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WHY WE SHOULD SLASH THE TAX BURDEN 
 
 

In keeping with the theme of this conference, I’d like to propose a new 
agenda for prosperity: we should aim to at least halve – yes, at least halve – 
total taxes and government spending in Australia. And we should do it 
quickly. 
 
This reform would constitute a major step towards establishing a truly 
“compassionate value-for-money” system of government. It would 
substantially boost GDP, citizens’ freedom of choice and our governments’ 
capacities to help those citizens most in need of support. 
 
Let’s begin with a basic premise: the fundamental goal of governments 
should be to serve the public interest. Doing so requires work on three 
things: 
 

1. Efficiency: maxmising citizens’ overall happiness (the size of the pie) 
 

2. Equity: achieving fairness in sharing out happiness between citizens 
(slicing the pie) 
 

3. Carefully making the inevitable trade-offs between 1 & 2.  
 
Most of us would probably agree that to achieve the fundamental goal, 
governments must adopt a disciplined yet compassionate value-for-money 
mindset. This would involve taxing citizens only to the extent necessary to: 
 

1. Fund services that generates greater net benefits (happiness gains) that 
citizens could achieve themselves with their own money 

 
2. Assist citizens in genuine need whenever the equity and efficiency 

gains of doing so outweigh the efficiency costs. 
 
Over the last half-century, government taxes and spending have grown 
enormously. Some of this growth has, of course, been motivated by noble 
intentions. However, my main contentions in this paper are: 
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1. Most of this growth has been at odds with any compassionate value-
for-money interpretation of the public interest – at least in terms of the 
outcomes achieved 

 
2. This failure is attributable to two major underlying causes: poor 

evaluation approaches and weak governance. On the evaluation side, 
we systematically underestimate costs government activities – 
particularly the real resource costs of raising taxes – and 
systematically overestimate the net benefits. On the governance front, 
we have failed to keep in check incentives that can cause elected 
governments (and bureaucrats) – and indeed all citizens – to serve 
interests other than the public interest 

 
3. But there’s some good news: if governments truly adopt disciplined 

and compassionate value-for-money mindsets, we can support those 
citizens in genuine need much better – as we should – while reducing 
the enormous tax burden that citizens bear 

 
4. Doing so will involve substantially cutting government activities that 

fail the value-for-money test and deliver no equity benefits, cutting so-
called “social assistance” to citizens who simply do not need it 
(“middle-class welfare”) and beefing up social assistance to those in 
genuine need 

 
5. This approach would reverse most of the last half-century’s growth in 

the share of the pie claimed by governments and return real 
government spend and taxes per citizen to their levels of  a quarter-
century ago 

 
6. I conservatively estimate that this would deliver the citizens of 

Australia annual net efficiency benefits of $35-40B – equivalent to 
3.5% to 4.5% of GDP – and equity benefits as well. 

 
  
GROWTH IN GOVERNMENT 
 
As the ultimate purpose of government is to make citizens – real people – 
better off, the definition of government spend that I focus on in this paper 
includes government own-consumption of real goods and services and the 
provision of social assistance to citizens1. 
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The facts on growth in government– and therefore taxation – over the last 
half-century are absolutely mind-boggling (Chart 1). In real2 terms, between 
1959/60 and 2006/07:  
 

• Total government spend rose 594.8%, to $290.0B 
 
• “Social assistance” to citizens (both in cash and in kind) grew an 

enormous 1,095.0% 
 

• Government own-consumption of goods and services rose by 454.4%. 
 
Large-scale social assistance is a relatively recent phenomenon. Ablett and 
Tseggai-Bocurzion (2000) have noted: 
 

“Apart from maternity allowances, the aged pension (including benefits 
to war veterans) was the only major cash benefit paid by the Australian 
government before WWII. After this time numerous benefits…were 
successively introduced and expanded”. 

Indeed, real aged pension growth has been dwarfed by the proliferation and 
growth of other cash social benefits: family benefits (family tax benefits, 
parenting payments), health, education (student allowances) and other 
pensions/allowances (disability support, veterans’, unemployment, carer, 
widows’, wife/partner). In addition, “in kind” social benefits (free or 
subsidised goods and services) are also provided to particular citizens 
(mainly in the areas of education, health, housing, social security and 
welfare services). 

