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Foreword 
David Band 

Good, and Evill. axe names that signiHe our Appetites, and 

Aversions; which in different tempers, customes. and doctrines 

of men, are differenL And divers men, differ not onely in their 

Judgement, on the sense of what is pleasant, and unpleasant to 

the tast, smell, hearing, touch, and sight; but also of what is 

conformable, or disagreeable to Reason, in the actions of 

common life. Nay, the same man, in divers times, differs 

from himselfe; and one time praiseth, that is, calleth Good, 

what another time he dispraiscth. and calleth E v i l . 

This book, Restraining Leviathan, is confirmation of how far we 

have moved from the insights of the original Leviathan, how far we have 

strayed down the p)ath of thinking that there is only one kind of social 

arrangement appropriate to our times and circumstances. Bat the book is 

evidence as well of the turning of the intellectual tide that has occurred in 

the liberal democracies (and beyond) over the last IS years. Hobbes 

speaks o f ' that which in the disputations of scholars is called absurdity'. 

and in this volume our disputatious scholars leave us with the clear 

impression that, in our submission to the state, we have reached the 

point of absurdity. 

Again, Hobbes advises that 'a man ... be contented with so much 

liberty against other men, as he would allow other men against 

himselfe'. It is instructive and disturbing to consider how today's 

citizens are encouraged to ignore this dictum, for why should I wwry 

about my or my fellows' freedom while I am in the protective custody of 

the state? Indeed, one of the greatest of this book's many virtues Is \is 

highlighting of the extent to which d)e size of government is not a fiscal 

but a moral problem. 

This may seem a strange conclusion to draw from a work in which 

statistical and procedural arguments feature so heavily. But it follows, I 

believe, from the firm impression with which those arguments leave the 

reader. Virtually every contributor provides daunting evidence (a) of the 

quite extraordinary degree to which the citizens of free societies have 

allowed (more often asked) the stale to remove growing pcHtions of their 

liberties; and (b) of the difficulties faced by anyone concerned to reverse 

this process. 



Thus the message that Dr James's collection sends us is that there 

may well be a danger in concentrating on the scope for governments, 

rather than the scope for persons. It sets an agenda in reminding us 

that the very origins of the 'smaller government' debate lie in both 

efficiency and liberty arguments. The issue of the 'appropriate size of 

government' is a question of means, not of ends. It should have as its 

central point of reference the maximum practical degree of personal 

freedom. Dr James's reader shows us not why reducing the scope of 

government is so difficult, but why it is so necessary. 

A key requirement now is for us to examine critically the moral 

foundations of govenunent. The second item that this boc^ places on 

the intellectual agenda is the analysis of the ability of government to 

achieve the tasks it sets itself. We need to look at' the very nature of the 

public sector, its managerial and cmployrrKnt practices and its culture, 

and the reasons why they stand in the way of government's completing 

those tasks satisfactorily. 

Finally, let us recall that, in the original Leviathan, the point and 

function of c iv i l society was to remove us from the 'miserable 

condition' of the state of nature. Let us remember one of Hobbes's 

descriptions of the state of nature, and wonder how far it is from the 

world created by our modem Leviathan: 

In such condition, there is no place for Industry; because the 

fruit thereof is uncertain: and consequently no Culture of the 

Earth. 

Restraining Leviathan may well be too modest an objective. 



Editorial Note 

This volume records the proceedings of a conference, organised by the 

Centre for Independent Studies, and held in Sydney on 17-18 November 

1986, on the theme of reducing the scale of government intervention in 

Australia. It reproduces not only the papers read at the conference but 

also the remarks of the commentators: and it mcludes edited versions of 

the fioor discussion that followed each session. 

This editorial note provides me with an opportunity to thank Rose 

McGee for her help in preparing the volume, and above all for attending 

so expertly to the many minutiae of style and consistency that 

collections of this sort involve. I am grateful also to Karla Whitmore 

for the major part she played in organising the conference. 

Michael James 
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Reassessing the Scope and the 
Limits of Government 

Michael James 

A criticism sometimes levelled at supporters of smaller government is 

that whereas they call vociferously for cutbacks in the scale of state 

intervention, they are reluctant to specify where those cuts should be 

made: that they avoid coming out with the 'small government agenda'. 

This volume is not an attempt to meet that criticism. We shall of 

course be considering several classes of intervention as suitable cases 

for disintervention, so to speak. But the emphasis wil l be rather on the 

principles for determining where the state should and should not 

intervene, and the processes by which cutbacks can be secured. This 

approach is entirely defensible. We all of us might have our own private 

menus of cutbacks, but no one such menu is likely to command wide 

support. Conversely, we are much more likely to agree on the 

appropriate procedures for deciding which interventions should be 

retained and which should be di.spcnsed with. Ideally, if those procedures 

could be agreed, then the process of cutting government down to size and 

keeping it there would be a purely administrative matter. And yet the 

question whether there might be emerging a conseasus of a new agenda 

for government does seem worth putting: and I want to devote some of 

these opening remarks to considering this possibility. 

We can gain some idea of just how much the climate of opinion 

towards intervention has changed by recalling the 'big govemment' 

agenda recommended 12 years ago by Professor James Meade, the 

Cambridge ecorKxnist and leading advocate of the mixed economy. In 

his book The Inielligeiu Radical's Guide to Economic Policy (1975), 

Meade set out to promote efficiency and equity while avoiding large 

concentrations of wealth and power. This required, he said, removing 

unnecessary restrictions on the free market, but it also required ' a 

necc.s,sary superstructure of conuols and interventions', whose elements 

he classified under eight heads. These were: the control of infiation; 

regulation of the monopoly power of corporations and trade unions; state 

ownership of natiual monopolies: providing public goods like the legal 

system and internal security; promoting equality of opportunity and a 

more equal distribution of iiKome and wealth; using indicative planning 
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to overcome economic uncertainty; central planning of significant 

structural changes in the economy; and eliminating externalities through 

control of the environment, of exhaustible resources, and of population 

growth (Meade, 1975:13-16). 

Nineteen seventy-five was perhaps the last year in which it could be 

plausibly claimed that most 'intelligent radicals' supported this activist, 

Keynesian agenda. Since then opinions have changed, not so much 

about the goals we want government to achieve but about the ability 

of governments to promote them through policies of the kind that Meade 

recommends. Experience of big government has suggested two major 

obstacles to policy success. The first is that politicians and public 

servants may not have access to the information on the basis of which to 

judge whether the market has failed and. i f so, whether it can be remedied 

by government intervention. We may be disappointed by market 

outcomes, but it does not follow that government intervention can 

produce better ones. A powerful intellectual basis of this particular 

critique of intervention has been supplied by the revival of Austrian 

economics, and in particular that of Hayek. According to the Austrian 

economists, uncertainty and ignorance are not failings to be cured by 

government so that some optimal equilibrium can be achieved; rather, 

they arc endunng facts of economic life, and it is the special task of the 

market to deal with them. Since economic information is necessarily 

decentralised among millions of actors and disclosed in millions of 

market transactions, government intervention is more likely to block 

than to facilitate the fk)w of such information via the price mechanism. 

This line of reasoning need not rule out al l interventions, especially 

those designed to promote goals other than efficiency. But it does make 

us aware that intervention is likely to i iKur not only unintended and 

unforeseeable costs, but even undetectable ones, thus making it difficult 

for us to make rational judgments about particular interventions. 

The second major obstacle to policy success is that the official 

purposes of intervention may be frustrated by the rational actions of the 

individuals who are affected by i t The problem is not so much that 

politicians, public servants, interest groups and voters arc motivated by 

self-interest, since there is no reason to expect individuals to behave 

more altruistically as political actors than as economic ones. The 

weakness is procedural, in that political processes may contain no 

'invisible hand' that rccotKiles individual self-interest with the public 

good. Our understanding of how individuals interact politically has been 

greatly enhanced in recent years by public choice theory. Mancur Olson 

has stwwn that organised special interest groups can usually maximise 

their collective benefits by imposing restrictive practices that inflict 

great cumulative harm on the general public. The Virginia School 

theorists James Buchanan and Gordon Tullock have shown how easy it 

is for special interests to capture the processes of democratic politics and 
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to turn them into instruments of depredation. So even where there is a 

consensus on an agenda of intervention, government may fail to 

implement it if political processes are not shaped by an appropriate 

constitutional framework. 

These theoretical explorations of the natural limits of government 

and of the of biases and imbalances of democratic processes have rendered 

us highly alert to the possibility that interventions may fail. They also 

raise the prospect that a new, post<oIIectivist consensus is forming 

around a 'limited government' agenda of the kind advocated by the 

classical liberal thinkers. The agenda Milton Friedman has been 

elaborating over the last 25 years is perhaps the most likely candidate for 

such a role. It is a near-complete agenda; Friedman has made policy 

recommendations in virtually every area of intervention. In addition, 

Friedman's agenda is intellectually appealing because it is derived 

rigorously from a small set of premises. His basic commitment to 

individual freedom allows intervention on only three grounds: to supply 

clear public goods such as the legal system and defence: to rectify market 

imperfections arising from natural monopolies and externalities; and to 

protect children and other iiuiividuals who cannot be held responsible for 

their actions. 

Yet this line of reasoning does not entirely rule out the welfare 

state. Friedman treats state funding of basic education and of action to 

alleviate poverty as compensation for certain externalities. A n 

individual's education, he says, benefits the public as a whole in helping 

to maintain a stable and democratic society. Private charity likewise 

benefits not only the recipients but also those who would otherwise be 

distressed at the sight of poverty. Since individual initiative is therefore 

unlikely to provide sufficient resources to these purposes, the state may 

legitimately step in to make up the deficieiKy. A similar case could no 

doubt be made for state involvement in health care (Friedman, 1962). 

Nevertheless, 1 see no immediate prospect of Friedman's version of 

the limited state becoming the basis of a new political consensus, not so 

much because Friedman's justification of the minimal welfare state is 

faulty, but because I doubt whether many of the people who concern 

themselves with the subject justify in that way. Many people support a 

comprehensive and universal welfare system because they believe it 

promotes social justice and fraternity. John Rawls's theory of social 

justice, which stipulates that social and economic inequalities are 

unjustified unless they are to the greatest benefit of the most 

disadvantaged groups in society, has been especially influential. This 

version of moderate egalitarianism is much closer to Meade's agenda, 

which prescribes the deliberate reduction of the highest incomes, than to 

Friedman's, which provides a guaranteed minimum income but does not 

pursue equality for its own sake. 
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So I sec every prospect of disagreement persisting about the 
purposes and the functions of the welfare state. Of course, supporters of 
extensive welfare provision have every reason to be aware of the likely 
causes of policy failure. Since welfare must be financed by economic 
growth, they need to know the limits of the state's ability to promote 
siKh growth through direct intervention. Likewise, they can scarcely 
afford to be ignorant of the ways in which desired patterns of distribution 
may be upset by political processes. The incremental growth of the 
welfare state over many decades has resulted in a very great deal of 
'churning', which keeps many public servants occupied in reluming tax 
revenue into the pockets of those who have paid it rather than those who 
might need it Anyone concerned about the plight of the worst-off must 
take seriously the emerging evidence that high marginal tax rates reduce 
the amount of lax paid by the highest-income earners, and that lower tax 
rales could make it possible to remove die worst-off from the income lax 
nci altogether. These considerations might lead to some agreement on 
the need to reform the way that welfare is administered. But the vital 
questions of the amount of welfare that should be dispensed, and the 
maximum degree of inequality that should be tolerated, are likely to be 
settled, re-opened and sealed again by ordinary political means for a long 
time to come. 

Finally, I want to respond to iwo objections that are sometimes 
expressed by those who would otherwise be convinced of the likely 
benefits of smaller government. The first objection is that those 
benefits could easily be offset by corresponding increases in the power of 
big business and big unions. It may be true that James Meade's agenda 
fails to achieve the goal of avoiding 'large concentrations of power 
which threaten personal independence', since it turns the state into just 
such a concentration. But could it be that the space left by a contracting 
state would be filled easily by other, possibly no less dangerous 
monopolies? That this misgiving sounds so reasonable is a measure of 
one of the most damaging intellectual effects of big government: the 
obliteration of the disunciion between state and law. The arbitrary, 
unconstrained interventions of ubiquitous governments, however 
technically 'legal', have done much to erode our understanding of law as 
a body of general and impartial ndes that impose no particular purposes 
on individuals but protect them from coercion, and compensate them for 
damages, arising from any quarter. Any reduction in the scale of state 
iniervention is likely to be followed by a demand for the clarification of 
individual rights and for improved access to legal remedies. Whether or 
not this can be best supplied by constitutional reform is an open 
question. But a particularly impoiant legal aspect of die case for 
smaller government is that many of the market imperfections currendy 
used to justify intervention could be remedied by the appropriate 
clarification and extension of individual property rights. 

6 
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The second objection lo ihe case for smaller government is that the 
failure of such committed small-govemmem politicians as Ronald 
Reagan and Margaret Thatcher even to halt the steady annual increases in 
public spending has shown the futility of trying to resist the forces 
making for government growth. It is certainly the case that most of the 
current explanations of government growth argiie that it is an unintended 
phenomenon, the accideiKal by-product of esiabUshed commitments and 
processes that remain impervious to ideological change. The public 
choice explanation, which, as already noted, stresses the role of special 
interests, seems to lead us into a prisoner's dilemma. Even if we all 
believed that smaller government would be in our best interests, 
individually and collectively, it would still be irrational for anyone to let 
go of his current beneOts, so long as he has reason to expect his fellow 
citizens to take advantage of any such sacriHce rather than follow his 
example. But if we are so well and truly locked into the status quo by 
our vested interests, how is exploring techniques for making government 
smaller going to supply the bridge on which we can gel from here to 
there? 

Yet the evidence does not entirely bear out such pessimism. Indeed, 
Gordon Tullock (1986:13-27). one of the founders of public choice, has 
obterved that, contrary to the impression given in some of Ihe literature, 
government has not been growing at all times and in all places. This is 
even true of democratic governments: In America, the government's 
share of GNP was the same at the end of the 19th century as it had been 
at the beginning. In modem Switzerland, that share has remained static 
and. at 30 per cent, relatively low over the last decade. But the example 
that most .strongly suggests a causal role for ideas is that of 19ih-ccntury 
Britain, where the level of intervention steadily decUned and then began 
to rise again. In 1790 public speitding consumed 12 per cent of the 
national income; by 1890 it had decUned to less than 9 per cent 
Thereafter it began to increase and nowadays consumes nearly half the 
national income (Burton. 1985:20-1). Intellectual change preceded both 
phases of this cycle. In 1776 Adam Smith formulated a critique of the 
the protectionist, mercantilist state, a critique that became the 
conventional wisdom of the I9th century. By the end of the century, 
that wisdom was being challenged by the coUectivist ideas of 'the new 
liberalism', which sanctioned welfarist interventions. None of this 
proves, of course, that the growing scepticism about the real benefits of 
big government will inevitably lead to major and permanent cuts in stale 
intervention. But while we know so little about the subject, we cannot 
rule out the possibility that transformations in the climate of opinion are 
a necessary condition for fundamental changes in the relationship 
between society and the individual. In any case, at the present time there 
is little we can do other than develop the case for smaller government 
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and refine our ideas about how the level of state intervention can best be 
ledocnL 

References 

Bunon. J . (1983). Why No Cuts?. Institute of Economic Affairs. 
London. 

Friedman. M. (1962). Capitalism and Freedom. The University of 
Chicago Press. Chicago. 

Meade, J . (197S). The Intelligent Radicats Guide to Economic Policy. 
Allen & Unwin. London. 

Tullock. G. (1986). 'Wanted: New public-choice theories', in Martin 

Anderson (ed.). The Unfinished Agenda. Institute of Economic 
Af&iirs. London. 



Measuring the Size and Growth 
of the Public Sector in Australia 

Peter Saunders 



Peler Saunders is currently Director of the Social Welfare Research 
Centre at the University of New South Wales. Prior to taking up this 
position in February 1987, he worked in the Economics Department at 
Sydney University. He has also worked on issues relating to the size 
and growth of government and its economic consequences for the 
Organi.sation for Economic Cooperation and Development, and as a 
Consultant to the Office of the Economic Planning Advisory Council. 

10 



Measuring the Size and Growth 
of the Public Sector in Australia 

Peter Saunders 

I . I N T R O D U C T I O N 

The theme of this conference is central to the current debate on the 
reasons for the decline in economic performance in the last decade. The 
extent to which the growth of government in the post-war period has 
contributed to economic decline is an important question to consider. It 
is receiving increasing attention in Australia and in most other 
industrialised countries, and appropriately so. The aim of this paper is 
to provide a background to this ddb&tt by detailing several aspects of the 
size and growth of government in Australia over the last two decades. 
The main emphasis is on measuring the cost of government in the 
budgetary sense, in terms of the resources used by governments to 
finance their spending programs. 

This budgetary perspective on the cost of government is, of course, 
much narrower than the broader question of the overall economic cost of 
government To address the latter question we must lake account of the 
effects of government interventions on incentives and other aspects of 
economic behaviour, and how these in turn impose efHciency costs on 
the economy by affecting the overall pattern of resource allocation. 
Accompanying these broader economic costs are many economic and 
social benefits flowing from government interventions in the economy. 
Questions relating to the overall cost-benefit appraisal of government 
will not be addressed here, this paper concentrating on measuring the size 
of government rather than its economic unpacL 

The basic tmit of government as defined by the Australian Bureau of 
Statistics (ABS) in i u National Accounts statistics is the public sector, 
or all public authorities. These data distinguish between the general 
government, public uading enterprise and public financial enterprise 
sectors. In contrast, the ABS Public Finance publk:ations are based on a 
sectoring that excludes public fmancial enterprises. The public sector is 
defined there to include not only the Commonwealth budget sector. State 
budgets and local government, but also non-budget statutory authorities 
at both the Commonwealth and State government levels. Furthermore. 

I I 
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the extensive network of transfers between each of these main elements 
must be consolidated to derive oudays for the public sector as a whole. 
These complexities imply that no single measure of the size of 
government is suitable for all purposes. They also imply that 
considerable care is required when comparing the size of government in 
Australia with other countries where statistical units may not correspond 
to those used here. The United Nations System of National Accounts 
(SNA) data published by the OECD, for example, on which many 
international comparisons of the size of government are based, uses as 
its basic unit the concept of general government This is considerably 
narrower in scope than the public sector definition used in the Australian 
National Accounts, as explained further in Section IV below, where 
these issues arc dealt with more thoroughly. 

It is also important to recognise that many government 
interventions in the economy are not captured adequately, sometimes not 
at all, in outlay (or employment) statistics as recorded in budget papers 
or the national accounts. Furthermore, estimates of the magnitude of 
such interventions cannot in most cases be meaningfully aggregated with 
more readily available indicators of the size of government It is thus 
not possible to derive a single all-encompassing measure of the size of 
government; rather, we must acknowledge that any comprehensive 
indicator will, necessarily, be mulbdimensional. This is not surprising 
given the diversity of activities and forms of intervention that have 
accompanied the development of governments in the post-war period. 
SiKh recognition, as Break (1982) has emphasised, brings with it two 
important aspects of the role of government that are worth emphasising 
in light of the papers presented here: 

One is that there may be no single answer to whether 
that role is expanding or contracting. The other is that 
there may be no easy way to place effective limits on 
the rate of growth of that role. (Break, 1982:294) 

To the extent that the various forms of government intervention are 
substitutes, trends in any single measure of government size may 
provide a misleading iiidication of government's overall growth. 
Similarly, constraints on any single dimension — the Trilogy, for 
example — may provide incentives for governments intent on expansion 
to seek other forms of intervention in pursuit of their objectives. Indeed. 
sitKC such interventions often tend in any case to by-pass the normal 
processes of assessment and control faced by budget outlays, such 
incentives already exist. How serious a problem this is in practice is 
difficult to assess because data on the size of these activities are often 
lacking. Several recent initiatives in Australia are, however, leading to 
an improvement in this situation, at least for two forms of such 

12 
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government acdvity. tax expenditures and business regulation. 
The oudine of this paper is as follows: Section II diicusaes the size 

and growth of public sector outlays and their breakdown by level of 
government. This is followed in Section I I I by a similar discussion of 
the size and growth of public sector employment. Section IV puts a 
broader perspective on the discussion by comparing general government 
outlays and employment in Australia widi otbô  OECD countries. The 
coocepc and size of tax expenditures is addressed in Section V. while 
Section V I briefly discusses available information on the costs to 
government of business regulations. The main findings are brought 
together and summarised in the final Secuon. 

I I . P U B L I C S E C T O R O U T L A Y S 

The most common measure of the size of government is obtained by 
expressing total outlays relative to Gross Domestic Product (GDP). The 
resulting ouUay share is not a share in the conventional sense because 
the numeraior includes transfer payments while the denominator excludes 
them and measures the total value of production only. As a residu the 
maximum value of the share coukl. in principle at least, exceed unity. 
The significance of this observation is reinforosd by the fact thai transfer 
payments represent the fastest growing category of public sector outlays. 
It is also worth noting that government outlays relate primarily to die 
input costs incurred in the provision of goods and services, whereas 
private sector contributions to GDP are expressed in terms of die value 
of output Further, when GDP is valued at market prices — the usual 
practice — it becomes sensiuve to changes in the importance of indirect 
taxes as a source of government revenue. For these reasons, the share of 
outlays in GDP does not indicate the proportion of GDP produced by 
government, or spent by govenunent It does, however, indicate the 
proportion of productive resources that will idtimately be required to 
finance the acdvides of government, in the form of either taxes, charges 
or borrowings. 

There is also the point that measures of public sector outlays that 
extend to public trading enterprises exclude their operating outlays. 
Included are outlays on current and capital goods and services only. 
Pubhc trading enterprise operating outlays enter the public f inaiKe 

accounts on the revenue side in the calculation of their net operating 
surplus. This oeatment is consistent in the sense that it is only those 
ouUays in excess of public trading enterprise operadng surplus dial will 
impose financing obligadons on die public sector. 

Estimates of the size of public sector outlays in Australia are further 
complicated by an extensive system of grants and transfers between 
different public authorities. Some of diese are horizontal, reflecdng 
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transfers between the budget and non-budget sectors at both 
Commonwealth and State levels. More important than these are 
transfers between the different levels of government, a reflection of 
vertical fiscal imbalance between outlays and own-source revenues at 
each level. As Table I illusutites. revenue from taxes, fees and fines 
financed some four-fifths of Commonwealth oudays in 1984-85. only 
one-quarter of State government outlays, and just below half of local 
government outlays. In that year, some SI9 650 million or 29.7 per 
cent of Commonwealth outlays took the form of grants to the State artd 
local government sectors: 45.9 per cent of State outlays were financed 
directly by grants from the Commonwealth and 22.6 per cent of local 
government outlays were financed directly by grants from the 
Commonwealth and the States. As a result of such intergovernmental 
grams and U-ansfers, consolidated outlays for all public authorities are 
well below the sum of outlays at each level within the public sector. 

Table 1 
Outlays and Revenue Sources by Level of 

Government, 1984-85 

Revenue Sources (%) 

Outlays 
($m) 

Taxes, lees Other Financing 
and lines revenue transactions 

Commonwealth 
Govt Sector 66 146 80.0 7.9 12.1 

State Govts 42 635 25.7 57.9 16.4 

Local Govts 5 152 48.9 43.2 7.9 

All Public 
Authorities 89 924 73.8 9.9 16.3 

Source: ABS. Govarnmanl Financial Estimates. Australia 1985-86, 
Catalogue No. 5501.0. 

The growth of public sector outlays over the last 15 years is 
summarised in Table 2 and illustrated in Charts 1 and 2. Between 
1970-71 and 1985-86, total public sector outlays increased from 31.5 
per cent to 43.4 per cent of GDP. Much of this increase, almost eight 
percentage points, took place between 1973-4 and 1977-78, although a 
fiirthcr sharp rise occurred in 1982-83 (Chart 1). Since then outlays 
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Table 2 

Public Sector Outlays. Receipts and (Net) Borrowings 
(percentage of GDP) 

1970-71 1975-76 1980-81 1985-86 

(^mmonwealth 

Sector: 

Outlays 24.7 30.4 28.0 

Receipts 24.5 25.2 26.3 

Net Borrowing 

Requirement 

State and Local 

Govt Sector: 

OtJtlays 

Receipts 

Net Borrowing 

Requirement 

All Public 

Authorities: 

Outlays 

Receipts 

Net Borrowing 

Requirement 

(PSBR) 

31.7 

28.2 

na 4.6 1.1 2.7 

16.7 20.6 20.7 22.1 

13.7 17.9 17.3 19.8 

na 0.4 2.0 2.2 

31.5 38.3 38.0 43.4 

29.9 32.2 33.6 36.8 

na 4.9 3.1 4.9(p) 

Notes: � na > not availabis; p � provisional. 

� Commonwealth budget advances to finance deficits in the 

State and Local Government Sector are deducted from the 

Commonwealth's borrowing requirement. 

� Data for 1980-81 and 1985-86 are adjusted for known sale 

and lease-back transactions. 

Source: Budget Paper No. 1. Statement No. 6: 1986-87; 1985-86; and 

1980-81. 

have remained almost constant relative to GDP. Over the period as a 

whole, public sector outlay growth exceeded nominal GDP growth by 

2.2 per cent per annum. As Chart 2 indicates, die growth in net 

expenditure on goods and services relative to GDP has been much knver. 

particularly by the Commonwealdi. TogcUier, Chans 1 and 2 point to 

the important role that the growth in transfer payments has played in 

explaining the overall rise in public sector outlays. The other nouble 

trend shown in Table 2 is the increased importance in die last decade in 
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Chart 1 
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the net borrowing requirement of State and local governments, relative to 
GDP and to the total public .sector borrowing requirement 

It is already apparent that the growth in public sector outlays has 
been accompanied by important compositional changes. One element of 
this has been the change in the economk: composition of outlays, which 
has in turn affected the pattern of outlays between the different levels of 
government because of the marked differences in outlay composition 
within the public sector (Table 3). Thus for example some two-thirds of 
Commonwealth outlays now take the form of non-interest transfer 
payments, while these represent a much smaller proportion of State 
outlays and only 3 per cent of local authority outlays. In contrast 
exhaustive final consumption and capital expenditures account for less 
than one-quarter of Commonwealth outlays, almost three-quarters of 
State outlays and over four-fifths of local authority outlays. 

The most notable general trend illustrated in Table 3 is the decline 
in capital expenditure relative to total outlays throughout the public 
sector. This trend is particularly marked at the Commonwealth level, 
where capital expenditure also declined relative to GDP. Accompanying 
the declining importance of capital spending has been a rise in the 
relative importarKe of current spending, again most significantly by the 
Commonwealth, where interest payments and personal benefit payments 
together rose from less than 29 per cent of outlays in 1970-71 to over 
41 per cent by 1985-86. 

Other aspects of the changing composition of public sector outlays 
have been highlighted in the work of the Office of the Economic 
Planning Advisory Council (Office of EPAC. 1985). Analysing trends 
over the last three and a half decades, this work points to significant 
changes in the functional composition of outlays away from the more 
traditional areas of collective goods (defence and general public services) 
and economic services (transport and communication; industry assistance 
and development; labour and employment), and towards the social 
services in the form of oudays on education, health, housing and 
commimity amenities and social security and welfare. 

As noted in the EPAC paper 

the switch in emphasis of government activity, away 
from the provision of public goods and services, and 
towards a more direct infiuence in the household 
income generation pnxess represents a significant shift 
in the role of government in the economy. (Office of 
EPAC, 1985:9) 

These changes in the role of government as opposed to its overall 
size, are important in the context of assessing the economic impact of 
government In broad terms, they correspond to similar developments in 
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Table 3 
Public Sector Outlays by Economic Classification 

(percentage of outlays within each sector) 

1971-72 1975-76 1980-81 1985-86 

Commonwealth 
Authorities: 

Rnal consumption 23.4 18.6 19.6 19.2 
Capital 

expenditure(a) 8.7 6.8 3.7 4.1 
Interest, etc.(b) 6.6 4.4 7.3 10.4 
Personal benefit 
payments 22.1 27.3 29.8 31.0 

Other(c) 39.2 42.9 39.6 35.3 

Slate Authorities: 1984-85 
Final consumption 42.3 52.0 51.0 48.5 
Capital 

expend! ture(a) 35.2 31.3 25.5 25.0 
interest, elc.(b) 14.8 9.4 10.6 12.7 
Personal benefit 

payments 2.1 1.7 1.5 1.8 
Other(c) 5.6 5.6 11.4 12.0 

Local Authorities: 1984-85 
Fmal consumption 25.5 28.5 33.3 35.3 
Capital 

expenditure(a) 60.9 60.7 52.6 48.4 
Interest, etc.(b) 11.8 9.3 11.6 13.3 
Personal benefit 

payments 1.8 1.5 2.6 3.0 
Other(c) 

MBS: (a) adjusted lor estimated lease-back arrangements. 
(b) indudes interest payments, land rent, royalties and dividends. 
(c) indudes current grants, subsidies lo enterprises and other 

current transfers. 
Sources: Australian Bureau of Statistics. Government Financial Estimates, 

Australia. Catalogue No. 5501.0. and State and Local Government Finance. 

AustraSa. (Catalogue No. 5504.0; various issues. 
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most other OECD countries in the post-war period, as indicated in the 
study by Saunders and Klau (1985). In the broado- context of the 
economic impact of the growth of government, such compositional 
changes are probably of greater significance than the growth in 
government itself. 

Mention has already been made of the importance of the non-budget 
sectors at both Commonwealth and Slate government levels. 
Commonwealth non-budget authorities include such public trading 
enterprises as Telecom, Australia Post, (^antas, Australian Airlines and 
the Australian National Railways. The State non-budget sector includes 
the electricity authoriues, most public transpon authorities, and Suite 
housing commissions. As already explained, the operating outlays of 
these non-budget authorities are excluded from the public authority 
outlay data presented above. It is nevertheless of interest to compare the 
extent of recorded non-budget outlay growth with the growth of budget 
outlays. A major reason for this is to assess the validity of arguments 
suggesting that the non-budget sector has expanded more rapidly in 
recent years because of government attempts to expand in an 
environment of increasingly constrained budget outlays. 

Table 4 sheds some light on this question. In assessing these data, 
it is important to remember that capiul spending is much more 
important in non-budget outlays than it is in budget outlays: in 
1984-85 for example. 45.5 per cent of Commonwealth and 52.5 per cent 
of State non-budget outlays were capital in nature. Trends in non-budget 
outlays are thus heavily infiuenced by the general movement away from 
capital spending in the public sector as a whole that has already been 
mentionuL 

Table 4 indicates that non-budget outlays are a much higher 
proportion of budget outlays in the State government sector than in the 
Commonwealth sector. Over the last decade, there has been a general 
downward trend in the relative importance of Commonweallh non-txjdgct 
outlays, although there have been considerable fiuctuations from year to 
year. The picture is somewhat different for the States, where the relative 
importance of non-budget outlays declined unul the mid-1970s but has 
increa.sed again in the last decade. Furthermore, there is a noticeable 
trend for State non-budget sector outlays to grow in relative size when 
budget outlays are rising modesdy (i.e. between 1976-77 and 1981-82). 
and to decline in relative size when budget outlays are rising rapidly (i.e. 
between 1972-73 and 1974-75). Whether these tendencies refiect those 
factors alluded to above is. however, difficult to assess without a more 
detailed study than is possible here. 
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Table 4 
Public Sector Budget and Non-Budget Outlays 

($ million) 

Commonwoatth 
Sector 

State Government 
Sector 

outlays outlays outlays outlays %a9e 

(1) (2) Of (1) (3) (4) (3) 

1970-71 8102 na — 4132 1182 28.6 
1971-72 9047 na — 4814 1324 27.5 
1972-73 10190 na — 5450 1361 25.0 
1973-74 12229 na — 6566 1573 24.0 
1974-75 17839 na — 9445 2092 22.1 
1975-76 21787 2124 9.7 11675 2406 20.6 
1976-77 24023 2286 9.5 13209 2719 20.6 
1977-78 26664 2355 8.8 14815 3158 21.3 
1978-79 28911 2087 7.2 17228 3555 20.6 
1979-80 31841 2471 7.8 18915 4064 21.5 
1980-81 36333 2695 7.4 21732 4946 22.8 
1981-82 41514 3322 8.0 24133 5857 24.3 
1982-83 49131 3914 8.0 28238 7855 27.8 
1983-84 56840 4526 8.0 32015 7721 24.1 
19e4-85(a) 64221 4291 6.7 35987 8937 24.8 
1985-86(b) 69430 5353 7.7 39561 9703 24.5 

Notes: Underlining indicates series breaks due to data revisions or changes in 
data source. 
(a) Provisional, (b) Fonward estimates. 
Sources. ABS. Government Fnand^ Estimates, Aust^a 1985-66. Catatogue 

No. 5501.0, and earlier versions; Budget Papers No. 1. Statement No. 
6:1986-87 and eariier versions. 

I I I . P U B L I C S E C T O R E M P L O Y M E N T 

The ratio of total oudays to GDP provides a useful summary measure of 
the size of government, although it does not truly reflect the extent to 
which government absorbs resources that would otherwise be available 
to the private sector. An alternative measure that addresses this issue 
more direcdy is the share of public sector employment in total 
employment. Since wage and salary payments account for some IS per 
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cent of public sector outlays, movements in these two measures will not 
be independent. However, the compositional changes in oudays already 
noted, combined with the different labour intensities of different types of 
outlay, will ensure that the relation between public sector employment 
and outlays will by no means be stable. Of particular relevance here is 
the growth in the relative importance of tfansfcr paymcnu in total 
outlays, since there is no employment associated widi this category of 
outlay. 

Trends in public sector employment thus provide useful additional 
information on the size of government over and above that indicated by 
outlay trends alone. Furthermore, die relative size of public sector 
employment will influence the impact of the public sector on the 
demand for different categories of labour, the structure of employment 
opponimities in the labour market, and wage relativities between 
occupations and industries, between full-time and part-time workers, and 
l)etwcen male and female empkiyees. 

As in die case of outlays, no single measure of the public sector 
employment share will be apprc^riate for all purposes. The measure 
selected will differ according to whether adjusunents are made for part-
time work by expressing employment levels on a full-time equivalent 
basis, as well as according to which particular measure is selectttl for the 
denominator of die share. There is also the question of whether to 
include Uie defence forces in die estimates or concenvate on civilian 
employment only. Rather than pre-judge the issues raised by such 
specific definitional questions, a number of alternative measures will be 
presented and discussed. It is perhaps wordi emphasising at diis stage 
that the range of alternative measures of the public sector employment 
share goes some way towards explaining die quite bewildering array of 
estimates diat have emerged in recent public debate on diis question. 
For this reason alone, a detailed discussion of alternative estimates is 
worthwhile. 

The most common measure of the relative size of public sector 
employment includes civilian employees only. Data in diis form are 
published by the ABS, and it should be noted that diey include 
employment in both general government and public enterprises. 
Inclusion of the latter means that this measure of public sector 
employment is broader dian that for most other countries where public 
enterprise employment is not included. The significance of this 
observation will be returned to in the folk>wing Section. Public sector 
employment is most commonly expressed relative to eidicr total 
employees (Stanford and Jackson, 1978) or toul employment 
(Gixjcnewegen, 1984). 

Trends in both measures are presented in Table 5. In March 1986. 
publk: sector civilian employment amounted to Just over 1.7 million, 
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Table 5 

P u b l i c Sec to r and Pr iva te S e c t o r C i v i l i a n E m p l o y m e n t T r e n d s , 1966-86 

( t h o u s a n d s ) 

CommonwealttKa) State(a) Local Total Public Private Total Wage & Total Em- ( l ) a sa ( l ) a s a 

Public Sector Sector(b) Salary Earners ployment %age %a9e 

June Total Service (1) (2) (3)-(1)+(2) (4) ol (3) of (4) 

1966 281.5 189.3 565.8 99.5 946.8 2937.7 3884.5 4824 24.4 19.6 

1967 295.2 199.6 576.1 99.3 970.6 3020.8 3991.4 4933 24.3 19.7 

1968 305.4 208.1 592.8 103.8 1002.0 3123.4 4125.4 5056 24.3 19.8 

1969 315.6 214.9 608.7 103.0 1027.3 3247.6 4274.9 5183 24.0 19.8 

1970 329.4 225.0 623.7 104.9 1058.0 3392.0 4450.0 5396 23.8 19.6 

K 1971 338.7 231.4 755.5 107.4 1201.6 3391.0 4592.6 5516 26.2 21.8 

1972 346.3 238.8 781.6 118.3 1246.2 3389.1 4635.3 5610 26.9 22.2 

1973 360.2 248.9 803,2 122.9 1286.4 3484.5 4770.9 5783 27.0 22.2 

1974 378.7 260.5 839.5 116.7 1334.9 3642.9 4977.8 5855 26.8 22.8 

1975 398.7 271.4 895.9 141.0 1435.7 3494.2 4929.9 5841 29.1 24.6 

1976 391.0 152.4(c) 919.5 121.3 1431.7 3501.1 4932.8 5898 29.0 24.3 

1977 388.8 152.0 952.5 124.0 1465.2 3471.6 4936.8 5995 29.7 24.4 

1978 402.1 153.5 968.2 126.9 1497.2 3424.6 4921.8 6005 30.4 24.9 

1979 395.9 148.7 991.7 127.5 1515.1 3465.9 4981.0 6078 30.4 24.9 

1980 396.5 148.5 1005.4 129.8 1531.7 na rta 6281 na 24.4 

1981 402.8 149.7 1014.5 130.2 1547.5 na na 6394 na 24.2 

1982 402.1 149.1 1024.0 133.4 1559.5 na na 6379 na 24.4 

1983(d) 408.5 157.6 1080.2 141.8 1630.6 3412.9 5043.5 6295 32.3 25.9 

a 

ST 



1984 421.9 165.3 1080.9 152.8 1655 6 3455.5 5111.1 6462 32.4 25.6 
1985 434,3 169.3 1119.2 154.7 1708 1 3669,2 5377J3 6670 31.8 25.6 
1986(e) 434,2 169.6(f) 1136.4 155,9 1726,5 3854.7 5581.2 6961 30.9 24.8 

Annual 

average 

groKirth 

rate (%) 2.19 -0.55 3.55 2.27 3.05 1.37 1.83 1.86 — -

Notes; (a) After 1978. government employees in the Northern Territory are included with Ihe figures for the States; prior to this 

S they were included in the Commonwealth figures. 

(b) TNs senes is iMsed on payroll tax data until 1979, and on a quarteriy survey of some 20 000 private emptoyers since 

1983. 

(c) TTw drop in public service employment in 1976 reflects the transfer of functions to Australia Post and Tetecom out of 

the Public Sendee Act. 

(d) Series break in 1983, which adds some 47 000 emptoyees to the public sector, mainly at the State level; 1983 figures 

are lor July. 

(e) March. 

( f ) Estimated by the author 

Sources. ABS, Civilian Employees, Australia June 1966 to June 1979 (6214.0); ABS, Employed Wage and Salary Earners. Australia 

(6248.0); ABS, The Lsbour Force. Australia (6203.0); Public Service Board, Statistical Yeartxiok, various issues. 
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almost 31 per ccni of all civilian employees or 25 per cent of total 
civilian employment Over the last 20 years, the public sector has 
increased its share of total civilian employees by 6.5 percentage points, 
and of total civilian employment by 5.2 percentage points. The increase 
in both measures is below the increase in the share of public sector 
outlays in GDP. but above the increase in the share of public sector net 
expenditure on goods and services in G D P . Much of the growth in 
relative public sector employment took place in the years 1970-72 and 
1974-78. 

Since 1978, public sector employment has grown in line with total 

civilian employment, although this period has seen a faster growth in 

State and local authority employment than in Commonwealth 

employment. Over the last 20 years, the composition of public sector 

employment among Commonwealth, State and local authorities has 

shifted from approximately 30:60:10 in 1966 to 25:66:9 in 1986. 

These changes do not reflect changes in the relative imponaiKe of total 

outlays at each level of government, but rather the different composition 

of outbys among the three levels (cf. Table 3). The broad orders of 

magnitude indicated in Table 5 and the tendency for State authority 

employment to expand most rapidly are both consistent with the earlier 

trends identified and discussed in research by Stanford and Jackson 

(1978). 

As indicated above, the employment data in Table 5 include both 

general government and public enterprise employees. Over the last three 

years, the ABS has classified total public sector employees by industry 

(using the Australian S I C listings), and these data allow the size of 

general government employment to be estimated and identified separately 

from public enterprise employment. Because of the inherent 

uncertainties of such an exercise, two estimates have been calculated. 

The first — the 'lower bound' estimate — assumes that general 

government is solely responsible for all public sector employment in 

Agriculture, Forestry, Fishing and Hunting: Public Administration and 

Defence; and Community Services. Public enterprises are assumed to 

employ all remaining public sector employees. The second — the 

'reasonable' estimate — assumes that in addition to the 'lower bound' 

estimate, 10 per cent of al l remaining public sector employees are 

employed by general government. Although this 10 per cent figure is 

somewhat arbitrary, it is probably closer to the mark than the zero figure 

implied by the 'lower bound' estimate. 

The resulting estimates, shown in Table 6, suggest that general 

govemment employment currently accounts for between 1.07 million 

and 1.13 million employees, or between 61.8 and 65.6 per cent of total 

public sector employment. B y implication, public enterprise 

employment lies in the range 595 000 to 660 000 employees. Not 

surprisingly, the general govemment share in total employment shows a 
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Table 6 

E s t i m a t e d G e n e r a l G o v e r n m e n t E m p l o y m e n t 

~l983 1984 1985 1986 

July Dec. June Dec. June Dec. March 

"Lower boun3^ 

esbmale: 

�thousands 989.3 984.0 1028.2 1011.2 1056.8 1038.3 1066.8 

�%ageo( 

put)lic sector 

ernptoyees 60.7 60.3 81,2 608 61.7 6i.i 61.8 

�%ageolall 

employees 19.6 19.2 20.1 19.2 19.7 18.8 19.1 

�%age of total 

employmeni 15.7 15.2 15.9 153 15.8 15.0 15.3 

'Reasonable' 

estimate: 

�thousands 1053.4 1 048.7 1093.3 1076.4 1122.5 11045 1132.8 

�%ageof 

putjiic sector 

employees 64.6 64.3 65.1 64.7 65.5 65 0 65.6 

�%age of all 

employees 20.9 20.5 21.4 20.5 20.9 20 o 20.3 

�%age of total 

employment 16.7 16.2 16.9 16.3 16.8 16.0 16.3 

Nofe; The 'lower bound" estimate assumes 100 per cent general government 

employment in public sector employment in the following industnes: 

Agriculture. Forestry, Fishing and Hunting: Public Administrabon and Defence: 

and Community Services. 

The "reasonable" estimate assumes, in addition to the "lower bound' estimate, 

that 10 per cent of all remaining public sector employees are in general 

govemmenL 

Sources: ABS. Employed Wage and Salary Earners. Australia (6248.0); ABS. 

The Labour Force. Australia (6203.0). 

strong seasonal pattern, although i i has declined since mid-1984. This 

decline explains much, but not all, of the overall decline in relative 

public sector employment in the last two years (cf. Table 5). It follows 

by implication that this period has also thus seen a slight decline in the 

illBic of pubUc enterprise employment in total employment. 

Finally, by applying the techniques oudined above, it is possible to 

estimate, for recent quaners, a breakdown of general government 
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employment by level of government. The resulting estimates (Table 7) 
indicate the importance of State government in total general government 
employment, a similar tendency to that already identified for the public 
sector as a whole. 

Table 7 

P u b l i c S e c t o r a n d G e n e r a l G o v e r n m e n t E m p l o y m e n t 

by L e v e l of G o v e r n m e n t , March 1986 

lower bound' 

estimate 
'Reasonable' 

estimate 
thousands per cent thousands per cent 

General Government: 

Commonwealth 163.9 9.5 190.9 11.1 
Slates 774.8 44.9 811.0 47.0 
Local 128.1 7.4 130.9 7.6 
Total 1066.8 61.8 1132.8 65.6 

Other public sector 

employees 659.7 38.2 593.7 34.4 

Total public sector 

emjtoyees 1726.5 100.0 1726.5 100.0 

Sources. ABS. Employed Wage and Salary Earners. Australia (6248.0). 

I V . S O M E I N T E R N A T I O N A L C O M P A R I S O N S 

It is evident from the discussion in the previous Sections that 

conventional measures of the si7.e and grov/th of the public sector in 

Australia raise a number of important conceptual and measurement 

issues. Not surprisingly, such issues are compounded when attempting 

to derive nteasures of the size of government that are comparable across a 

range of counuies. The most reliable, consistent and comprehensive data 

for such purposes are those produced under the S N A framework 

developed by the United Nations and published regularly by the O E C D . 

Even with these data there arc a numlier of differences with regard to how 

certain outlays are categorised into fuiKtional components. However, 

the aggregate focus in this paper means that such problems do not arise 

to any great extent in practice when measuring the overall size of 

government in a National Accounting framework. 

More important is the problem alluded to in the Introduction, and 

discussed in more detail below, that government activities as recorded in 
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tt)e SNA represent but one aspect of overall public sector intervention in 
the economy. To the extent that governments seek to achieve their 
objectives in ways not captured adequately, if at all . in National 
Accounts measures of government outlays, the comparability of such 
outlay data wi l l itself compromised. At the current time, there is 
little that can t>e done to overcome these difTicullies. particularly since 
there are few reliable estimates of the extent of government 'off-budget' 
activities and none that are comparable across counuies. 

As a recent O E C D study noted in this context: 

Despite considerable efforts made by national 

accountants, dau are often lacking or not suiuble for 

certain types of economic analysis. There are 

inconsistencies across countries rendering international 

comparisons difficult. The scope of public sector 

activity extends beyond expenditures and revenues as 

estimated by national accountants. It also 

encompasses 'off-budget' activities such as tax 

expenditures and government regulation ... |who.se] 

existence raises genuine conceptual problems in 

deflning and measuring the full scope of public sector 

activity within individual countries, and further 

compounds the diff icul t ies of cross-country 

comparisons. (Saunders and Klau. 1985:27) 

Such problems should be borne in mind when assessing the comparative 

results presented below. 

There is one additional important point to note in the context of 

international comparisons of the si/e of government. While die 

countries dut constitute the O E C D share basic similarities in terms of 

adherence to the general principles of free enterprise democratic 

constitutions, they differ in many significant ways in terms of the details 

of their economic, social, political and historical structures. To the 

extent thai such differences are reflected in differing demands for 

government provision of goods, services and cash tfansfers, and in the 

ways in which the economic and political processes translate these 

demands into action, comparisons of public sector si7£ do not stricdy 

compare like with like. While such compansons arc both intcresdng 

and informative, basing prescriptive judgments for individual countries 

on them is not warranted. T o the extent that such judgments are made, 

international comparisons of the size of government can be posiuvely 

harmful and mi.sleading. 

