.8 years which is higher than the 
OECD average of 80 years, and 85 per 
cent (OCED average: 70 per cent) of 
its people indicated that they were in 
good or very good health. Australians 
themselves are generally positive on 
many aspects of their health care system, 
and show moderate to high levels of trust 
towards doctors and hospitals.1 These 
data hide the enormous inequalities in 
Indigenous health.

The above figures are regularly used to 
argue that major reform is not needed, 
and serve to reduce the political will to 
engage in reform in a complex sector 
with strong vested interests. However, 
a widely shared view is that the current 
system, which is good, could be much 
better and needs to adapt to future 
demands. Health expenditures are 
continually being forecast to exert 
the most pressure on future state and 
federal government expenditures and 
expenditure growth is persistently 
around four per cent above inflation. 
There is uncertainty as to whether the 
current suite of reforms is enough. 
These reforms focus largely on changing 
the way hospitals are reimbursed 
through the national rollout of activity-
based funding; the public reporting of 
performance data for Local Hospital 
Networks and Medicare Locals; and 
changes to the public subsidies of private 
health insurance. The suggested reforms 
to primary care were not adopted, 
though a trial of patient enrolment and 

funding changes for diabetes care  
is underway. 

Below, we examine some challenges 
that our health system faces, and argue 
that there should be a renewed focus on 
how health care is funded in Australia. 
Obtaining better value for money from 
tax dollars is essential to stop lives 
being lost. We consider three facets of 
our health care system: private health 
insurance, hospitals, and doctors.

Private health insurance and 
our mixed system of funding
The question of whether private 
health insurance has delivered on its 
much heralded benefits is a subject 
of continuing debate. There is some 
evidence that expanding the private 
health insurance market has not been 
effective in taking the pressure off the 
public system as the private sector 
manages patients with comparatively 
straightforward medical conditions, 
leaving public hospitals responsible 
for those who require complex and 
potentially expensive care.2 The problem 
may be compounded by doctors leaving 
the public system as private work 
became more attractive, potentially 
worsening access to, and waiting times 
for, elective care.

Recent econometric modelling suggests 
that abolishing rebates is likely to lead to 
substantial public sector savings. Public 
expenditure on hospital care is estimated 
to increase by $1.38 billion, but this is 
more than outweighed by the $3 billion 
spent on the rebate in 2004 that would 
be saved.3 Means testing of rebates, 
along with the impending indexation 
of these subsidies to the consumer 
price index, serves to control the 
ballooning public spending, and of equal 
importance reverse the inequity of those 
who are well-off benefiting more.

There is strong support for the role of the 

public sector in health care in Australia, 
as well as on maintaining the mixed 
public and private model of financing.4 
Indeed, Australians enjoy the benefits of 
having the choice of private care if they 
desire, and it is probably reasonable that 
they pay for this choice. The question 
therefore is not whether we should 
move towards a fully nationalised or fully 
privatised system, but rather how we 

private health insurance. 

The private health insurance industry is 
regarded as highly competitive with 34 
insurers providing over 25,700 insurance 
products.5 Although the evidence is 
limited, there are reasons to believe that 

insurance industry may actually not work 
for the better. Given the fragmented 
nature of the market, health funds are 
less able to exploit their market power 
to negotiate with private hospitals and 
other providers to control costs. This is 
especially so for smaller health funds, 
which would also face higher operating 
costs due to the lack of scale economies. 
Risk equalisation, which spreads the cost of 
expensive claims, provides little incentive 
for funds to control cost. Additionally, it 
is not clear whether consumers actually 
benefit from having more choice of 
policies, or are actually worse off having 
too many choices. There is no research on 
the impact of competition in this sector. 

and that the private sector is by definition 

rigorous research on the industry.

If less competition in the private 
health insurance market can actually 
be beneficial, there might be a case 
for public policy to encourage the 
consolidation of the industry to enable 
insurers to strike better deals with 
private providers. Clearly, this needs to 
be managed carefully, as more market 
power in the hands of a smaller number 
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of health funds may also result in 
consumers bearing the cost of higher 
premiums. But let us not forget that the 
public system remains the dominant 
player, and potentially the strongest 
competitor with the private sector. 
Indeed, if more resources are directed into 
the public system (and the savings from 
the rebates is a good start) to close the 
perceived quality gap, the pressure would 
fall on health funds to provide the ‘value 

for money is of course very important 
in the public system, where equally one 
could argue that there are few incentives 
for cost control. 