Note that, as I focus only on direct government spend, these numbers 
exclude substantial other government “spend” – tax expenditures (assistance 
and incentives provided through tax breaks for particular purposes, such as 
subsidising retirement savings) amounted to $50.2B in 2006/07. 
 
All of this growth in government spend has raised our tax burden 
enormously (Chart 4). Tax has grown from 21.2% of GDP in 1959/60 to 
30.8% today3.  
 
Nevertheless, some very good arguments can be made to support some of 
this enormous growth. For example: 
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• Serving increased demand efficiently?: Population grew 104.9% – 

very small compared to total spend growth. While scale economies 
mean that population growth should reduce spend per citizen, it grew 
by 239.1% (Chart 2) 
 
However, we have enjoyed real GDP growth per citizen of 158.4%.  It 
is possible that resulting better living standards have raised citizens’ 
relative demands for “superior4” goods/services; if they tend to be 
“public5” in nature, this may justify government own-consumption 
spend growth relative to private consumption.  
 
Other factors, such as global security concerns and aging population, 
may also cause citizens desire greater own-government spending on 
their behalf. However, defence spend actually fell relative to GDP 
(only because GDP rose faster), while overall own-government spend 
rose by “only” 0.8 percentage points relative to GDP. The real driver 
of the government’s increased slice of the GDP pie was the huge 
growth in “social assistance” – its share of GDP more than doubled to 
10.4% (Chart 3) 
 

• Equity?: Some equity arguments could be made in support of the huge 
growth in social assistance. As average living standards rose, our 
views on what is the minimum acceptable living standard probably did 
too. Concerns about retirement living standards as the population aged 
might justified some social assistance, but much of the retirement 
subsidies didn’t, in fact, go to the genuine needy.  
 
And while cyclical factors might have justified greater assistance in 
some years (eg, more unemployment benefits), 2006/07 was a cyclical 
high point. As shown below, a substantial portion of what is called 
“social assistance” is really middle-class welfare. It does nothing to 
improve equity and comes at a real – and substantial – economic cost. 

 
Of course, we’d all come to somewhat different judgements on the many 
issues that lurk behind these numbers that I have only briefly summarised. 
But I have grave doubts that any of us could make a compelling case – one 
that would stand up to much scrutiny – to justify recent decades’ growth in 
government spend on the basis of efficiency and equity. So what does 
explain it? 
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THE VICIOUS CYCLE 
 
The huge rises in government spending and taxation are not because 
politicians and/or bureaucrats are bad people. Governments around the world 
have found it enormously difficult to establish – and even harder to maintain 
– disciplined evaluation and governance regimes and not meander off the 
compassionate value-for-money road.  
 
Chart (5) provides a simple overview of why this is so. Suppose that the 
citizens of a nation are lucky enough to have a government that truly follows  
a disciplined and compassionate value-for-money approach at a point in 
time. 
 
Even with no intentional misbehaviour, governments will inevitably make 
some mistakes. They need to work very hard to minimise mistakes and 
carefully repair the consequences of those that inevitably occur. Otherwise, 
breakdowns in discipline can have snowballing consequences. 
 
Even well-intentioned governments can adopt approaches that are incorrect 
and which those seeking their own interests can take great advantage of. I’ve 
listed a couple of the very common bad mistakes that many governments – 
including our’s – institutionalise. By adopting evaluation methodologies that 
systematically overestimate benefits (like inappropriate use of multiplers) 
and underestimate costs (particularly the real costs of taxation), governments 
inevitably spend taxpayer money on things that are not in the public interest. 
But they’re often in some peoples’ interests, so rent-seekers have strong 
incentives to capitalise on these institutionalised mistakes of government, 
using their flawed evaluation tools to induce governments to spend even 
more. This makes snowballing out of control almost inevitable. 
 
Governments and their advisors generally ignore a huge real resource cost – 
one that value-for-money governments must take into account, as doing so 
can substantially advance  the public interest. This is the real cost of raising 
each dollar of tax revenue – sometimes called the “shadow” cost of taxation. 
 
The cost to society when governments spend a taxpayer dollar is much more 
than a dollar. Economists estimate that the shadow cost of a dollar can be up 
to $1.65 (depending on the taxes employed to raise it) – and they generally 
think the shadow cost is at least $1.30. The direct cost to the taxpayer of the 
dollar taken away is $1. The other 30+ cents includes Tax Office collection 
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costs (about 5 cents), but the really big cost is the distortions that taxes cause 
to our decisions – such as work, consumption and saving choices6.  
 