This line of argument suggests that a more meaningful way of 

making international comparisons of the fine of government should take 

some account of tho.se differences between countries that affect 
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government size. In some recent research by the author (Saunders. 1986) 
a methodology is developed that attempts to do this for the share of 
general government outlays in G D P in O E C D countries. Aldiough it 
would be inappropriate to dwell on the details of these methods, it is 
worth noting Uiat the comparisons that emerge are quite different from 
those based on direct comparisons of government outlays (see in 
particular Saunders. 1986:Tables 1 and 7) . Again, therefore, it is 
important not to lose sight of such considerations when making 
international comparisons of the size of government. 

It is also important to emphasise that the O E C D SNA data refer to 

general government outlays, a narrower concept of government than the 

public .sector as defined and discussed in Sections I I and I I I above. The 

main difference between the two relates to the treatment of public 

enterprises. The O E C D data exclude most public enterprises, except 

those "which mainly produce goods and services for govemment itself or 

primarily sell goods and services to the public on a small scale' (OECD, 

Annual National Accounts. Vol. 11. 1970-1982. p. 518). While this 

concept of general govemment corresponds broadly to the concept of 

general govemment enterprises utilised in the Australian National 

Accounts, it does not correspond to the budget sector as deFined in the 

administrative sector classificaiion for which data are published. The 

distinction here depends upon whether the day-to-day transactions of 

public trading enterprise are recorded in the public accounts or arc 

conducted indcpcndcnUy of them (see A B S , 1984:4-5). Aside from these 

considerations, there are many conceptual problems in deciding whether 

an enterprise is public or not, as emphasised by Pathirane and Blades 

(1982). These difFiculiies lead to different definitions of public 

enterprises across counuies. and help explain their exclusion from the 

OECD general government data. 

The effect of these definitional differences is best illustrated by 

comparing the public sector outlay figures presented above in Table 1 

with those derived from the O E C D SNA data on general govemment 

outlays. Expressing the latter as a percentage of GDP, the resulting 

estimates for Australia are 25.4 per cent in 197(V-71, 32.3 per cent in 

1975-76 and 36.3 per cent in 1982-83. The corresponding A B S 

estimates of public sector outlays relative to G D P arc 31.5 per cent, 

38.3 per cent and 42.8 per cent, respectively. The O E C D general 

govemment outlay data thus understate the Australian National Accounts 

public sector outlay data by some 15 per cent It should not. of course, 

be concluded from this that the O E C D figures for Australia should be 

revised upwards accordingly. Such adjustments would then make the 

Australian data inconsistent with the data for other countries, where, no 

doubt, similar considerations apply. In so doing, the comparative nature 

of the O E C D data, one of their main sucngths, would be undermined. 

The top half of Table 8 provides the latest available data for a range 
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of O E C D countries on the percentage share of total general govemment 
outlays in G D P and trends over the last two decades. The main message 
conveyed by these comparisons is well-known and will trot be dwelt on 
at any great length. Suffice it to say that in comparative terms general 
govemment outlays relative to G D P are low in Australia relative to 
most O E C D countries: in 1983 — the latest year for which the 
Australian O E C D dau are available — the outlay ratio in Australia was 
much the same as that in many Northem European countries two decades 
previously. The main reason for this is the low level of u-ansfer 
payments in Ausualia, which amounted to 15.5 per cent of G D P in 
1983, compared with 22.0 per cent in Canada, 32.2 per cent in France, 
24.3 per cent in Germany, 17.5 per cent in Japan, 19.8 per cent in Spain 
(in 1982), 32.9 per cent in Sweden, 22.3 per cent in the United Kingdom 
and 17.6 per cent in the United Stales. 

In Part B of Table 8, outlays are expressed in real per capita terms 

using 1980 US dollar exchange rates and price levels. On this measiue, 

the size of govemment in Australia is again low by O E G > staiKlards, 

real per capita outlays being only one-third of those in Sweden, half as 

large as those in Germany, three-quarters of those in the United Kingdom 

and four-fifths of those in the United States. However, with the 

exception of Sweden, real per capita govemment outlays grew faster in 

Australia over the period than in each of these other countries. Indeed, 

their growth in Australia exceeded the growth of real GDP per capita 

(again expressed in 1980 US dollars) by some two per cent per annum. 

The other aspect of intematioiial comparisons of the size of 

govemment relates to govemment employment Considerable attention 

has been focused in recent discussions in Australia (e.g. 'PS Octopus 

Under Attack", 15 September 1986) on comparisons published by the 

O E C D that appear to show Australia has a relatively high proportion of 

total employment in the general govemment sector. Figures provided in 

Table 13 of Saunders and Klau (1985), for example, show the general 

govemment employment share in Australia in 1982 to be 25.4 per cent, 

well above the O E C D average of 18.4 per cent and exceeded in only 

Denmark and Sweden. Similar orders of magnitude are to be found in 

the earlier published work of the O E C D (1982), in the work of 

individuals within the O E C D (Martin, 1982), and Pathiranc and Blades 

(1982), and also in a study published by the I M F (Heller and Tait, 

1984). In conjunction with evidence that govertunent outlays are a 

smaller percentage of G D P in Australia than in most other O E C D 

countries, the high employment share in Australia has led many com-

mentators to conclude that govemment employment levels are excessive 

and in need of curtailment. The I M F study also observed that govem-

ment employment in Australia was higher in 1980 than experience in 

other countries might suggest (Heller and Ta i t 1984:30-1). 

29 



Restraining Leviathan 

Table 8 

In terna t ional C o m p a r i s o n s of G e n e r a l G o v e r n m e n t 

O u t l a y s 

A: Totel Outlays as a Percentage of GDP 

1965 1975 1984 
Annual %age 

increase 

Australia 25.6 32.7 36.4<a) 1.97 
Canada 29.1 40.8 47.5 2.61 
France 38.4 43.5 52.6 1.66 
Gemiany 36.6 48.9 48.2 1.48 
Japan na 27,3 33.1 3.89 
Spain 19.6 24.7 36.6(b) 3.74 
Sweden 36.1 48.9 63.7 3.03 
United Kingdom 36.1 46.4 48.0 1.51 
United States 27.9 35.6 38.1(a) 1.75 

B: Real Per Capita General Government Outlays(c) 

(1980 US$) 

1965 1975 1983 

Annual %age 

increase 

Real (1965-fl3) in; 
per capite Real per Real per 

GDP. 1983 capita capita 

(1980 US$) outlays GDP 

Australia 

Canada 

France 

Germany 

Japan 

Spain 

Sw6d6n 

United Kingdom 

United States 

Notes.- (a) 1983; (b) 1982; (c) Converted using 1980 USS exchange rales and 
price tevels. 

Sources: OECD, Annual National Accounts. 1960-1983 and Economic Outlook 
May 1986. 

1718 2928 3202 9686 4.07 2.06 
2029 3961 4412 10672 5.13 2.39 
2781 4606 5661 12425 4.86 3,04 
3144 5421 6393 13272 4.05 2.45 

na 1983 2860 9653 8.06 3,43 
664 1336 1835 5732 6.92 3.07 

3905 6937 9202 15354 5.48 1.97 
2595 4056 4273 9846 3.30 1.76 
2416 3636 3995 11481 3.35 1,58 
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Aside from the point made earlier on the dangers of drawing 
prescriptive conclusions from such international comparisons, there is a 
much more fimdamental weakness with this argument that needs to be 
redressed. The Australian government emptoyment data used in these 
O E C D and I M F comparisons refer to employment in al l public 
authorities and arc therefore much broader in scope than the general 
government employment data for other O E C D countries. This point 
was acknowledged explicidy in footnotes to the relevant Tables in both 
O E C D (1982) and Saunders and Klau (I98S), but seems to have been 
missed by many readers. Feeling to some extent responsible for creating 
these problems, it is perhaps incumbent upon me to help resolve them 
by providing the appropriate data for more relevant comparisons. 

Estimates of the level of employment in general government in 

Australia have been derived and presented in Section I I I above. The 

estimates shown in Tables 6 and 7 need to be adjusted funher to make 

them comparable with other countries, by including defence force 

personnel in both government and total employment. With this 

adjustment, the 'reasonable' estimate of the general government share in 

total employment (including defence forces) is 17.7 per cent in July 

1983, falling slightly to 17.1 per cent by March 1986. Table 9 

compares the former figure with the 1983 general government 

employment share for other O E C D countries for which data are 

available. The Australian figure can be seen to be below the average 

share of 19.0 per cent for those countries shown. However, in 

employment terms AustraUa is much closer to the OECD average than it 

is in outlay terms. Docs not this comparison therefore confirm the 

views on excessive government employment referred to above? 

In considering the relation between government employment and 

government outlays, it is necessary to exclude ouUays on transfer 

payments since these involve no employment on the part of government 

(except, of course, those required to administer such transfer payments, 

but payment to these employees of government is recorded as part of 

government final consumption expenditure). This point is important 

since, as already noted, transfer payments in Australia are lower relative 

to G D P than in most other O E C D countries. Their exclusion thus 

causes Australian government oudays on goods and services alone — 

current and capital — expressed relative to GDP, to be much closer to 

the O E C D average than are total oudays (Table 9). A comparison of 

general government employment with general government ouUays on 

goods and services shows Australia somewhat below the OECD average 

in both regards (Chart 3). It is true dtat Australia lies slightly above the 

estimated regression line based on these data, but this deviation is 

unlikely to be greater than the margin of error involved in deriving the 

estimate of general government employment 
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Table 9 

G e n e r a l G o v e r n m e n t E m p l o y m e n t a n d E x p e n d i t u r e o n 

G o o d s a n d S e r v i c e s In 1983 

Expenditure on goods General government 

of G D P Of total emptoyr 

Australia 20.9 17.7(a) 
Austria (1982) 24 .4 19.2 
Belgium (1982) 21 .4 19.5 
Canada (1982) 24.7 19.9 
Denmark 3 0 . 6 31.4 
Finland 2 3 . 6 19.4 
France 19.8 19.2 
Germany 24 .1 15.9 
Italy 24 .8 15.6 
Japan 16.8 6.5 
Netherlands 22 .5 16.1 
Norway 24.3 23.6 
Portugal (1981) 20,1 9.0 
Sweden 33 .3 32.3 
United Kingdom 25.0 22.1 

United States 20 .5 16.5 

Average 23 .6 19.0 

Nolo: (a) Australian estimate described in the text. 
Source: OECD. Annual National Accounts 1971-1983 and Economic 
OutkMk. May 1986, 

Thus it would appear that when appropriate and relevant 

comparisons are made, the evidence does not sustain the view that 

government employment in Australia is above the O E C D average. Nor. 

more importantly, is it significantly above what one would anticipate 

given the share of government expenditure on goods and services in GDP 

relative to other O E C D countries. 

V . T A X E X P E N D I T U R E S 

As already emphasised, the degree of government intervention in the 

economy extends beyond those measures reflected in statistics on 

government ouUays and employment. Among the more important of 

such interventions are tax expenditures, regulatory activity and 

government lending and loan guarantees. Attenuon wi l l focus on the 
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first two of these in this and the following Section; for a discussion of 
the third see Break (1982). As noted in the Introduction, the discussion 
will emphasise the costs to the govemment of these activities, not their 
overall cost to the economy. The latter perspective, while an important 
and legitimate issue, extends beyond the scope of this paper and is in any 
case the subject of other papers in this volume. 

Within the narrower budgetary cost context however, there are 

concerns that these activities have grown larger and have been allowed to 

persist longer than would have been the case had they been subject to the 

same degree of scmtiny and asscs.smcni that outlays face each year during 

the budget process. Whether or not this has in fact been the case is 

virtually impossible to decide, but few would argue with the general 

principle of moving towards more uniform assessment procedures for all 

elements of govemment activity. Under current arrangements in 

Australia, the Cabinet's Expenditure Review Committee examines new 

tax expenditure proposals in the same way as new direct expenditures, 

but thLS process does not extend to lax expenditures already in existence. 

A recent report by the Office of E P A C suggested a number of alternative 

methods designed to extend these arrangements to ensure that all tax 

expenditures become subject to review and assessment prtxxsses similar 

to those that cover direct outlays (Office of E P A C , 1986a: 17-18). 

Tax expenditures were defined in the Draft White Paper (Reform of 

the Australian Tax System, 1985) as: 

Reliefs or concessions in the lax system (not being a 

basic component of the tax structure) which reduce lax 

liability and have effect on die Government's budget 

similar to direct expenditures. (Reform, 1985:xiii) 

Problems arise with both the identification and the measurement of 

lax expenditures. Their identification is predicated upon the specification 

of the basic or benchmark tax structure, divergencies from which then 

constitute tax cxpendiuires. To the extent dial there are different views 

of what constitutes the benchmark lax strucuue, estimates of the size of 

tax expenditures will differ. As an illustration of this, the Treasury in 

its .submission on Tax Expenditures to the House of Representatives 

Standing Committee on Expenditure ( H R S C E ) estimated die revenue 

forgone as a result of superannuation-related lax expenditures to be 

SI720 million in 1981-82. In another submission, die Department of 

Social Security (DSS) estimated the cost of these concessions to be 

$2405 million. The difference between die two figures — almost S700 

million — reflects the much broader scope of the DSS estimates, which 

included lax concessions in the form of lower tax rates on unfunded 

superannuation pensions, unfunded 'golden handshakes', and, most 

imponanUy, the concessional taxation of superannuation lump sums. 
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This last item alone was estimated by the DSS to have cost $475 
million in 1981-82. (The reason for these differences has recently been 
addressed by the Treasury [1986] in Attachment B of its Tax 
Expenditures Statement, to which interested readers are referred.) 

Aside from the question of the scope of superannuation-related tax 

expenditures, there is the more fundamental and general question of the 

appropriate countcrfactual position to assume. Many criucs have taken 

issue with the Treasury estimates (e.g. Dixon, 1986), with the result 

that considerable uncertainty surrounds the magnitude of u x 

expenditures, although there is general agreement that they are 

substantial. Estimates of the superannuation-related tax expenditures 

alone put them at S2.61 billion in 1984-85 (Treasury, 1986:Table 3, 

p.20), equivalent to 46 per cent of budget outlays on age pensions and 

allowances in that year. 

Not only is thie concept of the Itenchmark tax structure inherently 

ambiguous, its specific dimensions are likely to change over time. To 

give an example of this, employer-provided fringe l)enefits that arc 

exempt from the new fringe bienefiis tax might now be regarded as tax 

expenditures, since taxation of fringe benefits has now become pan of 

the normal tax strtKture. However, prior to the introduction of the tax, 

fringe benefits were not generally regarded as tax expenditures when 

estimating their cost, since their exclusion from taxable income was 

seen as pan of the benchmark tax suucturc. Such considerations can 

have important implications for evaluating vends over time in the cost 

of tax expenditures, and also for international comparisons. Indeed in 

this latter case there currently exists no agreed upon method for 

identifying and measuring tax expenditures. 

Most estimates of the cost of lax expenditures adopt a 'revenue 

forgone' approach under which an estimate is made of the amount by 

which tax revenue is reduced as a result of each tax corKession. This 

method has been used in Australia by the Treasury in its tax expenditure 

estimates. It ignores behavioural changes induced by the existence of the 

tax concession, and thus may produce a misleading estimate of the gain 

to revenue were the concession to be removed. In this context, it is 

worth recalling that many tax expenditures are introduced with the 

precise intention of influencing behaviour in favour of tliose activities 

given preferential tax ueatment. There is the additional problem that 

individual lax expenditure estimates may nol be independent, and in 

principle should not be added together. Removal of one concession, for 

example, may increase taxable income and hence raise the costs of a 

second concession. Such considerations do not, however, seem lo be a 

serious cause for concem in practice. Nevertheless, as a result of such 

problems the Congressional Budget Office in the United States has 

recently started presenting tax expenditure estimates on an 'outlay-

equivalent' basis. This involves estimating the amount of pre-tax 
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dollars required to leave post-tax incomes the same as with existing tax 
expenditures. 

However the above difficulties are resolved, the existence of tax 

expenditures suggests that the size of government is larger than implied 

by outlays aloiK. Even this proposition can, however, be questioned 

(see Break. 1982), since it depends to some extent upon government 

behaviour. I f . for example, the view is taken that tax expenditures 

represent favours bestowed on interest groups that would not be tolerated 

as direct outlays, then it can be argued that abolition of the tax 

expenditures would have no effect on direct outlays but would allow the 

same tax revenue to be rai.scd at lower tax rates. On this view, tax 

expenditures are not properly part of the measure of the size of 

government and should not be added to direct outlays. An alternative 

view would be that elimination of tax expenditiues would lead to 

pressures for outlay increases of a similar magnitude, in which case the 

sum of direct outlays and tax expenditures provides a better estimate of 

the size of government than direct outlays alone. I f the truth lies 

somewhere between these two views, dien some proportion of the cost 

of tax expenditures should be added to direct expenditures. This is a 

somewhat uncomfortable conclusion, which again derives from different 

views about how the measurements should be made. It does, however, 

highlight the considerable conceptual problems faced when attempting to 

incorporate broader aspects of government activity into measures of the 

size of the public sector. 

Some longer-run trends in the revenue cost of certain tax 

expenditures in the income tax system are shown in Table 10. The 

coverage of these data is by no means comprehensive, as they include 

only those concessions in the income tax system that can clearly be 

identified as providing assisuince to either individuals (e.g. tax rebates) or 

indusuy (e.g. accelerated depreciation provisions; investment 

allowances). Many other lax expenditures — those related to 

superannuation benefits for example — are excluded. On the basis of 

th^ evidence, there has been a clear downward trend in the cost of these 

identified tax expenditures relative to direct outlays in the decade up to 

1982-83. Despite this, their cost remained substantial, amounting in 

1982-83 to 7.6 per cent of Commonwealth budget outlays, 11.2 per 

cent of income tax revenue, or 70.4 per cent of the Commonwealth 

budget deficit. Much of the overall downward trend occurred in the first 

half of the 1970s, and more recently the cost of these tax expendiuires 

has risen faster than direct outlays. Table 10 illustrau:s this increase for 

those providing assistaiKe to individuals, and information in the Draft 

White Paper indicates an increase in tax expenditures providing 

assistance to (non-financial) industries approaching $1 billion by 

1984-85. 
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Table 10 

Estimated Cost of Commonwealth Budget Tax 
Expenditures In Australia 

Individuals Industry 

Sm %age of 

budget 

outlays 

(1) 

$m %age of 

budget 

outlays 

(2) 

( 3 ) . 

(1)+(2) 

1 9 7 0 - 7 1 788 9.7 279 3.4 13.1 

1 9 7 5 - 7 6 1390 6.4 146 0.7 7.1 

1 9 8 0 - 8 1 1173 3.2 689 1.9 5.1 

1 9 8 2 - 8 3 2443 5.0 688 1.4 6,4 

Note: These estimates include only those tax expenditures that have 
been documented in the Budget Papers. They exclude, lor example, 
many superannuation-related items. 
Sourco: OHice of EPAC (1986:9. Table 1). 

More comprehensive estimates of the cost of tax expendiuu-es has 

recendy been provided by the Treasury (1986) in '\\s Tax Expenditures 

Statement, which arose out of the recommendations of the H R S C E 

Repon on Taxation Expenditures. These estimates have htta prepared 

on a functional basis and include concessiotis arising from the income 

tax, interest withholding tax. dividend withholding lax. the departure tax, 

and excise duties. Other lax expenditure provisions noted in the Treasury 

Repon but not costed include the capital gains provisions of the income 

tax. the bank account debits tax. and the 2 per cent revenue duly 

(customs tarifO- Those tax expenditures that were costed are summarised 

in Table I I . On this basis, tax expenditures co.st over $7.3 billion in 

1984-85. equivalent to I l.S per cent of budget outlays and almost 10 

per cent in excess of the Commonwealth budget deficit. Over 85 per 

cent of the total cost fell in two functional areas, social seciuity and 

welfare, and industry assistance and development, reflecting measures to 

encourage private savings through superannuation funds and lo encourage 

private investment through various depreciation provisions and the (now-

abolished) investment allowance. 

Three aspects of this discussion are worth re-emphasising: Fi rs t 

there are many conceptual and practical difficulties involved in 

identifying and estimaUng the cost of the many tax expenditures that 

exist in Australia. In its recent report, the Treasury listed no fewer than 

130 lax expenditures relaung to the income tax system alone and a 

further 43 relating to the other taxes included in its analysis. For these 
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Table 11 

Aggregate Tax Expenditures by Functional Category 

1 9 8 2 - 8 3 1 9 8 3 - 8 4 1 9 8 4 - 8 5 

Defence 26 24 26 
Education 75 77 81 
Health 604 47 108 
Social Security & 

Welfare 3872 4296 4640 
Housing & Community 

Amenities 396 203 172 
Culture & Recreation 60 100 155 
Economic Sen/ices 

155 

�Industry Assistance & 

Development 1094 1325 1624 
�Labour & Employment 24 25 30 
�Other 5 5 5 

General Public Sendees 

�Legislative Services .. 
�Lawf, Order & Public 

Safety na na na 
�Foreign Affairs & 

Overseas Aid 1 11 19 
�General & Scientific 

19 

Research na na na 
�Administrative Senflces 4 6 7 

Not Allocated to Function 415 377 485 

Total of Listed Items 6576 6496 7352 

Total revenue cost as a %age of: 

�Budget Outlays 13.5 11,5 11.5 
�Budget Deficit 147.8 81.9 109.4 

Percentage of total 

revenue cost due to 

income tax provisions 96.6 94.7 94.4 

Source; The Treasury. Tax Expenditures Statement. October 1986 Tables 1 

and 3; Budget Paper No. 1. Statement No. 6.1986-87. 
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reasons, estimates of the overall cost of tax expenditures and their 
disaggregation need to be treated with cautioa Second, the estimation of 
tax expenditures has become more sophisticated and more cffon has been 
devoted to the task in the last decade or so, with the result that trends 
over time are difHcult to gauge with precision. Finally, despite these 
problems, currently-available estimates suggest that the cost of 
Commonwealth income lax expenditures is substantial and therefore that 
direct outlays alone understate the full cost and dimension of government 
interventions in the economy. 

V I . R E G U L A T I O N 

Estimating the regulatory dimension of public sector activity presents 

many formidable problems. These arise not so much because of the 

inherent difficulties of identifying the proportion of government outlays 

or employees that are involved in regulatory activity. Of more 

significance is that these estimates represent but a fracbon of the overall 

cost to the community of such regulations. Much of the direct cost of 

rcgulauon is incurred not by government itself but by those producers 

and consumers who are required to comply with the regulations. In 

addition, there are broader economic costs associated with the changing 

pattern of resource allocation that accompanies regulatory intervention. 

Estimating the overall economic costs of regulation — as opposed to the 

direct budgetary costs involved — is, of course, the appropriate focus for 

any cost-benefit analysis of their effectiveness. However, this broad 

perspective extends beyond the scope of this paper, and is addressed in 

more detail in one of the following papers. 

It is most likely that estimates of the budgetary costs of regulation 

provide a very poor indication of the overall economic costs involved. 

As wil l become apparent, the direct budgetary costs associated with 

business regulation by the Commonwealth in Australia appear to be 

quite small, yet there is a widespread perception in sections of the 

community that the total economic costs are massive, far in excess of 

the associated benefits. 

The difficulties a.ssociated with deriving an appropriate measure of 

the budgetary costs of regulation were emphasised in the report by 

Saunders and Klau (198S). After a brief review of available evidence — 

mainly for North America — that study concluded that 'when certain 

narrow measures are applied to specifK examples of regulatory activity, 

there is evidence of upward trends' (1985:88). The study also noted 

changes in the form of regulatory activity in the post-war period, with a 

decline in the importance of vertical regulation (sector-specific measures 

intended to prevent the establishment of monopolies and other forms of 

non-competitive market conditions) relative to horizontal regulations 
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(iniended to internalise cenain externalities by altering the outcome of 
private market decisions). These two forms of regulation broadly 
correspond to what Pincus and Withers (1983) refer to as economic 
regulation and social regulation. The growth in the latter form of 
regulation, iniended to improve workplace health and safely and 
environmental quality, was in response to demands similar to those that 
saw a rapid expansion in welfare slate expenditure in the two decades up 
to the mid-1970s. I l is similarly possible to view recent emphasis on 
the need to deregulate fmancial markets as pan of a general trend towards 
reafTirmation of the economic benefits of increased reliance on market 
forces as a mechanism for allocating resources. 

Aside from these broader (and important) questions, the following 

discussion focuses on the budgetary costs associated with business 

regulations in Australia. Most available research attempts to estimate 

either the outlays on, or employment in, government agencies 

responsible for overseeing regulations. Other measures include the 

number of agencies themselves, the number of regulations, or the page 

length of the underlying regulatory legislation. However, while these 

measures may indicate broad trends over time, they do not allow the 

extent of the costs of regulation to be assessed on a basis comparable 

wiih budgetary estimates of the size of government. 

The first serious attempt to estimate the budgetary cost to the 

government of its agencies responsible for regulation of private business 

activity was provided by the Confederation of Australian Industries (CPS) 

in 1980. Their estimates suggested that some 12 500 public servants 

were employed in Commonwealth regulatory agencies in 1979, at a 

direct cost to die government of some $300 million. More recently, the 

Business Regulation Review Unit ( B R R U , 1986a) has undertaken a 

similar exercise for 1985-86. The resulting regulatory employment 

estimates, shown in Table 12, indicate some 16 400 public servants 

involved in regulation of business activities. Of these, 11 200 or 68 per 

cent were employed in Five portfolio areas: Aviation; Empkiyment and 

Industrial Relations; Health; Industry, Technology and Commerce: and 

Primary Industry. Regulatory staff accounted for 3.8 per cent of total 

Commonwealth government employment or 9.7 per cent of public 

service employees in 1985-86 (cf. Table 5); dK C A I estimates suggest 

corresponding employment shares of 3.2 per cent and 8.4 per cent, 

respectively, in 1979. 

On die basis of an average service-wide salary estimate, die cost of 

employing these regulatory staff in 1985-86 was estimated by the 

B R R U to be S406 million, or 0.6 per cent of toul Commonwealth 

budget oudays. Applying a 'rule of thumb' to allow a 75 per cent 

addition for overheads, these estimates increase to $710 million, or 1.0 

per cent of budget outlays. To put this figive in some perspective, it is 

well below die estimated revenue forgone due to tax expenditures diat 
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Table 12 

Commonwealth Business Regulatory Staff Estimates 
1 9 8 5 - 8 6 

Average 

Estimated Staffing 

Regulatory Level 

Staff (Staff Years) ( l ) a s a 

(1) (2) %age of (2) 

Portfolio 

Aboriginal Affairs 155 784.7 1 9 8 

Arts, Heritage & 

Environment 409 2645.5 15.5 

Attorney-Generals 563 4165.2 13.5 

Aviation 1330 10203.0 13.0 

Communications 689 1492.4 46.2 

Community Services 76 2763.4 2.7 

Defence 50 40560.8 0.1 

Employment & 

industrial Relations 1242 9070.3 13.7 

France 105 2092.6 5.0 

Foreign Affairs 10 4892.7 0.2 

Health 1819 4460.9 40.8 

Housing & Constmction 35 8987.0 0.4 

Immigration & Ettmic 

Affairs 112 2307.3 4.9 

Industry, Technology & 

Commerce 3307 6511.5 50.8 

Local Government & 

Administrative Services 15 5009.0 0.3 

Primary Industry 3500 3571.3 98.0 

Prime Minister & Cat)inet 181 1972.5 9.2 

Resources & Energy 301 2691.6 11.2 

Science 842 9500.1 8.9 

Trade 152 1825.4 8.3 

Transport 829 1629.5 50.9 

Treasury 718 21515.8 3.3 

TOTAL 16430 202305.4(a) 8.1 

Note: (a) Includes staffing in portfolios with no identified regulatory staff. 

Sourtxs: Business Regulation Review Unit (1986a), Attachment A; Budget 

Paper No. 1. 1986-87 ;Table 2. p.5. 
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provide assistance to industry (cf. Section 5 and Table 10), althougti the 
secioral impacts of these two measures are likely to differ. The 
estimated direct regulatory cost figure compares with a regulatory cost 
share of federal expenditure of 1.0 per cent in the United Slates and 1.5 
per cent in Canada, both in 1977-78 (Saunders and Klau. 1985:Tablc 28, 
p.86). The regulatory employment shares in these countries in that year 
were 3.1 per cent and 5,9 per cent, respectively. On the basis of these 
estimates, it would thus appear that the direct costs of business 
regulation in Australia are currently of a similar order of magnitude to 
those existing in the United States eight years ago. 

In a subsequent report, the B R R U (1986b) has suggested that 

inclusion of staff in the A B S , the Australian Tax Office and certain 

Commonwealth research agencies might double the estimated regulatory 

staff numbers shown in Table 11. Furthermore, State and local 

government business regulatory personnel might exceed Commonwealth 

staff by as much as 50 per cent. On this basis, total public sector 

regulatory employment might be as large as 80 000 or about 7 per cent 

of general government employment (cf . Table 6) . Based on 

Commonwealth salaries and overheads, their total cost to government 

could be as high as $3.6 billion, or 3.6 per cent of projected 1985-86 

public sector outlays. Given the nature of the assumptions that underlie 

these estimates, it would be unwise to regard them as any more than 

indicative of the broad orders of magnitude involved. Clearly this is an 

area where more detailed and thorough research is warranted. 

The above estimates of the budgetary costs of regulation are, of 

course, already incorporated in the outlay (and employment) statistics 

presented earlier. In this sense, they do not indicate the need to revise 

upwards these earlier estimates of government size. They do, however, 

refer only to the direct budgetary costs of business regulation. A s 

already noted, the total costs of regulation include die compliance costs 

imposed on the regulated, and these are likely to far exceed the direct 

budgetary costs to the regulatras. 

V I I . C O N C L U S I O N S 

This paper has concentrated on issues involved in measuring the size of 

the Australian public sector and how it has developed over the last two 

decades. It should by now be apparent that this is by no means a 

straightforward task and, more importantly, it is one for which there is 

no single all-encompassing indicator of size or growth. Based on 

National Accounts estimates, public sector ouUays amounted in 

1985-86 to 43.4 per cent of GDP, and the public sector employed just 

under one-quarter of the total employed wtwkforce. When U>ese data are 

converted to a form comparable with estimates for other O E C D 
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countries, i l is clear that general government outlays relative to GDP are 
lower in Australia than in most other O E C D countries and that the 
government employment share is also below average. 

Evidence on uends in the costs of tax expenditures and business 

regulations is currently not entirely reliable, although improved 

estimates are now available for recent years. These suggest that 

Commonwealth tax expenditures amounted to over 11.5 per cent of 

budget outlays in 1984—85, while enforcement of business regulations 

may currently cost the Commonwealth over $700 million. The costs to 

State and local governments of business regulations may l)e half as 

much again. UncertainUes surround these estimates, reflecting the 

[problems inherent in identifying and measuring these aspects of public 

sector activity. 

It is, however, encouraging to sec more cffon being put into such 

exercises than was apparent five years ago. This is part of a general 

broadening of perceptions regarding the ful l scope of government 

activity, and a recognition that the National Accounts reflect but one 

element, albeit undoubtedly the major one, of the scope of the public 

sector. Nevertheless, the reality is that the dividing line between the 

public and private sectors cannot always be drawn as exactly as is often 

imagined. Because of this, estimating the size of the public sector may 

help reinforce the misleading impression that the public and private 

sectors are separate entities, rather than two aspects of an integnied 

economic system. 

Throughout this paper, the emphasis has been on estimates of the 

budgetary cost of the public sector in terms of outlays and cmploymenL 

The broader issues of the overall costs to the economy have not been 

canvassed, important though they are. At several suges in the 

argument, the borderline t)eiween these two concepts of cost is difficult 

to draw with precision. Despite such difficulties, it is useful to try to 

distinguish the positive from the normative, questions of fact from 

matters of opinion and judgment, however valid the latter may l>e. 

Nowhere is this more important than in the context of the det)ate on the 

size and impact of the public sector, where it is all too easy to allow 

judgment and perception to cloud the facts. 
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'A Vast Public Utility': 
The State in Australians' 

Experience and Expectations 

Hugh Collins 

Int roduct ion 

Australian democracy has come to look upon the State 

as a vast public utility, whose duty is to provide the 

greatest happiness for the greatest number. 

This frequently quoted observation is Sir Keith Hancock's (1930:72). It 

provides the starting point for these refiections on Australians' 

experience and expectations of the state, for I follow Hancock in 

regarding the disUncUveness of our society's public philosophy as 

residing in its utilitarian character. Although not the only ingredient in 

the pot au feu of national politics, utilitarianism has. 1 believe, 

contributed the dominant flavour. Its pervasive influence is reflected in 

the programs of the major political parties and in the customary, even if 

contending, attitudes of business and labour alike. 

Moreover, as the quotation from Hancock implies, it is possible to 

identify the particular form of utilitarianism that has captured our public 

mind as essentially Benthamite. That English legal philosopher's 

posiuvist individualism is stamped on the largely Chartist instituuons 

that were created out of the 19th-century struggles over the AusUalian 

colonies' political form. The frank pursuit of individual interest, the 

assumption that the state could be — should be — fashioned to serve the 

interests of the majority of individuals, the dual emphasis upon 

legislation as the means of reform and parliamentary representation as 

the means of accountability and control; these hallmarks of Beniham's 

philosophical scheme are to t)e found in the assumptions and style of 

Ausualia's politics (Collins, 1985). 

T o interpret Australian politics in this light is relevant to the 

questions with which this volume deals. This paper first pursues some 

implications of this interpretation of political ideology in Australia for 
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the growdi of government in Ausualia. It dien asks questions about die 
politics of privatisation in the face of the Benthamite tradition. It 
concludes with some dilemmas of government and politics that the 
Bendiamite tradition and contemporary circumstances seem to me to 
pose. 

Utilitarianism and the Growth of Government in Australia 

TTie cluster of assumptions and values that I am characterising as 

Benthamism can be seen to have a direct bearing upon the growth of 

government, for it could be said to imply an ideological predisposition 

to state intervention and regulation. The agenda for public activity in 

Benlham's scheme is surprisingly modem; health, education and welfare 

— the engines of expansion in government services — are prominent 

(Hume, 1981). It should therefore be no surprise to fmd this program 

worked out in the social laboratory of early 20th<entury Australia. A 

mechanical rather than an organic approach to politics also ensured that 

government could be seen as a conu-ivance, to t>e shaped, altered and 

improved to suit the practical requirements of changing circumstances. 

That practical dedication to individual interest and workable schemes is 

evident in the politics that produced the Ausualian federation. The 

founders worked with known materials readily to hand rather than 

tffealing to classical and idealistic models. 

Benthamism is an ideology that fined well with Ausualia 's 

circiunstances. The slate has been inseparable from Australia's social 

and economic experience. For its white settlers, it can be said that in 

Australia, by contrast with much of the history of die development of 

the United States, the state has jjreceded society. This was true not only 

for those colonies that began as gaols, but generally in the system of 

land tenure, the provision of infrastructure, and die ties with 'Home'. 

From the begiiming of European sctUement. our public and private 

spheres have been mixed. This has profoundly affected our social and 

political philosophy. 

In a counuy of sparse setUemeni, frequently adverse physical 

conditions and great distances, reliance upon the state to provide, to 

sustain and to rescue seemed natural. Ports, railways, roads, bridges, 

water supplies, mining leases, loans: there is plenty of concrete 

evideiKe of the state's role. Even the earty economic history of the 

country is conventionally described as 'colonial socialism', but the 

phrase refers to a set of relationships rather dian to a definition of 

doctrine. As Linge shows. Australia's industrial awakening required a 

mix of public and private initiatives and guarantees (Linge. 1979). And, 

as Butlin, Barnard and Pincus demonstrate, however diverse and 

somewhat conflicting in its tendencies, the 20th-century pattern of 

government action and private interest reveals government and capitalism 
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to be inseparable in Australia in ways unfamiliar to Europeans or North 

Americans (ButUn et al., 1982). 

Both capital and labour displayed utilitarian altitudes. Each expected 

the state to protect and promote its interests, just as the state provided 

the judicial framework in which their conflicts were arbitrated. A 

positive view of the state is evident in die programs and conduct of die 

major political parties. This is not to suggest diat there were never 

conservadves opposed to all public enterprise, or socialists committed to 

nationalising the means of producuon, distribution and exchange. But, 

however vocal such elements may have been, and however necessary to 

the dcmonology of their political adversaries, ncidicr captured the 

direcdon of affairs. 

At die centre, the uulitarian ideok)gy has been perfecdy compatible 

with the demand for development that has characterised Australian 

politics and poUcies in this century especially. Governments, Labor and 

non-Labor alike, have not shrunk from using government to pursue that 

quest. (Remember that the Commonwealth Department of National 

Development was a Liberal creaUon!) The patterns of acUvity — and 

recipients of reward — have varied, but the protecuve influence of 

government has persisted. Whether in the provision of infrastructure, 

the guaranteeing of capital, die {womotion of exports, or the impeding of 

imports, government has had a role. Consider how much private wealth 

in diis country began its accumulation as die result of a public licence, a 

public loan, a public contract, or a public subsidy. (The subsequent 

pillorying of the public sector by beneficiaries of this early assistance 

should not surprise us. It is a perfecdy ordinary hypocrisy on a par with 

those pathologists and barristers who insist upon privadsing all the 

fruits of an expensive public educauon, or of diose university professors 

who forget diat their academic tenure and status may be more reliable as 

an indicator of age and gender dun of academic quality.) 

T o describe the state as a utility is not to say that it is loved. 

Indeed, marking out the dominant Australian attitude as utditarian may 

be reinforced by emphasising what is excluded by that vision of poliUcs. 

It is to say that the stale is not divinely-ordered, an object of reverence; 

nor is it marual, the bearer of warrior values; i l is not Utopian, 

promising the realisation of an ideal; neidier is it tyrannical, inducing 

fear. Such heroic, or desperate, images of die suie are absent from the 

mundane and pracucal rhetoric of Australian polidcal discourse. At 

worsi, die interest-oriented cynicism of our utilitarianism degenerates 

into a rather miserable cynicism, just as the mateship of a roughly 

egalitarian society can curdle into misanthropy. 

To Australians, the functions of government have mattered more 

than its scale. 'Does it work?' has been the popular quesUon. And 

where adminisuation has been found faulty, the insunct has been to ask 

what tinkering is necessary to make it work. Nowhere is ihLs unkering, 
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the national talent for improvisation, more evident than in the mixed 
sphere where public and private activities overlap. The landscape of 
Australian administration is littered with boards, trusts, councils, 
advisory committees, representative agencies and so on. Among the 
native fauna of this administrative ecology, what is a quango but a 
marsupial nursed in the pouch of the state but lacking the placental 
connection of the ministerial department? 

Two things may be said about this proliferation of administrative 

and advisory forms. First, this tangled growth in government has 

occurred largely at the invitation, indeed often at the insistence, of the 

governed. 

Second, this pattern is true of all levels of government The federal 

aspect of our political system is too often neglected in general 

discussions of Australian government. Yet federalism has a double 

significance: the interpenelration of public and private is occurring at 

different levels simultaneously: and the interdependence of these levels 

creates opportunities for conflict and collaboration across the system. 

The regulatory complexity of federal systems is notorious, as is their 

propensity for breeding bureaucracy. Paradoxically, a constitutional 

form often adopted to protect local domains of privacy proves ultimately 

to complicate and extend the realm of public activity. Australia has not 

escaped these consequences of its constitutional form. 

Thus ideology, interests and institutions have together encouraged 

the growth — and affirmed the legitimacy — of government in 

Australia. Despite occasional symbolic or rheioncal gestures towards a 

reduction in the public sector (Wettenhall, 1983), governments of all 

persuasions have maintained the institutional infrastructure by which 

private capital has been supported and individual welfare delivered. 

The Politics of Privatisation 

In the eyes of some, those who have been building a nation for a 

continent in Australia have constructed a state apparatus to scale. Those 

libertarians and public choice economists drawn to market-oriented 

analyses of politics w i l l have two quarrels with Australian's notion of 

the state as a 'vast public utility": they wi l l dispute the utility of 

government; they wil l be di.smayed by the indication of size implied in 

"vast". 

Clearly, this position is a challenge to what has been described as 

the ideological hegemony of Benthamite utilitarianism. Those 

committed to small government, privatisation and deregulation are 

fumly outside the orthodoxies of Australian pohtics. Moreover, their 

sharp demarcation of the private and public spheres means a direct 

confrontation with the broad sweep of Australian political and economk: 

history. 
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What distinguishes their approach is the proposal of privatisation as 

a policy. Rather than serve as one mstrument among many with which 

to prune and shape the public realm, privatisation is prescribed as a 

complete strategy for political order. lis program is offered as at once a 

remedy for the external afflictions of the national economy (permitting a 

renewal of internal competitiveness) and as a dose of salts for the internal 

system (curing the txxly politic of the sluggishness imposed by a bloated 

bueaucracy). 

The reproach to orthodoxy that this movement presents has clearly 

found its mark. Privali.sation may lie outside the dominant ideology, 

but It is now firmly inscribed upon the national agenda of debate. One 

can find — in the pages of the IPA Revieyv'. — the Federal Treasurer 

committing a Labor administration to small government (Keating. 

1985-86). The lead essay in the collection of papers just published by 

the Chairman of the Public Service Board is devoted to small 

government and social justice (Wilenski, 1986). To be sure, Peter 

Wilenski 's contribution is a vigorous rebuttal of the privatisation 

position, but to draw such fire is at least a sign of polemical success. 

Given the apparent marginality of the privatisation school, how is 

this prominence to be explained? 

Partly, no doubt, the climate is right. The reputation of 

government generally has been declining of late. Consider almost any 

aspect of the public realm — public finance, public health, public 

education, public transport, public broadcasting, public bureaucracy, 

public housing — and the same pattern of defensiveness. the same 

complaint about resource depletion, may be found. Al l of these areas 

have come under scrutiny, and there are problems aplenty in each. When 

few need persuading that some things are wrong, we should expect 

interest m any remedy confidently proposed as a certain out. 

Nor have the ideas propounded by a small number of theorists, most 

of whom have been favourably influenced by the policies of the Thatcher 

Government, been unwelcome to a powerful set of corporate interesu. It 

is no doubt important to distinguish between the theorists and those who 

lake advantage of them, though ultimately the philosophers cannot plead 

innocence atx>ut the political uses of their work. After all . who favours 

may be who benefits. 

The privatisation movement seems to me not only to challenge the 

prevailing ideology in Australia. t>ut also to fly in the face of what is 

known about this society and its values. 

Let us begin with the British model. That the Thatcher example 

wil l fail to attract many of us is largely irrelevant, for the overriding 

point is that the comparison with Britain is inappropriate. The pattern 

of government involvement in d>e two socieues is markedly different 

Their pubUc enterprises, for example, were undertaken or acquired for 

demonstrably different reasons, in different sectors of industry, at 
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different stages. The poUiical context of die privatisation debate is also 
signifcandy different, given the distinctive party ideologies and social 
composition of each polity. There is, finally, a profound difference in 
constitutional context. The strategy of privatisation is a simpler task in 
a unitary state dian it can ever be in a federal system. (Especially, one 
might add, in a federal system where the national parties are State-based.) 

On our home ground, the formula presented by privatisation does 

not fit widi my perception of Australia's circumstances. 

Sadly, I have no quarrel with die view that Australia's external 

environment is not only adverse, but worsening in its effect upon our 

interests. Yet. so far tmm driving government out of the market place, 

die realidcs of global interdependence — the transnational regimes diat 

are altering the conditions under which we have traditionally traded — 

compel further and closer ties between the public and the private sectors 

in ihc atu;mpt to define and defend the national interest. An old pattern 

is again clearly discernible in contemporary poliucs: catde producers, 

sugar growers, tin miners — in shon. all those affected by changes in 

international trading relationships — are urging more effective 

representation in foreign capitals and international organisations by 

Australian diplomats, as well , of course, as increased coordination 

between diose representaUves abroad and diese industries at home. In 

diis demand upon die pubhc bureaucracy, I do not consider the catdeman 

to be misguided — as the privatiser might suppose him. I think he is 

being realistic. 

The societies diat are adapting best to die conditions of international 

interdependence are surely those in which the public and private sectors 

are working closely together to absorb and apply die new lechnokjgies, 

to channel research and development into production and sales, to provide 

information upon which to plan. To be sure, for government to be 

effective in diis process may require a redirection of effwt, possibly an 

augmentation in capacity as additional skills are acquired; but it is 

change, not elimination, that our external circumstances are likely to 

require of d)c public sector. 

Domestically, the privatisation remedy also fails to impress me. Its 

agenda is scarcely the fu l l scope of issues alive in contemporary 

Ausualian politics. But then, a political aim of the forces espousing 

privatisation may be precisely to trim the national agenda. I f 

'deregulation' means no environmental impact statements, no 

requirement to negotiate with traditional owners under land rights 

legislation, and no need to meet equal employment opportunity 

provisions, then conservationists, aboriginals and women can be 

ignored. That may be convenient for those interests opposed to their 

claims. Yet in a democracy our choice is not between politics and 

markets; rather, our choices arise in the complex world of politics and 

markets (Lindblom, 1977). Moreover, in our setting for diesc perennial 
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difTicullies of liberal democracy, there seems lo me little connection 

between the user-pays principle and the realities of voluntary activity so 

characteristic of Australian suburban and rural life — activity that 

accounts for much of the amenity of life in this country. 

Final ly, the privatisation school's diagnosis seems to me 

unsubstantiated. Despite the assertion of a causal connection between 

size of the public sector as a proportion of GNP and economic growth 

and efficiency (James, 1986), the link has not been established 

(Saunders, 1985). T o a political scientist, a.<Kcrtions of this kind arc 

reminiscent of those theories that ascribed a particular external policy 

(pacific, bellicose) to a particular type of regime (democracy, 

dictatorship). History confounds such ideal-typical generalisations; a 

more fmely-graincd analysis is needed before either the the comparisons 

or the hypotheses become fruitful. 

Even by the standard of public sector as a piroportion of GNP, it is 

not clear that among the O E C D countries Australia yet suffers from 

chronic enlargement of the organs of govonment (Wilcnski, 1986). The 

most serious problems of government in Australia today seem to me to 

arise not from its size but from the sheer complexity of the issues with 

which policy must contend, the fragmentation and frustrations imposed 

by a federal structure, the contrary demands of an increasingly diverse 

society, and the vulnerabilities suffered by any relatively weak actor in a 

world of stronger powers. 

The state in Australia may or may not be a public utility. But it is 

not — at least, not yet — vast. The image of Leviathan in the title of 

this volume is therefore inappropriate. Nevertheless, it prompts the 

recollection that Hobbes constructed an absolutist regime to relieve 

individuals from the hazards of living in the state of nature, which he 

depicted as a condition of unregulated competition. The social 

consequences of a strict application of the privati.sation program risk 

delivering us into a division between advantaged and disadvantaged that 

would quickly resemble Hobbcs's sute of nature, while its political 

consequences are likely to be just that strong state, or Leviathan, that 

Hobbes proposed (see Thatcher, cited in Heald. 1983:322). 

Dilemmas of Government in a Liberal Democracy 

T o reject privatisation as a general suategy is not to admit complacent 

satisfaction with the present state of affairs. How to make government 

responsive. How to keep its activities consistent with its purposes. 