Hospital funding
The national rollout of activity-based 
funding (ABF) from 2012 means that 
most public hospitals will be paid a fixed 
average price (National Efficient Price) 
for each service they provide. This is fee-
for-service for hospitals. For the 50 per 
cent of hospitals with costs higher than 
the fixed price, they will have incentives 
to reduce costs. For the 50 per cent 
of hospitals with costs below the fixed 
price, they will have incentives to expand 
their services by treating more patients 
in the most profitable clinical areas, i.e. 
where their costs are the lowest relative 
to the fixed price. But this may not be 
for services which are the most cost-
effective since the quality and outcomes 
of care are not routinely measured. 
Fee-for-service payment contains no 
incentives to improve the quality of care 
and the incentives to reduce costs could 
also reduce quality of care. Hospitals 
may reduce costs wisely, but incentives 
will exist to reduce or cease provision 
of some services which could have 
relatively high costs but may also be 
very effective. Given that quality of care 
and health outcomes are not routinely 
measured by hospitals, the work of the 
National Health Performance Authority 
will become important in providing a 
framework to monitor quality of care. 
Building in financial incentives to reward 

been undertaken in other countries and 
should be introduced in Australia.

Furthermore, the influence of the 
National Efficient Price on incentives 
to reduce costs could be lost by the 
continuing role of the states. Only 40 per 
cent of this price will be funded by the 
Federal Government, with the remainder 

funded by the states. However, the states 
have discretion to fund more or less than 
the remaining 60 per cent. This means 
that states can effectively maintain 
current funding levels of public hospitals, 
and that the intended incentives to 
reduce costs may never exist. If this ends 
up being the case, then the introduction 
of ABF will have been a waste of time. 
The Commonwealth will increase its 
share of funding over time but we argue 
that the Commonwealth should provide 
100 per cent of hospital funding to 
ensure the objectives of ABF are met.

Paying doctors differently
Doctors are the backbone of the 
health system, but are hindered by an 
antiquated system of fee-for-service 
that does not reward quality of care and 
does not encourage teamwork. Though 
fee-for-service can be an appropriate 
way to fund one-off acute episodes of 
illness in general practice, much care in 
the future will be for chronic diseases 
that require ongoing care by doctors. 
Different and blended payment models 
are needed, where fee-for-service can be 
combined with rewards for performance 
and payments related to the number 
of patients rather than the number of 
services provided. Though there are 
different models of payment that could 
be adopted, there is consensus (at least 
amongst researchers) that a blended 
payment model avoids the extreme 
incentives of single payment models 
such as fee-for-service or capitation 
payment. A trial is currently underway 
to reform the payment structures for 
diabetes patients. Careful design and 
evaluation of these new schemes is 
essential as current evidence is weak. 
This lack of evidence is due to poor 
design of payment schemes and poor 
design of their evaluations.6 

It is also important to use payment 
schemes to eliminate waste.7 
Governments and insurers and 
hospitals should not pay for services 
and treatments that have been shown 
by good quality evidence to have no 
impact on health status. Saving lives 
requires that resources are used to their 
best effect. There are good reasons why 
doctors continue to recommend such 
treatments, including lack of knowledge 
about evidence or doubt as to whether 
the evidence applies to their patients, 
or strong demands from patients who 

think that such treatments may help. 
Implementation of evidence is difficult, 
but can help to save lives by redirecting 
scarce resources to where they deliver 
most benefit.

Conclusion
Changing the way health care is funded 
can save lives. Making both the public 
and private health sectors use resources 
more carefully and wisely is essential, 
releasing resources that can be used 
to save more lives and improve the 
health and well-being of the population. 
Financial incentives are not the only way 
to do this and need to be accompanied 
by better ways to measure and monitor 
performance, but it is clear that current 
funding arrangements provide at best 
weak incentives, and at worst the 
wrong incentives, to support health 
care providers in improving health and 
well-being. Australia does have a good 
health system, but lives are being lost 
through waste and inefficiency partly 
caused by a funding system that is not 
fit for purpose.
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