So raising a dollar in tax and spending it on someone else isn’t simple a 
transfer with no net cost. The real incremental cost is at least 30 cents per 
dollar raised. To put this in perspective, this real incremental cost amounted 
to $96.7B in 2006/07 – 9.2% of GDP (Chart 6).  
 
This doesn’t mean we should all become anarchists. Governments play 
enormously valuable roles. Carefully selected government spending can 
more than cover the shadow costs of the taxation it requires. But we must 
take this enormous cost into account in evaluating what governments should 
– and should not – do. Unfortunately, this cost is rarely incorporated into 
cost-benefit analyses for government programs. 
 
Unfortunately, this and other mistakes cause government spending to spiral 
out of control and set in motion forces at work that create and reinforce a 
“me too entitlement” culture amongst citizens. This process, probably 
familiar to all of us, is summarised in Chart (5).The result is a self-
perpetuating vicious circle. Australia has been stuck towards the bottom 
right of Chart (5) for many years. 
 
 
BENEFITS OF TAX-AND-SPEND REFORM 
 
A disciplined and compassionate value-for-money government would 
eliminate all current government spend that doesn’t help those in genuine 
need and/or is not value-for-money. 
 
In this section, I provide very crude ball-park estimates the benefits that this 
would deliver. While crude, they highlight the substantial potential size of 
the prize. 
 
These estimates focus on the two main chunks of government spend  
described earlier: own-consumption and “social” assistance. They therefore 
understate the true value of reform, as very wasteful programs such as 
industry assistance are not included in the spend base7. 
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“Social” assistance 
 
Let’s first consider “social assistance”. Helping those in genuine need is 
absolutely the right thing to do, but the term “social assistance” is to a 
considerable extent a misnomer. Much of what goes by this name goes to 
citizens who don’t need it. 
 
This was confirmed recently by the ABS (2007) analysis of which 
households social assistance went to in 2003/04 (Chart 7). The top 3 income 
quartiles8 receive 35.9% of total social assistance. The top 4 quintiles receive 
58.9%. 
 
All of us have different levels of compassion and will therefore will make 
different judgements as to who should receive social assistance and who 
should not. Here’s how I draw the line… 
 
Social assistance exists (or should exist) to help those in need. In a wealth 
country like Australia, there is nowhere near 40% of the population in 
genuine need. Many would say it’s not even 20%. Raising taxes only to then 
recycle them as “assistance” to the most well-off 60-80% of the population 
costs us all – 30 cents in real incremental costs for even $1 we give to those 
who don’t need it. Peter Saunders has written persuasively on the costs of 
this “churn”9. 
 
It is, of course, worth incurring real resource costs to provide support to 
those in genuine need, as each dollar they receive probably boosts their 
happiness by more than the $1.30 cost to the rest of us harms our happiness. 
It’s the right thing to do. 
 
I’ve provided estimates of the real gains to be made for two alternative 
restructuring options for social assistance (Chart 8). Neither option would 
make those in genuine need worse-off – and one would make them better 
off. These options would reduce total government spend – and therefore 
taxes – by $35-64B and produce real incremental resource benefits of at least 
$10-19B10.  
 
If politicians were  worried about coping flack from “middle class welfare” 
recipients, they could even choose to implement this restructuring without 
making the middle class worse-off. Cutting taxes for the middle class by the 
amount of social assistance they lose would still produce the real resource 
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efficiency benefits. But quite frankly, the time is long overdue for 
governments to stand up and take a disciplined, honest approach to begin 
dismantling the entitlement mentality that has beset us, due to past poor 
government disciplines and governance.. We shouldn’t feel the need to 
compensate those who have been receiving unnecessary largesse from 
taxpayers. They don’t need it, full stop! 
 
 
Own-consumption 
 
Similarly, the current $180.7B in governments’ own-consumption would fall 
substantially if all governments adopted disciplined evaluation and 
governance approaches and firm governance to protect the public interest. 
 
Cost-benefit analyses generally require projects earn a benchmark return on 
dollars spent. Incorporating the shadow price of tax into the evaluation 
process would show that many projects currently thought to serve the public 
interest actually destroy it. 
  
For example, if the required benchmark return is 10%, then a project 
delivering $1.10 in benefits in one year’s time on $1 invested now would 
currently get the go-ahead. Recognising the shadow price of tax means we’re 
really investing $1.30 now, so the project really needs to deliver benefits of 
$1.43 in a year’s time to get the tick11. Many projects proceed today that 
actually destroy value for taxpayers because this huge real cost is ignored. 
 