How to restore the representative element in democratic politics. How 

to secure, nationally and internationally, the conditions for economic 

prosperity. How to ensure an equitable distribution of benefits. These I 

consider among the compelling problems we face. 
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In dealing with these problems, it is likely that some of the recipes 

associated with privatisation wil l prove userul. Hugh Strctton has called 

attention to such a case, but I pay heed to his examples of failure also 

(Stretton, 1986). Privatisation may be effective as a technique: i l is 

inadequate as a theory of govenunent (Self, 1985). 

This brings me back to the starting point of the Benthamite 

tradition in Australian politics. As a tradition it has ossified. Its 

conservative, narrowly inadequate influence in the central institutions of 

our polity suggests that it may be a source not so much of growth as of 

sterility. In the impasse it presents, it may not be surprising that a 

challenge as frontal, as vigorous, as methodologically confident as 

privatisation should have made much ground. 

Yet if I reject the challenge as resting upon an inadequate account of 

social existence and as forcing a dichotomy between public and private 

that our history above all wil l not bear, am I condemned thereby to the 

barren utilitarianism that I have depicted as our national inheritance? 

At this end of the 20th century it would be bizarre to espouse either 

Benthamism's moral psychology or its legal optimism. Nevertheless, 

without adopting its doctrines, it is still possible to admire its impulse 

towards practical reform. Benthamism was a critical philosophy whose 

adherents were rightly called Radicals by their 19th-century adversaries. 

In our present circumstances, it may be the ^ i r i t rather than the letter of 

our Benthamite origins that we do best to recover. 

There may equally be merit in the conventional expectations of the 

state that are consistent with Australians' historical experience. Again at 

this end of the 20lh century, there is much to be said for an unheroic 

view of the state, for a tradition more concerned with practical operation 

than doctrinal consistency, and for the belief that in a civilised 

community the public and the private arc meshed together — and that 

the contrivance of government is to maximise the benefit of that 

intertlependence for all those affected by i t 

Are a reformist tradition and the manners of Australian democracy 

sufficiently robust to meet our contemporary dilemmas? As has already 

been noted, there is currently a defensiveness to arguments in favour of 

the public domain. Those making such arguments no longer have 

recourse to a ready dogma. Instead, they wi l l be found, like Self, 

appealing to a liberal and rationalist tradition (Self. 198S:ch.8). or, like 

Heald. candid in their admission of the defects and difficulties that their 

value preferences produce (Heald, I983:ch.l4). 

Today, this is the natural predicament of liberalism. It should cause 

neither surprise nor embarrassment. For in it we recognise the condition 

so weU described by Judith Shklar (1984:249): 
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that liberalism imposes extraordinary ethical 

difficulties on us: lo live with contradictions, 

unresolvable conflicts, and a balancing between public 

and private imperatives which are neither opposed to 

nor at one with each other. 

To treat politics as less demanding than this would be mere pretence. 

For Australia, the deepest problem is probably not that our government 

is loo big, but that as citizens we are too frail. 
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COMMENTS 

J . J . Pincus 

The subtiile of this volume — Small Government in Practice — makes 

Peter Saunders's paper a particularly appropriate one with which to open. 

In his paper, Saimders continued two themes that have appeared in 

OECD publications for about a decade, beginning possibly with O E C D 

Study in Resource Allocation No. 2. Public Expenditures on Education 

(July 1976), and expanded and amplified in O E C D Economic Studies 

No. 4, The Rote of the Public Sector (Spring 1985). of which Peter 

Saunders is co-author. The first theme is that there has been in the last 

20 years or so a growth in government spending of a remarkable speed: 

in 1960, general govcmmcni expenditures were equal in size to one-

quarter of the GNP of O E C D countries on average; by the middle of the 

1980s, the average government budget in O E C D countries amounted to 

almost one-half of GNP. Twenty-five years ago, only one of over 20 

OECD countries (barely) had a ratio of general government expenditiu^ 

to GNP thai exceeded one-third; by 1983 or 1984, only Japan (just) fell 

below one-third. Even Australia, clearly identified in the 1970s by the 

O E C D as a country with low taxes and low public expenditures, has 

sailed past one-third. And this is the second theme — Australia in the 

years since W W I I has been and remains a (comparatively) low tax, low 

spending country. 

Thus many of us here at this conference, possibly unknowingly, 

have had the experience of living with 'Small Government', albeit with 

government that has been catching up to the O E C D average. Yet, many 

Australians say they are living in a country with a big government Are 

they wrong? Or lying? Do the figures on aggregate public budgets tell 

us what we want to know? 

To begin discussing this last question, let me remark first that too 

small a government is a disaster in most ideologies, be they liberal 

(small I) or social democratic or totalitarian. Even the radical libertarian 

philosophers of recent years acknowledge the desirability of at least 

minimal public defence against external enemies, and at least minimal 

J J . Plncm if Professor of Economic History at The Rinders University 
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public provision of internal security of persons, property and 
conventions of behaviour; and most recognise the value of public 
redistribution ( i f only cynically as an insuraiKe against civil disorder). 
Put more generally, for every possible govcnunent program, or for each 
govcmmcnial activity, at any given time and place we can conceptualise 
an appropriate level. Analysts and commentators wil l generally 
disagree about what level is appropriate, it is true, but most would agree 
that whatever the appropriate level of, say, defence effort in peacetime, a 
higher level is appropriate in wartime: alternatively, whatever the 
appropriate level of total public expenditure on unemployment benefits 
when the economy is booming aking, the appropriate level is higher in 
recession. And so on. Therefore, even when we are conHning our 
attention (as Peter Saunders does not) strictly to public budgets, 
aggregate data could seriously mislead. I suspect that most people 
would be inclined to claim that there are some things in which public 
activity or presence is too great, and some in which it is too small. 
Aggregate budget data conceal these excesses and shortfalls, artd do not 
substitute for detailed analysis of the component parts. 

Worse still, aggregate data on public expenditure bundle together 

what should be kept separate. Peter Saunders remarks on shifts in the 

composition of public spending: the relative reduction in public 

capital outlays (even after adjustments for 'creative accounting', e.g. 

lease-backs); the vast rise in cash social security outlays; and the shift 

away from the more traditional areas of collective goods and economic 

services; and he goes on to state that these compositional changes may 

be of greater significafKe than the growth in government outlays itself 

(p. 19 above). 

It is worth expanding a little on this last point, because it reveals 

the poverty of the aggregative conceptual framework for analysis of 

government (Geoff Brennan and I have covered this ground elsewhere 

(19831. so I can make the points briefly). The venerable twin deities of 

economics are the income effect (or wealth effect) and the substitution 

effect. Only with the aid of these we can analyse the consequences of 

public programs for the allocation of economic resources between 

various activities — e.g. work and leisure; manufacturing and mining; 

present consumption and future consumption — and analyse the 

consequences for the distribution of economic well-being among people 

or groups. Taxation reduces the wealth of the payer directly by taking it 

away and indirectly by altering the relative prices of various activities; 

both effects also cause some adjustments in behaviour. The receipt of a 

public outlay increa.ses the wealth of the recipient, while the rules that 

always accompany receipt of public outlays (in kind or in cash) reduce 

the value of the receipt; once again both effects also cause some 

adjustment in behaviour. In this context, the significance of the increase 

in government spending on what are mostly private goods can be 
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grasped. The usual redistributional pattern (sec Ruggles and O'Higgins, 

and O'Higgins and Ruggles), into which Ausualia seems to fit, is that 

the overall tax system is almost proportional in iiKome (except at the 

extremes) and that government expenditures arc almost lump sum. 

Therefore, the irx:rease in tax-financed distribution of goods and services 

that lack a substantial "public goods' component has probably tended to 

equalise the post-fisc distribution of consumption in Australia. Its 

effects on allocation arc, however, much more doubtful, as is perfectly 

clear in the case of hospital and medical expenditures, where public 

outlays mostly merely displace private outlays, leaving the aggregate 

medical and hospital expenditures unaffected. None of this is shown by 

aggregate data on government budgets. 

What actually can we learn from aggregate data on public 

expenditures? Peter Saunders corrccUy remarks that "the share of ouUays 

in G D P does not indicate the proportion of G D P produced by 

government, or spent by government. It docs, however, indicate the 

proportion of productive resources that wi l l ultimately be required to 

finance the activities of government, in the form of cither taxes, charges 

or borrowings' (p. 13 above). In other words, the ratio of government 

ouUays to G D P is, roughly, the average tax rate (counting in taxes 

today, taxes tomorrow and taxes yesterday). Now, the comment made 

about the loss of information caused by aggregation of expeiulitures can 

be made about aggregation of taxes: some taxes do more harm or more 

good than others. Particularly notable is the heavy reliance made in 

Australia on a system of personal income taxation with relatively high 

marginal rates coming into operation in the range of earnings that 

includes most full-time workers, and the concomitant lack of social 

security taxes. It seems plausible that the Australian tax system is more 

costly than is indicated by cross-country comparison of average tax 

rates; and that the heavy reliance on an income tax with high marginal 

rates for the average earner has had the effect of reducing the popularity 

of further increases in government spending (Brcnnan. 1985). Thus, our 

public budgets are probably 'bigger' than they appear from international 

comparisons of ratios of expenditure to G D P . 

Early in his paper, Peter Saunders warns us that it is not possible to 

derive a single all-cocompassing measure of the size of government 

because various forms of government intervention arc substitutes (p. 12 

above). Leaving aside any dispute about the principal claim (apart from 

noting that the proponenLs of computable general equilibrium models 

deny the truth of the proposition about a single measure), let me 

concentrate on the question of substitution among government 

interventions and. in particular, the implication for the usefulness of 

aggregate budget data. The problem is a bit more serious than Peter 

Saunders acknowledges (although not as serious as Kodikoff, 1984, 

claims: that for any given pauem of publicly-induced redistribution and 
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reallocation, a budget of any arbiu^rily chosen proportion of G D P can 
in theory be devised). Peter Saunders includes discussion of two matters 
along with his presentation of data on aggregate public outlays and 
public employment. These are so-called 'tax expenditures' and 
regulation. On the second, 1 was disappointed that all we are given arc 
data on the costs to government of business regulation, likely to be 
trivial in relationship to the full costs to the economy, and unlikely to 
be a useful indicator of the size of government regulation. On the 
former, tax expenditures, putting aside my own serious doubts about the 
whole concept, 1 want to note that tax expenditures, if converted to 
ordinary government expenditures, would have added in 1970-71 an 
amount equal to about 3 per cent of GDP to total government outlays 
(themselves otherwise 31.5 per cent of GDP) and considerably less 
thereafter (e.g. 2 per cent in 1985-86 when the ratio of public outlays to 
G D P was 43.4 per cent). These numbers — 2 or 3 per cent of G D P — 
are far smaller than the equivalent numbers for two aspects of the 
Australian public sector neglected by Peter Saunders for which the 
conceptual difficulties are much less than those involved in the 
calculation of tax expenditures. These neglected areas are import 
protection and cross-subsidies within public monopolies. 

Australian economists have produced a series of estimates of the 

implicit taxes levied by government but collected by Australian 

producers of manufactured goods protected by barriers to imports. Some 

of these estimates are presented in Table I . and they indicate that, imtil 

recent years, the hidden costs of protecting manufacuiring have been as 

great as one-third of explicit public outlays; and that they drove the 

augmented ratio of outlays to G D P above 40 per cent by the early 

1960s. Until the O E C D does similar calculations for the other O E C D 

counuies we can only guess whether the Ausualian record is unusual or 

not. Certainly no O E C D country in I960 had a ratio of general 

government expenditure to G D P greater than 34 per cent (compared with 

my augmented Ausvalian ratio of 41 per cent in 1961-62); and certainly 

Australian explicit budget subsidies to prtxlucers (both manufacturing 

and agricultural) have been low on O E C D standards, suggesting the 

possibility that Australia has relied more heavily on implicit subsidies. 

We can safely conclude that Australians have enjoyed a very large 

increase in public spending over the last 25 years. Aggregate budget data 

are a useful indicator of the growth in the burden of government finance 

in one country (like Australia) because local commentators can alert us 

to changes in the ways thai governments are doing what they are doing, 

so that we arc less likely to be mi.sled by the budget data. Even so, the 

big reduction in implicit taxes, due to the fall in rates of import 

protection, has gone pretty much uruemarked, although it half offset the 

rise in explicit taxes between 1971-72 and 1981-82. Aggregate data arc 

dangerous, however, when they fool us into making uninformed 
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comparisons; when we do not read the small print telUng us to 'Handle 

with Care'. De^ite all the efforts of the O E C D to put budget data onto 

comparable bases. I do not believe that we can yet safely say that 

Australians suffer comparatively small government 

Table 1 
Estimates of Implicit Taxes 

1926-27 1961-€2 1971-72 1981-62 

Public budget outlays 
as a %age of GDP 12.9* 32.1* 30.0 38.0 

Producer subsldy-
equivalenl as a 
%ageolGDP 3.9 8.6 9.8 5 . 6 " 

TOTAL 16.8 40.7 39.8 43.6 

�� Figure is tor 1982-83 and is unchanged Irom the figure for 1977-78. 
Sources; 1929 Brigden Enquiry: 1965 Vemon Report; various lAG 
publications: A Barnard, Source Papers in Ecorramic History, No. 13. 
Some Govammant Fmandal Data 1850-1982 (ANU, August 1986). 

I 'd like now to turn to Hugh Collins's paper. The 19th-century 

colonial socialism he refers to amounted to public provision of goods 

and services, mostly transport and communications. The tenor of his 

paper is that Australians have, for reasons of either ideology or 

opportunity, relied very heavily on government. This serves as a 

counterweight to the argument that Australia can be shown, by reference 

to budget size, to have a relatively small government. 

I thought it was unnecessary to represent privatisation as a complete 

stniegy for poUiical order, and then to imply that any substantial ptirsuit 

of privatisation would lead rapidly to a reversion to a Hobbesian state of 

unconstrained rent-seeking (as distinct from competition). There is no 

need to confuse the claim that some government programs have ceased to 

fulfil a worthwhile function with the claim that all government services 

should be privatised. There is a clear difference between wanting to 

modify government and wanting to eliminate it altogether. The former 

seems to represent no threat to Australian society. 
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DISCUSSION 

Cnrr Wabh (University of Adelaide): One of the oddities of 

public sector accounting is the netting out of recoveries, fees and charges 

for government services. Do we have any idea how much these amount 

to? In the 1986 budget about 20 per cent of the expenditure savings 

consisted of relatively minor increases in charges. These can hardly have 

much economic impact, since the prices are already way below market 

levels, and the goods and services concerned are being rationed in other 

ways. 

Another feature of pubUc sector accounting is that the public sector 

is valued in terms of inputs (by factor cost), whereas the private sector is 

valued in terms of outputs (by market prices). This could lead to the 

relative size of the public sector being either overstated or understated. 

Peter Saunders: I have no estimates of the value of government 

charges. On the issue of measuring the value of the public sector in 

terms only of inputs: At the Economic Planning Advisory Council we 

found that the calculated price deflator for public expenditure (which in 

effect relates to salaries of public employees) increased considerably 

faster than the private sector price level until 1980 — throughout the 

1970s it was outstripping it by between 2 per cent and 3 per cent per 

annum. Since then the two measures have moved roughly in line with 

one another. 

Geoffrey Brennan (Australian National University): Hugh 

Collins's utilitarian explanation of Australian dependence on the state 

strikes me as a diagnosis in search of a disease. I f it were the case that 

the predominance of Benthamite utilitarianism was responsible for the 

size of the publk: sector, then one would expect big government to be a 

uniquely Australian phenomenon. But in fact virtually all Western 

democracies have experienced a similar growth in their public sectors. 

Whatever the impact of utilitarianism on the language of Australian 

politics, it surely can't be responsible for the subject under discussion. 

More particularly, his argument that the deregulatory thrust lies 

outside the Benthamite tradition is highly dubious. 1 would regard the 

movement for deregulation in Australia as predominantly an economists' 

phenomenon. The influence of libertarian philosophy of the Nozickian 

variety has been relatively minor here. The main impulse has been a 
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functionalist-utilitarian one, a response to the wholly consequentialist 

issue of whether big government does more good than harm. So i f 

Hugh Collins is correct about the influence of utilitarian thinking in 

Australia, then the push for deregulation should be more successful here 

than elsewhere. 

Hugh Col l ins : I was of course aware that there are utilitarian 

elements in the case for small government. But the package of 

Benthamite ideas implanted into our public life as a set of assumptions 

is resistant to a later wave of utilitarian analysis of the kind Professor 

Brennan is talking about. I am impressed by the inability of that 

inheritance to cope with diversity. The middle ground of Australian 

politics has been captured by those who have used the symbols of that 

inherited ideology most successfully. But those symbols seem 

unusually hollow, empty, and sterile when confronting the dilemmas of 

change. 

The economists may be throwing back at the Benthamites 

something in their own traditi<m that they have forgotten. In that sense, 

there may be in that particular approach to small government a greater 

opportunity to have some purchase on the predominant ideology than 

there is in the libertarian approach, whose philosophical premises lie 

wholly outside that tradition. There is a tendency in this debate to lump 

together .sets of ideas diat have distinct bases and that proceed in different 

directions. The economists' approach that Professor Brcnnan outlines 

should be more compatible with the language of pubUc debate in 

Australia than are some other approaches to smaller government. 
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I . I N T R O D U C T I O N 

A bloated government sector is the root cause of inflation, becau.se 

governments are impelled to use money to finance themselves sooner or 

later given the limits on taxation; by driving up taxes to these limits and 

by the direct effects of transfers on incentives, bloated government also 

causes unemployment and reduces growth. It is such general 

propositions, with wide-ranging if not universal validity, that have 

driven macroeconomists like myself to examine what is traditionally the 

preserve of paid-up microeconomists, namely the efficient allocation of 

economic functions between public and private sectors and within the 

public sector itself. My own particular concern has been the U K where 

the.se propositions certainly appear to apply with force. Controlling 

government expenditure has been a shared failure of all governments of 

whatever political hue — at least until very recently under Mrs Thatcher 

— and it has undermined U K economic performance generally giving 

rise to the 'British Disease'. 

Yet it is not as if the British people had a set of preferences that sets 

them apart from other peoples where government spending is much 

lower; for example, the United States and Japan. True, the British value 

certain 'social ' objectives, such as the general availability of basic 

education, health care and pensions, and income support for the least 

fortunate. But so do others. The question then arises: can these 

preferences not be satisfied more efficiently? After all, when we 

complain about 'bloated' government, we do so only because this excess 

leads to distortions or inefficiencies in the economy's operation, 

showing up as inflation, unemployment, and low growth, the losses 

from which are in principle measiuable (if not so easily in practice). 

Three main developments in economic thought have made a fresh 

approach to the issue fruitful. Rational expectations is one; it has 

largely removed from the pro-interventionists' armoury the excuse that 
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the macrocconomy suffers from 'market failure' because the participants 

use information incfficienUy. Another is public choice theory, which 

has elucidated the possible effects of the incentives faced by politicians 

and officials; this has removed another potent weapon, the myth of the 

disinterested 'public SMvant". The third is the 'Austrian' dieory of 

contestable markets, which has given us the insight that monopoly as 

such does not prevent competition, rather it is restrictions on the 

potential for entry. This potential exists very widely in the private 

sector, possibly universally if one takes a suitably long time horizon 

over which the 'sunk costs' advantage of incumbent firms goes to zero; 

but it can be frustrated by government regulation, par excellence when 

die monopoly is in the publk: sector itself The theory of contestable 

markets focuses dien on die malign effects of government control on 

competition; it suggests that a 'private monopoly' is indeed better than a 

public monopoly. 

What I have to say wi l l draw heavily on diese developments in 

assessing die inefficiencies of current ways of satisfying modem Western 

'social' preferences, and in suggesting alternative ways. The alternatives 

are not new, but they have a 'classical' or 'conservative' ring to diem. 

Nor indeed is the use of 'consumer surplus' analysis new in assessing 

the inefficiencies; that analysis of course goes back to Marshall. But the 

renewed confidence that we can have in these okl-fashioned ideas stems 

from the three developments I have mentioned. 

It is fortunate that the ideas have now been put into practice on a 

significant scale, particularly in Britain and the United States, so it is 

possible to talk about inidal effects al least of certain elements in this 

'new conservative' reform program. I shall focus on die British 

experience (widi some sideways glances elsewhere) because I am most 

familiar widi it and because it is most relevant since the problems in 

Britain were most acute. 

I I . P U B L I C S E C T O R I N E F F I C I E N C Y A N D P R I V A T E 

R E M E D I E S 

There arc three aspecu of 'public expenditure' diat require carcful 

differenuation: 

( I ) Much public expenditure involves public prodnctlon. The 

Slate provides die capital, die management, and hires die labour for such 

things as primary and secondary educauon, the National Health Service 

(NHS), and the nationalised industries. However, obviously not all 

public expenditure goes on publicly produced goods and services. For 

example our defence goods indu.stry is entirely private; another example 

is the univcrsiues, which arc privately owned and run diough of course 

heavily state subsidised. 
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(2) Much public expenditure involves public purchase on behalf 

of the public to whom the goods and services are passed on at prices 

different from those that would have been paid had people bought the 

same things privately themselves. Examples of public purchase from 

the private sector are defence products for the armed forces, drugs and 

equipment for the NHS, roads and maintenance, council houses and 

maintenance. Where the state owns the production, the state is usually 

the main or only customer in its role as public purchaser; the examples 

of primary and secondary education and the NHS are prime ones. But in 

the case of nationalised industries this is not so; the private sector are the 

main customers. Finally, a lot of public expenditure does not involve 

public purchase, notably transfers such as pensions, supplementary 

benefits, and debt interest, which go straight into people's pockets for 

them to spend. These are best thought of as part of the tax (and transfer) 

system by which the state distributes income both w i t h i n one 

generation and (by borrowing and deferring tax) between generations. 

(3) Public expenditure invariably requires taxation, whether 

present or future ( i f borrowing is used). It is usual in discussing public 

expenditure theoretically to assume that this taxation lakes the form of 

"lump sum transfers' — i.e. 8 poll lax — this being the only sort of tax 

that causes no economic inefficierKy (or 'incentive effect'). But in 

practice no modem government makes significant use of poll taxes, for 

the obvious reason that they are very 'regressive', hitting the poor as 

hard as the rich. Rather, governments have used expenditure taxes (such 

as Value-Added Tax) and income taxes (including National Insurance 

Fund contributions); they have also used inflation, which taxes people 

according to their holdings of non-indexed financial assets, how much 

depending on how far ahead the inflation was anticipated. Borrowing 

without default (either explicit or implicit via inflation) can only defer 

taxation, but in practice govemmenu often prefer to use inflation as a 

way of easing ihe debt burden. Whichever of these routes is chosen as 

an alternative to poll taxes involves a loss of economic efficiency that 

deserves to be studied as part of the public expenditure debate. 

I now focus on each of these aspects in turn and evaluate the 

efficiency dimension of each. 

Publ ic Production 

One can visualise in principle the state being a producer of widgets, 

operating alongside a kK of competing private prochKers (who deprive it 

of any monopoly power) and enjoying no subsidy (or equivalent 

privileges such as preferential tendering for government contracts) to its 

operations. But this is a very rare occurrence for the obvioas reason iliat 

once the state is a producer of widgets, it becomes in the direct interest 

of the state, as a corporate entity consisting of managers, lax gatherers, 
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employees, public unions, and politicians, lo maximise its returns 
(broadly defined to include non-monetary returns) from the activity; this 
it does naturally by hedging the firm around with protective devices. 
The most effective device is monopoly power, which applies to the vast 
majority of state producers. Examples are nearly all the nationalised 
industries, schools, and the NHS (the NHS has a monopoly of 'free' 
medicine, which is best treated as a different prcxluct from private 
medicine under present institutions). 

However, this device is not always so readily available. For 

example, when the British government took over British Leyland ( B L ) , 

it was unable to give it a monopoly of cars; the British consumer would 

not have stood for that In these cases it can subsidise the producer, or it 

can erect a tariff (or equivalent) barrier, which is the same as 

simultaneously subsidising the producer and taxing the consumer by 

equal percentages. For B L , the government both gave a direct, overt 

subsidy, which continues, and installed a covert tariff barrier by 

sanctioning a U K cartel arrangement for cars, which enables all the U K 

producers to raise their U K prices. The Japanese, who might not have 

cooperated with the European multinationals who operated this cartel, 

were coerced by the government into accepting 'voluntary' quotas and, 

since they could not compete for extra business, were content to let their 

car prices rise in line. This cartel also continues, though it has come 

under attack and the present government has agreed in principle that it 

should end. 

The cost to society (i.e. the residents of the U K , its 'consumers' and 

"taxpayers') from such protective devices can be measured by a well-

known technique developed originally by Alfred Marshall: the 

'consumers' surplus' lost, i.e. the pure waste of resources due to the 

inefficiency fostered in production. There is nothing controversial about 

this method of measuring losses; all economists accept it and use iL A 

variety of refined measures have been developed in recent years as well as 

new and ingenious ways of measuring in practice. We are here interested 

in a rough idea of the orders of magnitude, and for this purpose we will 

stay with Marshall's original formulation, as further extended by Arnold 

Harberger of the University of Chicago (Harberger, 1964). 

First monopoly power. Its cost to society is illustrated in Figure 1. 

The monopolist sets marginal cost equal to marginal revenue, 

reduces output from qotoqi. raises price from po to py. The k>ss to 

society shown in the shaded area represents the difference between what 

people would have paid for each extra unit (over and above qj) and what 

it would cost the monopolist to provide it (i.e. his marginal cost); these 

differences for each extra unit are then added up to give this (the shaded) 

area. It turns out that an approximation to this as a proportion of the 

monopolist's revenues is: 

OJ * the price elasticity of demand * l(pi - co)/col^ 
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Figure 1 

The Social Costs of Monopoly Power 
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For example, a monopolist who charges 30 per cent over his true 

marginal costs for a product whose price elasticity is l.S (i.e. a 1 per 

cent rise in price would reduce demand by l.S per cent) would cause a 

social loss of 0.5 � 1.5* (0.3)2 , 0675 or 6.75 per cent of the value of 

his (^rations. He is wasting this much resources as a proportion of the 

resources he controls. 

We turn to subsidies and tariffs for public producers not protected by 

monopoly. The costs can be analogously calculated. Figures 2 and 3 

illustrate the usual case of a good entering international trade. These can 

be simply explained. The subsidy and tariff rates arc s and r 

respectively, x is the world price that would prevail on the domestic 

market for producers and consumers alike if there was no intervention. 

With a subsidy (Fig . 2) . the price received by producers rises to 

n(I * s). and tliey move resources into the industry; the cost to society 

for each extra unit is the difference between the prkx required by the 

producer to cover his marginal costs (as shown by the SS curve) and the 

cost to society of buying the product abroad at the world price, n. 

Adding these extra costs up for the extra loiits involved gives the shaded 

area. With a tariff (Fig . 3) , not only does this all happen, but al.so 

consumers pay over the world price at )t(l + /).� in addition to the cost 
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Figure 2 
The Social Costs of Subsidies 

(s - subsidy rate: n - world price) 
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Figure 3 
The Social Costs of Tariff Protection 

(t - tariff rate) 
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above, (here is ihe cosl lo society from consumers reducing their 
purchases. On each unit reduction, the loss is the difference between 
what that unit was worth to them (i.e. what they gave up by not buying 
it) and the world price at which they could have obtained iL 

The approximation to these sources of social loss are: 

loss due to subsidy = 05 * price elasticity of supply * 

(as a proportion of production) 

loss due to tariff = 05* price elasticity of imports * t^ 

(as a proportion of imports) 

The Cure in Principle for the Waste Due to Public 

Product ion 

Long experience of political pressures shows that, i f something is 

publicly produced, it is very hard to avoid the accretion to it of 

substantial monopoly power or protection. Therefore, it is Utopian to 

think that production could remain public and yet be disciplined by 

competition. It follows at once that the only remedy is for production to 

be private and simultaneously for any residual monopoly power to be 

broken up. any protection to be removed — in short simultaneous 

privatisation and competition. 

This process has no implications for the existence of the 'welfare 

state'. As pointed out earlier, the British defence industry is private, but 

we still spend on defence; in some countries (such as Argentina) the 

defence industry is [Hiblicly owned and the government has to spend 

more resources on defence (or get worse quality) to albw for the waste 

involved in pubUc production. This shows that, were the total resource 

budget for welfare spending to be maintained, privatisation and 

competition would certainly increase — probably rather substantially — 

the value for money of that spending by cutting out the waste in 

production. 

Once this important point is fully grasped — and it has not been in 

much recent debate — then both defenders and opponents of welfare 

spending should agree that if nothing else, privatisation and competition 

(from now 'privatisation' for short) should be pushed ahead. Coal, gas. 

electricity, railways, hospitals, schools, car producers, and all the other 

now publicly-ownied businesses should be private production units. 

The details in each industry may have to be different to allow for its 

technological characteristics; for example, it would make little sense to 

allow two telephone companies to offer a parallel set of telephone liites. 

A better solution is to sell a franchise for operating and mamtaining a 

single network for a limited period, at the end of which the franchise 

would be resold to the best contender. This is an example of a 'nauiral 
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monopoly', of which concqH much play was made when nationalisation 
was first introduced in Britain. The natural monopoly is one where for 
technological reasons (economics of scale) it is most efficient for only 

one firm to operate. But the example shows, as has now widely been 

explored in economic analysis and case studies, tftat competition — in 
the sense of 'contestability', tlte threat of losing business — can be 
effectively preserved even in these cases. Often competition can be 
strengthened beyond the point of the example given by separating out 
carefully that part of the operation that has the economies of scale from 
those that do not and limiting the franchise arrangement to the former. 
To follow the same example, the telephone lines should not be 
duplicated and tlieir operation and maintenance could be fianchised, while 
telephone s e r v i c c i (i .e. installing and mamtaining telephones, 
operating switching networks, sending messages) could freely compete 
in significant numbers on these lines. 

Why then is privatisation retarded? The answer is obvious: 

producer pressure groups are damaged, see no chance that society wil l 

recompense them for their loss of producer privilege under privatisation, 

and so oppose it. For when producers have monopoly power, resources 

are transferred towards them at the expense of the consumer, and in the 

process the pure waste we have evaluated occurs iKcause producers 

achieve this transfer by raising prices and so driving a wedge between the 

true costs of the product and its value to lite consumer. 

There is a paradox here. Society — i.e. consumers — could "buy 

o f f these producers, give them all they now get in resources as a gift 

from the taxpayer, and in return demand that they cease tfwir monopoly 

practices; as a result society would at least recoup the pure waste we 

have isolated, even i f consumers, other than those in these producer 

groups, would not get back the transfer. 

But of course in practice this is impossible and dangerous. It is 

dangerous because it implies legitimacy in the exercise of monopoly 

power, in fact monopoly power is not legitimate, nor should it be since 

it damages society. Were society to legitimate it post facto, it would 

encourage it further. 

It is also impossible for two reasons. First, because monopoly 

power is illegitimate, the producers exercise it covertly while claiming 

(hey do no such thing: their actions arc ' in the public interest' because of 

'special circumstances', and other such fallacious arguments. How then 

can society ask them, in return for a gift, to stop doing what 'tfiey are 

not doing'? There is no overt basis for a trade. 

Second, how could society — supposing it achieved this 

arrangement — police it? It is practically impossible to make reliable 

estimates of llie true internal costs of a producer without competitors, for 

the producer will conceal them or pad them to avoid this. It follows that 

a policy of 'bribing the monopolists' is useless; but indeed the 
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experieiKes of those who have dealt with protection gangs would have 
confirmed this already. The bribe is taken and the screw is left as tight, 
or ughtcned if the bribe is regarded as a sign of weakness. 

So producer groups wi l l resist, the public in general w i l l 

unanimously (apart from the producer minority) wish for ihem to be 

overcome, and the government has the difFicult — but ultimately 

necessarily rewarding — task of pressing ahead with pnvatisation against 

producer obstruction. The early British difficulties with British Telecom 

aixl NHS ancillary work are classic illustrations. 

We now turn to the second aspect of public ex[)enditure. public 

consumption, where governments have shown much less disposition to 

act, and where the debate is hopelessly confused. 

Publ ic Consumption 

We now have to ask the question: is there any reason for the state to 

buy goods and services (such as medicine, doctors' services, education, 

defence goods, bridges and roads) on behalf of the public, using their 

taxes, rather than let the iiMlividual members of the public buy the same 

goods and services with their own untaxed money directly from the 

producers? 

It is well known that there is one type of good or service for which 

public purchase can be justified under certain circumstances. This is 

something that, oiKe bought and installed, can give an extra person 

pleasure or benefit at low or zero cost ( ' low' means smaller than the 

average cost of buying the product), including direct cost of uulisation or 

indirect cost of iiKonvenience to other users. The classic example is a 

park: once bought and set up, extra people can enjoy it (at least up to a 

certain point where congestion sets in) without imposing costs on the 

park budget or on other people using the park. It can therefore be argued 

that it pays society for the park to be used up to the point where an extra 

person doesn't use it simply because he has better things to do and not 

because he can't afford the price; in other words the park should be free 

because it costs society nothing for an extra person to use iL The park 

is said on this argument to be a 'public good' because, if it were 

privately bought by individuals at the average cost of park provision 

from a private operator, it would be underutilised; thus it is 'natural' or 

'right' that society should buy it and provide ii to taxpayers free. 

In fact, the argument needs to be u.sed with care, though it has 

applicability. Many goods have the feature that once bought and 

installed their marginal cost of use is at limes k}wer than their average 

cost of installation; think of aeroplanes, wluch once bought and flying a 

route can carry an extra passenger for nothing. They v e clearly not 

pubUc goods! Even when governments buy aeroplanes, as unfortunately 

they do for prestige reasons mainly, they hesitate (except in some lunatic 
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s) to give seats away in this manner. The reason is that for much of 

the time planes are ful l , and ful l prices ought to be charged; to vary 

prices according to the level of capacity is too complicated and hence 

expensive (in terms of information costs for example). Hence airlines 

are classed as private goods. 

Furthermore, many other goods, while 'public goods' to a limited 

degree, arc not public enough for the stale to be involved in their 

provision. Take a squash court. This has public good qualities in the 

sense that extra people can use it at little cost, but it is not necessary for 

the state to buy it and pass it on to a group of local people. Instead, the 

efficient method of purchase is through a club. A club comes into 

existence to deal with just such a localised public good; it charges an 

entrance fee to a group of users willing to finance the building of a 

squash court, and then it levies a user cost fee for each game on the 

players in the club. The advantage of a private club is that it has a 

strong incentive to search out those who wil l benefit and so contribute 

to the fixed costs of the operations; those excluded wil l be those who 

would not contribute and so would not benefit sufficiently to cover 

average costs per person. Clubs w i l l also often offer an 'occasional use' 

membership or guest fee for those who like to be casual users; this fee 

will often be set at marginal cost. The only justification for the state 

taking over the club activity is if there arc a significant number of users 

unwilling to pay the entrance fee but willing to pay more than the user 

cost fee for an occasional game of squash. The problem with the state 

taking over, which has lo be balanced against this potential justification, 

is that everyone wi l l have to pay for a facility that only a few extra 

may use; this can clearly lead to underprovision, since the mass of 

people will have no interest in creating the facilities. 

Hence the question to ask about state provision of goods with 

public qualities is: is the state the 'natural club' for this good? And this 

in effect boils down to: are the benefits of the good widely spiead 

enough, either directly in the sense that everyone wi l l or may use it or 

indirccdy in the sense that everyone enjoys its availability (e.g. air/sea 

rescue facilities may give the public in general pleasure because they 

want people not to perish in sea crossings, mountaineering, etc.). This 

is the question, and it needs to be very carefully posed and answered by 

those in the public debate. A few examples of fairly obvious public 

goods (full status ones) are: defence, police, and economic infrastructure 

such as trunk roads and sewers. But we wil l attempt a finer di.scussion 

of the details at a later stage. 

Having attempted to define public goods in priiKiple, we now 

discuss the issue: what is the cost to the public if a non-public good (a 

'private' good henceforth) is provided free (or at a subsidised rate) to the 

public, being financed by taxation? 

78 



Minford: Achieving Public Objectives with Less Money 

We can in fact use exactly the same Marshall technique as we used 
above in measuring this waste in public production. The possibiUty is 
illustrated in Figure 4. Here we assume that the state provides all that 
people want of the good. The k>ss is the difference for each extra unit 
over q', the optimum number of units, between the cost of the service 
and the extra benefit to consumers as given by the DD curve. The 
approximate value of this as a fracbon of the costs of production is 

05 � e/<I + e) 

where e is the price elasticity of demand 

This is potentially a very large number for example i f the elasticity of 

demand is one, the waste would be a staggering 25 per cent of 

production. 

I l is for this reason that the slate typically rations goods that it 

provides free. This inuoduces a modification of the problem: now some 

goods may be rationed to the point where less is provided than 

consumers would want at cost price; other goods may be overprovided. 

Figure S illustrates. The waste here is hard to evaluate because we have 

no obvious measure of how the ration translates into the subsidy or tax 

the public is receiving. In principle, the approximation as a proportion 

of public expenditure is: 

OJe^ or OJe^ 

where / is the implicit tax rate, s the implicit subsidy rate 

Figure 4 

Waste from Free Provision of Good to Full Extent 

of Demand 

P 
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79 



Restraining Leviathan 

Figure 5 
Social Loss Whsn Stats Rations Pr ivs ts Good Provldsd 

Frss (a) to I s s s (b) to mors than dsmsndsd st cost 

We can simplify the problem if die state allows private purchase as 

well as public. In diis case S(a) wi l l not arise because the private sector 

will f i l l the gap between 7 and ^* at the price of c. This in the U K is 

the typical case; think for example of plastic surgery or hip 

replacements, where the stale rations below what people are prepared to 

pay for at cost price, and die private sector steps in at the margin. 

It follows that the problems of state purcha.se arise with cases 

illustrated by Figitfcs 4 and 5(b). Where the state 'overprovides'. die 

cost is 0.5(e)s^ or at the extreme 03(e)l(l � e) where there is no 

rationing. These costs are potentially substantial because ihc rationing 

process is politically vulnerable: if the public want more expensive 

medicine in the NHS politicians find it hard to deny them txcauae they 

are too easily cast in the role of niggardly villains. In a nutshell, the 

political problem of holding s to zero or a low number is in practice 

insuperable: free services are open-ended sut>sidies, in die sen.sc dial 

demand at a zero price is 'infinite' (compared widi Exchequer resources) 

and politicians are under constant pressure to increase the quantity 

supplied. The pure waste element wi l l tend towards die upper limit of 

03(e)l(l + e). 
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This gives us a useful bracket on the costs of waste in public 
provision of private goods. It is unusual to find a subsidy element 
below 30 per cent. Supposing an elasticity of one, this would give a 
lower limit of 12.S per cent and an upper limit of 2S per cent This may 
well be the range of waste on the public consumption side of the NHS, 
for example. 

We now turn to the third a.spcct of public expenditure, taxation. 

T a x a t i o n 

In practice, taxes raised are wasteful because of political factors. A 

'lump-sum' transfer or poll tax was from time to time practised in 

European colonies, but in a modem democracy it has no chance because 

it is the most regressive form of taxation, and in our society it is 

expected by the populace that the 'rich' should pay 'more', even 'most'. 

Hence the emergence of the 'graduated' income tax. Even expenditure 

taxation is not liked in many democracies because it does not bear as 

heavily on higher incomes as an income tax can be made to. 

Furthermore, a high level of protection (or safety net) may be stipulated 

for the poor — presumably because most people feel there is a 

significant chance of slipping into that category. The result of this 

general tendency is that marginal tax rates on labour input (i.e. personal 

effon) are typically high in two main areas of the income scale: high 

and low incomes. At the high end because the wealthy have to carry a 

bigger burden of lax, and at the low end because the desire to protect the 

incomes of the poor implies that their extra work brings little extra 

income. 

The effects of these high marginal tax rates are well documented, 

less indeed at the top end of the iiKome scale (where evidence is more 

elusive pertiaps because it involves individuals rather than large groups) 

than at the IxMtom end in the 'poverty trap' and 'unemployment trap'. 

My own research suggests that, on average across the whole 

economy, a 10 percentage point fall in marginal tax rates on working 

among the poor unemployed, whether it comes from lowering taxes on 

the low-paid or benefits on the unemployed, would reduce 

unemployment by about half a million (a rise in employment of 2 per 

cent). 

If one accepts that a reduction in public expenditure would lower 

taxes on the low-paid — and even faciUtate a reduction in unemployment 

benefits because post-tax wages that the unemployed could now obtain 

would be higher — then the gain to society from the expenditure 

reduction is swelled very substantially. Let us suppose thai every 1 per 

cent reduction in state expenditure would permit a fall in marginal tax 

rates on the k)w-paid (bccau.se of skilful distribution of the gains across 

the tax structure) of 3 percentage poinu. Then on my calculations 
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employment and national output would rise by roughly 0.6 per cent. 
This means in effect that 60 per cent of the total cost of extra public 
expenditure in the U K at present levek of expenditure and taxation is a 
pure burden of waste on society: a staggering indictment of our public 
finance situation. 

For what we are saying is that, because of political difficulties in 

raising taxation, the inefficiency of extra taxes is now 60 per cent of 

their yield. It follows that there is a strong absolute case for public 

expenditure cuts just for the sake of saving Exchequer outlays and 

regardless of the other, more subUe arguments we have set out above. 

Of course, as these bad taxes are reduced (high marginal tax rates on k)w 

and high income groups eliminated), this factor will disappear from the 

cakulation. But at present, it must be rated as of very high importance 

in the debate. 

in. T H E W A Y A H E A D : W H E R E C A N C U T S B E 
M A D E ? 

Let us consider first what an 'ideal' system woukl look like, and consider 
transitional arrangements later. Too much discussion considers 
incremental changes from the system we have, which give little 
improvement and create practical difficulties, so providing an easy excuse 
for their rejection. 

Let us enumerate our objectives: 

(1) Ef f ic iency in prodaction wherever at present the public 
sector is a producer. 

(2) Optimum provision of publ ic goods, which should be 
provided only by the state. 

(3) For other goods, efficiency in consumption wherever the 

public sector is at present a consumer. 

(4) Ensuring that the poor have good education, good health care, 

and are at a l l stages of the l i fe cycle supported above 

'subsistence' levels of income, while at the same time 

preserving incentives to obtain work and, once in work, to 

work for higher wages. Ca l l this in shon the efficient rel ief 

of poverty. 

Now let us see what can be done to achieve each of these in turn: 

(1) Productive ef f ic iency. The rule should be: no public 

production. A l l present productive facilities operated by the public 

sector should be privatised in a competitive set-up. I f a productive 
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facility is a natural monopoly, dien it should be operated privately after a 
periodic lender; the tender should be owned by the suite and treated as 
infrastructure. This applies not merely to nationalised industries but to 
all other public services too, such as education, health and local 
authority services. The only exceptions would be on security grounds, 
as with police, armed forces, judges and die civil service. Even diough 
there coiild be gains in efficiency from having private companies offering 
policing to the state as consumer, and tendering for the 'police conuact' 
for Merseyside for say five years, it is obvious enough dial the public 
prefers to trade any such gains in efficiency for political security and 
control; for suppose the private company's employees Ijroke die law or 
took bribes, who would police them? Instead, the public prefers that 
carefully selected representatives be given the task of building up a 
police force with standards of public morality and service especially 
inculcated. What we are saying here is that public production of these 
goods is itself a 'public good' — i.e. the public security cannot by its 
nature be privately provided. 

(2) Public goods. Apart from defence and law and order, the 

main group of public goods is 'infrastructure' as discussed earlier. 

Infrastructure is by definiuon capital equipment, and some people have 

jumped from this observation to the argument that public capital 

expenditure is always a good thing while public current expenditure 

involves waste. However, as our arguments should have made plain, 

this does not follow and is wrong. Some current expenditure is on 

public goods: defence and law and order are prime examples involving 

mainly current expenditure. Also, much public capital expenditure — 

e.g. by die nationalised industries — is not on public goods; if these 

industries were privatised, they might well be cut back because of 

unprofiiability in a competitive environment. 

Infrastructure then is capital equipment dut the state ought to 

provide. How should it decide how much? The answer follows from our 

earlier discission of clubs: the state is acting like a club, and while it 

has no difficulty in raising club fees (taxes) it must evaluate whether 

people's txnefits from the investment exceed their costs, so that in 

principle diey would be willing to subscribe the club fee for installing 

die equipment. Such 'social cosi/benefit analysis' is now standard in 

infrastructure decisions; but political judgment also comes in and righdy 

so, as it would in the case of club management deciding what it could 

'sell ' to its members. The members arc the taxpayers and their altitude 

to the facility and their resulting tax bill will affect their view of tlic 

politicians who made the decision. 

This decision process is clearly vague and at the nadonal level prone 

to error. Therefore, as far as possible groups who decide infrastructure 

should be set as narrowly as possible. Local roads, for example, require 

local, not national, decision for the beneficiaries are kx:al. Where a road 
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or a bridge serves a clearly defined group and is likely to be highly 
utilised, a toll is possible; such projects can be 'privatised' efficiently. 

This wil l still leave imporunt infrastructure decisions at the 

national level; but, i f the rest of our suggestions were adopted, then state 

officials would have fewer distractions and pressures from other areas 

wrongly in the publk: sector and the decisions on infrastructure would be 

improved. One problem in particular would disappear that of a chronic 

public finance crisis as cash-hungry open-ended programs starved 

departments of cash for necessary infrastriKture. This crisis-problem 

appears to have become endemic in the public sector and to have had the 

effect of running down infrastructure programs for purely cash reasons; 

this is irrational for the cuts should really fall in the areas we have been 

carefully setting out. 

A partial Ust of infrastructure is: 

(National level) tnink roads 

trunk railway track 

national canals 

airlane support (radar, etc.) and airport provision 

national electricity grid 

national gas grid 

national telephonic cable 

reservoir 'grid' 

(Local level) kxal roads ('feeder' roads) 

branch rail Hack 

kxal canals 

sewers 

kxal reservoirs 

These and other public goods are what the state shoukl be providing and 
concenualing on doing well. 

(3) Public consumption. The main services that the sute buys 

for the people and passes on at free or subsidised prices and that are not 

public goods are health and education services. The statement that these 

are not public goods requires some quaUficaiion. There are elements of 

public good in both: if your neighbour catches bubonic plague, then 

you and many others suffer. I f someone is unable to read or undcrsuuid 

the spoken language, he may cause others a nuisance (e.g. by 

disregarding public safety orders). A lack of general education 

impoverishes society, not just the individuals involved. But these 

aspects are easily handled without public purchase of health and 

education services for all; minimum standards of hygiene, preventive 

medicine (e.g. inoculation) and education can be set and subsidised 

directly. Inoculations for bubonic plague would naturally be 100 per 

cent subsidised; education vouchers would subsidise education directly. 
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Thus the specific public good elements are best handled by specific 
measures and subsidies: and we assume this in what follows. 