Disciplined governance – in particular, the firm commitment of all 
government decision-makers to really make every decision in the public 
interest rather than pander to vested interests – would also reduce spend 
considerable.  
 
Based on the many government cost-benefit analyses I’ve seen during my 
career and the obvious huge pandering to vested interests that has been rife 
for years, I’d be surprised if disciplined evaluation and governance 
approaches didn’t cut government own-consumption by at least half – that’s 
at least $95B. 
 
Chart (9) summarises conservative estimates of the real benefits that a 
disciplined and compassionate value-for-money approach by all levels of 
government could deliver. In sum, it the annual benefits could equate to a 
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3.4-4.5% GDP gain and almost halve the tax burden on citizens while no 
hurting those in genuine need – and indeed freeing up resources to provide 
better support than we do now. 
 
 
 

ESTABLISHING – & SUSTAINING – A TRULY DISCIPLINED 
& COMPASSIONATE VALUE-FOR-MONEY AGENDA 

  
 
Good government is not easy – particularly when governments have become 
bogged down in vicious cycles like the one described in Chart (5). 
 
At one level, the requirements for reform are easily stated – do all the things 
to reverse yourself out of Chart (5)’s cycle. But doing it is the hard part. 
 
While technical mechanisms are not enough by themselves, they are 
incredibly important. For example, requiring all project cost-benefit analyses 
to incorporate the full shadow cost of taxation funding would make a huge 
difference. 
 
Reform will also require the different levels of government to focus on their 
priority areas. For example, as Chart (10) shows, state/territory/local 
governments account for much more own-consumption than the Federal 
government does, while the latter provides the vast bulk of “social 
assistance”. While the Federal government can no doubt save substantial 
own-consumption through a value-for-money approach, its big opportunity 
is social assistance. But the Federal government should also play a driving 
role to ensure that state/territory/local governments address their own 
consumption on value-for-money bases. 
 
The hardest part will be establishing the discipline needed to protect the 
public interest against the many rent-seekers that exist because of the 
appallingly poor disciplines displayed by past governments. Milton 
Friedman once sounded a valuable caution:  
 

"Nobody ever goes to Congress and says 'look, vote me a big 
bonanza because I’m a good guy and I deserve $100,000 
from the public purse'.  No, he says, 'You should subsidise 
my product because poor people in the slums will benefit’ ”. 
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Governments will have to say no many, many times to fully re-wind the 
vicious cycle. Rigorous discipline is the most important requirement if the 
massive gains of reforms to government spending and taxation are to be 
realised. 
 
 

*** 
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END NOTES 
 
                                                 
1 I focus on general government spending, which excludes government business 

enterprise spend. Government own-consumption includes consumption of physical 
capital resources. I have includes social assistance (both cash and in-kind) provided to 
citizens but excluded subsidies provided to private institutions, transfers between 
governments and means of spend financing (taxes, interest on debt). In this section, the 
spend numbers are aggregates across federal, state/territory and local governments. I 
used 1959/60 as a base year, as it is the first year for which complete and reliable 
official national accounts data are available. Data are drawn from the ABS sources 
listed in the references section, unless otherwise noted 
 

2 Inflation-adjusted 
 

3 Sources used in preparing this chart: ABS, Taxation Revenue; RBA (1997). Taxes 
include fees and fines 
 

4 These exhibit highly-income sensitive demands 
 

5 These may be difficult for the private sector to provide because they can be shared by 
many at little/no extra cost and individuals may be able to free-ride, consuming them 
without paying. Some might argue that this may be true of arts spend, for example 

6 For more on this, see Kerin (2006) 
 

7 As I focus on assistance provided directly to citizens, but not on assistance to organizations like car 
manufacturers 
 

8 Quntiles were defined on the basis of “equivalised private income”, which adjusted incomes of 
households of difference sizes to recognize that there were some economies of household size. The top 
quintile were the 20% of households with the highest equivalised income. Income is not a perfect measure 
by which to judge need, but it is indicative. The ABS also looked at new wealth and found similar poor 
targeting of social assistance 
 

9 See, for example, Saunders (2005) 
 

10 Using a conservative $1.30 shadow price of taxation 
 

11 $1.43 = $1.30*1.1 