The inefficiency that arises when the state passes on these services 

free or with a general subsidy was discussed above. If everyone had equal 

income, the answer would be clear: let each spend his own chosen 

amount of resources on health services and health insurance, and on 

education. The inefficiency would disappear (the specific public good 

elements being taken care of as assumed). 

However, this brings us to the core of the 'welfare state' debate. 

Income is unequal; therefore under this system, the poor would have less 

access to health and education than the better off. Some go on to argue 

that to maintain adequate (some would say equal) access for the poor the 

state must buy health and education and then redistribute il But as we 

have seen, stale provision involves inefficiency, which imposes a cost 

on society as a whole. 

Assuming — as we do — that one objective is to give the poor 

access to necessary healdi and education, can we resolve the apparent 

conflict between efficiency in consumption and this objective? The 

answer is yes. It is not necessary to have state purchase to achieve any 

given objective of access to the poor. The efficient way to proceed is to 

give the poor the means to buy these services, and (since these means are 

not intended to be diverted to other expenditure, whether food, opera or 

bingo) to tie these means to just these services (e.g. by education 

vouchers or by subsidising health insurance). Society can decide the 

level of support it wishes to provide the poor and then allow them and 

everyone else to spend this support and their own resources on buying 

privately provided health and education services. 

This support — given society's preferences — should be means-

tested. Society wishes to help the poor, not the better off; indeed it is 

precisely the open-ended subsidy now given to all that causes the chronic 

crisis in health and education. 

We now examine carefully how this proposal would work in health 

and education. 

Health: The assumption wil l be that health services are paid for 

by the individual and that he buys ful l health insurance, structured in a 

normal way with near 100 per cent insurance for very serious bills. The 

cofKcm of society is then that poor people will skimp on private health 

insurance. This concern could be allayed by providing a means-tested 

subsidy to health insurance; this subsidy could be payable on production 

of the health insurance certificate evidence of income. However, there is 

a serious problem with this method of payment: that yet another means-

tested benefit is piled on top of an already complex tax/benefit system, 

worsening the poverty uap. 

There is a better way to achieve the same effect The concern of 

society is twofold: to help the poor to achieve an above subsistence 
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living standard but without damaging incentives, and to ensure that 

within their income the poor spend adequately on health. The former 

help is best given by a Negative Income Tax (NIT) , which makes net 

income slip back very slowly as gross income falls towards the 

subsistence level; this principle is illustrated in Figure 6. 

The NIT maintains the iixentivc to work harder and earn more, 

albeit with a high marginal tax rate (no more than 70 per cent). It also 

protects the poor in a general son of way, i.e. via income. It is a.ssumed 

to replace all means-tested benefits iiKluding rent and rate rebates, and 

Family Income Suppkment 

Given the NIT . the assurance that the poor in receipt of N I T are 

spending adequately on health can be provided simply by making 

payment of N I T contingent on the production of a certificate of medical 

insurance to a specified minimum level. Such a minimum level of 

insurance could also be made compulsory by law, as in the wearing of 

seat belts. 

Figure 6 
The Negative Income Tax 

Net 

lncom« � 
* � _ 

« 

m 

� 

y' y f T l o w ' 

.* marginal 

. ' ' tax rate 

'Poverty' 

Level 

� 

�Subsis-

tence' 

Level 

.ff^""'''^ .'' "High' marginal tax rate 

bekjw poverty level 
� � � a 

Gross Income in Work 

Pr imary and secondary education: The same principles 

apply. Assuming that the NIT is in place, society is concerned that the 

poor would skimp on education for their children — which is indeed 

illegal, but clearly plausible. Again, the simple remedy is to make the 

payment of NIT also conditional on the production of receipts ica school 

fees in respect of children below the minimum school leaving age. 
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Higher education: Higher education is quite different in that it 
yields a return to the graduate. There is no case for a general subsidy to 
higher education, since in general the skills and knowledge acquired carry 
a maiket price reflecting their social value. I f society feels that particular 
areas of social value — e.g. the study of ancient cultures and languages 
— are being insufficiently studied, a particular subsidy lo these areas Ls 
justified; but that is all. Students may borrow to finance their education 
and grants should therefore be replaced by loans; students wil l also no 
doubt work in vacations (as many do now) to help finance their studies. 
Universities wil l be forced to compete on price for students' registration, 
which wil l lower costs, iiKrease efficiency in teaching, and cause a better 
allocation of resources between subjects. Students will work harder in 
the knowledge that their own resources are on the Une. 

(4) The efTicient rel ief of poverty over the l i fe cycle. 

We have afready seen that the N IT can efficiently relieve the poverty of 

those in work, while carrying with it conditions on education and health 

standards. We have also considered the major areas of public 

consumption. We have ignored an important area of pubUc expenditure: 

the transfer payments made to the unempk>yed, to state pensioners and to 

the disabled We consider these now in turn. 

Unemploymen t benef i t s ( i n c l u d i n g supplementary 

benefits paid to the unemployed): Just as in the relief of 

poverty for those in work we set an NTT with a marginal tax rate of no 

higher than 70 per cent, afready a high figure, to limit problems of 

incentive. So with the unempk>yment benefit there needs to be a ceiling 

on the marginal tax rate on the act of going to work at all . This could 

be achieved by a 70 per cent ceiling on benefits as a fraction of previous 

net earnings. I f introduced at a lime when taxes on the low-paid were 

being cut, as the ideas set out in this article will surely make possible, 

then, while the introduction of this ceiUng would indeed lower benefits 

of those remaining unemployed, the tax cuts wouM raise the net wages 

available to them if they opt to take a job; the improved job 

opportunities would be welcome while the drop in benefits would 

increase the incentive to take advantage of these. Such a change would 

be highly defensible from society's viewpoint both practically and 

morally. 

Pensions: Pensions are in the same cat^ory as health: a matter 

for personal investment but one that society is concerned that everyone 

should undertake and also is concerned that the poor may skimp. As 

with health, belonging to an adequate pension scheme could be 

compulsory by law, and evidence of this should also be made a 

precondition of receipt of NTT. The retirement age in the pension 

scheme should become a matter of personal choice (subject to some 

upper limit perhaps). 

87 



RtsTraining Leviathan 

Sickness and disability insurance: Similar principles apply. 

This could be made compulsory and receipt of NTT again conditional on 

evidence of minimum insurance. 

The Alternative Framework Summarised 

In sum, what we are saying is that efficiency considerations dictate 
radical changes in the functions accepted by the stale. First, the slate 
should v îthdraw from public production, except for areas such as 
defence, law and order, and public administration; and it should institute 
competition in the new private arrangements. Second, it should 
withdraw from all areas of public consumption except public goods; 
public goods include defence, etc. just listed and infrastruaural capital 
investment Third, it should replace public consumption in the areas 
listed by a 70 per cent Negative Income Tax to help the poor, 
conditional on their subscribing to medical and disabiUty insurance and 
to a pension scheme, and paying their school fees. All 'welfare' services 
would then be bought by individuals in a normal manner for cash. 
Fourth, unemployment benefits should be subject to a 70 per cent 
ceiling as a fraction of previous net income. 

IV. MRS T H A T C H E R ' S RF.FORM P R O G R A M M E : A 
C A S E STUDY 

Mrs Thatcher has had her work cut out on many fronts besides those of 
long-term public expenditure reform. Most of her government's energy 
has been devoted to the fight against inflation and to the reduction of 
union power. On both these fronts, she has been fairly successful. On 
public expenditure the main efforts have been concentrated on the 
production side under the famous privatisation program. There has also 
been some progress in reforming the tax/benefit system. Public 
consumption has been so far left almost entirely alone. After some 
tentative investigation of voucher schemes for education, the time has 
been judged 'unripe* for such radical plunges, though there is now a 
renewal of interest that may surface in more concrete form after the next 
election. As for health, Mrs Thatcher felt it prudent to declare the 
National Health Servce to be 'safe with us'. In the next two sections I 
look briefiy at privatisation and taxybenefit reform. 

Privatisation 

The privatisation program has captured international attention and led to 
emulation by other market-orientated governments (most notably and 
recently of course that of M. Chirac). In its own terms it has been 
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remarkably successful, both in raising large amounts of revenue through 

asset sales and in improving the efficiency of the previously nationalised 

sector. It has been attacked predictably from the left but also by free 

market economists who wanted more competition ir\troduced with 

privatisation. In fact, competition has been introduced cautiously if at 

all, the preferred model for the large public monopolies being regulation 

in the private sector (as for example with British Tetecom and British 

Gas). 
This has meant that the gains in efficiency have come from 

liberating producers from detailed government interference — with their 
capital programme, borrowings, and day-to-day decision making — 
rather than from consumer pressure (except that of the regulator). These 
gains have accordingly shown up in higher profits (Amersham) and 
rewards for managers and workers (Bridsh Telecom). Appendix 1 gives 
the (rather good) record. Appendix 2 shows some more general results of 
privatisation and deregulation. The threat (or promise) of future privati-
sation has also produced profit gains in other nationalised industries such 
as British Airways, the National Coal Board, and British Steel; here 
managers and government have used the desire for privatisation as an 
excuse for non-interference by government in commercial management 

The regulative model has the obvious drawback that, once liberated 
in this way, managers will find ways of 'capturing' the regulator or 
blocking him by poor information, etc. As a long-term model it is 
therefore deficient, as has been shown by previous (mostly US) 
experience (see Yarrow, 1986). As a short-term model it has the 
attractions that (a) practical problems of transfer to the private sector arc 
minimised because the managers are fully cooperative, (b) gains in 
efficiency occur rapidly and obviously (through profits), and (c) revenue 
from asset sales is maximised (making tax cuts possible while long-term 
reforms of the public sector are put in hand). 

The requirement will be to effect a transition towards competition 
within a reasonable period of time that does not betray those who bought 
shares under the current model. With British Telecom, the growth of 
Mercury and developments in technology will act as an opportunity; 
indeed it is hard to see how competition can fail ultimately to be intense 
in the telecommunications area as alternative message-delivering systems 
emerge. With British Gas, the transition will have to involve divestiture 
of showrooms, possibly break-up into regional firms and the group 
operated under franchise, with coal and electricity being freely 
competitive (no import quota on coal. etc.). And so on; there are ways 
in each case. But it is reasonable to argue that without the short-term 
model actually used no step at all would have been possible, in a new 
and politically treacherous area. 
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The Tax/Benefit System 

The system the Conservatives inherited was one in which marginal tax 
rates (obviously the key concept from the viewpoint of incentives) were 
very h i ^ for two main groups; those on high incomes and those on low 
incomes. The former faced high personal tax rates rising to 83 per cent 
(and to 98 per cent on 'unearned' income, i.e. that generated by previous 
efforts, either their own or their ancestors'). The latter faced implicit 
rates of up to 100 per cent, or more on (a) the decision to work rather 
than to remain unemployed (the 'unemployment trap"), and (b) if in 
work, to work for more pay (the 'poverty trap'). The rates became so 
high because to the explicit marginal tax rate had to be added the 
withdrawal rate of benefit (for unemployment or foi being a low-income 
wwkcr). 

In response the government has acted cautiously, reducing the top 
rate of personal tax to 60 per cent and abolishing the differential rate on 
unearned income. This remains an exceptionally high rate, and the yield 
of the higher personal tax rates is trivial (around £2.0 billion) assuming 
no su|^ly responses or evasion. On ^ other hand, experience indicates 
that abolishing the 80 per cent/98 per cent gives a 'negative' yield: this 
is implied by recent US experience of cutting the top rate to 50 per cent, 
after which revenue rose suongly. 

For low incomes, the government has instituted a recent nfom of 
the benefit system, has cut the standard rate of tax to 29 per cent, has 
raised tax thresholds since 1979 by 21 per cent in real terms, and has cut 
employers' National InsuraiKe contributions to S per cent from 9 per 
cent. The benefit reform brings the top marginal rate on working for 
more pay down to around 96 per cent, but at the cost of extending this 
rate over a larger section of the income scale: it does so by using an idea 
suggested in Minford et al. (1983) of relating in-work benefits to net 
rather than gross income. So the 'poverty trap' has been improved but 
high marginal lax rates remain over a wide range of low incomes. As 
for the decision to work, little improvement was made; benefits for the 
unemployed were not cut except for young workers and the 
'unemployment trap' was hardly touched. In an earlier decision, the 
earnings-related benefit (lasting for six months only) was eliminated 
from the beginning of 1982; but this affected a minority of the 
unemployed (under 20 per cent), all of them short-term unemployed 
whose 'search time' only would have been affected. 

High unemployment in Britain is coming from those unemployed 
for more than six months; for such people the system of indefinite 
support and living standards above the poverty line has been left 
untouched. There is more than a suspicion that many of the long-term 
unemployed are working in the black economy and have little interest in 
rejoining the white economy; much necessarily indirect evidence (e.g. 
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Matthews and Rastogi, 1985) supports the view, while a recent 

Department of Employment survey estimated that 1 million of the 

unemployed were not seriously interested in Hnding wort. 
Reforms seriously addressing high marginal tax rates appear to await 

a change in the climate of both intellectual and popular opinion. 
Intellectual opinion has shifted somewhat towards acknowledging the 
futility of high marginal rates: hence the cautious moves to cut top rates 
have been accepted. Popular opinion still on balance appears to be 
impressed with the idea that the 'rich' should pay 'more' (which of 
course they do anyway) and that the unemployed have suffered 
misfortune and therefore deserve unlimited support. However, shifts in 
this opinion too have been perceptible, particularly after the passing of 
the US lax reforms lowering the top marginal rate to 33 per cent 

Another area of progress has been corporate tax, where by reducing 
depreciation allowances (far larger than the true depreciation and so a 
subsidy) the lax rate has been cut to 35 per cent Similar progress both 
on VAT. where the idea of a large extension of the base was floated by 
the Treasury enabling a cut in the rale (or in personal lax rates), and on 
the reduction of tax relief for 'privileged' forms of saving, such as 
housing, pensions and endowment insurance, was very largely frusuated 
by special interest lobbying; only the endowment insurance tax relief 
was ultimately abolished. 

The tax and benefit system is an area where important steps have 
been taken but signiTicant reforms are still awaited. 

V, CONCLUSION 

I began by speaking about bloated government It should now be clear 
in what precisely that bloated condition consists: it is the absence of 
competitive pressures on public producers, the absence of signals from 
consumers, and the distortions of private choice created by the 
tax/transfer system. It is not in the preferences themselves that public 
expenditure is trying to satisfy: of course appropriatcitess of prefereiKcs 
can be argued over, but that is not an argument entered into here and in a 
democracy there are ways of settling what are the relevant preferences 
(which I have implicitly assumed were known and coincide roughly with 
the objectives of current spending arrangements). The remedy consists 
not in cutting health expenditure by, for example, attempuig to persuade 
people they don't want more health care (which they clearly do): but 
rather in reorganising its provision through privatisation, its con-
sumption by making the ultimate consumer pay. and its financing by 
helping those who cannot afford socially determined 'necessities' such as 
basic health care, directly through income support programs. Marginal 
tax rates can then be cut by limiting government expenditure to public 
goods only. 
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Looking back on why the British got into such a mess, I am 

reasonably clear that it was an intellectual confusion. Influenced by 

socialist economists such as Laski to believe that incentives were 

unimportant, those in power thought the planning methods of the war 

machme could be harnessed to solve peacetime problems, especially 

'social' problems. Four decades of research and experience have revealed 

the confusion; but implementing the remedies is a slow and painful 

process. 
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Appendix 1 

Market Results of State Sell-Ofis In Britain 
(as of 17/10/86; Source: Investors Chronicle) 
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Appendix 2 
Some Effects of Privatisation and Deregulation In 

Britain 

(a) Privatisation 

Company Poriormance sine* privatisation/ 
deregulation (Source: Financial Times) 

British Aorospaca 
Cable and Wireless 
Amersham InternationaJ 
National Freight Corp. 

Britoil 

Assoc. British Ports 

Sales at record levels; orders doubled. 
Pre-tax profits mora than doubled. 
Turnover up 20%; pre-tax profits up 22%. 
£8.5m profits 1983-4; prevkaus year only 

broke even. 
Post-tax profits up 35% in 1983. 
Profits up from £1.5m to £6.8m in first half 

year foltowing privatisation. 

Contracting out (Sources: Public Service Review and press reports) 

(i) NHS ancillary service: Savings to Districl Health Auttwrity 
estimated at £9.4m a year, irKluding: 

Authority Savings Cp.a. 

Medway 357 000 
N.W.Surrey 210 000 
Huntingdon 200 000 
E. Surrey 150 000 
Redbhdge 143 000 

(ii) Local Authority 
services: 

Savings to local authorities estimated al 
£15m a year ir>duding: 
Author^ Savings Cp.a. 
Wandsworth B.C. 2 600 000 
lî enon B.C 1 800 000 
Winal B.C. 1 400 000 
Ealing B.C. 1 300 000 
Kent B.C. 1 100 000 
Cambridgeshire C.C. 700 000 
Dudley B.C. 600 000 
Southend B.C. 600 000 
Eastbourne B.C. 500 000 
Milton Keynes B.C. 488 000 

(Estimated percentage savings on contracted out: at»ut 25%) 

continued next page 
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Appendix 
continued 

(b) Deregulation (Source: Press reports) 

Transport Act (1980) 

Herelord bus experiment 

Oil and Gas Act 1982 

Health and Social 
Security Act (1984) 

Between 1980 and 1983 lares on long-
distance bus services fell on average by 
40% in real terms. Seven hundred new 
services introduced. 

The trial deregulation of bus services in 
Hereford resulted In tower faros on the most 
popular routes and mora frequent buses for 
suburban commuters. Subsidies fell by a 
third. 

Sirx^e the Act, 70 wells have been drilled in 
the Southern Basin of the North Sea (to 
July 1984). compared with only 8 in the 
prevtous 3 years. 

The ending of the monopoly in the dispensing 
and selling of spectacles has resuhed in 
cut-price glasses being available in 
Woolworths. and more competitive prtoing 
in many opitoians. 
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Cliff Walsh 

I . INTRODUCTION 

Following a long post-war period in which liberal-interventionist 
attitudes towards government held a firm grip on the Western 
democracies, there has been a fairly strong growth of opinton rejecting 
those earlier attitudes. This strand of opinion, which recognises more 
clearly that political failure may often be as bad as and sometimes 
worse than market failure, certainly holds considerable sway at the 
intellectual level and has found some influence at the political level, 
even among ostensibly social democratic parties: during the 1984 
election campaign, when balance of payment crises were far from 
everyone's mind. Prime Minister Hawke was effectively obliged to make 
his so-called Trilogy commitment, which included a commitment to 
restrain spending growth. 

Nonetheless, it would have to be said that the notion that we might 
be able to cut back substantially the size of public sector spending has 
not gained much ground in practice. The strongest commiuncnt on offer 
(that by the Federal Opposition) is to restrain spending growth to zero 
real increases over its first term of office. 

There is an interesting — and confusing — contrast here with 
attitudes towards taxation. Tax reform has been the central item on the 
political agenda for several years. 1 do not intend to gel side-tracked into 
a discussion of the worth of what has been achieved. Ratha. I simply 
want to make the point that it was argued that reform was necessary 
because the tax system had become unfair and excessively burdensome. 
While it is true that reform of the tax structure can reduce the 'burden' 

— the excess burden associated with non-neutrality in the lax suuciure 
— of raising a given level of revenue, in the end it is the level of 
government spending that really determines the burden of taxation. 
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While some argued at the time thai the Tax Summit was focusing 

on only part — aiMl possibly the wrong pan — of the problem, revenue 

neutrality or revenue equivalence was imposed as the framework within 

which reform was to be considered. Not only did this fail to give due 

recognition to where the burden of taxation came from, it limited greatly 

the scope for achieving tax reform because redistributing the same total 

tax collection intensifies resistance among the inevitable losers in 

absolute terms. Equally importantly, it put the whole discussion onto a 

basis in which potentially desirable reform — broadening the lax base 

— could be reasonably resisted on the grounds that it increased the 

potential for expanding future total revenue collections and hence total 

spending. 
In my view, in practical political terms (if not necessarily in pure 

logic) reducing the burden of public spending must go hand in hand with 
genuine tax reform: the tax cuts made possible by reduced spending 
would provide both the .sweetener for those who fear they might lose 
long-established (if sometimes undeserved) benefits and the opportunity 
to more successfully pursue structural changes in the tax system. CX 
course, spending might nonetheless be expected subsequently to rise 
again. I will briefly discuss the question of imposing control 
mechani.sms. but this matter is more thoroughly examined by others in 
this volume. 

The central purpose of this paper is to attempt to identify ways in 
whkh public spending might be r^uced. Since it is intended to be an 
Australian companion paper to Patrick Minford's contribution to this 
volume. I have attempted to go some way towards presenting my 
arguments in ways similar to those of his earlier work on this subject 
(see. in particular. Minford. 1984). without being in any way 
constrained by his directions and conclusions. 

In Section I I , I consider whether, and in what sense, it might be said 
that public spending ought to be reduced. In Section I I I , I tum to 
consider the nature of public sector spending and the principles (with 
illustrative examples of their implications) against which public sector 
activity should be tested if we are serious about attaining our public 
objectives at least cost to society. In Section IV, I draw out some of the 
implications of this di.scussion for potential spending cuts, briefly 
consider the 1986 Budget savings exercise in this light, and return to the 
question of introducing control mechanisms to Itelp sustain reductions in 
spending, once achieved. Section V offers concluding remarks. 

I do not claim to offer an exhaustive treatment of the issues. 
Indeed, in some respects I have gone less far in klentifying specific cuts 
than many pre-Budget 'hit lists'. My purpose, however, has been to re-
set the agenda, to focus on die big issues in a way that is essential if 
real progress is to be made in cutting back on spending by the public 
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sector. Until the major principles are clearly accepted, the chances of 

fundamental reform are slight 

I I . TOO BIG OR NOT TOO BIG: IS THAT THE 

QUESTION? 

To say, as I have so far. that problems of political failure and prospects 
for a spending cutsAax reform package suggest the possibility of 
reducing public spending is clearly insufficient to establish an 
unquestionable case for its reduction. 

There are at least four particular contexts or senses in which it 
might be argued that public sector spending is 'too big'. One context, 
largely reflecting macroeconomic principles, would be that a cut in 
public spending is essential to restore 'baUmce' in the economy, or in 
economic policy settings, in a time of economic stress.' The 'cuts' in 
spending — against forward estimates of expendioire and, if they stick, 
as a ratio to gross domestic product (GDP) — announced in the 
Commonwealth Budget for 1986-87, and similar exercises of 'restraint' 
announced by State govenunents, had been sought by many financial 
market operators, analysts and commentators and explained by the 
government in essentially these terms. Importantly, however, there is 
no suggestion in this line of argument per se that the cuts need to be 
other than temporary, although in current circumstances the argimient 
for a stnKtural reduction in the size of the public sector certainly can be 
made as part of the general case for shifting resources from the non-
u-aded to the uaded goods sector. The fact that this strategy has been 
implemented and that government and opposition alike have at least 
temporarily made commitments to longer-period restraint may be helpful 
in giving impetus to other lines of argument about the size of spending. 

A second sense in which it is often argued that public sector 
spending should be cut would be that economic growth is being unduly 
retarded by the size of government spending. Typically, although they 
often start with generalisations about governments using resources and 
crowding out the 'more productive' private sector, these arguments 

In principle, of coune. if and where Keyneiian-type principles are 
applied to demand management, lax increases of appropriaie magnitude 
might do just as well; and, indeed, on grounds of efficiertcy in the public 
sector might be much preferred. Although tax increases were used in the 
1986-87 Commonwealth Budget, the particular economic circumstances 
we face arguably do necesiiute spending cuts as pan of the structural 
adjustments, and might have done so even if prior to the economic crisis 
the public sector could have been said to be efficient m its size and 
activities. 
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usually rapidly switch to discussions about the effects of public sector 

bortowing on interest rates or the effects of the tax system on 

incentives. However, putting aside (nevertheless serious) questions 

about deficit financing and the structure of taxation, diis argument 

(like the first) must eventually come down to a view that government is 

using more resources than can be justified by reference to more general 

issues of economic efficiency and distributive justice. 
The other senses m which we might talk about the need to cut 

spending — about public sector spending being too big — essentially 
stand alone, though ultimately the two arguments stated above must be 
related to them. They involve, on the one hand, the view that public 
sector spending is higher than it need be to secure the objectives that 
underlie the spending programs we have, and on \hc other hand, the view 
that many of the objectives and/or the spending programs that go with 
them are entirely misplaced and dial the public sector is doing diings and 
spending on activities that it ought not to be doing and .spending on. 

In practice, these two views have rather blurred boundaries, though 
in the parlance often applied to analysis of such issues a distinction is 
drawn between the former as involving erficicacy and 
effectiveness (or value-for-money) analysis and the latter as 
strategic policy analysis. (For an interesting discussion of the 
distinctions between these types of analysis, and the problems of 
potential partisanship, see two reports by die House of Representatives 
Sunding Committee on Expenditure. 1977. 1979.) Equally 
importandy. neither implies in itself that public spending is too big in 
aggregate. Conceivably, resources freed by better running and targeting 
program expeixiitures or by cutting existing programs could be redirected 
to new or inadequately met public sector objectives. Logically, of 
course, one would have to explain why public sector decision-making 
processes might lead to unbalanced spending patterns and conceivably to 
undcrexpansion of the public sector overall, despite overexpansion in 
some areas. A rationalisation of such possibilities would not be 
difficult to construct, and though it draws me away from the central 
purpose of my analysis, some observations on the sorts of arguments 
dial have been advanced about the forces at work in determining die size 
of the public sector in democratic systems would seem worthwhUe. 

How Big Is Public Sector Spending? 

Although it is something of a digression. 1 might begin by pointing out 
that we do not know how big public sector spending is. nor what it is 
dial pubhc sector ouUays. as usually measured, really represent (see 
Peter Saunders's paper in this volume). For example, direct charges, 
recoveries of expendiuue and sales of assets are in general ncucd out in 
reporting 'public sector outlays', so what we see reported is nol gross 
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outlays but rather the part of outlays that is left to be financed 
principally from taxation revenue and borrowing (plus some non-
taxation revenue in the form of interest, dividends, rent and royalties). 
There are also a whole raft of tax concessions that have an effect 
equivalent to providing dieir t>eneficiaries with a subsidy (and hence they 
are often referred to as 'tax expenditures') but that reduce both outlays 
and tax receipts relative to the alternative of using explicit subsidies to 
deliver the benefits (see. inter alia, the House of Representatives 
Expenditure Committee Report, 1982, and references therein). 

For these and other reasons we need to treat public scclur outlays, as 
reported, widi caution as measiues of spending. First, even selling aside 
the problems alluded to above, we need to exercise caution in 
interpreting statements like 'In 198S-86, total public sector outlays 
were 43.4 per cent of GDP', for obvious but often forgotten reasons. 
Only a little over half of the outlays (as measured) that are being 
expressed as a ratio to GDP actually represented real resource use by the 
public sector — i.e. net current and capital expenditure on goods and 
services (salaries, administrative expenses, leases or purchases of assets 
and equipment, etc.). The remainder of these outlays are transfer 
payments to individuals and to private sector organisations (personal 
benefit payments, interest payments, subsidies and grants lo enterprises, 
etc.) and net advances to the private sector Ooans to organisations), 
which, while they do affect the pattern and level of activity, do not in 
themselves use up resources. 

Second (and again ignoring the convention of presenting only net 
figures), even in relation to the resource-using activities of the public 
sector, unlike putting a value on the private sector output of goods and 
services (output at market price, or at factor cost plus or minus profit), 
public sector services are valued at input or factor cost, essentially 
because market prices usually do not exist. However, public sector 
costs (and hence outlays) will tend to overvalue publicly provided 
services where they are provided below cost or more generally 
overprovidcd relative to what would be efficient, and vice-versa where 
services arc undcrprovided or charged at above cosL'̂  

And incidentally ihml public tecior cost would be larger than the tubiidy 
or ux required to achieve ihe lame effects on confumpiion levels with 
private sector 'production' of the service, even setting aside the 
possibility of costs being lower with private sector production. I use the 
phrase 'tend to' in the sentence in the text because in the case of 
increasing (decreasing) average costs it is possible to have 
overexpansion (underexpansion) of output and have cosu undervalue 
(overvalue) the service. Further complicatioiu apply where non-price 
rationing is applied. 

103 



Restraining Leviathan 

Where these and other conventions leave us in seeking a 'truer' 

picture of the magnitude of public sector spending is not clear. If, as is 

often argued, the public sector tends to overexpand activities and 

typically sets charges below costs, this would offset some of the effects 

leading to understatement of true total spending (netting out and tax 

expenditures), though it is unlikely in my view that this would be 

enough to totally offset those effects. And where undercxpansion of 

activity is concerned, the other sources of conservausm in public sector 

accounting conventions would be compounded 
Be that as it may. this brief digression leads me to a few 

observations pertineni to the general subject of this paper. For one 
thing, it is evident that some steps that might be regarded as desirable in 
order that public sector decision making is improved, such as converting 
tax concessions into explicit subsidies (which might be less easily 
sustained for being made explicit) actually would cause public spending, 
as measured, to rise. 

For another, as measured and publicly reported, public spending 
would be reduced in a way that does not genuinely reflect the conseqtient 
real reduction of public sector resoim:e use. by increasing direct charges, 
recoveries and/or disposals of assets 'spare to current requirements'. I 
am not suggesting that these are undesirable things to do in themselves 
— quite the contrary in fact But. though it might be argued that the 
convention of netting out such charges might encoiuage more 
widespread use of more appropriate user-pays principles. 1 am saying 
that their tiuc impact on resource utilisation should be accurately 
reflected as they arise (e.g. by restraining future growth in demand for 
the servKe concerned). 

The general point to flow from this is simply that securing genuiiK 
action to restrain public sector spending and resource use would be 
sometimes better encouraged, and certainly would be more accurately 
recorded, if we started from a point where ihe published data on public 
spending more accurately — more consistently with private sector 
spending — reflected total spending, including the subsidy equivalent of 
tax concessions and so on. I am not suggesting that this would be 
easily achieved in all respects, nor that it would act invariably to induce 
beuer policy decisions in the world of real politics; but somewhat rough 
measures of what is relevant are surely to be preferred to an accurate 
measure of what is not 

To return, however, to the thread of my earlier argument, whatever 
is the true extent of public sector spending, are there a priori reasons for 
expecting public spending in aggregate and/or in some areas of activity 
to be subject to influences that lead to over- or underexpansion? 
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Over- or Underexpansion? 

In one sense, the view thai reviews of efHciency and effectiveness and of 
policy in the public sector would reveal savings is quite unremarkable. 
In the private sector, the fact that, for example, Arms hire the services of 
management consultants and the like ariid conduct internal reviews 
indicates that they expect a return in the form of net resource savings: 
and. of course, the public sector uses similar internal and external 
control mechanisms for similar reasons. Indeed, some of the rules that 
spcndmg departments and sututory authorities are required to operate 
under, and die scrutiny that is associated with them (e.g. in the 
requirements of the Audit Act and Finance Regulations and in the 
activities of the Auditor-General) imply tougher accountability controls 
that in the private sector. The question, then, is really: Are there 
nonetheless reasons for believing that substantial inefTicienaes can exist 
and persist in public sector spending, and if so, on balance are they 
likely to result in too much or loo little public sector spending? 

There are certainly enough examples commonly bandied about of 
public sector inefficiency to convince almost anyone that with enough 
political will — or skill — substantial reductions in public sector 
spending might be possible without giving away anything of the central 
role and the principal objectives ascribed to the public sector in 
democratic, market-oriented societies. In this sense, it might be 
suggested that we just get on widi finding die savings and put aside ihc 
question of how this relates to qiKstions of the desirable size of the 
public sector and tendencies towards over- or underexpansion of activity. 
I disagree for several reasons. 

First, we want to know about 'tendencies' because we want to 
design mechanisms to overcome, reverse or limit dtem. Thus, if it is 
the case that the publk: sector has an inexorable tendency to overextend 
the range and level of activities, just cutting expenditure over a year or 
two treats dw symptoms but not the disease. The search for conuol 
mechanisms that restrain spending in semi-automatic ways, or that keep 
pressure on the decision-makers to hold the spending line, may be an 
equally important activity. 

Second, we want to know about 'tendencies' because it is in 
understanding and evaluating dKm that we gel to know better the nature 
of the political problems that are likely to face the would-be reformer of 
public spending and perhaps begin to identify die nature of strategies 
that will make possible the spcnAxng cuts that basic principles or simply 
common observation suggest to be necessary or desirable. 

Having said all that, 1 noncdielcss intend to be brief and sketchy 
because other papers consider some of these issues in more detail and 
because I can develop more of the argument in considering principles, 
strategies and options for evaluating particular areas of pubhc spending. 

105 



Restraining Leviathan 

It certainly seems to be the case — and. in effect, explicitly so in 

countries that have written constitutions — that people have judged 

there to be a significant risk that the governments they elect will behave 

in ways at variance with the 'will of the people'; or perhaps I should say 

thai they recognise a significant risk that the 'will of the people' as 

exerted through the political system sometimes will be at variance with 

their own best interests, somehow defmed. 
Political scientists' discussions of the checks and balances created 

explicitly by constitutions or implicitly by conventions suggest limits 
to the extent to which exploitation, inefficiency and inequity can be 
pushed through the political mechanism; indeed, if they did not limit 
such exploitation we should expect to find the social consensus 
supporting the existing institutional arrangements under severe threat. 
Nonetheless, within those bounds a great deal of undesirable activity is 
possible, and the recent work of Brennan and Bucharum (1980. I98S) 
points to vrays in which we might further constrain the excesses of 
sometimes exploitative governments. 

Among those who have attempted to model the political prtxcss and 
to evaluate its likely performaiKe in supplying public goods and 
services, there has not been complete unanimity at»ut the likely effects 
of political processes on the size of the public sector. Tony Downs 
(19S7. 1959-60). in his path-breaking analysis of competition for 
political power between vote-seeking parties, inclines to the view that 
the public sector may be underexpanded in democracies. The crux of 
his argument appears to be that voters will tend to be (rationally) 
underinfOTmed about the benefits of public sector policies and servkxs. 
Because they know that their votes and other political signals are 
unlikely to be decisive, it simply doesn't pay them to fully evaluate 
what parties have to offer. This point is not unrelated to the often-
Itpeated assertion of Kenneth Galbraith diat high pressure advertising of 
private goods leads voters to relatively undervalue public sector output 

However, it is not at all clear, as a matter of logic, that the 
characteristic feauircs of the voting mechanism will lead political parties 
to undersupply in aggregate. Indeed, much of Downs's analysis is 
designed to illustrate that redistribution to electorally decisive groups is 
likely to dominate over the search for efficient provision of public 
goods, and that much of this redistribution is likely to occur through 
decisions about the supply of public sector services that have particular 
value to the decisive groups. At least some public sector services are 
thus likely to be oversupplied, though to be sure others might be 
undcrsupplied. The subsequent work of Buchanan and Tullock (1962), 
focusing more sharply on majority voting models, indeed strongly 
suggests a presumption towards general overexpansion. essentially 
because decisive groups (the composition of which will tend to vary in 
different contexts) ignore the costs they impose on others in securing 

106 



WaLsh: Reducing Public Sector Spending 

eilher special bcncfiu at general expense or general benefits financed 

from sources that weigh more heavily on minority groups. And the 

later development of a literature on private interest theories of public 

sector intervention and regulation emphasises yet again the important 

role of redistribution to decisive groups — who can supply votes or 

more generally political resources to political parties — in shaping 

public policy (Stigler's seminal 1971 article remains the most 

compelling statement of the basic arguments; for a particular application 

of this line of reasoning to tax matters, see Walsh, 1984. 1986). In 

fact, this strand of the literature serves to emphasise how political 

processes may lead not only to overexpansion of the budget but also to 

overexpansion of regulatory intervention, and to the deliberate 

introduction of inefficiencies in the interests of securing income transfers 

to politically powerful groups — transfers that typically will have 

nothing to do with equity or justice as we normally interpret those 

tcrms.^ 
The tendency towards inefficiency and overexpansion within 

constraints imposed by the political process is further supported by the 
literature incorporating bureaucracy into the picture (sec. in particular. 
Niskanen, 1971). Although acknowledging that public and private 
sector bureaucracies may be sociologically similar, with essentially 
identical motivations at play, that literature emphasises the different 
constraints that apply in the public sector compared with the private 
sector. Public sector bureaucrats, like their private sector counterparts, 
can be expected to seek presdge. power, income and so on. and are likely 
to obtain these through extending the resources they control. With 
control over vast quantities of information, including often near 
monopoly knowledge of the costs of producing public sector services, 
they are likely to be able to expand their budgets beyond the socially 
efficient levels and/or to operate at levels of production cost higher than 
the minimum necessary. While control devices (reviews, program 
budgeting, finance departments, etc.) will be introduced by politicians to 
avoid excessive exploitation of monopoly power by the bureaucracy, 
these will at best only modify, not eliminate, the tendency towards 
overexpansion andA>r excess costs (wrasie). 

Taken together, considerations such as these suggest that the 
political mechanism will tend to produce outcomes that do not involve 
efficient levels of service, or the degree of equity or justice that we 
desire. Indeed, in general we can expect overexpansion of public sector 
activity, including the provision of activities for which there is no 

For example, transfer! to thareholders and workers in ihe textiles, 

clothing and footwear, and motor vehicles industries, to doctors, airline 

pilots and taxi-drivers, to homeowners, and so on. none of whom may be 

'needy' or 'disadvantaged'. 
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compelling case for public sector provision, because ihis serves to 

transfer 'income' to politically powerful groups in patterns different 

from those that would emerge from a combination of market forces and 

'efficient' public sector intervention.^ Importantly, on this view much 

public sector activity is thus likely to be focused on securing 

redistribution of income, not lo the needy and disadvantaged but rather to 

whatever groups lum out lo be politically decisive. 
This is not lo say that all activities will necessarily be 

overcxpandcd: the whole pattern of activity will tend to be distorted and 
conceivably some activities will be operated at inefficiently k)w levels if 
they prcdommantly serve the interests of less powerful groups. Nor is it 
to say that principles of equity and justice will be entirely ignored in 
determining public sector policy: majoritahan principles within 
constitutional consuaints will ensure some redistribution from rich to 
poor in a generalised way. But within the general constraints either 
formally imposed by the constitution or less formally imposed by the 
need lo sustain support for the institutional striKtures, there is a 
reasonable a priori presumption that we can expect to find considerable 
overexpansion and misdirection of public sector activity judged by 
conventional economic and social criteria. 

I I I . T H E N A T U R E AND CONSEQUENCES OF 
P U B L I C SPENDING 

Total public sector outlays in Australia (by Commonwealth, State and 
Local Authority Sectors combined) as a proportion of GDP was 43.4 per 
cent m 1985-86, or almost S99 billion, as measured. Although not 
central to my themes, it is interesting to note that public sector outlays 
were apparently already a relatively high proportion of GDP around the 
time of federation, probably at least IS per cent of GDP. Equally 
interestingly, of the 28 percentage point growth in the ratio since then, 
nearly half (12 percentage points) of the increase has occurred in the la.st 
15 years, since 1970-7L 

Rather more directly relevant lo my theme, while Commonwealth 
Sector outlays alone amount to 31.7 per cent of GDP, once we net out 
Uie roughly 30 per cent of those outlays that arc transfer payments to the 

Efficient' public sector activity may be difficuli to achieve even for an 
altruistic govenunenl, ai Down* emphasises, because of the difficulty of 
obtaining appropriate information about preferences through political 
signalling devices. But the point here is much stronger: there are 
positive incentives to actually create inefficiencies, and voting and 
political signalling more generally are unable effectively to constrain 
these incentives. 
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States and local authorities. Commonwealth Secux and combined State 

and Local Sector outlays for their own purposes each represent 

about hair of the total (21.3 per cent of GDP for the 

Commonwealth Sector, and 22.1 per cent for the State/Local Sector in 

1985-86) — a situation that has apparently prevailed, roughly, since 

WoridWarll. 
Equally importantly, as I mentioned earlier, of total public sector 

outlays only a little over half (56 per cent of the total, or 24.5 per cent 
of GDP) represents net expenditure on goods and services (real resource 
use). The remainder involves transfer payments (personal benefit 
payments comprising 23 per cent of the total, interest payments 12.4 
per cent, and subsidies to enterprises, grants, etc. 7.6 per cent) and (very 
small) net advances to the private sector. Between the Commonwealth 
and State/Local Sectors, however, the divisions between net real resource 
use and transfer payments differ substantially. 

Over 75 per cent of the State/Local outlays are net expenditure on 
goods and services, involving provision of education services; hospital 
services: law, order and public safety, roads: public housing; community 
services: and local or regional public utilities (electricity, gas, water, 
sewerage, etc.). And of the balance, over half goes to interest payments 
on outstanding debt to the non-public sector. 

For the Commonwealth Sector, by contrast, 64 per cent of its 
outlays on its own account are transfer payments, mainly personal 
benefit payments (46 per cent of Commonwealth outlays) and interest 
payments (14 per cent) with a small amoimt accoimtcd for by subsidiM, 
granu and advances to the private sector. Thus, net expenditure on 
goods and services accounts for only 36 per cent of Commonwealth 
outlays, defence accounting for over half of this and Commonwealth 
non-budget authorities (mainly national public utilities such as Telecom 
and Australia Post) the bulk of the rest 

Thus we have a picture of a public sector overall that is fairly big, 
in which oudays are split roughly equally between the Commonwealth 
and State/Local Sectors and (a little more roughly) between real resource-
using activities and transfer payments. The State/Local Sector 
'specialises' in the delivery of goods and services in education, hospitals, 
police, roads, housing and local public utilities. The Commonwealth 
Sector CD its own account specialises in transfer payments 
(especially to persons, including Medicare) plus defence and national 
public utilities: but a large pari of its total budget (about 30 per ccnO 
represents revenue raised for transferring to the State/Local Sector — 
providing something like half the aggregate revenue of the State/Local 
Sector, ncariy one-half of which is in the form of specific purpose 
payments. 

AD of these facts, and especially the fact that the States are major 
spenders in their own right but with substantial reliance on 
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Commonwealth revenue resources to fund them, must be taken into 

account in any attempt to analyse ways and means of reducing public 

sector outlays. At various points, the Commonwealth-Slate spUi will 

emerge as important to discussion of particular areas of spending, and I 

will briefly allude to Commonwealth-State financial relationships in the 

context of approaches to achieving continuing restraint. But for the 

moment 1 wish to focus more generally on economk aspects of various 

types of public spending. 

Exhaustive vs. Non-Exhaustive .Spending 

It is fairly conventional, but nonetheless important, to make a 
distinction between what are sometimes referred to as exhaustive and 
non-exhaustive expenditures. 

As the term implies, exhaustive expenditures are those that 
directly 'use up' resources: they involve purchases by governments 
either of commodities (goods and services) produced by the private sector 
or of factor services (capital, land, labour) to enable the public sector to 
provide services (defence, education, health, communications, etc.) 
directly to citizen/voters. Although governments have the power (with 
some constitutional limitations) to compel individuals or businesses to 
supply their needs,' the acquisition of such goods and services is usually 
achieved through commercial transactions in commodity and factor 
markets. The provision of fmal services to citizen/voters, on the other 
hand, may be undertaken in a variety of ways, many of which do not 
correspond to commercial transactions of a maricet kind. The bulk of 
final public sector services (defence, education, law and order, roads, etc.) 
are provided out of general (taxation) revenue, more or less free of direa 
charge; many others are provided at less than market price, or even less 
than cost, eilher to all or to some users (transport facilities, public 
housing, medical and hospital services, etc.); and even the ouq>uts of 
public utilities that are directly marketed may involve substantial 
subsidies from general revenue (e.g. railways) or cross-subsidies between 
consumer groups (e.g. telephone services). 

This category of exhaustive expenditures roughly corresponds to the 
56 per cent of total public sector outlays (24 per cent of GDP) that goes 
on net expenditure on goods and services — though, as previously 
observed, the fact that it is reported net of recoveries, charges, etc. 
understates the true extent of the public sector's using-up of real 

Conscription being the most common example, perhaps, of effective 
compulsion, though on 'fair and reasonable' terms and conditions 
governments may also engage in compulsory purchase of land, etc. 
Purchasing policies (e.g. Australian preference and/or offsets) are worthy 
of investigation, though I do not attempt that here. 
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resources, which are thereby denied to private sector use. 
Two further words of caution are also necessary. First, exhaustive 

expenditures (even meastued gross) do not represent the full extent of the 
allocative impact of government Quite apart from the impact of 
revenue-raising measures on resource allocation, the yet-to-be-discus.scd 
non-exhaustive expenditures (transfer payments) will also in general 
affect the allocation of resources, sometimes (e.g. through subsidies to 
enterprises) explicitly so; and some of the exhaustive expendiuires (e.g. 
on legislative services) represent only the tip of a regulatory iceberg 
explicitly intended to affect allocauve decisions. Second, exhaustive 
expenditures cannot be regarded as purely allocative: the way they are 
funded and supplied may have substantial impact on the distribution of 
well-being in society and in some cases (especially health, housing and 
education) there appears to be an explicit intention to engage in 
redistribution-in-kind. 

Turning now to non-exhaustive expenditures, we are here 
referring to expenditures that do not in themselves involve governments 
using up resources. Rather, they involve transfers of purchasing power 
from taxpayers in general to particular nominated groups. While it is 
true that the largest part of diis category of spending invdves personal 
benefit payments (pensions, unemployment and sickness benefits, 
medicare benefits, family allowances), a significant portion does not. 
Thus, increasingly in recent times, a large element of the transfers 
involved in public sector outlays are interest payments to those who 
have been willing to lend to the public sector — a transfer from present 
period taxpayers to lenders to pay for the cost of earlio 'unfunded' 
spending. There is also a significant element of subsidies, grants, etc. 
to enterprises — transfers from taxpayers in general lo encourage or 
undcrvmte particular private sector activities. 

Clearly then, non-exhaustive expenditure (tfansfers) should not be 
confused with 'income uansfers to the needy and disadvantaged' for a 
number of reasons. Even setting aside the 30 per cent or so of 
Comnwnwealth Sector outlays that are (net) transfers to the States and 
local authorities and the large reverse uansfers in die form of interest 
payments by the Suites to the Commonwealdi (which arc netted out as 
transfers widiin the public sector), not much less than half of public 
sector 'transfer payments' are interest payments, subsidies, etc. 
Moreover, as noted above, the funding and supply of some public sector 
services have more or less explicit redistributional objectives. And even 
within the personal benefit payments sub-category of transfers, some 
(especially family allowances and medical benefits) are more akin to 
universal 'demogrants' than targeted uansfers to the needy. 

Equally importantly, transfer payments (non-exhaustive 
expenditures) arc clearly not only 'redistributional' in their effects. We 
have already noted the (intended) allocative effects of subsidies and the 
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(incidental) allocative effects of benefit payments because of die different 

spending patterns of recipients and donors. But there is a broader point, 

too. As Browning and Johnson (1984) have particularly emphasised, 

tax/transfer arrangements can result in substantial losses of aggregate 

income through labour supply effects on both 'donors' and 'recipients' 

— a point to which I return later (sec also Bascand and Porter, 1986, for 

some Australian estimates of these effects). 
Finally, though implicit in all that I have said, in distinguishing 

between redistributional and allocative activities of the public sector, it 
is dearly not appropriate to focus on eidier 'Social Security and Welfare' 
oudays as a functional category, or 'Personal Benefit Payments' as an 
economic category, versus the rest. Something akin to a Social 
Expenditures Budget (incorporating much of education, health, housing 
and possibly odicr ouUays) would be needed to secure a more accurate 
picture, though this too would be fraught with difficulties. 

Evaluating Public Spending: General Principles, 
Strategies and Options 

With all this as background, I now turn to consider a set of general 
pnnciplcs that might appropriately be applied in evaluating whether and 
where reductions in public sector spending might be achieved. Aldiough 
application of diese principles may be contentious in some respects, it 
seems to me diat we might at least start from one general presumption 
that, as 1 see I t . underlies Western liberal-democratic views about 
government intervention — namely that such intervention should occur 
only where a positive case can be made in its favour. 

Appropriately conceived, this presumption requires that we start 
from first principles, and question the objectives of public sector 
inter\ention as well as the effectiveness of die implementation of 
programs and suategies to achieve diose objectives. To suggest diat 
somcdiing akin to 'zero base budgeting' is required is not to suggest that 
government might be reduced to virtually nothing. We can reasonably 
start with the presumption that people wish to provide assistance to the 
needy and disadvantaged — whether poor, disabled, sick, or whatever, 
dial diey wish to be provided with law and order, adequate defence, 
education, health services, housing standards and economic and social 
infrastructure; and that it is likely that some, and possibly all. of these 
objectives may need public sector assistance to secure their attainment at 
efficient or ackquate levels. There is, nonedieless, a question of whether 
die forms, and the extent, of public sector assistance currenUy applied 
secure those objectives as effectively as possibk:. 

It needs to be emphasised diat die question posed here goes beyond 
examining the efficiency and effecdveness of programs as this is often 
(narrowly) conceived. As important as it is diat public sector programs 
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be run with the minimum of resources consistent with attainment of 

their given objectives, this form of evaluation often presupposes not 

only that the pre-existing public sector involvement is imqucstionably 

desirable but also that the existing public sector provision of services is 

beyond question as well. 
As a form of evaluation, then, reviews of efficiency and 

effectiveness should be seen to logically succeed appropriate answers to a 
series of qucslitms, the first and most important of which is: docs the 
public sector need to be involved at all, or as much as it is? 

Economists have devoted considerable effort to elucidating contexts 
in which market failure can be expected to occur, and inaeasingly to 
examining where, despite market failure, political failure may be even 
worse. Beyond the purest cases of pure public goods (goods for which 
simultaneous consumption by all is possible and for which rationing of 
access by price is impossible) — such as defence, basic legal structures 
and enforcement mechanisms, and possibly income redisuibution — it 
appears an open question how good the relative performance of markets 
and political decision making is likely to be. Nonetheless, the concepts 
of pubhc goods, externalities (incidental spillover effects), incomplete 
insurance markets (where moral hazard and adverse selection problems 
exist), non-competitive markets (especially where natural monopolies 
exist), and more contentiotisly, merit goods (where 'benefu evaluation' 
problems exist), as well as the need to care for the interests of the needy 
and disadvantaged, have been taken to justify wide-scale government 
intervention. 

Unfortunately, the application of such concepts has given rise to at 
least three problems. First, creative minds have been encouraged to 
'di.scover' examples of some form of market failure virtually everywhere, 
even where it seems clear that private rather than public interests 
predominate; second, little attention has been paid in any event to 
whether the market is likely to fail badly enough to warrant the 
presumption that public sector involvement will unquestionably 
improve matters; and third, there appears to have been a general, but 
totally unwarranted, presumption that where public sector involvement 
is considered necessary, public sector supply is generally required. 

Each of these warrants more attention than I can give it, but the 
third raises panicularly important matters that lead to the second 
important question to be posed in evaluating public sector activities: 
where public sector involvement is considered (lesirable, is public sector 
supply necessary and efficient or would subsidised private sector supply 
be more appropriate? 

A number of issues raised in this context are fundamental to 
strategics and options for reducing publk: sector spendmg. As Minford 
(1984) points out, governments may supply goods and services in two 
alicmaiive ways that — while interrelated — have essentially different 
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implications. It may, on the one hand, act as the producer, hiring 

capital, management and labour services together with intermediate 

goods from other producers, to produce final services for end-users 

(citizens and/or businesses). This it docs not only in the case of public 

utilities — about which I shall say httle because they are the subject of 

other papers — but also in the case of defence, education at all levels, 

some health services (principally ho.spitals). much public housing, law 

and order services (police, courts, etc.) and often in the case of roads and 

other construction activity, street cleaning and garbage collection, for 

example. And it docs so a fortiori in the provision of administrative 

services in relation to the delivery of programs of personal benefits. 
On the other hand, it may purchase more or less final goods and 

services from private sector firms to supply directly to individuals, often 
free or subsidised. This occurs, for example, with some public housing, 
some road and other construction activities, some medical services in 
public hospitals and (where bulk-billing is practiced) in doctors' 
surgeries, and so on. This case, of course, blends somewhat into the 
first, in the sense that governments choose the extent to which in 
producing final services they purchase or produce intermediate goods 
(eg. armaments and uniforms for the defence services). 

It is important to observe that in many ca.scs where the government 
acts as supplier (whether producer or purchaser) it is not strictly 
necessary for it lo do so: it docs so as a matter of deliberate choice, in 
preference to allowing private sector production and provision with 
(where desirable) public subsidies to encourage the desired levels or 
standards of service. In many such cases, there appears to be substantial 
scope for reducing not merely public sector resource use but also total 
social resource costs by reversing this preference and/or substituting 
contracted private suppliers for public supply of services. 

Aside from defence, the court system and some police services, for 
example — where issues of security, integrity, independence and 
confidentiality could reasonably be argued lo imply public sector 
production as well as provision — at least contracting out of supply and 
often complete devolution of supply and sale (with subsidies where 
appropriate) seems possible throughout the public sector where 
production now occurs. 

As Minford convincingly argues, where there is public production, 
there is a tendency for the public sector producer to be protected from 
competition, by being given either effective monopoly rights or 
privileged conditions; and this applies far beyond those providing 
marketed services. In the case of utilities, for example, even where 
private supplementation or competition is allowed it is often limited 
(e.g. by common carrier provisions) or disadvantaged (by loan 
guarantees, tax treatment, dividend policies, and outright public 
subsidies to the publk: supplier). In the case of education and hospitals. 
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state institutions are protected in various ways, including especially 

through differentially large contribuuons from general revenue to enable 

free or virtually free services on a universal basis (i.e. not just to the 

needy and disadvantaged). And in the case of health insurance, private 

competition is prevented in the compulsory core of the state scheme, and 

private supplementation is limited as well (e.g. in relation to gap 

insurance and so on). 
The social costs of diis protection of public sector producdon are. 

however, substantially larger even than Minford suggests. In the case of 
marketed services, the protecuon offered allows pnces to be pushed 
above costs of producdon with a consequent so-called deadweight k)ss to 
society arising from die fact that output tends to be lower than with 
competitive private production. These losses alone, he suggests, might 
be valued at as much as 10 to 30 per cent of turnover in relevant cases 
(one might add, of course, that other costs may occur, such as a slower 
rate of adoption or search for improved technokigy). However, even in 
the case of marketed services the social cxKt is likely to be much higher 
than diis, because die proiccud public sector suppliers are likely to seek 
to — and, to a greater extent even than monopoly private sector 
suppliers, be able to — convert what odierwise would be profit (payable 
into general revenue, or to finance capital expansion) into 'rents' to die 
workforce and management, in various ways pushing up die costs of 
producdon reladve to those that would apply with private producdon. 

Of course, monitoring devices wUl be applied to attempt to limit 
these consequences, and public sector organisadons are likely to be 
forced inio undertaking acuviues diat private sector counterparts would 
not. using cross-subsidies and so on (see Hartley and Trcngove, 1986, 
for a recent fascinaung analysis of such issues). But in a sense this 
merely limits and changes the form of the extra costs rather than 
eliminaung diem. 

For the non-market services that are of more direct concern to us, 
related implications apply. As I noted earlier, Niskanen (1971) has 
argued that, in extreme cases where 'bureaucratic' control is complete, 
the costs of public supply would be virtually as large as the entire 
benefit that would accrue from market provision. In most cases, it 
seems more likely that public supply of non-market services will 
involve overexpansion of output rather than underexpansion. and/or diat 
costs will be higher than for market counterparts,^ as public sector 
suppliers attempt to capture the benefits of their privileged posiuons. 

^American commeniators (e.g. Tullock, 1983) often claim dial public 
sector cosu emerge to be twice ihote of private sector suppliers in 
similar circumstances. Davies (1971, 1977) among others has reached 
similar conclusions about Australian airlines. See Dombcrger and Piggoit 
(1986) for a survey, though it relates more directly to public enterprises. 
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And there are, in fact, other sets of likely costs that diese arguments 

have not taken into account, such as those that arise from the tendency 

towards uniformity in public sector provisions (e.g. in education) 

irrespective of preferences among citizen/voters, and the use of non-price 

rationing devices (e.g. queues and delays in public hospitals) where 

services are free or significantly subsidised but the public sector is not 

prepared to meet the full demand at die prices set. 
The full extent of die 'excess social costs' of public supply is 

difficult to estimate, being likely to vary from case to case and 
depending to a significant extent on the degree and forms of private 
sector competition or supplementation allowed. Nonetheless, it seems 
unquestionable that there are strong a priori grounds for believing that 
public sector supply is a very expensive alternative to competitive 
private sector provision, even allowing for the possibility that 
subsidisation of private provision may be desirable to secure appropriate 
levels or distribution of services. Minford's estimates of social costs of 
10 to 30 per cent of relevant budgets may indicate only die minimum 
cost range in many cases. 

Accordingly, devolution of supply of services lo the private sector 
should be a high priority target for reducing public sector spending and 
taxes: the aggregate costs, public plus private, could be considerably 
reduced. Major potential areas for such devolution would appear to be 
education at all levels, hospiuil services, healdi insurance and public 
housing. In some of diese cases, some setting of standards and other 
public interest regulation may be desirable, as might subsidisation of 
consumption for some or all users. But in themselves such arguments 
do not detract from the general case for moves towards devolution. 

Other cases where similar principles might ^ply (other than public 
utilities where they apply a fortiori) would include local garbage 
collection, possibly die provision of toil roads and bridges, conceivably 
even some dimensions of police services. Some of the complexities in 
these cases might, however, imply that franchising or contracting out 
would be nnore likely approaches. Here, howeva, it may be possible to 
consider changes lo finaiKing arrangements that would also serve to 
better economise on public resources. 

This leads me Ui a third question relevant to evaluation of public 
spending: where public supply remains, to what extent might user 
charges (fees, recoveries, etc.) or user taxes (special lax levies) be 
preferable lo general revenue funding? 

At one level, charging polk:ics and/or earmarked taxes might simply 
be seen as different ways of funding services, rather than fundamental 
means of reducing outlays. To some extent this is true (though charges, 
fees, etc. under current pubUc .sector accounting conventions would have 
the cosmetic advantage of reducing outlays as recorded, since they are 
netted out) — especially in the case of earmarked taxes or user levies. 
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However, even these may serve the useful purpose of better highlighting 

the cost of supplying particular services if they are required to be set to 

cover full costs (unlike the current Medicare levy) and expUcitly adjusted 

annually if costs are anticipated to increase. Special levies to fund the 

Australian Broadcasting Corporation (ABC), grants to cultural activities, 

support of sport, all road consuuction and maintenance, and possibly 

many social insurance outlays, for example, could be argued to be 

justifiable in these terms, and the more so if a base for the levy can be 

related indirectly to use. 
Fees and charges, on the other hand, may serve more directly the 

interests of restraining or rationalising spending, since they may better 
ration u.se of services in some cases. Though possibly distincdy second-
best to other approaches noted above, this may be the case for publicly-
supplied education and for health and hospital services, and may indeed 
in some cases form the basis of an altentaiive approach to devolution to 
private supply, where public institutions are allowed (required) to fund a 
more substantial pan of their activities directly from fee income, with 
public sector subventions correqxmdingly reduced. 

In relation to this argument — and perhaps more so to the earlier 
suggestions about private provision of currently (largely) publicly 
supplied services — there may well be tho.se who would argue that 
moving to more market-like prices would harm many of the needy and 
disadvantaged. To address this. I turn to a final series of questions 
relevant to such issues: are all income transfers, implicit and explicit in 
current spending. poUcies required for reasons of social equity or justice? 
Who should get such transfers and what form should they lake? 

As I indicated earlier, not all transfer payments as recorded in 
budgets are strictly for interpersonal redistribution purposes; neither do 
personal benefit payment figures reflect fully the extent of policies 
apparently designed to serve redistributional objectives. Part of the 
transfer payments reflect subsidies, grants, etc. to enterprises, which in 
principle should refiect market failiue arguments for expanding private 
sector output of particular goods and services. As with oiho areas of the 
budget, the case for such subsidies needs to be carehilly scrutinised, not 
merely in terms of effectiveness but also in terms of the objectives. 
Many such subsidies may simply refiect, albeit in a minor way relative 
to other mechanisms used for this purpose (especially regulation and 
protection), income transfers sought and obtained through the use of 
privately interested political power rather than for truly public interest 
purposes. Where such subsidies are explicit, they are at least visible to 
scrutiny and, despite its apparenUy adverse effect on budget aggregates, 
the strategy of converting implicit subsidies (tax expenditures) into 
explicit subsidies would at least be a start along the path towards 
eliminating those that reflect political exploitation, and that involve 
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substantial income transfers to groups nowhere itear being needy and 

disadvantaged. 
Even among programs with more explicit redistributional intent, it 

would have to be conceded that much current activity has little to do 
with redistribution to the genuinely needy and disadvantaged — 
especially, though not exclusively, where redisiribution-in-kind is argued 
to be the essential objective. In the case of education, health, and even 
public housing, pricing policies are pursued that, it is argued, ensure 
equality of opportunity or access to low income or otherwise 
disadvantaged individuals. As a mauer of principle, there are substantial 
objections to using programs of redistribution-in-kind rather than cash 
transfer programs, in the sense that the former involve the possibility of 
paternalistic imposition of the preferences of the non-poor on the poor. 

It may be argued, of course, thai the susuinable size of transfer 
programs to the needy is enlarged by giving in-kind uansfers, in the 
sense that donors are wilhng to give more when much of the assistance 
is 'tied' than when it is 'untied'. To the extent thai this is so, it may 
constitute a case for means-tested (or circumstance-tested) benefits in the 
form of housing, health and education subsidies. But much current 'in-
kind redistribution' is not targeted in this way. Public provision of 
education at all levels virtually free of charge lo all who want to gain 
access to it, and access free of charge or at highly subsidised rates to 
public hospital services, and in effect to many medical services too, arc 
poorly targeted substitutes. And in relation to public housing (let alone 
housing in general, despite means-testing of first home-owner scheme 
funds), bclow-markcl rentals encourage continued residence by non-needy 
tenants while many of the 'after-housing costs' working poor (who do 
not get 'supplementary assistance') face unsubsidised market rentals in 
the private rental market. 

To the extent that the lax system ensures funding is income-related, 
there is, of course, some redistribution occurring in most of these cases, 
except with higher education where access is rationed aiKl current policies 
involve substantial redi.stribution in favour of the already well off or 
soon to be well off. But even more generally, the effective provision of 
dcmogranis reduces substantially the extent of real (and desirable) 
redistribution that occurs for a given public sector outlay. There is here 
(as in other areas of explicit welfare spending) much 'churning' — 
raising of revenue from and provision of benefits to essentially the same 
group of people. And as I indicated eariier, it is not just that the 
exercise seems pointless, nor, more to the point, that it involves 
unnecessary administrative costs on both sides of the transactions: more 
importantly still, given labour supply effects and other .sources of excess 
burden, the cost of a dollar transferred to the genuinely needy is likely to 
be very high (see Browning and Johnson, 1984, and Bascand and Porter, 
1986). 
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Even diose averse lo private supply of education and all healdi and 

hospital services and insurance, and in favour of substantial welfare 

benefits including some in-kind, should favour elimination of 'free-

access' lo many public services and the introduction of market-like fees 

and charges, widi means-tested subsidies to panicular categories of 

individuals — whether low-income or chronically ill or whatever. 

Private competitive supply, rather than public supply, as I argued 

earlier, would free yet more resources and lower overall social costs — a 

presumption that applies to public housing too. where around SI billion 

(net) of Commonwealth and Suie funds are devoted lo public housing 

construction and as much again to housing assistance. Over ume, 

allowing the private rental market to supply all but emergency 

accommodation and providing stricdy means-tested rental assistance to 

needy renters would be a much more cost-effective and better targeted 

way of using public funds. 
Turning now to the personal benefit payments, diere arc more 

diverse programs here than I can hope to deal widi, odier than at the 
level of general principle. In this regard, one point I would make 
strongly is thai, contrary to Minford (1984), it is not clear to me that 
income maintenance or negative income tax programs for the support of 
low-income families are desirable. As Bascand and Porter (1986) 
suggest, given the costs of equity/efficiency trade-offs, broad-based 
programs and demogrant-iype schemes (such as family allowances) may 
be very cosdy compared to more narrowly targeted programs, despite 
problems over some ranges with effective marginal tax rates. 
Particularly given the often temporary and/or life cycle nature of 'need', 
programs with easy (but monitored) access and rapid exit (albeit across 
high effective marginal tax rates over short ranges) may be much 
preferred 

Second, and relatedly, some of the problems in the v^vlfare budget 
(e.g. widi sole parent benefits) arise from poorly designed schemes 
and/or a failure to fully administer the programs as originally intended. 
The social security and welfare area apparently takes pride in having very 
low administrative costs, but it might be argued that higher 
administrative costs would be desirable if they resulted in better targeting 
of the intended beneficiaries.'' 

The whole issue of the interaction between die welfare system and 
the ux system is in need of further review despite some recent work on 

^Cases-in-poini cited lo me include 'non-eligible' non-residenti giining 
access to benefits, failure to apply work lesu. and the actual 
encouragemenl of people to gain access to benefits by arrmgement of 
their affairs. On the other side, many genuinely needy, diffident about 
dealing with welfare people, probably do itol gain access to full 
entitlement. 
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it Apart from the sull somewhat vexed quesuon of pension means-

tesung and the issue now being tackled of sole parent benefits, die 

outstanding (though somewhat contcnuous) case in the income transfer 

area is that of family allowaiKes. Now that family iiKome-tesdng 

applies to the famdy iiKome supplement for the working poor and to 

family allowances for 16- and 17-year-olds, its extension across the 

board would seem both desirable and more politically feasible than it has 

previously seemed. The extent of transfers to high income famdies and 

more generally of much 'churning' across the board must make it a 

prime target, with both tax cuts and increased benefits for genuinely 

low-income families made possible as offsets. 
Finally, in reladon to cash benefits, the issue of unemployment 

benefits has been revived in recent times with discussion across the 
political spectrum of work-for-the-dole schemes, especially for young 
people. At die most general level, it might be observed that much of 
this (and other welfare) expenditiue may be attributable to compensaUon 
for other policy failures in relation to educauon, wages and training in 
particular, and die most effecuve expendinve cutting strategy may be to 
tackle diose other problems. More specifically, however, a move 
towards a national employment insuraiKe arrangement and/or the 
restriction of benefits to some proporuon of previous earnings for 
durations related to work experience would seem worth parucidar 
considcrauon as a means of helping to create greater incentives to escape 
from beneficiary status. This is not to deny the case for a safely net of 
some sort, of course, but simply to recognise that incentive and 
disincentive issues arc fundamental, even in a caring society. 

I V . F R O M I N I T I A L R E D U C T I O N S T O SUSTAINED 
R E S T R A I N T 

This radier lengthy discussion of general principles has, inevitably, been 
illustrated with a relatively limited range of examples drawn 
predominandy from education, healdi and public housing, and (diough 
less specifically) social security and welfare spending. Thai these should 
turn out to be the major illusuative examples (given that 1 have 
explicidy excluded publK utihty 'privatisation' from my considerations) 
is not surprising. 

Although more detailed scrutiny of other areas of the budget in 
terms of the principles oudined here, and reviews of efficiency and 
effectiveness more narrowly conceived, might yield in aggregate large 
potential spending reductions (and/or offsets to outlays through more 
effective application of fees and charges for services), substantial targets 
for significant and sustainable cuts in real terms in ouUays are likely to 
come from areas of activity dial can be in large measure 'handed back' to 
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the private sector — albeit with subsidies particularly lo needy u.sers 
and/or to private producers to ensure adequate overall levels of provision 
and consumption. While there may be more egregious cases of public 
sector intervention that serve only private interests or otherwise have 
little social value and could be cut with relative impunity, education, 
health and public housing construction represent major cases where 
partial market failure and redistribution-in-kind arguments for public 
support have been overextended into strongly questionable cases for 
public supply of schools, hospitals, houses, insurance, and so on, 
usually at highly subsidised direct charges and often universally avaihible 
at those charges. 

On currently available figures, these three areas account for 
approaching S30 billion (or nearly 30 per cent) of total public sector 
outlays. I f only as much as one-third of these outlays coukl be cut (net 
of subsidies required) by progressively devolving supply to the private 
sector (or. less satisfactorily but perhaps more immediately attainable, 
by increasing direct charges and requiring the institutions lo fund 
spending from this revenue), substantial progress would have been made 
towards reducing public spending without sacrificing publicly-shared 
objectives. Indeed, both from improved efficiency in supply and from 
reduced tax-induced distortions, these strategies could yield substantial 
net social benefits, which, after all, is the central justification for 
reducing public sector activity by returning functions to the private 
sector. 

Application of similar principles to other non-market public sector 
services, franchising or sale of commercial public utilities (even with 
residual regulations in some cases), more vigorous means-testing of all 
forms of welfare benefits, and continuing reviews of efficiency and 
effectiveness across all public sector activities, including in the 
problematic area of defence, could conceivably see public sector spending 
reduced to shares of GDP more like those that prevailed before the 1970s 
— and again. 1 emphasise, without society giving up any of its major 
objectives. 

It is interesting to note two things about these strategies. First, a 
substantial part of the reductions would occur at State level — not 
surprisingly, since die Slates are the predominant users of real resources. 
Second, notwithstanding this, and in any event noting that via grants 
many of the relevant State activities are effectively substantially 
Commonwealdi funded, the strategies discussed here contrast radier 
starkly with the supposedly major cost-cutting exercises of recent 
memory — from Bland, through Lynch, to the 1986 Budget 

This is not to reject as totally insignificant the latest 
Commonwealth round of expenditure cuts. Even UKMigh in aggregate 
they left spending uiKhanged in real terms — and indeed allowed the 
Commonwealth's ov^ outlays (e.spccially in goods and services) to 
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expand in real terms by imposing severe cuts in capital transfers and 

advances, especially to the States — amid the much derided deferrals, 

minor mcreases in charges and recoveries, and minor program cuts and 

administrative improvements, two or three potentially significant 

changes were made. For example, a complete program of bed-day 

subsidies to private hospitals was eliminated. (Though this could be 

argued to be inappropriate in reducing effective private competition with 

publicly funded and protected public hospitals, the principle of 

eliminating programs is nonetheless important.) Apparently minor 

administrative charges for tertiary students were introduced, opening up 

the possibiUty of genuine tuition fees. An initial attack has begun on 

the much-abused sole parent benefit scheme, and the introduction of 

means-testing of family allowances for 16- and 17-year-olds offers a 

potential wedge towards application of this principle across the board for 

family allowances. Whether these hopeful signs turn out to be 

harbingers of more signiHcant things to come remains to be seen, but 

their potential sigiuficance cannot yet be ignored. 
What can. unfortunately, be said of he 1986 Commonwealth Budget 

exercise, like most exercises before it, is that these few signs apart, it is 
difficult to see that the measures adopted provide any major protection 
against the apparently inexorable rise in the cost of public sector 
services. This leads me to a final general (and 1 think vital) point about 
strategies for reducing public sector spending — namely, that the 
benefits may be rapidly dissipated unless equally substantial attention is 
given to 'control mechanisms' designed to resist renewed growth of 
spending. Since others are to di.scuss these issues in detail, I shall 
merely identify some of what might be seen as essential elements of 
securing control of spending growth, especially at the Commonwealth 
level. 

At the micro level, there is the need on a continuing basis for 
rolling programs of policy and program reviews, evaluating efficiency, 
effectiveness and strategy policy issues: the only alternative would be 
the crude instruments of cash and/or staffing limits.^ Clearly, such 
reviews would need to be considered an integral part of the budget 
process, which itself might benefit from further review — especially 
with re.spect to the role of the Forward Estimates of Expenditure, which, 
despite better integration in recent years into the budget process, remain 
essentially an instrument of the annual budget cycle rather than an 
instrument of longer-tenn planning for flexibility (see the CEDA, 1986. 

8 
The proposed introduction of program budgeting as well as the reviews 

to be undertaken as part of the Prime Minister's package of measures to 
improve public sector management and administration may play part of 
this role. But there is a risk of them being little more than window-
dressing unless they are part of an integrated atuck on spending growth. 
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repon on strategic planning issues, and the House of Representatives 
Expenditure Committee's 1979 report on Parliament and Public 
Expenditure, which also had much to say about these and related issues 
that remain relevant today). 

Over and above this, and indeed perhaps because of it, is the need for 
more macro level controls. Trilogy-type commitments — or the 
Opposition's more austere version — may serve as suggestive models 
once base level spending has been appropriately reduced. Of more 
automatic efTect, and to that extent at least equally important, is the 
possibility of trying again to establish ihorough-gomg indexauon of the 
tax system. At a yet higher level still, and correspondingly less secure 
of achievement, would be some form of constitutional limitation on 
spending. This raises particularly complex issues, but it is worth 
noting in passing that one existing form of what is arguably intended as 
a constitutional limitation has been substantially perverted, especially 
since World War I I — namely, the constitutional division of spending 
and especially taxing powers. While the conventional wisdom in 
Australia has it that Commonwealth dominance is necessary to secure 
any reasonable restraint by the States, this dominance is secured at the 
cost of relieving Stales from unambiguous responsibility for their 
decisions and partially shielding them from bearing the fiill political cost 
of irrational decision making. It seems to me at least that the issues 
involved are less clear<ut than is currenUy admitted. 

V . CONCLUDING R E M A R K S 

Governments have proved themselves to be preoy adept at increasing 
spending: one might almost say they are naturals at it. They have yet 
to prove themselves anywhere near as adept at controlling and reducing 
spending. Despite some changes in perspectives on government and its 
performance as a supplier of services, which have given rise to a 
generalised 'public will' to reduce spending, the requisite 'public way' 
has not yet been found. 

What 1 have suggested is that the 'public way' probably has at least 
three important elemenu. First, it requires that public services be 
scrutinised not just in terms of their efficiency and effectiveness, but in 
terms of more fundamental questions about whether public provision is 
really necessary and desirable. Second, it also requires 'packaging' of 
proposals in ways that emphasise, for some, trade-offs in terms of 
reduced tax burdens, and for others, more generous and better targeted 
benefits. Third, but equally fundamentally, it requires identification of 
procedures and/or processes that both help to sustain cuts once made and. 
indeed, give those with responsibility for determining spending levels 
and patterns a continuing interest in making savings. 
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I have altcmptcd to identify some of the relevant elements but, at 
this stage, have gone little further than stating principles and suggesting 
illustrative examples. The real work starts from here. 
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COMMENTS 

Peter Swan 

Rather than commenting in detail on the themes raised by these two 
excellent papers (with which I find myself in substantial agreement), I 
would like to add to their impact by discussing some of the causes and 
effects of the growth of government in Au.stralia. 

A recent study by Michael Marlow (1986) of the effects of 
government growth in a number of OECD countries (including 
Australia) between 1960 and 1980 finds that the contemporaneous 
increase in public expenditure by itself has had no effect in reducing the 
rate of economic growth, but that the level of government expenditure as 
a share of GDP has quite a large negative impact in reducing the 
subsequent rate of economic growth. Given the very high current level 
of government spending in Ausualia, then, if Marlow's hypothesis is 
correct, we can look forward to even lower economic growth rates in 
futive than we've experienced in the past That would be a hard target to 
achieve, given our miserable performance to date. 

Professors Minford and Walsh have mentioned some of the factors 
that have been put forward to explain the rising share of GDP taken by 
public expenditure, factors such as budget-maximising bureaus, majority 
voting rules, and the growth of special interests. Mueller and Murrell 
(1985) find that the size of government in the OECT> countries is 
positively related to even a very crude measure of the number of special 
interest groups. Among the other factors that have been suggested, that 
of voter myopia is especially important 

For myself, I have approached the issue of the growing size of 
government in Australia by asking whether the voters have ever been 
asked whether they want a larger public sector. Over the period 
1950-1984. for example, the revenue share of GDP for the 
Commonwealth and State governments combined rose bom about 23 per 
cent to just over 30 per cent and expenditure rose from about 28 per cent 
to over 42 per cent The difference is largely due to government 
borrowing. Have voters ever been asked whether they wanted those 
rising shares of revenue and expenditure? I have tested this by a simple 

Peter Swan is Professor of Managemeni in ihe economics area ai the 
Australian Graduate School of Management. University of New South 
Walci. 

127 



Restraining Leviathan 

procedure. I asked what factors have entered into these rising shares, and 

tried a number of variables. 
Recall that during the period 1972-74. the WhiUam Governments, 

despite their large expenditure programs, were embarrassed by the 
volume of revenue diey were collecting as a result of the fiscal drag 
caused by high inflation rates. Admittedly expenditure rose by even 
more than the considerable rises in revenue over the Whiilam years, but 
there may well have been expectations that the deficit could be funded 
from future fiscal drag. I tested an explanation containing two variables: 
the price level (measured by the implicit price deflator for GNP), and the 
political colour of the government (which I lagged by two years to 
ensure that the expenditure programs in the second year of government 
would be impacted by this measure). I found that both revenue and 
expenditure shares of GDP could be explained by these two variables, 
most of the explanation being provided by the price level. The term 
reflecting the change of government came in positive, with the Labor 
government winning the honours. This indicates that these large 
increases have occurred without any explicit tax increases. Governments 
wanting to raise expenditure have only had to print a little money, 
generate some inflation, or fix the exchange rale so that inflation is 
generated. Because of the nature of our marginal tax brackets and the 
absence of any indexation for inflation in the lax system, fiscal drag has 
been sufficient to increase revenues substantially. Since govemmenu 
have been unable to resist spending the additional revenue, inflauon goes 
a long way towards explaining the increasing share of public spending in 
die GDP as well. Other factors have also been at work, but the price 
level variable by itself does go a long way towards explaining the 
growth of govemmenL For every 10 per cent rise in prices (roughly our 
current inflation rale), revenue and expenditure rise by about 1.6S to 1.70 
per cent of GDP. If. as seems likely, inflation continues at its current 
rate for many years, we can expect continuous increases in revenue and 
expenditure. Because of the progressive nature of the income tax 
system, this can remain true despite the tax 'cuts' that governments 
might introduce. (For a fuller treaunent see Swan, 1987.) 

One solution would be lo reduce marginal lax rates so dial ihey were 
roughly equal lo average rales. This would kill two birds with one 
stone: First, it would improve the efflciency of the tax system by 
eliminating some of the distortions and disincentives that Professor 
Minford shows to result from high marginal tax rates. Second, by 
reducing automatic increases in tax revenues, it would force governments 
to be honest widi die voters: if diey want to raise the public spending 
share of GDP, they would have to ask the voters to agree to the tax 
increases needed to fuiance diem. 

Another variable that does as well as the price level as a predictor of 
the increasing share of govenimeni revenue and expenditure in GDP is 
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the number of times a taxpayer's income has to exceed the average 
weekly earnings before he is in the highest marginal tax brackcL In 
1950, this was 20 times. In 1984, it was roughly two times. Today, it 
is probably about one and a half times. This means, in effect, that the 
government has ameliorated the [Hoblem of the difference between 
marginal and average tax rates by generating enough inflation to almost 
push everyone into the highest marginal bracket. Once the average tax 
rate for most taxpayers nears the lop marginal rate, fiscal drag is no 
longer such a powerful force. 

A reform of the tax system is, then, a first and an essential step in 
improving our expenditure system and forcing governments to be 
honest. 
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DISCUSSION 

Edwin Brooks (Rivr r ina-Murray Institute of Higher 
Education): Professor Minford seems to argt>e thai privatisation is a 
necttsary precondition for developing a genuinely free market. Yet he 
glosses over the failure of the Thatcher Government to combine 
privatisation with any sort of competitive thrust within the former state-
run industries. If one simply hands over public enterprises to very large 
monopolies (possibly transnational) then one may be changing the 
permutations of power but not creating a genuinely competitive 
economy. I have two questions: Why did the Thatcher Government not 
combine privatisation with deregulation (as when it sold Telecom)? And 
how docs one proceed thereafter without denying those who purchased 
Telecom the benefit of the structure which they thought they were 
purchasing? 

Patrick Minford: Private monopolies are better than public ones, 
because contestability — the threat of entry into their markets by 
competitors — is at least a possibility in the private sector. With 
public monopolies there is no such prospect. 

As for the shareholders of Telecom: they were sold a pro.specius in 
which they were to have a regulated private monopoly, with one minor 
competitor, namely. Mercury. But the guarantee extends only five years 
bom the date of privatisation. Anyone who bought Telecom shares 
must be aware of the possibility that Mercury could become more 
powerful, and that other competitors might be allowed into the market 
«hen those five years have expired. The big challenge for privatisation 
is turning regulated monopolies into contestable ones. It's very hard to 
privatise public sector monopolies where the managements are totally 
hostile, and the only way of persuading them not to sabotage the whole 
operation may well be to retain monopoly regulation. But once they are 
in the private sector, it should be easier to deal with them. 

Simon Okc (Liberal Party of Australia): Professor Minford 
stated that an efficient tax system is one where marginal tax rates are 
similar for all individuals. I assume he is referring to effective rates. Le. 
the nominal rates plus any means-testing effects. Professor Walsh, on 
the other hand, stated that there was a case for disuibuting some income 
transfers as rebates, and for means-testing some such rebates over a 
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narrow fence, certainly at a higher means-testing rate than over a longer 
fence. If we agree that the tax and benefit systems should be integrated, 
and if we also agree that a 'flattish' tax system minimises disincentive, 
then would not a system of means-testing rebates over narrow fences be 
at odds with those principles? And given that the tax system is at 
present highly progressive but family allowances are flat, would 
Professor Walsh's proposal for means-testing family allowances create 
an even more progressive tax-benefit system? 

Minford: It's true that, under a negative income tax, there's a trade-off 
between the minimum income and the degree of progressivity. If there 
is a high level of support, and you want a low marginal tax rate or a low 
rate of withdrawal, you have to provide the support a long way up the 
income scale, which is expensive. I see merit in Professor Walsh's 
scheme in which benefits arc narrowly concenuated, so that there are 
very high marginal tax rates just as you disqualify for the benefits, but at 
least the number of people affected is small. Over this part of the 
income scale you are forced into something imsatisfactory by the desire 
to provide a safety net. 1 think my own Negative Income Tax proposal 
is the least unsatisfactory, because it can be restricted fairly narrowly — 
you can come up with marginal tax rates of 60 per cent over a fairly 
moderate range. 

CiifT Walsh: On family allowances: there is a substantial amount of 
evidence that taxing everyone in order to provide benefits for everyone 
makes no sense (and we should remember that the tax system is in fact 
roughly proportional, not really progressive), since the labour supply 
effects on both taxpayers and recipients impose costs in excess of the 
value of the transfers. As for the guaranteed minimum income, I'm not 
sure that it's the most desirable mechanism, since a lot of people (such 
as students and part-time workers) arc on low incomes only very 
temporarily. I also fear that we would be under constant pressure to raise 
the minimum, which would impose serious costs in terms of labour 
supply effects. 

Peter Saunders (Social Welfare Research Centre): Professor 
Minford referred to the poverty trap and the unemployment trap in the 
UK. As I understand it, the poverty trap arises because of the withdrawal 
rate of benefits, whereas the unemployment trap arises because of the 
level of benefits. Avoiding the poverty trap involves reducing the 
withdrawal rate, which increases public spending; whereas avoiding the 
unemployment trap involves lowering benefits, thus reducing public 
spending. Was Professor Minford proposing to lower the withdrawal 
rate or to cut benefits? 
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Minford: The major savings come from springing the unemployment 

trap. The savings there arc very large. But it needn't involve culling 

benefit rates. The British government has recendy begun the 'resian' 

program, under which the long-term unemployed are interviewed by 

public servants and offered opportunities in training and jobs. Those 

who persist in dechning job opportunilies are liable to lose their 

bcncfiis. Those who are genuinely unable to find work remain entitled 

to unemployment benefits. The system seems to be working well at the 

moment leading to substantial savings. This is all within the spirit of 

the Bcveridge reforms. 

Saunders: Professor Walsh may be right in arguing that there is a 
movement for lower taxes in Australia. But this seems to me to be a 
mainly middle-class movement Does he believe the movement would 
persist if it were imderstood tax cuts would have to be financed by cuts 
in benefits for the middle class? 

Walsh: I think so, because the only way to cut taxes is to cut 
spending. Peter Swan touched on this issue when he noted that the 
Australian people had never been asked whether they wanted public 
sector spending to rise by so much. If people were asked diis question 
in a way that made sense, I think most of them would favour a smaller 
public sector. But it's hard for them to act on this preference, since in 
supporting the benefits that arc important to them individually, they 
have to support similar benefits for everyone. There is a kind of 
schizophrenia here, which can be resolved only by the appropriate 
politkal processes. 

As far as federal fiscal processes arc concerned, I don't think it 
follows that support for smaller government requires us to call on the 
the Commonwealth government to wield the big stick at meetings of the 
Slate premiers and the Loans Council. It might be better to restore full 
taxing and borrowing powers to the stales and require them to carry the 
enure cost of their own decisions. 
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1. T H E SCOPE OF BUSINESS R E G U L A T I O N 

Regulation reaches into all activities. In many of its guises however it 
is little more than a codification and elaboration of common law. 
Common law or natural law is the basis on which property rights arc 
defined, and it allows contractual arrangements to be made in an 
atmosphere of some certainty. 

Where it is consistent with common law. regulation often performs 
an indispensable role, as in the case of much of company law or patent 
law. In such cases, the role of regulation is largely ui codify common 
law and update it for changed commercial and technological 
circumstances. 

Mitnick (1980) has offered a lengthy definition of regulation, which 
can be summarised as 'restriction through deliberate intent of a subject's 
choice of activity by a public administration entity not directly party to 
or involved in that activity; and policing of that restriction with respect 
to a goal and according to a rule prescribed in the public interest'. The 
difficulty of this definition is that it leaves vague the role of taxation and 
subsidies. The Business Regulauon Review Unit (BRRU) adopted the 
following definition of regulation: 'actions of government, which 
whether by use of fiat or inducement persuade business entities to pursue 
their commercial interests in ways they might otherwise not have 
chosen'. This is also far from perfect. Whatever definition is applied 
has as its basis die power of die state, a power diat Stigler (1971:4). 
with commanding rhetoric, described in the following terms: 'the State 
has one basic resource which in pure principle is not shared by the 
mightiest of its citi/cns: the power to coerce. The State can seize 
money by the only method which is permitted by the laws of a civilised 
society, by taxation. The State can ordain the physical movements of 
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resources and die economic decisions of households and firms without 

ihcir consent'. 
Like a great many Western economies. Australia has a vast 

apparatus to regulate business. It is often said, and it is certainly no 
exaggeration, dial the average milkbar needs as many as 16 or 20 
separate regulatory ^provals to open its doors. While many of these do 
not impose parucularly onerous conditions or seriously inhibit entry 
into the service, they must add appreciably to costs. Other activities are 
subject to similar levels of regulation, much of which significandy 
affects ihe way firms do business. And the intrusion of regulation has 
clearly gadiered momentum over die past 20 years. Aldiough nobody 
has made a recent accurate count, there are of the order of SS 000 laws 
regulating the pursuit of business in Australia. Numerically, regulation 
in Australia is therefore vast. 

In scope Australian regulations include: embargoes on certain 
activities; the requirement to obtain prior permission from the 
audioriiics — permission often associated widi activity-specific taxation; 
and particular requirements specified as conditions of being allowed to 
engage in certain acuviiies. It may also include subsidies, which diough 
not coercive have regulatory intents and effects similar lo penalties. 

To give an example of the scope of regulation let's assume we were 
to go and buy an egg and mayonnaise sandwich. The sandwich shop 
would be subject lo many of the 16-20 regulations to which such shops 
are subject, including hygiene, zoning laws, possibly trading hours 
resuictions, regulations covering wages, permits to sell tobacco, 
possibly alcohol, milk, and so on. The eggs would be produced under a 
quota system. The bread would be produced under definitional laws, be 
subject to packaging, labelling, and 'use-by' laws, baked within severely 
restrictive hours, in factories subject to hygiene and occupational health 
and safety regulations. The mayonnaise would be produced subject lo its 
own packaging, labelling and content laws; one of its key ingredients, 
sugar, would have been produced under a highly regulated quota system. 
The butter would be produced under dairy industry regulatory 
arrangements and manufactured subject to healdi. occupational safety and 
wage determinations. The total number of regulations governing 
purchase of the sandwich would amount to several dozen. 

The problem widi using examples such as this — and indeed in 
counting the numbers of regulations — is that die economic distortions 
arc not really illuminated. At least the shopkeeper can sell you an egg 
sandwich and plenty of diem arc able lo do so. For other goods, like air 
transport or radio transmission, rather fewer laws prevent the service 
being tendered at all excqn by those privileged to be already offering it 
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The Government's Approach 

The tone of the federal government's approach to deregulation was set by 
the Prime Minister when he addressed the Business Qmncil of Australia 
in September 1984. On that occasion the Prime Minister said, ' I am 
convinced that after 84 years of federation, we have accumulated an 
excessive and often irrelevant and obstructive body of laws and 
regulations. Wc will examine critically the whole range of business 
regulation, most importandy with a view to assessing its contribution 
to long-term growth performance. Wc will maintain regulation which 
upon careful analysis clearly promotes economic efficiency, or which is 
clearly an effective means of achieving more equitable income 
distribution. And we will abandon regulation which fails these usts". 

The dominant theme running through this quotation refers to 
'excessive and irrelevant regulation'. This offers a clear signal favouring 
deregulation — perhaps the clearest such signal ever given by an 
incumbent government in Australia. But it is tempered by the agnostic 
view that some regulation promotes economic efficiency and that some 
regulation may be a justifiable means of promoting equity in income 
distribution. 

There are therefore three themes: first, the market is operating less 
efficiently as a result of being overridden by regulation: second, some 
regulation improves the efficiency with which markets operate; and third, 
some regulation, though detracting from efficiency, is nonetheless 
warranted on equity grounds. 

Broad Types of Regulation 

Regulation is designed to overcome market failure. It is commonly 
categorised by its purpose into social and economic regulation, 
though many regulations straddle the two aspects. 

Economic regulation may 

� promote compctilion; 
prevent monopolistic exploitations; 

� be a means of rationing certain scarce goods: 
� seek to foster economics of scale; and 
� compensate fot certain community-wide gains that transactions 

fail to recognise. 

Commonly it also has the effect of advanuging certain sections of the 
population by, for example, conferring tariff advantages or subsidies on 
domestic producers or protecting incumbent firms through a licensing 
system. 
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The state frequently seeks to prevent monopoly exploitation by 
itself undertaking the production or supply of the goods or service likely 
10 be monopolised. Other forms of economic regulation operate by 
directly guiding the price at which goods or services might be sold, 
specifying who may or may not compete in certain markets, or requiring 
the use of particular distribution modes: often a combination of these 
means is employed. 

Social regulation may 

� set standards for safety. 
� promote desirable environmental characteristics; 

foster greater equality for certain groups; 
� mandate health protection measures; and 
� specify remuneration practices, working hours, etc. 

Social regulation therefore differs from most forms of economic 
regulation by requiring that certain costs must be internalised within a 
firm, leaving the market to make die appropriate price adjustments. 

I I . T H E GROSS COSTS OF BUSINESS 
R E G U L A T I O N 

Overview 

Recently we at the BRRU published information that sought to establish 
some overall costs of business regulation, following on the work of 
Wcidcnbaum (1978). Costs were disaggregated into three related 
components: publk rcsotirces. papeiburden and compliance costs. 

Public resources as measured by the number of Commonwealth 
public servants were estimated at between 16 400 and 32 000. The 
latter figure includes estimates of numbers employed by die Australian 
Taxation Office, the Australian Bureau of Statistics, and some other 
policing and information-gadiering agencies. Adding in the number of 
State and load audiority officials, amounting to some 50 per cent more 
than those employed by the Commonwealth, the total number of 
government officials involved falls within the range 40 000 to 80 000. 
The annual costs of these officials to governments would amount to 
between SI.8 billion and S3.6 billion. 

Paperburden costs to business of furnishing govenmient officials 
with appropriate information to allow regulation is subject to a number 
of estimates. In the United Slates, the Federal Paperwork Commission 
has published estimates placing these costs at over five times those of 
the government. Based on a limited survey published by the 
Confederation of Australian Industry in 1980. we opted for a more 
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conservative figure of two times the costs incurred by government. This 
results in paperburden costs to industry in the range of $3.6 billion to 
$7.2 billion. 

The niore significant costs — and the area from which benefits are 
expected — are in the compliances required of business. Compliance 
costs include such matters as facKvy modifications, increased prices as a 
result of entry barriers, product modifications and so on. Weidenbaum 
drew upon dozens of separate studies to compile regulatory compliance 
costs, and related these back to the public resource costs incurred by the 
US federal govemmenL He generally adc^ted the more conservative 
estimates where a range of studies was available. In aggregate these 
compliance costs came to a value equal to 20 times the expenditures 
directly incurred by the federal government 

The BRRU opted for a compliance cost figure of ten times public 
expenditiues. Aside from wishing to err on the conservative side, we 
were also mindful that the very significant compliance costs covering 
trucking, then present in the US, were largely absent in Australia's 
uruegulated industry. In the US. the Interstate Commerce Commission 
was responsible for nearly 30 per cent of Weidenbaum "s estimate of total 
compliance cost and had a ratio of compliance to administrative costs of 
210:1 (quoted by Tabb, 1980). 

On the basis of a tenfold compliance cost, the aggregate annual 
costs of business regulation in Australia arc therefore between $22 
billion and $48 billion, or 9 per cent to 19 per cent of GDP. 

I might add that these costs do not include resources expended in 
lobbying for preferred treatment — resources that, in view of the stakes, 
could be very considerable. 

Some Caveats 

It might be claimed that the methodology used in arriving at these 
numbers is somewhat slavishly based on US findings in its treatment of 
compUance costs. 

The problem is that, except in the area of the tariff, few Austrahan 
regulations have been subjected to economic scrutiny. It is true that 
studies of the impact of Australia's specific regulations might be 
expected to yield greater accuracy. But in order to dismiss the numbers 
generated from (conservatively) applying the US data, it would be 
necessary to demonstrate that the effect of Australian regulations has 
been massively different from that of their US counterparts. Where 
economic analysis has been conducted into Australian regulation, for 
example in studies of the Two-Airline Policy by Kirby and Forsyth 
(1981) and Hocking (1982), compliance costs remarkably similar to 
those of US studies have been found. 
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A more telling criticism goes to the nature of what these costs 
mean. As in the case of taxation costs, to which regulation costs are 
akin, the measured cost is somewhat different from the economic cost 
Thus, it would be incorrect to argue that as the gross cost of govenuneni 
amounts to 42 per cent of GDP, this constitutes the magnitude of the 
economic cost. 

All regulations, like taxation and public spending, produce benefits 
as well as costs, and the net cost position is likely to be much smaller 
than the gross position. Regulations mean expcnditiues arc switched 
around the economy. Although this means losses in efficiency, the true 
economic costs are unlikely to equal the full computed costs of the 
distortion. This can be illustrated by analysing data on Australian 
indusuy protection. Based on 1982-83 data, the Industries Assistance 
Commission OAC) estimated that protection confers the equivalent of a 
$6 billion subsidy on the manufacturing industry ( lAC, 1982, 1985). 
This amounted to 3.6 per cent of GDP. However, an analysis based on a 
general equiiibriiun model of the economy published by the lAC for the 
same year estimated that the net benefit from a 35 per cent reduction in 
assistance levels would be an increase in GDP of 0.7 per cent. 
Interpolated to a 100 per cent rcduciior this would mean a net benefit of 
about 1.0 per cent (a straight-line multiplication would exaggerate the 
figure because the distortions from higher levels of tariffs are greater than 
those from lower levels). This net benefit would be reduced to the d^ree 
that there are sunk costs in some industries, but increased if improved 
economies of scale were to emerge. 

I I I . B E N E F I T S OF ECONOMIC R E G U L A T I O N 

Pro-Competitive Laws 

Pro-competitive laws arc a major element of economic regulation. 
Many are in effect a codification of common law. Others doubtless 
bring beneficial impacts but are not without their costs. Such laws 

� are targeted against monopoly; 
� seek to ensure that suppliers proffer adequate information; and 
� discourage or outlaw certain marketing practices, like resale 

price maintenance, which a strong supplier might otherwise 
choose to pursue. 

Pro-competitive laws seek to bring about, or ensure the 
continuation of, the conditions under which efficiency is best achieved. 
This has uaditionally been viewed as requiring the rivalry of many 
sellers seeking profitably to meet buyers' needs, and many buyers 
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competing for products. There are, however numerous examples of 
regulation that was originally intended (ostensibly) to prevent 
exploitation being 'captured', either by producen seeking to buttress 
their positions or by consumers seeking to ensure lower prices than 
could be justified by costs. 

The case for regulation to combat monopoly exploitation is 
soundest when natural monopolies exist. Baumol's (1982) 
contesiability theory has ovenumed previous notions of a dominant firm 
being automatically able to exploit monopoly powers. Where a market 
is contestable, exploitive behaviour by a (tominant firm will quickly 
attract competitors. At best, laws against collusion or mergers will, in 
such circumstances, accelerate a process whereby normal market forces 
eliminate excess profits thus generated. Moreover, changes in 
technology have eroded the natural monthly power of many economic 
entities. "Technological developments have greatly erxxled much of the 
monopoly power in u:lecommunk:ations and postal services. However, 
few would deny the case for regulation or government ownership on 
behalf of the community as a whole where duplication of distribution 
systems, for example Uirough domestk: water, electricity and telephone 
reticulation, would be an extravagance. 

Regulations requiring disclosure of information cover matters as 
varied as labelling requirements for consumer products and the National 
Companies and Securities Code. Supplying greater details to a wide 
range of customers about the composition of products or the nature of 
offers cleariy allows better informed choices to be made and in this 
respect conuibutes to efficiency. 

However, providing information beyond what the seller wishes \o 
provide is not cosUcss. Moreover, requirements to provide information 
can reduce entrepreneurial initiatives. For example, in areas like 
corporate takeovers where delays can bring competitive bids, the 
likelihood of attracting such competition, aldKxigh of advantage to die 
seller, will reduce the incentive for buyers to search out potentially 
profitable situations thereby reducing die reallocation of resources to 
more productive activities. 

Similarly, requiring firms to provide more information dian they 
would otherwise choose, as in the case of processed foodsliifTs, limits 
their ability to tailor their promotional efforts and may entail additional 
packaging costs. Verification requirements by the audi(»-itics and 
stipulations as to what constitutes a product described as, for example, 
jam, build further costs and inflexibilities into the system. Such 
arrangements impede die development of products that might otherwise 
occur in response to changing market requirements or technological 
capabilities. Typically, obtaining agreement for a new food standard or 
for modification of an existing standard takes three to four years and 
some considerable costs, matters that must adversely affect innovation. 
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The basis of Australia's pro-competitive regulations is the Trade 
Practices Act. Part IV of that Act outlaws activities deemed to be anti-
competitive. Resale price maintenance is one such activity. By not 
alk>wing suppliers to stipulate a price at which their goods may be 
resold, the government hopes to eiKOurage greater competition within 
distribution channels. But the case against resale price mainienaiKC is 
far from conclusive. Because it reduces information cost and encourages 
larger inventories and before- and after-sale service, resale price 
maintenance can be a rational strategy of a producer (and is recognised as 
such in fraiKhise operations like fast foods). It can help producers to 
better meet consumer needs and be efficient If it were used to capture 
unwarranted profits on distribution networks, alternative products and 
means of distribution would be attracted to (he activity. 

Anti-Competitive Laws 

One type of economic regulation designed to restrain competition, price 
regulation, has an ignoble history reaching back many millenia. 
Frequently governments have used price regulation to prevent or alleviate 
symptoms of their own activities, which have led to unacceptable 
taxation or to inflation. Benefits to consumers of price ceilings are 
normally only transitory as market forces undermine their effectiveness. 
Even if the regulation has a sustained effect in lowering prices, these 
beneHts arc progressively overtaken as the distortions lead to inadequate 
incentives for producers to maintain supply or expand their investment 

Economic regulaticm of market entry or distribution uruloubtedly 
confers benefits on the individuals or firms who are thereby partly 
sheltered from competitive pressures. Such sheltering is however likely 
to bring with it higher costs and a less satisfactory meeting of different 
quality and end-use requirements than would be the result of open 
competition. 

Leaving aside these clearly specious benefits of competition-
restraining regulation, there are five lines of argument put in its favour. 

First, it gives iiKumbenis greater certainty against which to plan 
their future activities, and it offers those incumbents who might have 
developed a particular market the opportunity to generate adequate 
rewards before imitauxs compeu: away their profit margins. As such it 
stimulates innovation, especially for activities that by their nature are 
not patentable. Against this, it is argued that it is difficult to decide who 
deserves such rewards. Wide application of such rules would lead to 
economic ossification by denying competition and the stimulus this 
imposes upon incumbent firms to seek out more cost-effective ways of 
meeting market demands. The original innovator still has some 
advantages before imitators cut these back, and the best means of 
ensuring dynamism is to maintain the stimulus of competition. 
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Second, it can be argued that, without the restraint of competition, 
there might be considerable losses to the community where heavy sunk 
costs have been iiKurred in a particular activity that would need to be 
scrapped, with little residual value, if a marginally better facility were 
introduced by a competitor. It is argued that the community would be 
better off if the origiiial facility were retained and phased dov/n gradually 
and the resources required for the new fiicility applied elsewhere. 

Again, the criteria for making such decisions are difficult to define. 
Moreover the immediate eclipse of one means of production by another 
marginally supcnor means Ls difficult to visualise — the former would 
respond by reducing its price and gradually being phased out. In a recent 
paper, RaJph Harris (1986:2) cited goods now generally available in 
noting the beneficial changes that progress has brought about and said. 
'They exemplify the progressions whereby luxuries not available even to 
privileged minorities a couple of generations back have spread to become 
the convenioKes, even necessities of the masses. Yet every advance was 
won by displacing old, outmoded forms of production and work*. 

A more persuasive reasoning in favour of this case is where 
regulation has itself generated distortions. In such instances, for 
example tariffs, a case can be made for removing the distortion gradually 
to allow resources to be redepk>yed progressively. Such a case rests on 
the 'awesome power of the state' having an impact on market forces that 
is different from the effect of those forces themselves. 

A third case for regulation of market entry — and one frequently put 
by incumbents — is that it prevents consumer losses by disallowing 
'fly-by-night' operators. On these grounds, regulation allows greater 
consumer certainty that die good or service being purchased will be what 
is being sought. Regulation of this nature is claimed to be necessary in 
services as diverse as law, medicine, insurance broking and travel 
agencies. I do not wish to develop the panoply of industry-specific 
arguments expressed in favour of such regulation, but it is appropriate to 
observe that there are costs involved in administering such regulations 
and that their existence restricts the development of novel forms of 
competition or low-cost entrants. In both cases they are likely to 
impede efficiency. 

Fourth, restraint of competition is often supported to ensure that a 
full service is offered. 'Cream-skimming' by competiuvs, i.e. offering 
only the most profitable areas of service at prices that will take business 
away from the full-service operator, can undermine extensive cross-
subsidies. Telecom sees its $700m annual cross-subsidy lo non-urban 
users as a benefit, as indeed it is to those enjoying the lower prices. 
However, it is one paid for by other users and, by raising die costs of 
urban and interurban traffic, the competitiveness of industry is reduced 
and distortions are introduced dial can only have an adverx impact on 
efficiency. 
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Fifth, economic regulation is sometimes justified on the basis of 
the 'roucn apple' argument One firm's activities may affect customers' 
perceptions of other firms. A case in point is quality control in rural 
exports. It is maintained that without control, poor quality produce from 
a maverick producer would jeopardise the hard-won reputations of other 
producers. Although frequent in some primary produce industries, 
quality verification is rarely seen elsewhere — even where there is 
considerably more potential capacity to damage customers' health, etc. 
Quality control of exports is often supported by the industry as a whole, 
but it is rarely supported if the individual firms are made to pay the cost 
When the processed fruit and vegetable industry was made to pay half the 
costs of Commonwealth inspection, the various firms concerned very 
quickly came to the conclusion that the benefits they derived from this 
service were inadequate to justify it Such quality control may, however, 
be essential where, as in the case of Australia's beef exports, customers 
demand it as a condition of purchase. 
Other Forms of Economic Regulation 

There are two aspects of economic regulation that fail to fit into either 
the pro- or anti-competitive categories: first, where there are 
'externalities' or benefits from an activity that spill over to the 
community as a whole: and second, where property rights are impossible 
to define in such a way that an unregulated competitive industry can 
contribute to overall economic well-being. 

Sup>port for regulation in the form of subsidies to ensure that certain 
activities arc promoted is u.sually based on multiplier effects accrtiing to 
the rest of the community. It is frequently argued that the rewards of the 
market will , of themselves, be insufficient to promote optimal 
development (or retention) of a particular mdustry or activity. However, 
this case rests on the view that the favoured activity confers greater 
beiKfits than the others that must be taxed to support i t Normally this 
involves moving into the murky waters of winner-picking. 

The case for supplementing market rewards does, however, carry 
some substance with respect to research and development because of the 
non-patentability of the fmdings of much research. Where research is 
patentable, adequate rewards may be reaped by the innovator even 
though, in most cases, the rewards for the community as a whole will 
exceed these. However, many discoveries become common property 
soon after their development, and others are non-patentable bccau.se they 
involve only minor improvements to already patented techniques. Under 
these circumstances, society is likely to undcrinvest in innovation, and a 
strong case for the extension of supplementary support can be made. 
Australia, like other countries, has various forms of assistance to 
research and devctopment 
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The inability to vest property rights is die rationale behind a 
considerable body of regulation. In radio and television, it is claimed 
that because the broadcasting spectrum is limited and there are many 
competing needs for it, allocation should be by a regulatory agency. 
However, if we look closely we can see that it would be no more 
difficult U) assign property rights to the broadcasting spectnun than is 
the case with real estate. Fixing property rights for various parts of the 
spectrum would allow the price system efficientiy to allocate the various 
uses. 

A more convincing case of unownabic resources, the regulation of 
which is unavoidable, is found in the fishing industry. Fish in the ocean 
are common property and have different values depending upon dieir 
location and stage of development. The fact diat diey migrate and are 
free makes it very difficult to assign rights over them that optimise 
national welfare and avoid overfishing. Usually governments have 
imposed vast regulatory structures to preserve stocks and prevent the 
taking of young fish. Regulators give rights to certain fishermen, 
specify times at which fish may be caught, limit boat and net sizes, and 
so on. Such regulations are certain to give rise to inefficiencies since 
they cannot cover all contingencies and are likely to be infiexible. A 
preferable approach is to make use of die price system by levying a tax 
on each fish caught, consistont with the need to preserve stocks, leaving 
the various market participants to determine how best to uke advantage 
of the opportunities. 

In most cases it is difficult to maintam that economic regulation 
brings about net benefits. To do so is to argue that govenuncnts are in a 
better po.siuon than the atomised community as a whole to sift, sort and 
organise activities against the masses of nMds, productive possibilities 
and competitive situations. Although this is theoretically possible, the 
likelihood of information overload, dK cumbersomeness of bureaucracies 
and die divOTce of prospective personal gain and loss from the decision 
process make it unlikely. Empirical evidence of governments having 
succeeded in picking winners in this manner is extremely scarce. 

In light of that, all sorts of regulations become counterproductive: 
tariffs, subsidies, occupational licensing, shop trading hours, restricted 
entry into broadcasting and many areas of transport, primary industry 
marketing organisations, and price restraints on such matters as 
petroleum products or budding rents. 

Equity and the Role of Economic Regulation 

Some of the rationales for economic regulation are based on equity 
considerations. Cross-subsidisation appears to be a major justification 
for much of the economic regulation of transport and communications; it 
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previously was used to justify the regulation of brokerage commissions 
and remains at the heart of regulation of corporate takeovers. 

Equity considerations of a difTerent sort are behind regulation of 
rents and of pcuolcum distribution. In these cases, the regulation is 
based upon the supposed ability of large sellers to impose an unjust 
price on smaller, often unorganised clients or franchisees. A ntoment's 
refleclion, however, casts doubt on the merits of this case. The position 
of the small businessman vis-&-vis his large supplier is no weaker than 
that of the consumer vis-i-vis a large retail store. As long as there is 
competition, the large supplier is constrained by the knowledge that 
cbents can go elsewhere. Alleged unjust ucatmcnt meted out on even 
one small client will cause others to reconsider their ow\ contractual 
relationships with the supplier, and will render it easier for competitors 
to diskxlge clients from the relationship. 

Of relevance and some topicality in this respect is the matter of 
franchise regulations. Mutual interest is a powerful force for ensuring 
equitable contractual arrangements in a whole host of franchise 
relationships, and the government's intervention vo strengthen the 
position of one party can lead to inflexibilities of operation. Making it 
difficult for a fraiKhiser to remove a poorly performing franchisee or to 
insist on new operating arrangements in response to perceived market 
changes will work to the detriment of the parties in general and 
eventually consumers. 

Similariy, rent or tenancy controls, for example in shopping centre 
l e t K S . while reducing the price the owiter insists upon, will lessen the 
reuim on the centre and perhaps reduce its aggregau; effectiveness as a 
marketing entity. Common law recourse is available to any lea.seholders 
who considers themselves to have been unfairly ucaicd. Furthermore, 
the shopping centre owner will face either a corKetted revolt or a 
migration of tenants to other sites if his actions are considered to be 
arfoiuary and against the mutual interests of all the parlies. 

Equity considerations can generate similar infiexibilities, while 
failing to meet their objectives, when applied to cross-subsidies of many 
ttauport modes. Thus in the case of airlines, (he cross-subsidy, i f it 
exists, is from mainly affiuent city dwellers (o mainly afnuen[ rural 
dwellers and carries no obvious implications for a more equitable income 
distribution. In (he case of bus transport, the requirement that a 
successful concessionaire opera(e a full service is a cross-subsidy from 
rela(ively low-income commuter users to relatively k)w-income off-peak 
users. Again, there is no obvious improvement in social justice and. as 
in other cases, there is a diminution of efficiency. 

In the market place, needs are met only if they are backed up by 
ability (o pay. Any intervention is likely to affect efficiency adversely. 
This is equally true of in(erven(ions (ha( force suppliers to service 
unprofiuble markets, and of interventions that redistribute money from 
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people deemed to be able to dispense with some of their income to those 
deemed worthy of additional support. Every civilised society has shown 
compassion for the poor and has sought to modify the strict neutrality of 
the market place. Such measures contribute to the cohesion of the 
community. But redistribution of income should take place with the 
understanding that it is likely adversely to affect the mainstream wealth 
creation process. 

Moreover, the distortions generated by the pursuit of equity are 
generally regarded as less harmful if the redistribution is made in cash 
terms than if it is made in producu and services. Cash allows the 
recipients to weigh up their competing needs and assign the funds 
accordingly. Thus, though the poor may wish to travel off-peak in 
buses at a subsidised price, given the choice, they may prefer to spend 
such redistributed funds on more or better quality food, housing, etc. 
Goods are therefore always of lesser value than money. Hence equity is 
best pursued by taxation and redistribution rather than by economic 
regulation. 

I V . B E N E F I T S OF S O C I A L R E G U L A T I O N 

While a forceful case can be made against most forms of economic 
regulation, the case against many aspects of social regulation is less 
persuasive. 

Social regulation obligates firms to modify their products and inputs 
but leaves the market to adjust prices accordingly. It therefore brings 
about higher prices. In Australia it covers such matters as product 
testing, environmental controls, occupational health and safety, wages 
and woiking conditions. 

Philosophically, the case for social regulation is underpinned by 
several factors that the market may not be able to deal with. These arc 
the spillover effects that transactions might have on third parties, the 
difficulties of obtaining recourse at law for certain damages, and public 
morality. 

Meeting the needs of consumers may impose costs on people not 
pany to the transaction. Compensation for such costs can theoretically 
be arranged, but there are difficulties in determining whose property 
rights have been infringed and by how much. Pollution is a case in 
point. Sulphur or carbon emissions inconvenience those living close to 
a production facility, but their control may be costly and resuh in higher 
prices for the firm's customers. It would theoretically be possible to 
arrange compensation for those parties disadvantaged by emissions 
without introducing regulabon, but in practice this is difficult 

Regulation can also be justified even when compensation for 
incidental adverse effects is practicable. Thus, most people in the 

147 



Restraining Leviathan 

community favour laws that limit the amount of dme a trtick driver may 
.spend at die wheel. The fact diat dicsc laws — especially if pushed too 
far — are often broken is another matter. Laws on driving hours are 
favoured because of dangers to other wad users caused by an over-tired 
truck driver. It could be argued that the common law. self-preservation, 
and insurance penalties contribute sufficient incentive for the truck driver 
to lake adequate care, but individuals have different altitudes to risk. 
Laws on driving hours are intended to forestall the imposition of some 
individuals' risk profiles on the community as a whole. That said, 
sometimes this form of social regulation is introduced for inappropriate 
reasons. An example would be forcing non-unionised or cnlrcprcneurial 
workers to accept reduced driving hours negotiated as an improvement of 

conditions by imionised workers who wish to ensure no loss of relative 
competitiveness. 

The inevitable cumbersomeness of legal proces.ses and the often 
minor inconvenience generated by a spillover to any particular party may 
cause market failure. Even though the aggregate cost of an activity may 
be significant, die damages at law for any affected party will frequenUy 
not be worth the inconvenierKe of arranging coalitions of similarly 
affected parties to prosecute a claim. 

Finally, public morality may dictate that supplying certain needs 
shall not constitute a legitimate business, even where third parties are 
not obviously affected. Most societies have laws against pornography or 
the selling of hallucinogenic drugs with diis in mind. Most societies 
also forbid individuals to work for income where there is a high chance 
of deadi occurring — for example if a market were available for Russian 
roulette players, even if the participating individuals considered the 
reward commensurate with die risk, it woukl be forbidden. Less extreme 
activities such as cock-fighting and bear-baiting have long been outlawed 
in many countries. Such moral grounds for regulation have as their 
rationale that allowing these activities would undermine deeper ethical 
values to die detriment of society as a whole. 

Moral questions aside, many writers doubt that .social regulation is 
conferring net benefits. In die United Stau:s, Hazilla and Kopp (1985) 
estimate diat between 1981 and 1990 environmental quality regulations 
will have resulted in a rediKtion of real Gross Natiorud Product of 7 per 
cent Australia's environmental laws, diough different from diose of die 
US, are bkely to be no less cosUy. 

As well as substituting improved environmental conditions for 
lower levels of income, social regulation has different effects on the 
various classes within the community. While many in higher income 
brackets and especially among the professional classes choose to place or 
are able to place a high value on achieving cleaner air and water, this 
goal might not receive die same priority from other groups. When firms 
are required to limit emissions and discharges into the aunosphere. diey 
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must inevitably bear costs in excess of what would previously have been 
incurred. These costs, in the absciKe of monopoly, must be passed on 
in higher prices or lower output levels. As Milton and Rose Friedman 
(1980) point out, higher prices may be an acceptable outcome to die 
better off who are willing to trade these (or reduced employment) for 
lower levels of pollution, but they may be less acceptable to others. 
Whether the outcome is reflected in price or employment terms, 
pollution control mandated by government is likely to rearrange the 
various benefits and costs of economic activity in ways that can operate 
perversely upon equity considerations. Regulations in product safety and 
occupational health and safety can have die same sorts of perverse effects 
on equity. 

Clearly die community should be fully aware of the attendant costs 
and benefits before proceeding with social regulation. As widi economic 
regulation, some consideration should be given to the most efficient 
means of accomplishing die goals of social regulation. Where it can be 
used, the price mechanism is again the most efficient such means. 
Thus, if it is considered necessary to reduce pollution levels, rather than 
making specific means of achieving this mandatory on plants, it is 
preferable to leave such decisions to the management of plants 
themselves and apply a tax on excess pollutants. Of even greater merit 
are procedures that allow plants to 'trade' in pollutants. For example, it 
costs the chemical industry much more to reduce certain emissions than 
is the case for the paper and metal industries. The same objectives in 
terms of cleaner air may be achievable, at lower cost, by measures that 
allow reduced anti-pollution expenditure in the chemical indusuy and 
greater expenditure in metal industries. 

It is an unfortunate corollary of the increased complexities of 
modem economies that income and employment costs of government 
regulations of certain activities are often inadequately understood. By 
contfast. the benefits of cleaner air. fewer indusuial accidenu and 
improved product safety are readily ackitowledged. In part this is 
because adverse effects may be widely spread; often it is because they 
focus upon loss of future iiKome rather than on jeopardising existing 
facilities. With this in mind, those calling for enhanced conditions 
commonly setUe for such enhancements to apply only to new facilities, 
thereby not threatening the workers in and owners of existing sources of 
production. Indeed 'grandfathering' facilities in this manner confers a 
competitive advantage on extant facdities, an advanugc diat die Chicago 
School's 'economic theory' of regulation posits as a major cause of 
regidation. 

Commonly, however, those calling for regulation do not believe 
that significant costs of this type will be passed on in terms of higher 
prices or reduced levels of employment, sometimes claiming that the 
regulation will itself bring a beneficial impact in employment terms. 
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To test these various claims, the Commonwealth now requires 
Regulation Impact Statements of major new proposals in which the 
relevant costs and benefits of regulations are compiled and examined. To 
be undertaken satisfactorily, cost-benefit analyses require the use of an 
integrated economy-wide model. In practice it is necessary to settle for a 
somewhat less complex analysis, especially where the effects of the 
proposed regulations arc not capable of being captured by such models. 

V . LABOUR M A R K E T R E G U L A T I O N S 

I have been asked to place some special emphasis on labour market 
regulation. Fifty-seven per cent of the Australian workforce is 
unionised. This in itself need be no more of an economic distortion than 
if a similar proportion of employers belong to industry associations. 
However, where closed shops operate, as they do in a great many 
activities — iiKluding in the professions — most economists would see 
the resulting monopoly as a possible cause for concern. As with other 
monopolies, if alternative suppliers can contest the market, then there 
are considerable limitations on the powers of a labour union or 
professional body to extract excessive remuneration for its members. 

Unlike the professions, which arc constrained by codes of ethics and 
see themselves as working in the interests of their clients, unions in the 
past have seen their interests as fundamentally antithetical to the goals of 
the enterprises in which their members work. This can give rise to a 
considerable potential for inefficiency. That said, restrictive trade 
practices outcomes from monopolies managed by professional 
organisations may be no less stifling to competition-driven efficiency 
than those of union labour monopolies. 

The extent to which any single union is able to extract better 
conditions for its members than is possible under a market solution 
depends upon the soUdanty of its membership and the substitutability of 
that membership's output If a group is seeking to bargain an improved 
position for itself, it is no less legitimate for it to withdraw its labour 
than it is for a manufacturer to refuse to supply a customer under 
conditions it regards as inappropriate. However, in the latter case the 
natural forces of competition limit the degree to which the manufacturer 
can impose conditions on customers. Where such forces do not operate, 
it is because government has introduced or permitted impediments to 
competition or because a natural monopoly exists. Where the power of 
the manufacturer stems from government regulation, most economists 
would advocate measures to open up die market to competition. Where 
it emanates from natural monopoly, government regulation to limit the 
exploitive capabilities of the monopoly would be one preferred soluucm. 
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A dispute between employers and employees is likely to penalise 
both parties. In addition, some increased costs to third parties are 
ineviuble if a dispute denies them the use of their preferred supply or 
service source. But where the third party is denied any such supply by 
the union involved, then the union's power is considerable. Pejorative 
terms like 'scab' and 'blackleg' are commonly used against (hose 
offering to work on terms and conditions that the striking workforce 
considers to be inappropriate. 

Yet the margin between (he costs of (he 'scab' and (he costs of the 
union supplier is in reali(y the margin within which remuneration 
negotiations should take place. To the ex(en( that the union suppliers of 
labour can, as a result of their familiarity wi(h the work and its 
requirements, raise (heir produc(ivi(y above (hat of (heir competing 
suppliers, their negotiating scope is increased. When unions exert force 
to prevent manufacturers from taking advan(age of alternative supplies or 
services, it is like the manufacturer refusing (he price a cus(omer is 
ofiering for his goods, and (aking steps (o preven( (hat customer from 
ob(aining similar goods or service from al(ema(ive suppliers. In such a 
case the customer would have recourse to common law (or for that 
matter (he Trade Practices Act). 

Any individual union can succeed in extracting improved conditions 
through its monopoly bargaining strength only at (he expense of (he 
communi(y as a whole (unless i(s employer adversary is already 
ex(racting monopoly profits, in which case the union membership is 
able to share in these). But the workforce as a whole is unable to 
achieve conditions beuer than those of a market solution on a sustained 
basis. Attempts to do so will result in higher prices, lower levels of 
employment reduced profi(s (and hence inves(men(), or a combination of 
these. 

Australia's Arbi(ra(ion Commission presumably seeks (o make 
decisions (ha( emulate those of a market solution. But it will genera(e 
infiexibiliUes (o the degree (ha( i( fails in (ha( aim. Incorrect decisions 
may operate in either direction. Should the Arbitration Commission 
determine remuneration and working conditions lower than those of (he 
marke(, (he workers remain free to leave for better paid positions, a 
process that will (gradually) generate increased wages. Should the 
conditions be determined above those of the market, employers are free 
U) reduce the more marginal aspects of (heir ac(ivities or lake their skills 
and capi(al in(o other acbvities or to the same activity overseas. Such 
proces.scs will eventually restore equilibrium but. since both parties are 
likely to have certain sunk costs in the ac(ivity, it could take many 
decades in some cases. 

It does appear, however. Robe River aside, that employers rarely 
seek to overturn the Arbitration Commission's decisions while unions 
more frequently refuse to abide by them. The Hancock Report rejected 
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the notion that the Commission is an umpire, noting (10.301) 'an air of 

resignation abroad that the implementation of sancuons against unions 

is extremely difficult, if not impossible'. To the extent that this is true, 

some asymmeuy is likely to operate widi a bias in favour of 

remuneration levels above diose the market woukl generate. If wages are 

set above those of a market determined outcome, a transfer of income 

takes place. Those with jobs enjoy higher leveb of purchasing power at 

the expense of those who are unable to find employment and, at least 

initially, at the expense of lower profits and reduced opportunities for 

profitable invesunent 
This view rests on the notion that the regulation of wages simply 

means some natural wages share is reallocated. Examination of the share 
of wages in Au-stralia's gross non-farm product shows it to have risen 
from about 61 per cent pricM- to 1970 to 67 per cent in die mid-1970s, 
before returning to its longer-term average. The main difference between 
the beginning and end of the period is that unempkiyment had risen frtim 
under 2 per cent to over 8 per cent. 

It oversimplifies matters to talk in terms of immuuble shares of 
GDP without considering changes in taxation and infiation, both of 
which would affect the various components of GDP. Adjustments to 
take these matters into account u:rid to show die wages share still 
remains somewhat above its long-term level (a greater proportion of 
diose wages is also earned producing non-tradeable public goods and 
services). Nonetheless, if wage regulation, in whatever form, has 
simply redistributed die wage share of GDP, there is a transfer from die 
unemployed to the employed. Some of diis would be taxed in order to 
pay unemployment benefits. 

However, diis is an unduly static view for two reasons. First, the 
unemployed are not contributing to national income. If they were 
employed diey would make a positive contributkin, though one less than 
the average given diat they arc hkely to be less productive (or have less 
qipropriate skills than the average). Second, requiring income to be 
taxed to allow consumption for those who are unempk>yed causes a drain 
on savings. The proponion of Australia's national savings to gross 
domestic product has fallen quite markedly over the past 15 years. This 
denies Australia resources for investment and heiKe for futiue growth in 
incomes. 

Efforts to push the wages share above some normal rate are likely, 
in this analytical framework, to bring about overconsumption and 
inadequate savings and investment levels. If die wages share is returned 
to some tonger-icrm norm, but in the process wage and unemployment 
levels remain high, production and productivity enhancing savings are 
being reduced. This view would regard the growth in Australia's income 
levels as having been very much reduced as a result of the operation of 
labour market distortions over a prolonged period. 
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Other analytical frameworks consider unemploymeni levels to be 
related neither to the regulation of wages and conditions nor to the 
ability of trade union monopolies to boost their members' remuneration 
above some market determined rate; rather, those of this view see a 
higher degree of frictional unemployment bemg a major contributor. 
Most would agree that technological developments and shifting 
comparative advantage (e.g. through the rise of the newly industrialising 
countries) has had some effect on the nature of employment. It is 
however not always clear why such phenomena have had little impact on 
employment levels in countries like Japan or Sweden but a major effect 
in countries like Australia, the U K and Spain (not all of which have 
centrally determined wage systems). 

It may also be argued that failure on the part of management and 
Hnancial intermediaries rationally to seize opportunities has resulted in 
lower levels of invesunent or savings than might be expected. If this is 
true, economic analysis becomes exceedingly difTiculL 

A centralised system of wage fixation will inevitably lack flexibility 
and will not be able to cater for individual workplace situations. 
However, some countries with centralised systems, noubly Sweden and 
Austria, appear to have achieved considerable adaptability, low levels of 
unemployment arul more than satisfactory rates of growth. Many argue 
that success in these countries (and perhaps also in Australia), together 
with industrial relations realities, mean that a decentralised market 
determined system is not necessarily the preferred solution. The merits 
of their case rest on the view of what constitutes industrial relations 
reaUties, how immutable they are, arMi whether centralised systems can 
be transformed into mechanisms that generate greater 
worker/management cooperation to raise efficiency levels. 

V I . C O N C L U D I N G R E M A R K S 

The puissant growth of modem economies is righdy traced back to the 
effects of the industrial and commercial revolutions on medieval 
regulation. It was of course a symbiotic process, whereby the 
resurrection of common law was both a cause and an effect of iiKreased 
efficiency and flexibility. A rich harvest of higher irKome levels was 
reaped by those nations that discarded the lead weights of medieval 
regulation and benefited from the consequential spur to innovation and 
increased and more effectively deployed savings. However, even as die 
residual elements of that regulation were being eradicated, there seemed 
to be a disposition to replace them with increasing layers of new 
regulation. This process accelerated in Australia and elsewhere from die 
late 1950s. 
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If a growth momentum is to be recaptured, a renewed onslaught on 

regulation is necessary. For though regulation typically involves both 

costs and benefits, by inierposing itself between producer and consumer 

in general it brings a diminution of welfare. Where il affects market 

entry or price flexibility, regulation reduces the speed at which 

adjustments may lake place to changing consumer needs, technological 

horizons and input costs. Although benefits are possible, from social 

regulation in particular, a careful analysis of these and any costs is 

necessary before govemments lake action. 
The Prime Minister used his 1984 address to the Business Council 

and the two subsequent annual addresses as forums for announcing 
measures designed to reduce government intrusion in business. 
Although it would be premature to say that the aggregate level of such 
intrusion has been wound back, there are many areas where business 
regulation has been removed or reduced. These include export controls 
on minerals and farm prtxlucts, customs procedures, foreign investment 
controls, several areas of company law, and private hospitals. An 
extensive review process has been .set in train to examine the remaining 
areas of intrusion that impede trade, with a view lo removing or 
moderating them. 

In addition, arrangements have been made, in which the Business 
Regulation Review Unit plays a major role, lo ensure miKh greater 
appraisal and review of prtjposals for new or amended regulations. 
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I . I N T R O D U C T I O N 

Following the appearance in 1971 of George Stiglcr's "Theory of 
Economic Regulation', economists began to look at government 
regulation of private industry with a jaundiced eye. Stigler drew 
attention to the tendency for government regulation to serve merely as a 
device for redistributing income in favour of regulated fmns. On this 
basis, he argued that unregulated firms had an incentive to seek 
regulation and regulated firms a vested interest in maintaining the status 
quo. Numerous empirical studies have been conducted that attempt to 
show explicitly how and to what extent the interests of regulated firms 
are served by regulation (see, for example, Sieper, 1982, and the survey 
of regulation economics by Pincus and Withers, 1983). 

The Stiglerian view challenged what had up to that time been the 
accepted view of regulation — that it was instituted by a benevolent 
government solely to serve the public interest Thus price controls and 
entry barriers, for example, were seen as means of eliminating cut-throat 
competibon and facilitating the exploitation of economics of scale. 

The notion that regulation was a private good supplied by 
governments in response to demand by ftrms proved to be a powerful 
explanator of the persistence and pervasiveness of government 
regulation. At the same time, however, it held out little hope for 
reformers who sought to encourage competition by repealing 
regulations. The private interest of regulated industry and votc-
maximising political parties would surely dominate the isolated and 
politically uncoordinated efforts of would-be reformers. It therefore came 
as something of a surprise to the profession when democratic 
governments around the world began to embrace deregulation both in 
principle and in practice. This seemed to belie the power of vested 
interests to sustain advantageous arrangements. 
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The observation of substantial and widespread deregulation has 

challenged the Stiglerian view. Some commentators, e.g. Kceler (1984), 

have argued that the 'private interest' theory of regulation a.ssociatcd with 

Stiglcr (1971), Posner (1974) and Pcltzman (1976) is incapable by itself 

of explaining the deregulation movement and that some combinarion of 

'private interest' and 'public interest' factors is at work. Others, e.g. 

Dcrthick and Quirk (198S), reject economic explanations of regulation 

altogether and point to political factors as the underlying causes of 

deregulation. 
This paper adheres to the Stiglerian view and argues that an 

explanation of deregulation in terms of private interest is possible. The 
argument is illustrated by reference to the major instance of deregulation 
in the Australian economy: deregulation of the financial system. An 
attempt is also made to predict the future course of deregulauon in 
Australia and to indicate ways in which would-be reformers might 
influence the pace of deregulation. 

I I . T H E A C H I L L E S H E E L OF R E G U L A ' H O N 

The Stiglerian or 'private interest' theory of regulation stresses the 
importance of regulations as devices for promoting the private interest of 
regulated firms. Firms bargain for the imposition of regulations by 
offering to share the resulting gain with politicians in some suitably 
discrete form. Thus the supply of rcgulauon in aim serves the private 
interest of politicians or political parties. 

In order for regulations to generate a surplus or profit that can be 
distributed to the shareholders of the firm and to obliging politicians, 
they must have the effect of restraining or eliminating competition. 
Imposition of legislated barriers to entry (e.g. the need for new firms to 
obtain a licence to compete with existing suppliers) is an effective 
means of closing an industry and eliminaung the possibility of new 
compeution. The imposiuon by a regulatory authority of price Hoors 
and output quotas facilitates the formation of a cartel among existing 
pnxlucers. If new entfants must also abide by the price and output 
rcgulaiioos. the industry is insulated from competition both from within 
and from potential new suppliers. 

To the extent that regulations facilitate anti<ompetitive behaviour 
by firms in an industry, they underwrite the abiUty of these firms lo earn 
profit ill excess of a normal return on shareholders' funds. The resulting 
surplus or super-normal profit becomes the glue that cements the 
interests of the regulated firms and the regulators in favour of the 
conunuing existence of the regulations. 

It is not necessary that the pay-off to sympathetic politicians and 
regulatory authorities be in the form of hard cash. Indeed, there is some 
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reason to expect this would never be observed given the high penally 

attached to graft Rather it is sufTicient that the regulations be seen to 

promote stability in an industry. The failure of firms is perhaps more of 

an inconvenience to politicians and regulators than it is to sharehoklers. 

To be seen to be presiding over a stable industry or to be responsible for 

establishing legislation that promotes 'workable competition' is 

sufTicient reward in itself. Industry regulation is an effective means of 

insulating an industry from the uiuestrained entry and exit of firms, 

which is the sine qua non of competition. 
In emphasising private interest as Che primary factor serving to 

sustain regulatory regimes, Stigler implicitly provides an explanation of 
the collapse of such regimes. Regulated firms will seek to abandon 
regulations when those regulations no longer serve their private 
interests. Moreover, politicians and regulators will respond to firms' 
requests for deregulation when it is clear that nothing further is to be 
gained from the regulations and indeed there is a danger thai something 
substantial may be lost, e.g. stability of the industry, if the regulations 
are not removed. 

In short, a coalition of private interests is just as capable of 
sustaining anti-competitive regulations as it is of destroying those 
regulations. The relevant question is, 'What changes in the 
circumstances of the regulated firms arc likely to induce the redirection of 
their private interest, and that of the regulating authorities, towards 
deregulation?' 

In his celebrated work. Capitalism. Socialism and Democracy 
(1942), Joseph Schumpeter draws attention to the inherently dynamic or 
evolutionary nature of the capiiaUst economy. 

CTapitalisro ... is by nature a form or method of economic 
change and not only never is but never can be stationary. And 
this evolutionary character of the capiulisl process is not 
merely due to the fact that economic life goes on in a social 
and natural environment which changes and by its change 
alters the data of economic action ... The fundamental impulse 
that sets and keeps the capitalist engine in motion coriKS from 
the new consumers' goods, the new methods of production or 
transportation, the new markets, the new forms of industrial 
organisation that capitalist enterprise creates. (Schumpeter, 
1942:82,83) 

Schumpeter's emphasis on the evolutionary nature of capitalism 
finds clearest expression in his notion of 'creative destruction' (pp.81 fO-
The force of new ideas in the form of new products and processes, 
technological breakthroughs and innovations "... incessantly 
revolutionises the economic structure from within, incessantly 
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destroying the old one. incessanUy creating a new one' (p.83, emphasis 

in original). It is through creative destruction diat a capitalist economy 

prevents itself from being overrun by 'monopolistic practices'. 

Competition in die usual static sense of firms vying for customers in a 

given market is susceptible to the power of collusion. However, 

competition 'from the new commodity, the new technology, the new 

source of supply, the new type of organisation' is much more effective 

dian static competition 'as a bombaniment is in comparison with forcing 

a door' (p.84). It is this latter competitive dynamic that provides 'the 

powerful lever diat in the long run expands output and brings down 

prk:es' (p.85). 
Competition from outside the market is especially effective in 

undermining restrictive practices. It is this aspect of Schumpeterian 
'creative destruction' that is most relevant in die present context: 

both as a fact and as a threat, die impact of new things — new 
technologies for instance — on the existing structure of an 
industry considerably reduces the long-run scope and 
importance of practices that aim, dirough restricting output, at 
conserving establi.shed positions and at maximising the profits 
accruing from them, (p.87) 

Regulations that have the effect of reducing competition within a 
market will encourage die emergence of compcuiion for the market. i.e. 
the devebpment of new products and processes that alkiw firms outside 
die existing market to compete for the customers of die regulated firms. 
The development of new products that are close if not perfect substitutes 
for those produced by die regulated firms permits de facto entry by new 
firms into the regulated market. Firms outside the regulated industry 
have an incenuve to develop subsdtutes for the output of the regulated 
firms so that they can share (albeit temporarily) in the super-normal 
profits generated by die regulations. 

The advent of new competition in the form of new firms supplying 
cbse subsdtutes for die output of regulated firms erodes die power of the 
regulations to generate super-normal profits. The power of any 
monopoly or oligopoly to earn economic rent depends ulumately on the 
degree of price inelasticity of the demand curve it faces. Price 
inelasticity of demand is condiooned by the presence or absence of ck>se 
subsdtutes for the product in question. The development of new 
products that substitute closely for the products of the existing 
monopoly or oligopoly will reduce the degree of price inelasticity of die 
market demand curve, heightening die sensiuvity of consumers to the 
existing high monopoly/oligopoly price. It may even shift die market 
demand curve downwards to the left, i.e.. result in an absolute reducuon 
in the quantity demanded of the monopolist's/oligopolist's prtxiuct at 
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every price. In either case, the capacity of the monopolist/oligopolist to 

price in excess of average cost and generate super-normal profit is 

reduced. 
The Achilles heel of any restricdve practice, including regulauon, is 

the capacity of the market to generate new products that substitute 
ck>sely if not perfectly for the products whose output is restricted. This 
process of substitution is greatly enhanced by the development of new 
technologies. Technological innovation therefore plays a vital role in the 
creative desmiction of restrictive regulatory practices. 

I I I . T H E RESPONSE OF T H E R E G U L A T E D F I R M S 

Competition from new suppliers outside die regulated industry erodes the 
protective effect of regulations. The regulations are no longer sufficient 
to provide regulated firms widi above-normal profits. As ihe protective 
effect subsides, the constraining effect of the regulations dominates. 
Regulations are by their nature constraining or restricting devices. This 
constraining effect of regulations protects regulated firms from 
compeution among themselves — the enemy widiin. It cannot protect 
them from the enemy without. Indeed, once new competition begins to 
eliminate the protective effect of regulation, die regulations themselves 
become net burdens on the regidaied firms, constraining their ability to 
meet competition from unregulated firms. 

It is die iiKreasingly burdensome effect of the regulations on the 
regulated firms that leads them to call for their removal. In the 
increasingly competitive environment engendered by new entry of 
unregulated firms producing close substitutes for die output of regulated 
firms, the latter must adapt if diey are to survive. They now discover 
diat the chains diat kept diem from competing widi one another prevent 
them from competing with the unregulated funis. If the regulations are 
noc removed, the regulated fums evenoially kjse the competitive struggle 
to the new entrants, a prospect that cheers the regulatory audiorities no 
more than it docs die regulated fums. The private interests of both die 
regulated firms and die suppliers of regulation are thus switched from 
support for the regulations to support for dicir removal. If Ihe impact of 
new competition from unregulated suppliers of substitutes is sufficicndy 
severe, deregulation can occur very quickly. 

This is precisely what happened in die case of bank regulation in 
Australia and arguably also in the United States (Derthick and Quirk, 
1985:15.25). The details of the Australian experience are canvassed in 
the next section. The theory also fits remarkably well die case of 
railroad minimum rate deregulation in the United States (Kceler,1984; 
Derthick and Quirk, 1985). The raihoad companies had succeeded in 
obtaining minimum rate regulation (i.e. a price floor) from the Interstate 
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Commerce Commission (ICC) as a means of preventing competitive 

rate-cutting among themselves. This system operated successfully and 

proved quite profitable until the development of long-distance road 

haulage by truck. The uuckers entered the market for long-di.sunce 

haulage previously dominated by the railroads and began to compete on 

rates. The railroad companies then discovered that the minimum rate 

regularion that had eliminated competition among themselves 

constrained their ability to meet the new rates being offered by the 

truckers. They made immediate representation to the ICC for the 

abofition of the minimum rate regularion. Concerned about the impact 

of uuck competirion on the profitability of railroad companies, the ICC 

granted their request and simultaneously imposed regulations on the 

truckers. These too were subsequently abandoned although not, it 

seems, with the unanimous approval of the trucking industry (Dcrthick 

and Quiric, 1985). 

I V . D E R E G U L A T I O N OF T H E A U S T R A L I A N 
F I N A N C I A L S Y S T E M 

Australia's experience of financial deregulauon conforms almost exactly 
with the pattern predicted by 'private interest' theory (for a more detailed 
account of financial deregulation in Australia see Harper, 1986). Banks 
were subject to a variety of regulauons controlling new entry to the 
indusuy. rates of interest offered on deposits and charged on loaas and the 
composiuon and rates of growth of their asset portfohos. As a result of 
the regulauons. Australian banks grew to become some of the most 
profitable in the Western world. At the same ume, the industry was 
excepuonally stable with no new entry for a period of more than 30 
years and no failure resulUng in the loss of depositors' balances in the 
history of bank regulation. Both of these outcomes are consistent with 
private interest theory: the regulations served both the regulated banks 
and the regulatory authorities. 

From the incepuon of the regulauons during the Second World War 
there had been a gradual emergence of non-bank financial in.sutuuons 
offering financial services in compeution with the regulated banks. 
Some of these insUtutions were owned by the banks themselves. Until 
the early 1970s, the growth of the unregulated insuiutions consututed no 
threat to the dominance of the banks, parucularly since the banks 
maintained a monopoly of the domestic and international payments 
s}stems and conunued to enjoy de jure liquidity support and de facto 
solvency support from the central barik. 

The situation changed dramatically during the decade of the 1970s. 
The on.set of inflation at high and variable rates substantially increased 
the restricuve impact of the regulations on bank portfohos. The advent 
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after 1974 of a large public sector borrowing requirement following the 

substantial increase in the Commonwealth budget deficit added a new 

source of competition for loanable funds. Most importantly, however, 

technological developments eroded the market power of the banks by 

making financial services provided by domestic non-banks and by 

offshore financial markets increasingly close substitutes for the output of 

the barUcs. These included most especially developments based on new 

communications and data-processing technology. 
The result of the enhanced competition from unregulated financial 

institutions was that the banks began to lose their dominani position in 
domestic finarKial markets. This affected not only the attitude of the 
banks towards the regulations but also, and importantly, the attitude of 
the regulatory authorities. 

The banking system was the fulcrum upon which the regulatcvy 
authorities exercised monetary policy. Control of the growth of bank 
balance sheets «as intended to infiuence the growth of financial activity 
generally and hence ultimately the growth of the real economy. As the 
banks progressively lost market share to non-banks and. indeed, to non-
inlcrmcdiatcd (direct) sources of finance, the monetary authorities began 
to lose their grip on the growth of the financial system. An important 
pay-off to the regulatory authorities in regulating the banking system 
was their ability to determine the rate of growth of the banks over time 
by manipulating the regulations. As this exercise became increasingly 
less relevant in the face of the continuing growth of non-bank financing 
outside the influence of central bank conuol, the regulatory authorities 
lost faith in the regulations. 

In order to restore their influence over financial markets, the 
regulatory authorities knew they would have to act to restore the 
supremacy of the banks and take steps to make prices rather than 
quantities transmit the impact of monetary policy. Both of these actions 
required financial dcrcgulation. The need lo reverse the declining fortunes 
of the banks by removing restrictive and burdensome financial 
regulations forged a common interest between the regulatory authorities 
and the banks. The power of that common interest, so effective in 
sustaining financial regulation for more than 30 years, brought about the 
near complete dismantling of the system within a period of only five 
years. 

There is one further lesson to be drawn from Australia's experience 
of finarKial deregulation that has wider ramifications. An obvious 
response to the emergence of substitutes for the output of the regulated 
industry is for the regulatory authorities to extend the regulatory net to 
encompass the substitute suppliers. Both the public interest and private 
interest theories of regulation would predict this response, the latter 
theory arguing that the substitute suppliers would thcm.selvcs approach 
the regulatory authority to be drawn into the cartel. Again what limits 
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this response in theory as in practice is die ease widi which yet newer 

subsdtutes emerge, pardcularly in forms that are inherently more 

difficult to regulate. 
In the case of Au.sualia's financial sysum, die means of extending 

the reguladons to iiKlude die major non-banks were at hand. Part IV of 
the Financial Corporauons Act 1974 contained all of the legal machinery 
necessary to extend the powers then exercised by the Reserve Bank over 
the banking system to encompass the non-banks. This Part of the Act 
had been enacted by dK Parliament but never proclaimed. It therefore 
remained on die statute books requiring only the signature of the 
Governor-General to become law. 

It is instrucuve that, given how easdy the regulatory net could have 
been widened, this option was not exercised. One need look no further 
than submissions by the banks and the monetary authorities to die 
Campbell Committee for an explanation. Both die banks and the 
audioriiies knew diat inclusion of the non-banks under the regulations 
was not a long-run solution to the declining fortunes of the banks. 
Reguladon of the non-banks would merely encourage the subsutudon of 
direct fuiancing, including fuiancing through off-shore financial markets, 
for financing dirough Australian financial intermediaries. Inclusion of 
die non-banks would certainly constrain dicir growth but not to the 
benefit of the banks. Furthermore, it was simply not possible to extend 
the reguladons to incorporate direct financing (let alone financing 
through ofT-shore markets) given the myriad forms such arrangements 
could take. The only altemauve was to release the banks from their 
constraints. Subsequent experience of substantial re-intermediation 
testifies to the efficacy of this response. 

V. T E L E C O M M U N I C A T I O N S — T H E N E X T T O GO? 

The Australian post and telecommunicauons industry is virtually 
monopolised by two statutory aulhoriues, Australia Post and Telecom. 
In recent years there has been some 'nibbling at the edges' as independent 
private operators have developed courier services and electronic mail and 
subsdtute suppliers of telephone equipment have been allowed to 
connect their apparatus to the Telecom network. None of these 
developments is so far advanced as to threaten the dominance of the 
public monopolies. Yet the technological revolution that has given rise 
to the emergence of substitutes for traditional postal and 
telecommunications services is die same revoluuon diat has so rccenUy 
upturned the financial services industry. The development of new 
financial products and services facilitated by the technological revolution 
was instrumental in bringing on financial deregulauon. Might not the 
same happen to post and telecommunicauons in Australia? 
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The answer depends on whether substitution becomes so endemic 

that Australia Post and Telecom themselves paition the government to 

deregulate. 'Deregulation' in the context of statutory monopolies means 

abandonment of their 'common carrier' obligations. The industry has 

traditionally been monopolised in order to facilitate internal cross-

subsidisation of loss-making scrvk:es from profit-making services. This 

cross-subsidisation has met die political objective of governments to 

provide a service of a given quality at a common price throughout 

Australia. 
As might be expected, the suppliers of substitute services have 

invaded the profitable markets only. If die result of this activity is only 
marginally to reduce die profitability of Australia Post and Telecom in 
these markets, the emergence of substitutes might well be met by 
concessions on the part of the monopolies so as not to appear to be 
hostile to progress. More substantial inroads can be expected to result in 
calls to protect the existing monopolies by strengdiening legislated 
barriers to entry. 

If substitution pos.sibdities become rife, as well they might when 
private satellite networks enable individuals to bypass the statutory 
monopolies completely, one would expect a different reaction to emerge. 
If substitute suppliers are able to force losses on Australia Post and 
Telecom as surpluses on profitable routes are competed away and loss-
making routes become a net burden on the authorities, one would expect 
Telecom and Australia Post to petition government to release them from 
their 'common carrier' obligations, i.e. to deregulate diem. The 
monopolies will be quick to point out how dieir survival is jeopardised 
by the continuing burden of loss-making services in the absence of 
protected profitable markets. 

The call is likely to find favour with politicians keen to avoid the 
political embarrassment of continuing sul»tantial losses on the part of 
Australia Post and Telecom. The alternative of direct subsidies to high 
cost consumers of postal and telecommunications services will invite 
less recrimination from taxpayers while placating the potential losers. 
With the 'common carrier" obligations lifted from their shoulders, 
Australia Post and Telecom will be free to compete with the substitute 
suppliers on equal terms, gready enhancing their prospects for survival 
(a substantial point in favour of deregulation in the eyes of management 
and employees). Without the need to cross-subsidise loss-making 
services, there will no longer be any justification in logic for the 
sututory authorities to enjoy legal monopolies. Whether or not their 
monopoly status is formally repealed, however, it will have been 
rendered redundant in fact by the onslaught of compeution from the 
suppliers of substitute services. 

167 



Restraining Leviathan 

V I . A R E F O R M E R ' S G U I D E T O PROMOTING 

D E R E G U L A T I O N 

The logic of the argument set forth in this paper is that il is the power 
of vested interests and not that of ideas that is responsible for 
deregulation. The private interest theory of regulation points to the 
power of a coalition of the special interests of regulated firms and 
regulators to sustain an arrangement advantageous to both groups. The 
same theory predicts deregulation when that coaliuon of interests is no 
longer served but actually harmed by the conunuing existence of the 
regulations. The key to understanding how a powerful force in favour of 
regulation can become an equally powerful force in favour of 
deregulation lies in the Schumpeierian notion of 'creative destruction'. 

Regulations constrain the acUons of regulated firms. So long as 
these consuaints result in above-normal stable profits for regulated 
firms, the continuation of the regulauons is assured. Super-normal 
profits auract new entrants, however, who compete with the regulated 
fums by offering new products that, particularly given favourable 
technological developments, can be very close subsututes for those 
offered by the regulated fums. Compeution from the suppliers of 
substitutes eliminates the profit-increasing capacity of the regulauons. 
leaving the regulated firms with only the burdens and constraints 
imposed by the regulations. The inevitable decline of the regulated firms 
in the face of increasing compeution from unregulated firms induces 
both the regulated fums and their regulators to sue for the abandonment 
of the regulations. The sucngih of this coalition assures the success of 
the suit. 

This is very much an economist's perspective on the forces leading 
to deregulation. It is not often shared by those who arc less comfortable 
with the economist's paradigm. Dcrthick and Quirk (1985), for 
example, attempt an entirely political explanauon of deregulation and go 
so far as to say that 

the success of procompeuuve deregulation cannot be attributed 
to a change in the configuration of economic interests, nor can 
il be interpreted as the outcome of bargaining among interest 
groups ... In our view it is the implausible pretension of the 
economic theory of poliucs lo extreme simplicity and yet 
general application that is its fundamental error. (1985:26-7)^ 

' in spite of their generil rejection of economic explanaiionc of 
deregulation, they do concede in the case of US financial deregulation thai 
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The esseiKe of Derthick and Quirk's position is thai deregulation 
was an idea whose time had come. The economics of private interest is 
supplanted by the politics of ideas. The difficulty with this hypothesis 
is that it fails to explain why the idea of deregulation caught on when it 
did and not at some earlier period. The economic explanation links the 
emergence of pressure for deregulation with the advent of technological 
change, which results in a rapid upsurge in the appearance of new 
products closely substiiutable for the existing products of (he regulated 
firms. 

Given the basic economic motivation for deregulation, one can 
accept all of the politico-scientific arguments advanced by Derthkk and 
Quirk. The story of how deregulation was marketed to the polity is 
fascinating and deserves closer study in the Australian context (sec 
Pauly, 1986). However, the politics of ideas are the froth and bubble on 
the surface of the stream of events. A more plausible explanation of the 
suength and direction of the current is given by the impact of 
technological change on vested interests.^ 

The emphasis on private interest as the basic motivating force 
behind deregulation leads naturally to certain prescriptive conclusions. 
First, so long as private interests sustain a system of regulations, no 
amount of proselytising will accomphsh reform. Independent academic 
inquiry into the economic costs of regulation has its place — it will be 
called on in subsequent political attempts to 'explain' why deregulation 
is being pursued. Preaching, however, will not put deregulation onto 
the political agenda. The politics of ideas will help to keep the 
bandwagon moving but are not strong enough by themselves to start it 
on its way. 

Second, those who seek to bring on regulatory reform must 
concentrate their efforts on redirecting the private interests of the 
regulated firms and their regulators. Once this coalition of interests is 

the rife of competition outtide the established 
regulatory framework ... forced the banks and thrifu lo 
accept changes in government policy that they would 
otherwise have thoroughly resisted. (I98S:15) 

^Not all political scientists reject the imporumce of economic interesu. 

In his discussion of firumcial deregulation in the UK under Competition 

and Credit Control, Moran (1984) argues: 

Fashion, academic influence and adversary politics all 

have something to offer, but the accounts which stress 

economic interests and bureaucratic policies ... tell us 

much more. (1984:30) 
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redirected away from preserving the rcgulaiions towards their repeal, the 
goal of deregulation is within reach. 

Schumpclcr's notion of 'creative destruction' is ihc key to achieving 
this redirection of private intcresL Means must be found for encouraging 
the growth of substitutes for the output of the regulated Arms. The 
regulated firms and the regulators will abandon the regulations only 
when the burdens outweigh the bencHts. The benefits of regulation will 
fall in proportion to the growth of suppliers operating outside the 
regulatory net. 

This leads to the third prescriptive recommendation: that it is more 
effective in achieving regulatory reform to campaign for the removal of 
obstacles to the production of substitutes rather than the regulations 
themselves. Often resistance to such activity is weaker since it is seen 
as only peripheral to the main issue of the regulations. And yet 
successful reform in this area may well initiate a chain reaction that, 
though small at first, rapidly grows in intensity until it finally bears 
down on the regulations. 

Two examples may help to clarify this point. The Two-Airiine 
Agreement has proven remarkably resilient to the logic of open 
competition. The argument advanced in this paper predicts that this will 
continue until competition is enhanced through the emergence of 
substitutes. The key obstacle to the provision of substitute services is 
the prohibition of the importation of large passenger aircraft. A related 
provision that has a similar effect is the denial of the right of Qantas to 
carry passengers between domestic pwts. Focusing on the import ban 
shifts the ground of debate from the Two-Airline Policy itself to the 
general issue of trade liberalisation. Resistance to the relaxation of 
import restrictions may prove weaker than resistance to the repeal of the 
Two-AirUne Agreement. Similarly, an argument that Qantas and, 
indeed, other inumational carriers should be allowed to compete for 
passengers on the main domesuc routes will strike some people as 
reasonable whereas repeal of the Two-AirUne Agreement would not. If 
capacity on the trunk routes was expanded dramatically, as would happen 
overnight if international carriers were granted entry, the domestic 
airlines themselves would seek the abandonment of the Two-Airiinc 
Agreement along with the rigid fare structure and internal cross-subsidies 
it entails. 

A second example concerns the industrial relations system in 
A'istralia. The power of trade unions in this country derives not so 
much from their extensive coverage of the Australian workforce as 
fromthe inabihty of employers and employees to contract on other than 
the terms and conditicms laid down in court awards. The regulations 
(including the sole right of a particular imion to negotiate on behalf of 
workers under a particular award) protect the unions from competition 
supplied by contract labour. Suing for the right of workers to contract 
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with employers on a mutually advantageous basis outside the award 
system and strengthening existing provisions against secondary boycotts 
may well prove more effective in the long term in bringing on labour 
market deregulation than a direct frontal assault on the Conciliation and 
Arbitration Commission. Trade union support for die centralised system 
will soon evaporate if increasing numbers of their members opt to sell 
their labour in the unregulated sector. A deregulated labour market is not 
incompatible with an active trade union movement. It is incompatible, 
however, with centralised wage determination and minimum wage Uws. 

Derthick and Qtiirk (1985) conclude their analysis of the politics of 
deregulation with a paean to the US political system, which as a result 
of widespread deregulation is seen to be much less prone to the influence 
of special interest groups than has commonly been supposed. This 
paper argues that far from denying the power of private interest, 
deregulation is testimony to its pervasiveness — that in the end. it is 
vested interests and not ideas that are 'dangerous for good or evil' 
(Keynes, 1936:384). 
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COMMENTS 

Wolfgang Kasper 

I am in ihc happy position of being able to comment on two 
interesting, infonnative and relevant papers with which I have no real 
quarrel. I would therefore like to highbght what struck a particularly 
responsive chord in both papers, and only then add a few minor quibbles. 

Alan Moran's paper illustrates thai it is the Leviathan of pervasive 
aiul intrusive government which ties &own the striving wealth producers 
with strings of regulation. In doing so, the paper repeatedly makes a 
point close to my heart — a point I would like to underline more 
explicitly: Regulation costs much economic growth and many jobs. 

The co sLs of market regulation cannot be demonstrated fully if our 
reference system is the neo-cla.ssical, comparative-static economic 
textbook model. In that model, given resources are allocated to meet 
given, predetermined social objectives. In such a system, interventions 
c a n normally be presented as merely reallocating resources. In rcahty, 
neither resources nor objectives are given. They have to be discovered 
and devekjped in a dynamic process — as Adam Smith and the Austrian 
School have stressed time a n d again. 

Government regulation — like widespread theft in society, as 
Gordon TuIIock (1966-67) has pointed out — imposes long-term 
dynamic costs. Regulation lowers the rate at which society develops its 
resources. Regulation inhibits entrepreneurs in uncovering and testing 
n e w resources (especially knowledge), a n d it induces people to engage in 
otherwise unproductive behavkMr. 

I find Dr Moran's estimates of the growth costs of regulations 
entirely convincing. Roughly interpreted and averaged, he estimates 
that, over the next ten years, business regulation, if retained, will cost 
us about 1.5 percentage points of economic growth every year. When 
we approached the question of pervasive regulation in the book Australia 
at the Crossroads from a quite different angle, we estimated that the 

Woirgang Kasper is Professor of Economics at the University 
College which the University of New South Wsles mainiiins at the 
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differential in per capita income growth would be 2 percentage points per 
annum between a regulated mercantilist scenario and a market- and 
innovation-oriented allcmaiive (Kasper ct al., 1980). 

Increasingly, the point is made and accepted in Australia and 
overseas that unregulated, genuine competition has the great advantage 
of facilitating structural adjustment and economic growth. 

I would like to add two further important social functions of 
genuine competition that Dr Moran does not mention explicitly. First, 
competition keeps economies flexible and therefore makes it easier for 
subilisation policies to avoid inflation, unemployment, and disruptive 
cyclical swings. Competitive economies can be stabilised by 'soft-
touch' monetary policies, whereas rigid, uncompetitive economies tend 
to suffer from high inflation and high unemployment. (We then speak 
of high 'natural' rates of unemployment, but there is nothing in the 
nature of Australia to make unemployment high. Unemployment is 
man-made and can be cured by man.) 

Second, market rivalry has the important function of controlling not 
only economic but also social and political power. As Stiglcr and Ian 
Harper have taught us, much regulation is not just a benevolent 
rcinterpretation of the common law, but is a political response to special 
pleading from economically powerful groups. Regulations create their 
own client lobbies, which then perpetuate 'their' regulation, because thai 
regulation has become a valuable properly. The sordid history of tariffs 
and labour market regulations in Australia illustrates this. Australian 
protection has shifted much worthwhile effort from the task of raising 
productivity to kleptocraiic lobbying. No wonder that we transfer $6 
billion annually to fcatherbcddcd manufacturers! The public at large now 
seems increasingly aware of the abuses of power by regulated groups, 
possibly thanks to the efforts by the Hawke Government to perfect the 
mercantilist, corporate state by such devices as summit conferences, a 
proliferation of industry councils, and the influence of unions on 
government policy. 

To safeguard the three important social roles of genuine 
competitiveOMi — economic growth, cyclical flexibility and stability, 
and the control of power-concentrations — we have to accept ceruin 
types of economic and social regulations. But 1 would have liked Dr 
Moran to be more cleariy critical of (a) economic regulations that ration 
certain scarce goods, because regulations tend to perpetuate scarcity, and 
(b) regulations that foster ecoiKNnies of scale, because we normally 
observe that technical scale economies and technical efficiency arc 
promoted by government interventions and monopolies, but that 
genuine economic efficiency suffers in the long run. 

Some social regulations applying to health and safety and the 
environment do have to be accepted. But many of the existing 
regulations of this kind are really only a smokescreen for redistribution 
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changed by pulling out certain linchpins that hold unholy coalitions 
together. Thus, I have always considered the tariff the linchpin that has 
kept counter-productive worker-capital i.st alliances together in Australian 
manufacturing. 

However, I disagree with his di.smis.sal of the role of the economist 
as a preacher. The ideas of economists greatly help the members of 
emerging coalitions to dcfme their place and to see where their long-term 
mierests lie. The economist-preacher can spell out long-term objectives 
and identify inconsistencies in the positions held by various groups. He 
can give warnings of potential accidents, and when the accidents happen 
they enhance the credibility of his ideas. 

I myself had a valuable object lesson in the power of ideas over 
short-sighted interests when I was part of the 'Burgenstock Group', 
which Milton Friedman and Fritz Machlup gathered together in the late 
1960s to explore the rationale of flexible exchange rates (Halm, 1970). 
Imtially, we were confronted with hundreds of substantial, practical 
objections from those practical men with open and disgui.scd interests in 
exchange-rate fixing. But, in a long process of rational debate, the idea 
that a free market for foreign exchange might solve many problems 
became more plausible and interest groups changed because certain clever 
people saw new profit in the rational solution. 

Traumatic experience is an important auxiliary teacher, but think-
tanks propagating ratKMial ideas have frequenUy been the real catalysis of 
change, with the vested interests getting into the act several years 
afterwards. Therefore I shall continue to side with the great French 
liberal Voltaire, who asked on his deathbed, with great Gallic charm and 
elegance, "can there be anything more splendid than to set the whole 
world in commotion by a few arguments' (Martin, 1962:122). 
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DISCUSSION 

Ray Evans (Western Mining Corporation): In his excellent 
paper Dr Moran favoured regulation or government ownership to avoid 
duplication of distribution systems (e.g. water supply, electricity, 
telephones). Earlier this year in Lubbock, Texas. I saw two competing 
sets of electricity wires running down the street, and was assured by the 
operators that the citizens of Lubbock receive cheaper elccuicity than 
their neighbours in adjacent towns. 1 was told it isn't even necessary to 
have separate sets of wires to have competition, siiKe rival suppliers can 
enter common carrier agreements but compete for the sale of the 
electricity itself. Is there nowadays any natural monopoly argument few-
regulation in the case of reticulation systems? 

Alan Moran: While there can be common carrier arrangements, I'm 
not sure that that's very different from a regulation. Where in-town 
reticulation systems involve duplication they are conventionally believed 
to be wasteful, and I can think of many reasons why this should be so, 
regardless of loibbock's low electricity charges. It's certainly news to 
me, and no doubt to many other people here, that there can be 
duplication of power lines within towns. 

In response to Wolfgang Kasper's commenu, I should say that I 
didn't intend to imply that rationing of scarce supplies or capturing 
economies of scale were legitimate grounds for regulation, or that 
there were many genuine cases of natural monopoly. 

Cnrr Walsh (University of Adelaide): Dr Harper is surely right 
in believing that much of the pressure for deregulation is coming from 
technological change. However, a good deal of new regulation might 
also be the result of technological change. Was airline deregulation in 
the USA a result of technological change, or was it caused by some 
interest coalition? As for telecommunications, it might be quite 
difficult for deregulation to proceed in this area when Aussat, the only 
alternative source of technok)gy. is itself 25 per cent owned by Telecom 
Australia. 

Ian Harper: Certainly, a firm that has an interest in breaking down a 
club may also have an interest in joining that club subsequently. For 
example. East-West Airlines' interest lies not in ending the Two-Airline 
Agreement but in turning it into a Three-Airiine Agreement. But our 
experience of financial deregulation is more encouraging. The means for 
extending existing bank regulations to cover the non-banks were to 
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hand, on the statute books. But it's notable that none of the interest 
groups argued for that to be done. I believe this was because the extent 
of substitution did not slop with the non-bank financial institutions. 
The biggest threat of substitution came from the direct financiers and the 
off-shore financial centres. The banks, the non-banks, and the Reserve 
Bank recognised that they would lose from extended regulation, and 
therefore pressed for complete deregulation. 

1 haven't tested my theory on the case of airline deregulation in the 
USA, but if I were to do so I would look at what was happening to the 
production of substitutes, both by airlines outside the regulated system, 
and by other forms of transport such as high-speed trains and buses. 

I 'm much less pessimistic than Professor Walsh on 
telecommunications deregulation. As I understand it, we may eventually 
be able to buy the telecommunications services (both domestic and 
international) of American and other overseas satellite operators, 
completely independently of the existing government-owned 
monopolies. With that degree of substitutability, it need not matter 
how much of Aussat is owned by Telecom. 

Patrick Minford (University of Liverpool): Can we explain 
why the Australian industrial arbitration system has been captured by the 
trade unions rather than the employers? Might there not have been a 
stand-off? 

Moran: I'm not sure 1 can give a complete explanation. But one 
reason is that the unions' monopoly power is greater than that of the 
employers. Another is the influence of the idea of social justice, which 
has been a dominant idea in Austraha since the I9S0s. 

Minford: On the ideas vs. vested interests issue, what we need is a 
theory of why ideas are important to match Dr Harper's theory of why 
interests are important. Public choice has done a disservice in 
suggesting that rational voters cannot be mobilised because their 
interests are so Aispeixd. But U K : role of politicians is to aggregate 
the preferences of individual voters. If voters are rational and politicians 
arc good at marketing, diey can tum an idea into an aggregator of 
preferences. Politicians who have done this successfully include 
William Gladstone, who marketed Adam Smith's ideas and turned them 
into practical policies; Ronald Reagan with his recent tax reform; and 
Margaret Thatcher with trade union reform. This political aggregation 
process gives a role to both politicians and ideas. 

Harper: I must take Wolfgang Kasper's advice and read some Voltaire. 
I've obviously spent too much time reading Machiavelli. 
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'Privatisation' — A Relevant 

Word for Australia? 

Chris Trengove 

I . I N T R O D U C T I O N 

'Privatisation' is rapidly becoming a tired old word, and also a rather 
overworked area of study for economists and other social scientists. 
Journals and c o n f e r e i K C programs are now filled with contributions on 
the subject and privatisation — or at least its analysis — is fast 
becoming a major invisible export for the United Kingdom, with a 
steady stream of visiting (and visible) 'expcru' providing ihcir view of 
the process. 

Faced with this burgeoning activity, the approach adopted in this 
paper is somewhat eclectic. A comprehensive treatment of the economic 
side of the subject can be found in the recent review article by 
Dombergcr and Piggot (1986). and a more ample consideration of the 
successes and failures of privatisation in the UK in the article by Kay 
and Thompson (1986). I will make some observations in both these 
areas but do not pretend to cover the field as thoroughly as those authors. 
Instead I focus on what might be thought of as the political economy of 
privatisation, with specific attention to the lessons the UK experience 
may hold for Australia. 

I commence with a brief discussion of one of the more curious facts 
about privatisation as an actively pursued policy — the extent to which 
it was unheard of until quite recent times. I then go on to consider what 
might be suitable priorities for privatisation in Australia, and how these 
compare with the industries the British government has, and so far has 
not. been able to denationalise. I then look at some detaik of the UK 
experience with privatisation, before concluding with a few comments 
on the fruitfulness of the approach in Ausualia. 
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I I . T H E BACKGROUND T O P R I V A T I S A T I O N 

When assessing die potential for fwivalisation in Ausualia it is worth 
pausing for a moment to recall die predicament of the Opposition headed 
by Mrs Margaret Thatcher in 1978 in the UK. The previous experiment 
with Tory government, under the leadership of Edward Heath, ended 
disasuously in 1974. The long coalminers' strike, terminated by the 
final capitulation of the Heath Government, paved the way for the return 
lo power of a less confrontationisi Labour regime. 

Given this history, it seems fair to argue that Tory strategists 
planning for a possible return to power identified the likely sources of 
fuuire difficulties as (a) nationalised industries; (b) trade unions; and (c) 
trade unions in nationalised industries. 

In May of 1978. during the period in which the party was 
atiempiing to firm up its manifesto fcM- the apfxoaching general election. 
The Economist published a leaked version of a Conservative Party 
research report produced under die auspices of Nicholas Ridley, who was 
destined to become die Transport Minister. On die question of trade 
union power, the report identified diose industries (mainly nationalised) 
where it considered it more or less wise for a future Tory govemment to 
attempt to withstand su-ike action on the part of trade unions. In 
particular, it recommended a number of steps (accumulation of 
stockpiles, conversion of power stations to joint coal/oil operation, etc.) 
that ought to be taken in preparation for the possibility of another 
coalminers' strike. 

As for reform of Britain's nationalised industries diemselves, the 
report had plenty to say. The principal recommendation was for 
suingent application of rate of return requirements, with failing 
managements subject to dismissal. Little further conuol, such as that 
over prices or other policy decisions, was seen as warranted, and creation 
of supervisory boards of management, responsible for the hiring and 
finng of managers, was suggested. What did the researchers think of die 
potential for removing dicse insliujiions from the public secK»? 

The group considered the scope for denationalisation. It 
believed that it would be easier, and more permanent, lo 
fragment die industries rather than try to sell off whole 
corporations. It concluded there was least opportunity for this 
in the 'true utilities' (gas, electficily, railways, water, ports 
and telephones). The greatest opportunities are in coal, 
shipbuilding, docks, airports, motor car manufactiuing, buses 
and freight Specific propo.sals: (a) form woikcr co-operatives 
at coal pits wherever possible: (b) separate ports, and either 
sell them off or make them into worker co-operadves; (c) 
make each airport independent and either sell it or hand it over 
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to local authorities: (d) the assets of the British North Sea Oil 
Corporauon shoukl be sold, preferably to the public at a 50 per 
cent discount on value with a maximum holding prescribed f o r 
a n y individual. (The Economist. May 27. 1978. pp.21.22) 

The research group also h a d some suggestions for dealing with the 
product market aspect of the nationalised industry problem. 

The only kgislation that the Ridley report proposes (and itself 
refers to as "a nasty little bill") would be to end statutory 
monopolies in the public sector. This bill would: (a) transfer 
licensing of private coal mines from the National Coal Board 
to the minisu^r and restrict conditions of licence to safety 
considerations on\y. Coal royalties would be transferred from 
the NCB to the stale; (b) give private generators of electricity 
the right to sell to the grid: (c) split letter-post from 
telecommunications and end the telecommunications 
monopoly at the subscribcr"$ "front door"; (d) remove the 
minister"s power to stop private sector investment in steel 
plant, (pp.21.22) 

The early years of the Thatcher Government s a w a number of these 
prt>-competitive measures acted upon. A n e w Electricity Act was pas.sed, 
removing the statutory monopoly of the Central Electricity Generating 
Board (CEGB) over the generation of elecuicity. Nineteen eighty also 
saw the passage of the Transport Act, allowing free entry into express 
coach servkes a n d removing the power of the Traffic Commissioners to 
control fares and other conditions of service. In communications, the 
first step w a s the commissioning of the Beeslcy report on the 
commercial u s e s of the Briii.sh Telecom network (i.e. resale). This was 
followed by legislation in 1981 separating the postal and 
tdecommunicauons services a n d introducing a number of liberalisations 
(though not all those recommended by Beeslcy) into the supply of 
telecommunications s e r v K c s . 

The same period in Australia s a w a number of initiatives n o t 
dissimilariy related to the possibility of liberalising various statuU)ry 
monopolies. Two major government inquiries, the Davidson Inquiry 
into Telecommunications Services in Australia a n d the Bradley Inquiry 
into the Monopoly Position of the Australian Postal Commission, w e r e 

explicitly directed at questions of the extent of competition to be 
allowed. On the issue of the ownership of Australia Post and Telecom 
they w e r e largely silent. At the State level, considerable attention was 
paid U ) the public sector domination of the electricity industry. Possible 
introduction of private generators was toyed with i n a number of States, 
and minor liberalisations w e r e achieved in areas such as co-generation. 
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This emphasis on competition and not outright sale in part reflected the 
greater ease of making a convincing case for Uberalisation, as against the 
ideological taint often associated with the notion of denationalisation. 

In all this debate, suggestions that the State-owned utilities in 
question should actually be sold were placed very much second to the 
considerations of amplifying consumer choice through the introduction 
of product market competition. Specific attention to the problem of 
public ownership, where it was advocated, focused on the basis of its 
interrelationship with the question of competition. Littkchild (1981). 
for example, in a fairly sweeping set of proposals for nationalised 
industries, entitled 'Ten Steps to Denationalisation' (not yet 
'Privatisation'), suggested that a suitable policy would be one diat 

(a) divides the larger nationalised industries into more manageable 
components; 

(b) encourages competition wherever this is feasible; and 
(c) uansfers to private ownership diose parts of the industry where 

there arc no significant problems associated with monopoly or 
the wider public interest — in short, not complete and 
immediate denationalisation, but a significant movement 
towards denationalisation, (p. 14) 

Very much in keeping with this philosophy, LitUechild observed 
that 'what the Post Office needs is an imaginative asset stripper'. His 
suggestion for dealing widi British Telecom is worth quoting in full. 

(a) Divide British Telecom into five subsidiaries: Terminal 
Equipment, Network Services. Inicmaiional Circuits, Domestic 
Network, and Local Distribution, with a view ultimately to 
selling the first diree. 

(b) Allow unrestricted competition in all areas. (p.l8) 

Five years on, the situation in this particular industry is as follows. 
British Telecom remains as a single entity, but is organised into five 
operating divisions. These are B T Enterprises (supplying customer 
apparatus). Development and Procurement, BT International, National 
Networks, and Local Communications Services. The entire venture. 
British Telecommunications pic, is 50.2 per cent owned by the private 
sector, the remaining ordinary shares, together with a Special Share, 
being retained by Her Majesty's Government. Radier than 'unrestricted 
competition' being die norm, operators of telecommunications networks 
must be licensed. Current public network licence holders are British 
Telecom, Mercury and Kingsion-upon-HulI City CouiKil, and it is the 
government's intention not to license new networks, either domestic or 
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international, before November 1990. Simple resale of capacity is 
prohibited at least until July 1989. 

The outcome in telecommunicatioits differs dramatically from that 
envisaged in the leaked 1978 strategy paper, which ruled out 
denationalisation of telecommunications (a 'true utility'), and also differs 
substantially from that argued for by the advocates of greater competition 
in the industry. Yet the Conservative government would undoubtedly 
view the entire episode as one of its major successes — in fact (so far) 
the crowning achievement of what has come to be regarded as its 'policy 
of privatisation*. 

In privatisation the Tories appear to have found a way of rendering 
the concept of denationalisation politically acceptable. The use of the 
word has now been expanded far beyond the arena of the major 
nationalised industries to encompass almost any measure that involves 
expansion of decentralised and individual, as against political and 
bureaucratic, control and decision making. At least four major strands of 
the policy have been identified by various commentators. 

(1) Increased use of user charges. 
(2) Contracting out of services to the private sector, the most 

notable examples being the cleaning of hospitals and refuse 
collection. 

(3) Sale of hitherto state-owned assets, ranging from the sale of 
council houses to their occupants to the denationalisation of 
large industries. 

(4) Facilitation of com[>etition with public sector (and ex-public 
sector) institutions. 

The range of privatisation activity that might fall under one or other 
of these headings would virtually exhaust the entire subject matter of 
this volume. For example, increased use of user charges could cover 
Initiatives ranging from the raising of National Health Service 
prescription charges, to the wholesale privatisation of the health 
function. 

In this paper I am content to confine myself to those areas of 
privatisation dealing with nationalised industries. While the current 
Briush government certainly finds it to its advantage to link, in 
ideological fashion, all privatisation measures, in the hope of 
strengthening the case for any particular one. it is fair to say that the 
overwhelming attention, both in the UK and elsewhere, has been on the 
policy of denationalisation. F w the remainder of the paper I will 
consider just what the UK government has and (at least so far) has not 
been able to get away with in this field, and the relevance of those 
initiatives for future Au.sualian governments. 
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I I I . P R I V A T I S A T I O N P R I O R I T I E S 

To facilitate this comparison. I shall borrow the device utilised by 
Beesley and Liltlcchild (1983) (and also Beesley and Gist, 1984) to 
analyse the potential and priorities for privatisalion. These authors 
argued that such priorities should be drawn up on the basis of the 
aggregate benefit that privatisation of an industry would bring to 
consumers, rather than assessed in terms of the diffuse set of other 
objectives often lumped together under the heading 'public interest". 
Benefits to consumers result if privatisation measures lead to greater 
efficiency of operation and increased innovation. Benefits can then 
accrue, cither directly through lower prices and better products in the 
industry in question, or indirccUy through lower taxes (greater disposable 
incomes) f w consumers in general made possible from reduced levels of 
subsidy. 

Beesley and Littlechild then argued that, other things equal, 
privatisalion benefits were likely to be greater (a) the bigger the industry; 
(b) the more competitive the industry once privatised; and (c) the less 
touched the industry had been by severe remedial action while in the 
public sector. 

Candidates for privatisation were then classified in terms of both 
their 'supply' and 'demand' prospects. Demand prospects were 
considered as either 'good' or 'bad', depending on whether the long-term 
uends appeared to be for expansion or contraction. Supply conditions 
were divided into headings of 'single' or 'multiple', depending on the 
degree to which technological considerations appeared to indicate 
'natural' monopoly in die industry. The authors' judgment as to the 
appropriate classification of die major nationalised industries appears in 
Figure 1 (from Beesley and LitUcchild, 1983:12). 

According to ihis classification, many of the 'traditional' 
privatisation candidates — the nationalised manufacturing industries — 
are to be found in quadrant D. They display dubious long-term demand 
prospects and are likely to be subject to substantial competition, if not 
from home dien from rivals abroad. Beesley and Liulechild, however, 
suggested that diese industries were not dve highest priorities on the 
privatisation 'hit list'. First, the competitive nature of the industries in 
which they already operated meant that consumers of their products had 
little more to gain from improvements in efficiency. Second, many of 
these industries (parUy because of competitive pressures) had been 
subjected to substantial restructuring in recent times (British Steel's 
workforce was cut by 38 per cent between 1980 and 1983, British 
Leyland's by 31 per cent, etc.), suggesting that the scope for further 
private sector reorganisation would be correspondingly limited. 
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Figure 1 
Classification of UK Nallonallsad 

Industries Post-Prlvatlsitlon 

Demand Prospects 
Good Bad 

Single 

Supply 

A 
Electricity distribution 
(Area Boards & Grid) 
Telecoms (local) 
Gas distribution 
Airports 

B 
Rail 
Post (or possbly C?) 
Waterways 

Prospects 
C D 
CEGB (exd Grid) Steel 

Telecoms (axel local) BL 

Multiple Gas production Rolls-Royce Multiple 
Coal Shipbuilding 
British Airways Buses 

The authors' own list of top priorities were the Central Electricity 
Generating Board (excluding the grid), British Telecom, the NationsU 
Coal Board, British Rail and the Post Office. The first three of these 
appear in quadrant C, with good long-term demand prospects and 
potential for substantial competition in supply. Furthermore, they are 
currently organised on a mof>opoly basis, suggesting scope for consumer 
benefits if competition is introduced as part of the privatisation package. 
British Airways, on the other hand, was not so important, given its 
substantial recent restructuring (albeit in preparation for privatisation) 
and the greater level of competition in the aviation industry (particularly 
domestically). Somewliat surprisingly, British Rail and ihe Post Office 
were included despite poor long-term demand prospects and a basically 
monopolistic (though perhaps not for the Post Office) supply structure. 
The authors considered these two industries to be an 'asset stripper's 
paradise'. While profitability was poor in their traditional areas of 
operation, dicy controlled a stock of assets (especially land) with many 
potentially more valuable uses. Profits from converting some of these 
assets away from the old line of business could even be used to fund the 
minimum levels of service deemed socially desirable. 

Before proceeding to a discussion of how this list of priorities 
compares to what the Thatcher Government has been able lo achieve in 
the way of privatisation. I shall attempt a similar classification for 
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Australia's public sector industries. A list of the main ones, ordered in 
terms of turnover, is presented in Table 1. 

The first observation that one might make, comparing this list to 
the range of UK nationalised industries, is the relative lack of publicly-
owned manufacturing industries in Australia. This is balanced, though, 
by a penchant for public sector financial institutions, such as the 
Commonwealth Bank and the Slate banks. To these one can then add 
the various State insurance offices and the publicly-owned totalisaiors. 
My own classification of the demand and supply prospects for these 
fimis, if privatised, appears in Figure 2. 

The traditional utilities — electricity, gas. communications and 
transport — have been classified much as for the UK. The local 
distribution networks for telecommunications and electricity have been 
left in the monopoly region, but the remainder of these industries ought 
to be capable of significant degrees of competition. Transport is also 
classified along similar lines, with the railways appearing in quadrant B 
and airlines in quadrant C. Note, however, that in Australia we also 
have a government-owned shipping line, ANL, and it seems fair to place 
it in quadrant D. The financial institutions all appear in quadrant C, 
with good prospects for competition and growth. 

It is in the assessment of the priorities for privatisation that we may 
find some differences between Australia and the UK. Of the industries in 
quadrant C for the UK, British Airways was argued to be less of a 
priority, in part because of its recent restructuring and in part because of 
the fairly competitive nature of most of the markets in which it 
competes. The same cannot be said for Australia's domestic aviation 
industry, where what ought to be a highly competitive industry in fact 
remains tightly regulated. Australian Airiines is successful in holding 
its head above water in the duopolistic environment within which it 
operates, but whether it could do so were the competition a litUe tougher 
— given its high manning levels — is another question. Measures 
dealing simultaneously with the Two-Airline Policy and the public 
ownership of Australian Airlines therefore remain a high priority. 
Similar benefits are in prospect for consumers through privatisation 
measures — particularly those that erode some of the artificial barriers 
between markets — dealing with international aviation. 

If there is an Ausualian counterpart to the nationalised UK 
manufacturing industries, perhaps it is ANL. It is placed in a highly 
competitive indusu^, but one that does not seem to share the medium-
term growth prospects of aviation. ANL's financial difficulties have 
been accompanied by an inability to prevent substitution towards 
competing alternatives, and a reluctance to re,suucture lo the extent that 
would no doubt be called for under private ownership. The prefcned 
response should be one of concenvating on areas of comparative 
advantage and uimming back uncompetitive operations. Privatisation in 

188 



Trengove: 'Privatisation' —A Relevant Wordfor Australia? 

Table 1 
Major Austral ian Public Enterprises, 1984-5 

Government Turnover Workforce 
jSmill) (000s) 

Telecom Australia AUS 4765 93.3 

Electricity Commission 

SECV 

NSW 1859 11.0 Electricity Commission 

SECV VIC 1621 22.5 

CommofweaWi Bank AUS 1607(a) 36.9 

Qantas AUS 1574 11.7 

State Rail Authority NSW 1439(b) 41.4 

Australia Post AUS 1211 37.0 

Old Electricity Commission QLD 1199 5.2 

Sydney Courily Council NSW 1036 7.4 

Queensland Railways QLD 872 25.7 

MWSDB NSW 763 12.8 

Australian Airiines AUS 758 8.7 

Metropolitan Transit Aultiority VIC 628(b) 12.6 

Gas and Fuel Corporation VIC 612 5.5 

State Transport Authority VIC 610(b) 21.6 

ANL AUS 601 3.3 

Electricity Trust SA 554 5.6 

MMBW VIC 517 7.7 

OTC AUS 412 2.3 

State Bank VIC 389(a) 7.8 

ANR AUS 351(b) 9.8 

Westrail WA 313(b) 7.1 

Maritime Services Bd NSW 264 3.3 

State Bank NSW 246(a) 5.8 

Urban Transit Authority NSW 239 6.6 

Hydro-Electric Commissskxi TAS 238 5.2 

Health Insurance Commission AUS 146(c) 4.2 

ACT Electricity Authority AUS 122 0.9 

Snowy Mountains HEA AUS 108 0.7 
Government Insurance Ot(k» NSW 76(C) 1.7 

Pipeline Authority AUS 56 0.1 

Mom: (a) Interest margin plus other income, (b) Operating expenses plus 
finance charges; operating revenue was $939 million (State Rail Authority of 
NSW). $193 million (Metropolitan Transit Authority). $270 million (State 
Transport Authority ol Victoria). $258 million (Westrail) and $253 million 
(ANR). (c) Expenses ol management. 
Source; Annual reports 
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Figure 2 
Classification of Public Sector Industries 

Post-Prlvatlsatlon 

Demand Prospects 
Good Bad 

Single 

Supply 
Prospects 

Multiple 

A B 
Electricity Transport 

Sydney County Cound State Rail Authorities 
Other k>cal dist. ANR 

Water Australia Post 
MWSDB 
MMBW 
Other water boards 

Gas 
GFG 
Other gas dist. 

Ports and harbours 
Maritime Services Bd 
Other port authorities 

C D 
Telecommunteations Transport 

Telecom (except tocal) ANL 
OTC Local buses, etc. 
AUSSAT 

Eleclrk:ity 

Ekx>m (except grid) 
SECV (except grid) 
OEC (except grid) 
Other generaton 

Finance 
Commonwealth Bank 
State banks 
State insurance offices 
Health Insurance Comn 

Transport 
Oantas 
Australian Airiines 
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this industry ought lo enable some of these hard decisions lo be taken, to 
the benefit of consumers. 

As in the UK, privatisation of lelecommunicabons remains a high 
priority. The situation differs in that Australia now possesses three 
distinct entities — Telecom, OTC and Aussat — as against one in 
British Telecom. These are presently confined to separate market 
segments, leaving the industry in an unnecessarily monopolistic state. 
Similarly, the State-owned electricity utilities could well do with some 
competition in the form of private power generation. As in die UK the 
preferred direction would probably be (at least in the larger Slates) 
separation of the grid from the generation side of the business, 
facilitation of entry into generation, and sale of existing power stations 
to the private sector. Although the transmission distances are larger than 
those in the UK, separate ownership of the grid would enable decisions 
on interconnection with other States to be taken with less reference to 
present institutional constraints. 

As for the State-owned financial institutions, we can distinguish 
two distinct market segments. First, State and national banks have long 
been a feature of the Australian economy, and they have generally existed 
on a roughly equal footing to their private sector counterparts. While 
there is evidence to suggest that their competitive position has at times 
been maintained with some taxpayer assistance, it is probably safe to say 
that the distortion is not as great as in other areas, and thai privatisation 
here is not one of the higher pnoribes. Certainly, sale of State banks, 
within an otherwise quite competitive financial sector, could easily be 
painted as a purely 'ideological' move by political opponents. Whedier 
this remains the case in the presence of increased foreign competition is 
something that will have to be monitored. 

The same cannot be said of the second major area of financial 
involvement, namely insurance. This sector is ciurently one of the 
major ongoing areas of nationalisation, and it is potentially a highly 
competitive industry. A true program of privatisation would therefore 
attach a high priority to (1) halting the further moves towards 
nationalisation of this industry, and (2) removing the monopoly hnes of 
business from d>e government-owned insurers. 

I V . UK PRIVATISATIONS 

What does the UK experience tell us about the chances of successfully 
privatising nationalised industries? The major industries privatised to 
date are listed in Table 2 and some of die proposed future privatisations 
in Table 3. 

Comparing Tables 2 and 3 with the list of priorities set out by 
Beesley and LitUechild we see that, to date, only British Telecom ranks 
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partKularly highly. As far as major economic impact is concerned, the 
privatisation program has only just begun. The early privatisations are 
dominated by die sale of a number of manufacturing and petroleum 
concerns operating in reasonably competitive industries. In many cases 
one wonders why the government became involved in these industries in 
the first place — at least for die most part their sale has raised few 
questions as to the need to ensure against abuse of monopoly power, in 
either ihc product or capital market. 

Table 2 
Major UK Privatisations to Date 

Gross proceeds 
(Emill) 

Dates of sale 

British Petroleum 855 1979, 1983 
British Aerospace 699 1981. 1985 
Cable and Wireless 499 1981, 1983 
Britoil 999 1982. 1985 
Amersham International 63 1982 
Associated British Ports 97 1983. 1984 
Enterprise Oil 392 1984 
Jaguar 294 1984 
British Telecom 3863 1984 

Table 3 
Prospective UK Privatisations 

Proceeds 
(EmilO 

Osmments 

British Gas 10000 ? 

British Airways 1000 ? 
British Airports Authority ? 
Nationai Bus Company ? 
Thames Water Authority 1000 ? 

Regulation to be 
introduced 

To be sow intact 
Sold in pieces? 

Also, die list in Table 2 is mostly made up of firms widi fairly 
good prospects. The Thatcher Government has first sold off the 
indusuics (BP, Cable and Wireless, Jaguar, etc.) dial were 'ready" for 
privatisation, in diat they were already reasonably profitable, and has 

192 



Trengove: 'Privatisation' — A Relevant Word for Australia? 

delayed the privatisaiion of other firms (British Airways. Rolls Royce. 
etc.) until their balance sheets improve. 

If one adheres to the logk of the Beesley-Liulechild arguments for 
privaiisation, this sort of preparation is unnecessary. One of the main 
benefits to be achieved from privaiisation is that private ownership 
provides the stimulus to restructure industries thai, m the public sector, 
have been allowed to drift into areas of inefficient resource use. It is al.so 
argued that this restnictiuing will be better undertaken unda private than 
under public ownership. The firm should yield no more, in terms of 
privatisation revenues, if the unprofitable lines of business are 
terminated before privatisation, than if it is sold as is. the assumption 
being that this restructuring will take place anyway. 

Indeed, the only way that revenues can be increased is via the 
obviously self-defeating but much utilised device of having the public 
purse incur the rcsu^cturing expenses (redundancy payments, write-offs 
of debt and pension liabilities, etc.). Nevertheless, there seems to be 
something in the political process that militates against 
denationalisation followed closely by asset stripping. The end result in 
the UK has been a determination to restructure nationalised mdustries, to 
make them 'fit ' to be sold — a process that, paradoxically, ends up 
removing a good part of the rationale for the privatisation itself. 

V. FINANCIAL IMPLICATIONS OF 
PRIVATISATION 

Proceeds from privatisation, up until 1983-M, ran at less than £500 
million per year. In that year annual revenue increased to £1.1 billion 
with the sale of additional blocks of shares in BP and Cable and 
Wireless. Then in 1984-85, the first instalment of payments from 
British Telecom shares helped increase the 'take' lo £2.1 billion, with 
additional payments raising the figure to £2.6 billion in 1985-86. From 
here on in, however, privatisation takes an increasingly dramatic ttrni. 
Projections for the proceeds for the three years to 1988-89. largely 
premised on the expected sale of the British Gas Corporauon (and to a 
lesser extent British Airways) arc for £4.75 billion per year, or around 
2.5 10 3 per cent of total government outlays. 

Considerable attention is now being paid to the question of whether 
the UK government has come to regard privatisation as a useful means 
of avoiding difficult budgetary decisions. This is also of some relevance 
for Australia's current crop of finance ministers and shadow ueasurers. 
who may sec in privatisaiion the opportunity to deliver lax cuts being 
called for by significant sections of the community. 

In the UK, the all-important (to the Conservative government) 
Public Sector Borrowing Requirement (PSBR) is the focus of 
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macroeconomic policy, as expressed in the Medium Term Financial 
Strategy. The peculiarities of UK government accounting mean that the 
proceeds of a.s.sets sales are treated in the public accounts as a negative 
expenditure in the year in which the sale takes place (as are indeed the 
capiial/borrowing requirements of the institutions thus removed from the 
public sector). This means that assets sales have a direct effect on the 
PSBR. The extent to which privatisations are being used as a means of 
hitting the PSBR target that would have been set in their absence, as 
against causing the government to lower that target, is not totally clear. 

While it remains true that the peculiar accounting conventions 
of the PSBR give artificial incentives to privatisation, it docs 
not appear that financial objectives have been the primary 
purposes, or achievements, of privatisation. (Kay and 
Thompson, 1986:29) 

This confusion probably relates to another, slightly conflicting, 
criticism levelled at the government in this area of budgetary 
con.scquences. While some argue that privatisations are being used to 
finance current public expenditures, others claim that the government 
has sold off most of these industries too cheaply. 

Asset sales result in a short-term reduction in the PSBR. But 
this gives a misleading picture of their effect upon public 
finances. When allowance is made for the effect upon fuuire 
incomes and expenditures, the impact of asset sales is more 
Ukely to be neutral (if issues are priced appropriately) or 
adverse (if the issues are underpriced). In practice a number of 
issues appear lo have been significantly tmdcrpriced. (Institute 
for Fiscal Suidies, 1986:33) 

This type of criticism stems from the observation that the 
government ought to be able to get no more from the sale of its public 
enterprise than the capitalised How of net revenues (dividend payments 
plus capital gains) that the private sector purchasers expect to receive. If 
the enterprise is (roughly) equally profitable before and after sale, the 
government can do no nKxe than bnak even. 

As an example, Mayer and Meadowcroft (1985) estimate that the net 
worth of the public sector was lowered by £3.34 billion as a result of 
the sale of British Telecom. This figure is based on the difference 
between the market valuation of B T shares and the price the government 
received for them. The doubt I would raise, however, is over the 
prospect of British Telecom being worth anything like this amount to 
its owners had it remained forever within the public sector. 
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If one looks to the actual dividend performance of the publicly-
owned British Telecommunications Corporauon, the record is not good. 
While die organisation made substantial "profits', in die sense of 
surpluses of current revenues over current expenses, diese were 
inevitably reinvested in die business. In fact diere was no such diing as 
a dividend (or tax) since, as noted in die BT accounts, 'the Corporation 
was not financed by share capital'. One finds in the accounts only new 
loans and repayments of loans. If it is assumed that the Treasury did not 
force the Corporauon to pay above market rates for these borrowings, 
then the government in fact gained nothing, in financial terms, from its 
continuing 'ownership' of BT. 

A similar observation seems to hold good for Australia. Of the 
major Commonwealth trading enterprises, only Qantas (a dividend of 
$20 million), OTC ($50 million) and die Commonwealdi Bank ($23 
million) succeeded in returning dividends in 1985-86. Odier entities, 
such as Telecom and Australia Post, are in any case not required to do 
so, while others, such as Australian Airlines and ANL, are usually 
unable to afford one. Over all, the dividend haul looks quite paltry 
against the combined turnovers, in excess of $10 billion, of these 
institutions. 

Of course, it might be argued that die prospect of one day having a 
"jumbo sale' of state-owned enterprises does mean that the.se 
organisaUons are worth something to the government, even if they 
return no dividends at present. After all, this is how many gains are 
realised in private share markets. In fact it does not matter very much 
which view one takes. What is important is that the process of 
privatisation can involve a substantial one-off boost to revenue and it is 
up to the government to decide what to do with it 

Indeed, if it is the case thai die government could have raised more 
revenue from a particular sale, the argument that it in fact ought to 
have done so stems not so much from die desirability of having that 
figure recorded in public sector accounts, but from the redistributional 
consequences of underpricing the issue. In fact, it is here that die 
Thatcher Government would appear to be quite cognisant of die results 
of its actions in underpricing its share issues. This tool has been used to 
keep the workforce on side, by offering larger and more heavily 
discounted share bundles to employees of die industry in question. It has 
also been used to spread the message of 'popular capitalism", by placing 
blocks of undervalued shares in die hands of enormous numbers of die 
population. 

Of course, the gains in terms of 'popular capitalism' do not accrue 
quite as government rhetoric would suggest. There is little to prevent 
concentration of share ownership from taking place after sale, no matter 
how widely dispersed the initial holdings of shares. (Nor is this 
necessarily a bad thing, if one is to believe the literature on the 
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monitoring and control of private corporations.) This form of capitalism 
is. however, distincdy 'popular' since the recipients of the shares make 
money. The net result of this small lump-sum 'tax cut' is probably to 
achieve some minor redistribution in favour of potential Tory, as again.st 
Labour, voters, and to make a future policy of re-nationalisation (or 'de-
privatisation', or increased 'social ownership') pohtically infeasible. 

Depending on one's view of the distributional consequences, an 
aliemative mediod of pnvatisation would in fact be to give die lot away. 
In my view, the major attraction of this path is that it would totally 
break the nexus between the other pro-competitive elements of the 
privatisation package and the government's revenue position. 

V I . THE P R I V A T I S A T I O N P A C K A G E 

It has been argued that privatisation should be considered not merely in 
terms of the sale of publicly-owned firms, but as constituting a range of 
capital and product market liberalisations, tailored to die circumstances 
of the industry in question and aimed at maximising the benefits for 
consumers both direcdy and indirecUy. The original Ridley report in fact 
sucssed the competitive aspects far more than it did the actual sale of 
nationalised industries. It is in its departure from these priiKtples dial 
the Thatcher (jovemment is to be most criticised. 

One possible reason for this departure, which was suggested at the 
end of the last section, is the simple fact that monopolies are worth 
more to their owners dian arc competitive firms. It is by no means 
clear, however, that this has been the major obstacle to industry 
restmcturing. 

The clear theme to emerge from the political history of 
privatisation is diat by far the most effective and infiuential of 
interest groups is the senior management of the potentially 
privatised industry. Their positive interest in privatisation is 
in being rid of what is seen as a burdensome form of Treasury 
control; dieir coiKurrent interests are in ensuring that diis is 
achieved without change to the existing organisational 
structure and without a move to a more competitive 
environment. This is the structure they have supported in 
every case and, with one area of exception, it is a structure 
they have succeeded in persuading the government to adopt 
(Kay and Thompson, 1986:29) 

The one exception referred to is that of bus services, where the 
privatisation of die National Bus Company, expected to follow on from 
the 1980 deregulation of express coaching, has not yet occurred. 
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principally because the 'unit' of privatisation cannot be agreed upon. In 
other cases, though, the die has been cast. Indeed the prospect of being 
privatised intact seems to be serving as a positive lure for some of the 
potential privatisation candidates. To quote one such example: 

Sir Walter Marshall, chairman of the Central Electricity 
Generating Board, said last night that he saw the privatisation 
of the electricity industry as a logical consequence of die 
proposed sale of the gas industry ... It would also be the 'only 
logical thing to do' for the Government to sell off the CEGB 
intact rather than power station by power station. This is 
what had been done with British Telecom and what was being 
done with British Gas. (Financial Times. 19 June 1985). 

The attractiveness of following policies lhai win the support of 
management serves as a reminder of the very considerable political 
difficulties involved with ihe restructuring of nationalised industries. 
Given that these organisations exist so that they may modify the 
workings of market forces that would otherwise be released, it is 
necessarily true that an attempt to introduce competition will have some 
distributional consequences. 

Probably the two most important ways in which public sector 
production and restriction of product market competition modify free 
market outcomes relates to the beiKfiis received by the workforce, and to 
the (differential) benefits received by various classes of consumer. 
Public ownership has consisientiy resulted in manning levels and work 
practices that would not be tolerated in die private sector, and die lack of 
competitors has permitted cross-subsidisation of some consumers 
through die overcharging of others. 

For the economist both effects amount to an inefficient use of die 
economy's resources. The problem as perceived politically, however, 
seems to depend very much on the extent of consumer, as against 
worker, benefits. In essence, there is likely to be far less endiusiasm for 
taking on an organisation that is redistributing between consumers, bui 
managing to balance its budget overall, than there is one that is 
becoming a financial burden for govemmenL 

This distinction should be borne in nund when considering the 
privatisation experience in the UK. British experience with nationalised 
industry over the last iwo decades has been dominated by various 
attempts to improve finaDciai performance. The problem industries of 
coal, steel and motor vehicles have, in the face of local and foreign 
competition and technological change, been placed under extreme 
pressure, yet their existence has been prolonged under pubUc owiKrship. 
Successive governments have been faced with the choice between direct 
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revenue support, (further) elimination of competitors, or indu.strial 
confrontation. 

In Australia on the other hand, these problems, though they have 
their private sector counterparts, fall outside the nationalised industry 
debate. Austfalia's portfolio of state enterprises does not include nearly 
so many 'lemons'. It is really only the various railways that present 
problems in terms of current subsidy levels, and even there the existence 
of substantial freight revenues in many parts of that industry makes its 
prospects brighter. Australia's conventional state enterprises tend to 
have a rather limited effect, negative or positive, on government 
revenues, with a resulting temptation on the part of their masters to let 
them continue to operate as they have done in the past 

And yet probably there is more to be gained for Australia in 
attempting some restructuring of our utilities, particularly in the fields 
of U^nsport and communications. Australia's sheer size serves to 
emphasise the benefits to be obtained from increasing efficiency and 
innovation in these industries. The incumbents, however, have 
consistently claimed that considerations of geography dictate against 
entry into their markets. To my mind, though, they have not been able 
to substantiate this claim in terms of any undesirable tendency towards 
'destructive competition'. Instead the argument has consistently ended 
up settling on the distributive impact on consumers, suppliers, workers, 
etc., at which point the political will for change has evaporated. 

Given these facts of Australian political life, and the obvious 
hurdles to be overcome in attempting to privatise, we are faced with the 
decision as to whether future Australian governments should be content 
to sell off these industries as they stand, or whether they should reserve a 
portion of their political energies for battling the incumbents over issues 
of com[)etiiion and industry rcsliucturing. 

There are essentially two views. One is that the mere conversion of 
public into private monopolies is not good enough. Until real 
competition is in prospect, whether between private and public sector 
bodies or totally within the public sector, the issue of changing the 
ownership structure should be left to one side as something of secondary 
importance. The alternative view would recognise that the sale of 
nauonalised industries in the UK has been carried on against the 
background of some competitive initiatives, even if these have fallen far 
short of what might have been achieved. This, combined with the very 
fact that these industries are now not so 'special', in the sen.se that they 
are no longer in the public sector, may have opened the way for further 
gams. 

Some moves to promote competition are better than none at 
all. The debate on whether the newly privatised enterprises are 
abusing their market power would hardly have taken off in an 
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earlier period when it was taken for granted that these were 
boring public utilities, reserved for state monopoly. (Britian, 
1986:38) 
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Privatisation: Possibilities and 
Prospects in the Transport 

Sector 

Keith Trace 

I . I N T R O D U C T I O N 

My paper explores the possibility of privatisation in various Australian 

transport markets. I have been asked by the organisers to concentrate on 

privatisation rather than deregulation. While I have attempted to follow 

their injunction, it has proved impossible — for reasons that wi l l 

become clear during the course of this paper — to ignore completely the 

issue of deregulation. 

What do I mean by "privatisation"? The term has b«:n used in a 

variety of ways. Four interpretations stand out: the transfer of 

responsibility in the welfare area from the state to the individual: the 

U^nsfer of ownership of productive resources from the public to the 

private sector (i.e. denationalisation or the sale of public assets); 

deregulation (i.e. the removal of impediments to competition): and 

contracting out (i.e. the production of goods or services formerly the 

responsibility of the public sector by private firms). This paper is 

primarily concerned with the possible transfer of productive resources to 

the private sector. Issues relating to deregulation and contracting out are 

al.<» raised. 

The transfer of productive assets from the public to the private 

sector may take place in a number of ways. These include: full-scale 

stock market floatation of public enterprises: partial sale to the public; 

sale to employees; and the sale of sections of public enterprise that arc 

separable from the core activity (e.g. certain railway lines, vessels 

employed in defined trades). Examples of actual asset transfers include 

the ( U K ) National Freight Corporation. This relatively small publicly-

uwned transport enterprise, whose assets include railway and road haulage 

equipment, was sold to its employees in 1981-82. The method of 

privatisation contrasts with that adopted in the case of British Aerospace, 
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a manufaclurer of aircrafl, guided missiles and space saielliies. Here 
strawgic considcraiions led the Thatcher Government lo retain a 51 per 
cent share while the remaining equity was sold to the public. British 
Airways has been privatised, with preferential treatment given to 
employees wishing to buy shares and a minority of shares allocated to 
overseas investors. 

In considering issues relating to privatisation we arc fortunate to be 

able to draw on a burgeoning theoretical literature. We are able also to 

contrast the policy recommendations of this literature with the form of 

privatisation actually adopted (it is as yet too early to contrast the 

efficiency of the former public enterprise caterpillars with the newly 

emerged privatised butterflies). In the U K . the list of transport-related 

enterprises that have already been privatised (or that are intended to be 

privatised in the immediate future) includes: British Aerospace, British 

Airports Authority, British Airways, British Shipbuilders (part). British 

Leyland (part), British Ports. Sealink (Cross-Channel ferries), the 

National Freight Company, and the National Bus Company. We should 

also note that (Mivatisation poUcies have been introduced in a number of 

countries including France, West Germany, the US. Canada, Malaysia, 

Singapore, Thailand and Japan.' 

I I . W H Y P R I V A T I S E ? 

The Economic Case for Privat isat ion 

Why privati.se? The economic case for privatisation is based on the 

hypothesis that private firms are likely to be more efficient than public 

enterprises. Economic efficiency requires both productive efficiency (i.c. 

minimisation of costs of production for any given quantity and quaUly of 

product or service) and alkxative efficiency (i.e. products or services of 

the desired quality provided at an acceptable price and in the quantities 

demanded). Privatisation, it is argued, should increase productive 

efTiciency. In the absence of regulation, a privately-owned firm 

The new French government is committed to denationalice banks and 
Hnance houses, insurance companies, and the five major industrial groups 
nationalised in 1982. The West German government is also committed lo 
a privatisation program. Italian government holdings in some large 
companies (including Alitalia) have been sold. Plans have been 
annoimced for the partial sale of Aeritalia. an aerospace manufacturer. The 

Canadian government has privatised several large enterprises. The 
Japanese government is to privatise Japan Air Lines, Japan National 
Railways, Nippon Telephone and Telegraph, and Japan Tobacco. 
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pursuing profit-maximising policies has a direct incentive to minimise 
its costs. 

E^iciency gains from privatisation arise out of capital market as 

well as product market pressures. Competition in product markets 

means that persistent underperformancc wi l l lead to bankruptcy. 

Competitive capital markets mean that a Firm whose management is 

unable to reverse an incipient decline in sales and profitability wil l be 

liable to takeover. Competition in product markets has been seen as the 

mechanism through which incfTiciency is revealed and the capital market 

as the mechanism through which efficiency may be resiortd (Dombergcr 

and Piggoa. 1986). 

Under public ownership the pressures giving rise to productive 

efficiency are muted. Public enterprises are not subject to takeover, so 

financial markets cannot act as an effective discipline. Govemmenu 

may exert political pressure on the public enterprise, leaning on it to 

follow policies that may (or may not) be compatible with long-run 

economic health.^ Incentive structures are flawed. 

Whereas the management literature suggests that managers perform 

best when they are set a few specific goals against which their 

performance is monitored, public enterprise managers historically have 

not been set clear-cut profit objectives. Rather, they have often been set 

a number of sometimes conflicting objectives, among which cost 

minimisation has been assigned a low priority. The iiKentives offered to 

public sector managers have not been compatible with productive 

efficiency since typically neither Hnancial reward nor career advancemoit 

have been linked to performarKe measures such as profitability or cost 

minimisation. The dilemma that arises has been highlighted by Brittan 

(1984:115): 'Even if Whitehall can persuade a nationalised industry 

chairman to price according to marginal cost, what irKentive do his 

executives have to make these costs as low as possible, when the cost 

savings would not accrue to those making ihem and the threat of 

bankruptcy does not arise from failing to try hard enough?' The upshot, 

it is argued, is that public enterprises frequently employ excessive capital 

and labour. Excessive expenditure on labour may arise either through 

overmanning or through the granting of generous fringe benefits over 

Vhc Austrilian transport sector provides a good example. The Whiilam 
Government viewed ANL ts a 'pacesetter', leading a revival of Australian 
flag shipping. In 1973 the government is said to have persuaded ANL 
management thai it should become involved with the carriage of iron ore 
exports. Four large bulk carriers were ordered (at inflated prices). The 
losses of the four 'P ' class bulkers were to be an important element in 
ANL's relatively large losses of the lale 1970s and early 19tOi. 
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and above the competiiive wage (Domberger and Piggou, 1986). Thus 
while public enterprise may achieve productive efficiency, there is no 
overriding incentive to ensure this outcome (Forsyth, 1984). 

We should note that privatisation wil l not necessarily increase 

a l locat ive e f n c i e n c y . When a private firm operates in an 

uncompetitive environment, it has a positive incentive to depart from 

allocative efficiency through the use of monopoly pricing. In contra.st. 

the public enterprise has no incentive either to pursue allocative 

efficiency, or to avoid it (Forsyth, 1984). 

The literature thus suggests that competitive, privately-owned firms 

have an incentive to achieve both productive and allocative efficiency 

(see Table 1). As Kay and Thompson (1986) note, privatisation tends to 

promote productive efficiency, the incentive to do so arising from 

the necessity for the privately-owned firm to achieve profits if it is to 

stay in business and avert the threat of takeover. In turn, competition 

promotes allocative efficiency since customer needs must be met i f 

a firm is to survive in competitive markets. I f , however, there is little 

competition in a product market, and if the risk of bankruptcy and 

takeover are slight, the pressures of the market 'may affect a private 

sector manager no more than his public sector counterpart' (Kay and 

Thompson, 1986:22). 

Clearly, i f economic efficiency is a primary goal, privatisation 

should be accompanied by an injection of competition in the case of 

hitherto non-compctiiive or imperfectly competitive markets. Artificial 

restraints on competition shoukl be rentoved and policies of deregulation 

pursued. The relaxation of U K hcensing requirements for long-distance 

bus and coach operators, encouraging the development of innovative new 

services, is a case in point So too is the U K C i v i l Aviation Act of 

1980, which required the Civi l Aviation Authority to have regard to the 

benefits of competition when allocating routes. Decisions under this 

Act led U} competition between British Airways and British Midland 

Airways on London-Glasgow and London-Edinburgh routes. This 

competition is said to have improved service standards (Brittan. 1984). 

In the absence of such competition, regulation must be used to limit the 

power of monopoly. The limitations of regulation, including the 

possibility that the regulatory body wil l be 'captured' by the regulated, 

have been well documented. 

E m p i r i c a l Studies 

Is the hypothesis that private firms are likely to be more efficient than 

public enicqrises supported by empirical evidence? Pryke's study of the 
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Table 1 

Ownership. Competition and Incentives to Efficiency 

Publicly- Put)lidy- Competrtive 

Owned Owned Private Private 

Monopoly Competitor Monopoly Firm 

Is the product 

market competitive? No Yes No Y e s 

C a n the firm go 

bankrupt? No No Y e s Y e s 

Can it be taken 

over? No No Y e s Y e s 

Incentives to: 

productive 

efficiency No No Y e s Y e s 

allocative 

efficiency No Y e s No Y e s 

Source: Based on Kay and Thompson. 1986. 

relative efficiency of public and private enterprises in the UK is the most 

comprehensive to date (Pryke. 1982). Direct comparison of performance 

was possible in three industries: airlines, ferries and hovercraft, and the 

sale of gas and electrical appliances. In each case, Pryke fmds a more 

profitable private firm (or firms) increasing its market share at the 

expense of public enterprise. Comparisons of efficiency and cost levels 

typically favoured the private firm. Pryke concludes that the public 

enterprises studied were badly managed. His explanation for their poor 

performance hinges on a weak set of incentives resulting from public 

ownership (Kay and Thompson, 1986). 

These conclusions have not gone unchallenged. Kay and Thompson 

(1986) argue that Pryke fails to distinguish effects on performance of 

ownership from those of prevailing market conditions. In their view, 

inefficiency may stem from an uncompetitive environment as well as 

from the structure of ownership. While it appears that British Airways 

' is not an efficient airline eitlter by the standards of other United 

Kingdom based operators or relative to other national Hag carriers' 

(p.22), it does not follow that public ownership is the cause of B A ' s 

poor performance. Instead, the authors link B A performance to the 

highly regulated markets the airUne serves. They further argue that the 
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pubhcly-owned Air Canada has been shown to be among the most 
efficient airlines. While Air Canada operates in the competitive North 
American airline market. B A operates for the most part on regulated 
routes (Kay and Thompson. 1986). Kay and Thompson conclude that 'it 
does not seem that there is anything intrinsically .superior about per-
formarKe under private ownership. There are efficient and inefficient 
public enterprises, and efficient and inefficient private enterprises'. 
However, they note that if capital markets are effective, imsuccessful 
private firms will tend to withdraw, 'thus market disciplines do more lo 
improve the performance of the private sector than the public' (pp.23-
24). 

The evideiKe of superior private sector performance cited above 

stems largely from competitive markets. Does it hold when market 

discipline is blunted? Kay and Thompson (1986) review evidence from 

regulated industries and/or cases of natural monopoly, comparing 

performance between the privately-owned Canadian Pacific and the 

publicly-owned Canadian National, and between the privately-owned 

British Caledonian and the publkly-owned British Airways in regulated 

airline markets. They conclude that while 'no simple generalisation 

about superiority of private sector performance can be sustained ... there 

is support for the view that the efficiency of all firms — public and 

private — is improved by a com{>etilive environment' (Kay and 

Thompson. 1986:25). However. Domberger and Piggott (1986) point to 

the inconclusive nature of the empirical literature. While Boercherding 

et «1. (1982). citing more than 50 studies from five countries, report that 

the findings of most are consistent with the hypothesis that public firms 

will have higher unit cost structures. Mi l ward (1982) finds no broad 

support for private enterprise superiority in the North American 

literature. Domberger and Piggott stress that their reading of the 

literature accords with that of Boercherding rather than Milward. and 

argue that the literature provides tentative support for the Kay and 

Thompson hypothesis that at least in some cases liberalisation without 

ownership transfer will improve productive efficiency (Domberger and 

Piggou. 1986). 

CoBf l ic t ing Object ives 

Recent studies stress potentially serious confiicts between the varying 

objectives of the British privatisation program, especially between 

financial objectives and economic efficiency. The literature suggests 

pitfalls that need to be avoided should Australia opt for a program of 

privaUsation. The British government, it has been argued, views 

privatisation as serving a multiplicity of objectives (Kay and Thompson, 

1986). One purpose is to improve the economic performance and 

economic efficieiKy of the industries concerned. Another is to resolve 
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problems of management and control that have bedevilled the 
nationalised industries. For its part, the Treasury is interested in the 
revenue accruing from the sale of public assets. Finally, the Thatcher 
Government has sought to encourage the emergence of a 'people's 
capitalism' through wider share ownership. The potential for conflict is 
evident The value of the public a.ssets is greatest if the privatised firm 
retains its monopolistic privileges, including restrictions on entry. But 
if it does, allocative efficiency wi l l suffer since the private monopoly 
wil l be able to exploit its position by setting prices above marginal cost 
(Domberger and Piggott, 1986). The danger of adopting multiple 
objectives is that in the end no objective is efficiently attained, and in 
particular that 'economic efficiency — which is at once the most 
important of these and the most difficult to atuin — has systematically 
been subordinated to other goals' (Kay and Thompson, 1986:19). 

Such studies emphasise also the important role of pressive groups 

m determining the form of privatisation adopted. Kay and Thompson 

(1986) view senior management of the potentially privatised industry as 

'the most effective and infiuential' of such interest groups. Their 

positive interest in privatisation, it is argued, is in ridding themselves of 

'burdensome' Trea<;ury conuol. But they are interested in achieving this 

without disturbing existing management structures and without a move 

to a more competitive environment. The authors stress that 

management's views have prevailed in several ca-ses. For example, 

while the U K C i v i l Aviation Authority recommended that the 

privatisation of B A should be preceded by the building up of British 

Caledonian's route network, with the aim of enabUng thai airline to be 

an effective competitor, B A persuaded the government to reject this 

approach. British Caledonian was, instead, granted exclusive rights to 

certain lucrative (= non-competitive) routes to Gulf States. 

Kay and Thompson conclude that the privatisation in the U K has 

increasingly come to emphasise the virtues of denationalisation over, and 

even at the expense of, the virtues of competition. This change of 

direction, they argue, is not supported by empirical evidence of the 

relative performance of public arid private enterprise, which stresses the 

role of competition and supports scepticism about the value of 

privatisation outside a competitive environment (Kay and Thompson, 

1986). 

I I I . P R I V A T I S A T I O N A N D A U S T R A L I A N 

T R A N S P O R T 

A n His tor ica l Digression 

From the economist's perspective, the case for public ownership has 

rested on considerations of welfare or allocative efficiency. The 
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underlying assumption is that in a market economy competitive forces 
will generate an efficient pattern of resource use. It is of course 
recognised that there wil l inevitably be cases in which markets ' f a i l ' . 
The most important causes of market failure are natural monopoly (i.e. 
where there are increasmg returns to scale in production) and the presence 
of 'externalities' (i.e. cases in which costs or benefits are not reflected in 
market prices). Two types of response to market failure are of interest 
In Europe governments have commonly responded by public ownership, 
whereas in the US natural monopolies have usually been subject to 
regulation. 

Australia is characterised by a relatively large pubUc sector. Was its 

growth a response to market failure? Colonial governments followed a 

policy of 'colonial socialism' in the second half of the I9ih century, 

including large-scale programs of publicly-assisted migration and 

overseas borrowing to fund a public sector investment program. 

E)evek)pment of transport and communication formed an important part 

of this investment program. However, the hypothesis that such 

developments were prompted by market failure has been rejected by 

Budin (1983). In Butlin's view, public action supplemented rather 

than displaced private decision making in leading sectors of the 

economy. Business interests sought to limit dieir capital commitmcnis 

by distributing widely, through public intervention, the costs of 

borrowing, of infrastructure and of immigration. Butlin notes that 

business paid a price for this in the creation of a powerful bureaucracy, 

and in private sector dependence on competing colonial govenunents. 

The picture that emerges is not one of market failure, or of crowding-out 

of the private secuar by the public, but rather one of a pannership 

between the public and pnvate sectors. 

The post-1945 extension of pubhc ownership, however, does appear 

to have been influenced by market failive, or at least by fears of such 

failure. While the founding of T A A owes much to the Labor Party's 

commitment to public enterprise, it also stemmed from fears of a private 

enterprise monopoly.' Similarly, the Two-Airline Policy, which 

Brodgen (1968) notes that until 194S the Department of Civil Aviation's 
policy was lo grant only one operating license on any route. 
Competition was not permitted. The policy had been adopted during the 
1930s, when civil aviation operators were subsidised. The altitude carried 
over to the debate regarding post-war civil aviation. The issue, as seen in 
1944-4S, was whether there should be a government monopoly or a 
private enterprise monopoly. Labor opted for a government monopoly, 
only to be stymied by a 1946 High Coun decision thai upheld the freedom 
of persoiu to engage in interstate trade under Section 92. 
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emerged after die election of Menzics in 1949, was the creation of a 
government seeking a competitive rather than a monopolistic (be it 
private or public) solution. A two-airline industry was the pragmatic 
response lo the dilemma of creating competition in a 'thin' market. 

A N L dates from 19S6. Its background is that of a coastal shipping 

industry that had proved uncompetitive and unprofitable. Faced with 

intense competition from road and rail, and saddled with high costs 

dating from the old monopoly days (pre-1920), shipowners reacted 

defensively, aiming to minimise losses rather than create fresh 

opponunities. Unwilling or unable to find funds for fieet replacement, 

owners operated ageing Heets. A N L . formed lo take over the assets of 

the loss-making Australian Shipping Board, and given the go-ahead to 

act commercially, might thus be seen as a response to market failure. 

Ownership Structures and Competition in Austral ian 

Transpor t Markets 

Tabk: 2 suggests thai government instrumentalities play a major role in 

the provision of transport services. It also suggests that Australian 

transpon markets vary in competitiveness and in the extent to which 

they are currently (or potentially) contestable. 

With the excepuon of privately-owned W A mineral lines and 

Queensland cane tramway systems, rail services are provided exclusively 

by Commonwealdi and State governments. During the 1960s, when the 

Pilbara iron ore lines were built, W A was unable to fund their 

construction. Tlie State therefore required the mining companies to 

provide their own infrastructure, including railways, port facilities, roads 

and schools. Slate governments also provide fixed-rail urban passenger 

transpon and are responsible for a high proportion of urban bus 

transport. Private operators also provide bus services under license. 

Competition along a given route is rare. 

In contrast, government operates few country or mterstate road 

transpon services. Minor exceptions include freight and passenger 

uanspon linked with the State rail networks. While important to some 

rural communities, these are of litde significance when compared to the 

totality of road freight and passenger uanspon movements. Interstate 

freight and passenger markets were effectively freed from economic 

regulation as a result of the 1954 Hughes and Vale decisions. 

Considerable progress has l>een made in die 1970s and 1980$ in freeing 

inoastate uansport markets. 

Intrastate and domestic aviation markets are subject to economic 

regulation. The publicly-owned Qanias is the sole Australian carrier 

permitted access to international markets, although we should note 
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Table 2 
Ownersh ip and Compet i t ion in A u s t r a l i a n Transpor t Markets 

>3 

I 
Puttie Ownership Private Ownership 

Degree of Is Market Currently 

Competition (Potentially) Conteslatte' 

13 

Road Transport 

freight 

passenger - long 

distance coach 

Rai 

Urban Transport 

rail 

bus 

International 

Aviation 

Domestic Aviation 
trunk routes 

Ho (minor excepbons) 

No (minor exceptions) 

Many operators 

Several operators 

ANR (Cwealth). NSW SRA. Mineral lines (WA) and sugar 

VicRail. etc. etc. cane tramways (Q) 

NSW Met rail. Vic MTA (rail) No 

NSW UTA. Vic MTA etc. Many (licenced) operators 

Qantas 

Australian Airlines 

No 

Ansett 

High 

High 

Road-rail 

Low 

Low 

Moderate 

Low 

Yes 

Yes 

No 

No 

No (Yes) 

No (Yes) 

No (Yes) 



regional routes No 

(minor exception - Australian Airlines) 

commtjter routes k̂> 

air freight Australian 

Airports CVealth Gov, Local (municipal) 

w Shipping 
coastal sh^jplng 

overseas shipping 

Ports 

ANL, WA Slateships, 

Tas. Transport Comm. 

ANL 

NSW MSB. 

Port ol Melbourne, etc. 

Several operators 

Many operators 

Ansett, IPEC, etc. 

Limited 

Several operators 

Many operators 

Some pnvate mineral ports (WA) 

Low 

Low/Moderate 

Moderate 

Low 

Low 

m 

Low 

No (Yes) 

� (Yes) 

Yes 

No 

No (Yes) 

Yes (��) 

No 

Moles; 'Vanes across States. Note that South Australia has deregulated its internal air routes, and WA has partially deregulated. 

"The conference system potentially inhibits contestability of liner shipping. I 
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Anscu's links with Pacific island nations (vide the 767 service to 
Rarotonga). The government-owned Australian Airlines competes widi 
Ansctl on domestic trunk routes. Under the Two-Airline Policy services 
between designated trunk ports are (almost exclusively) reserved for these 
two carriers. The one chink is the opening for regional operators whose 
'prescribed' routes happen to indirectly link tnink ports. We should also 
note that air freight has been deregulated. Regional and commuter 
services are in general provided by the private sector. Economic 
regulation of regional and commuter aviation varies between States. 
South Australia has recently deregulated its intrastate airline market, 
while WA has introduced competition on some routes. 

Of the 440 government or licensed airports open to civil aviation in 

1985, 69 were Commonwealth-owned, 270 were operated by local 

authorities under a local ownership program, and the remainder were 

either privately or municipally owned (Department of Aviation. 1985). 

It is government policy to transfer a further 40+ airports to local 

ownership. Responsibility for the (17) remaining major 

Commonwealth-owned airports has been transferred to a new Federal 

Airports Corporation. We should note that a wide range of airport 

services is already provided by die private sector. 

Government enterprises play a major role in coastal shipping. A N L 

has a relatively large coastal fleet, providing roll-on roll-off services 

across Bass Suait and along the east coast. A N L also operates in the 

coastal bulk trades. The Tasmanian Transport Commission operates the 

passenger-car ferry Abel Tasman and several cargo vessels in Bass Strait 

WA Stateships operates liner services to the state's northwest and 

Darwin, as well as an cast-west service linking W A widi Tasmania and 

Victoria. Coastal trades are also served by private sector operators and 

by fleets operated as part of a vertically integrated sequence of operations 

(e.g. B H P ) . Competition is limited as a result of the provisions of the 

Navigation A c t De facto, if not de jure. Australia has adopted a 

cabotage policy. 

A N L also operates in the overseas liner and bulk trades, competing 

with other national hncs and with private sector shipowners. In general, 

competition is keen, although we should note that liner trades are 

cartelised. The power of shipping conferences is, however, limited 

during periods of over-tonnaging, and such is certainly the case at die 

moment. 

The provision of port facili t ies is of State rather than 

Commonwealth concern. While some States (NSW, Queensland) have 

historically favoured centralised control of ports, others (Victoria, W A ) 

have favoured autonomous local control. There are few private ports. 

The private ownership of port facilities is confined to some iron ore 

poru in WA, aldiough more recendy diere has been a tendency to grant 

users of special benhs greater commercial freedom (vide Wesiemport, 
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T a b l e s 

Ownership and Administration of Australian Pons 

Type Advantages and Disadvantages Examples 

Unified functional administration over defined area. 
Possible insuftciency of funds and lobbying power 
in Its own cause. National port policy impossible 
unless some surrender of authority. 

National port policy possible. Oisadvamages include 
political influence over decision making, absentee 
direction. 

Local administration, adapted to needs of each 
port. Disadvantages include local politics, port 
needs may outgrow local authority, port may be 
taxed to help city or state. 

Operated as commercial enterprise, with 
flexible administration geared to maximising 
profits of port or port complex. 

Autonomous Public Tmst 

Central Government Authority 

Other Public (Stale or 
Municipal) 

Private 

Port of Meltwurne Authority 
Port ol Geelong Authority 
Port of Brisbane Authority 
Port of Hedland Port Authority 
Fremantle Port Authority 

No Australian authority. 
Overseas examples include 
Argentina. Italy (exd. Genoa, 
Trieste) and, until recently, U K 

Queensland Department of 
Hartnurs and Marine (Hay 
Point, Lucinda. Weipa, etc.) 
Maritime Services Bd of NSW 

Dampier (WA) 
Cape Lambert (WA) 

Source; Adapted from Bird (1971), 
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Victoria). The literature on port administration favours the autonomous 
publk; trust form (Table 3). Port services may be provided by the port 
authority, by other public bodies, or by private undertakings (Table 4) . 
In general, towage, berthing/unberthing and ship repair are provided by 
the private sector, as arc the majority of services related direcdy to cargo 
handling. 

Public vs Private Sector Ef r ic iency : The Austra l ian 
Evidence 

There have been few studies of the relative efficiency of public and 

private sector enterprises operating widtin Australia. 

The domestic airline industry has been the subject of a major 

research effort Davies (1971) began the debate when he hypodtesised 

that a private firm might be expected to be more efficient than a 

comparable public firm, even in a regulated industry, because the 

management and shareholders of the private firm were able to capture 

some of the benefits of greater efficiency. Davies's findings (Table 5) 

showed diat Ansett was indeed more efficient than T A A . However, later 

studies have stressed the similarities rather than the differences between 

Ansett's and T A A ' s performance (Forsyth and Hocking, 1980). 

Regulation has been held responsible for cost inefficiencies of both 

public and private enterprises (Hocking, 1979, and others) (Table 5). A 

recent survey suggests dial two tentative conclusk>ns emerge from diis 

literature. First, both airlines are much less efficient than 'similar' 

North American operations. Second, the private enterprise airline is 

somewhat more efficient than die publicly-owned airline (Domberger and 

Piggott, 1986). 

A 1985 study by Travers Morgan, commissioned by the NSW Bus 

and Coach Association, suggests that private bus services can be 

operated for half die cost of government-operated services: The NSW 

Urban Transit Authority's buses were found to cost $3.20 per km to 

operate, whereas the figure for private buses was only $1.50 per km. 

These services are operated widiin a highly regulated environment 

While other studies of comparative efficiency appear feasible, none 

have been published. It would be interesting to compare the efficiency 

of mineral and/or coal haulage on the NSW and (Queensland rail systems 

with that achieved by the privately-owned Pilbara lines. The difficulty 

here is diat of di.seniangling the resources used for mineral/coal haulage 

on the State rail systems as well as obtaining access to confidential data 

from the mining companies. Similarly, it ought lo be possible to 

compare dK efficiency of A N L ' s coastal operations with dial of private 

sector coastal operators. One suspects that coastal shipping might be 

another case in which regulation has had a detrimental effect on the 

efficierKy of both public and private sector operators. 
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Table 4 

Providers of the Main Services In Ports 

Developed Countries Devekjping Countries 

Port aher Public Private Port Other Public : Private 

Main Port Services Authority Bodies Undertaking Total Authority Bodies Undertaking Total 

Services to Ships 
Aid to navigation 10 13 0 23 36 17 0 53 

Pibtage 10 8 5 23 36 7 12 55 
Towage 6 1 13 20 35 4 16 55 

Berlhing/unberthing 4 0 17 21 31 3 18 52 

Repairs 0 1 21 22 9 7 35 51 

Marine police 7 13 0 20 13 33 0 46 
Fire lighting 6 16 0 22 32 23 0 55 

Services to Cargo 
Stovedoring 3 1 18 22 10 11 36 57 

Cargo-handling on quay 4 2 18 24 27 10 19 56 

Surveillance 6 5 12 23 20 13 21 54 
Tallying 5 2 16 23 22 11 22 55 

Weighing 7 5 11 23 28 9 16 53 
Storage 8 3 12 23 34 10 12 56 

Note: Ho\ all ports provkie all services, and some amt>iguous answers have not tieen retained. This explains why the 
numbers in the 'TotaP columns vary slightly. 

Source: Compiled by the UNCTAD Secretarial (1975). 
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Table 5 

Summary of Evidence on Comparative Economic Performance of Australia: 
Two Major Domestic Airlines 

Study 

Performance 

Measure Finding Remarks 

00 

Albon & Kirby 

(1983) 

Davies 

Index of cost 

efficiency 

Public/Private both efficient. 

(1971,1977) measures 

Labour productivity Private more efficient. 

Dept ol Trans-

port Domestic 

Air Transport 

Policy Review 

Hocking 

(1977) 

Various measures 

Physical units ol 

inputs and outputs 

Forsyth & Labour productivity 

Hocking (1980) measures 

Public/Private may both be 

inefficient. 

PuUic/Private both 

inetficienL North American 

firms more labour productive. 

No diiference in Puttie/ 

Pnvate perfonnance. US 

linns maritedly more productive. 

Costs above minimixn achievable levels. Regulation causes 

'cost padding'. Lack of competitkxi (market entry) causes 

cost inefficiencies. 

Private finn 12 to 100% more effiaenL Puttie ownership 

inherently inefficient — 'property rights' approach. 

^sufficient infonnation to make firm condustons about 

absolute efficiency levels. May, however, be scope tor 

improved efficiency. Recognises international comparisons 

not infailtoie. 

Costs above minimum achievaUe levels. Regublon causes 

cost inefficiency. 

Reguiaiton responsible tor similar economic performance. 

Higherproductivity In US associated with more llexitte 

regulation and greater competition. 



3 

Various measures 

Jordan (1981) Not available 

HolcrofI 
Report 

Kirby (1979) Social welfare 

costs 

Kirby (1984) Index of cost 
efficiency 

Wrby 4 Albon Irxtei of cost 

(1985) efficiency 

MacKay(1979) Operating costs 
per tonne-tun 
andoltief measires 

l̂ ilward and Productivity 
Parker (1982) 

Public/Private both 

inefficient. 

Similar Public/Private 

performance. North 

American firms more efficient. 

PuWic/Private both 
inefficieni 

Private marginaly more efficienL 
US firnis markedly more effiaeni 

Private more efficienL 

Private marginally more efficient. 
North Amer. fimis more produc-
tive and cost efficient. 

No difference in productivity. 

Regulated environment'second besr. Regulation causes cost 

inefficiencies. 

Regulation constrains operators to similar economic perfor-

mance. Ownership has little effect. Competition associated 

with more efficient US operations. 

Regulation of domestk: air industry imposes welfare cost on 
community in ttie order of 50% of gross industry revenue. 

Public limis" operating costs 51% higher. Australian finns' 
operating costs 55% higher than equiv. US operations 
before deregulation. 

Difference in efficiency between public/private finns small in 
comparison to gross inefficiency in both resulting from 
regulation. 

Regulation forces costs above minimum achievable levels. 
Recognises international comparisons not mtalSWe. 

5' 

Source: Domberger and Piggott, 1986:153. 
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Other Evidence Concerning the EfTiciency of Public Sector 

Transport Undertal(ings 

While it is not possible in many cases to compare the relative 
efncicncy of public and private enterprise, we do have considerable 
evidence regarding the level of efficiency of publicly-owned transport 
undertakings. Constraints of space and time dictate that the 
consideration of this evidence be brief. 

The Commonwealih and Slate railway systems operate with 
substantial deficits, the State systems incurring a combined deficit in 
excess of S 1200m in 1983-84 (Commonwealth Grants Commission, 
1985). Tbese systems covered only 62 per cent of their working 
expenses and capital charges in that year. 

Because of rail's labour intensiveness (labour accounts for 60 to 70 
per cent of working expenses), labour productivity is central to financial 
performance (Australian Railway Research and Development 
Organisation [ARRDO], 1981). While labour productivity has 
improved, it has not risen sufficiently in relation to real wage increases 
to bring down deficit levels. Staff rediKtion has proved a real stumbling 
bkx:k to rail systems, reduction through attrition tending to lead to 
imbalances in skills. 

The financial plight of the railway systems has been worsened by 
their failure u> adjust their operations to demand. Some rail services 
(including passenger and a range of freight services) continue to be 
provided despite their failure to cover avoidable expenses (ARRDO, 
1981). Cross-subsidisation clearly occurs. It is evident, for example, 
that the revenue from coal traffic cross-subsidises other traffics in 
Queensland, as well as enabling QR to show a surplus of SlOOm-f in 
1985-86. 

ANL too is bedevilled by high labour costs and inefficient work 
practices. Crew levels on Australian container vessels engaged in 
overseas trade vary between 31 and 36, considerably above levels 
prevailing in Japan and the major European countries.* Moreover, 
officers and ratings accrue leave entitlement at the rate of .926 of a day 
for each day on articles, giving a leave entidement of 338 days for each 

4 
We (hould note ihmi the vessels concerned were built and crewed in (he 

lue 1960s and 1970s. Hid ANL commissioned new comainer vessels 
between 1983 snd 1986 crew size would probably have been 26 (± I), a 
level still high by international standards. The Ocujber 1986 report of 
the Maritime Industry Development Committee has based its manpower 
plans for the industry on a crew of 21 in the nexl generation of Ausualian 
nag vessels. 
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year served on articles, very generous by international standards. As i 

result Australian shipowners must operate a full two-crew system. 

Australian award wages (and on-costs) are high by international 

standards. Crew accommodation standards arc also high. 11 would appear 

(hat Austrahan crews perform less on board maintenance than the crews 

of some overseas countries. We should note, however, that these wage 

levels and conditions are not simply the product of public ownership. 

The conditions are common across the industry, and undoubtedly evolved 

as a result of the lack of competitive pressure in a coastal shipping 

industry sheltered by the Navigation Acts. 
The low level of productivity in container terminals is also of 

concern. The rate of container handling is well below that achieved in 
major European, Japanese and Southeast Asian ports. Stevedoring gangs 
are relatively large and work practices appear incfficicnL As a result the 
cost of handling containers in Australian ports is high by world 
standards. Here too the problem is an industry one. ANL's terminal 
problems are not unique. Prices Justification Tribunal inquiries have 
linked low productivity to a lack of competition. Container terminals 
are commonly owned by shipping companies and it is frequently alleged 
that shipovmers arc more concerned to avoid delays to their vessels ihan 
they are to minimise die cost of terminal operations. 

Priorities: Supply and Demand Prospects 

Beesley and Littlechild (1983) provide a convenient medwdology for 
assessing the potential of and priorities for privatisation. The authors 
argue that priority should be given to industries whose privatisation 
promises the greatest net benefit to consumers, this criterion being 
chosen in preference to the more complex procedure of estimating the 
effect of privatisation on die various mterest groups involved (existing 
and potential consumers, taxpayers, management, employees, 
shareholders, etc.) and devising appropriate trade-offs. As Trengove has 
noted elsewhere in this volume, benefits to consumers arise if 
privatisation leads to more efHcieni operation and increased innovation. 
Benents may then accrue direcUy (i.e. through lower prices and/or 
improved quality) or indirecdy (i.e. through lower taxes, made possible 
dirough reduced levels of subsidy). 

Beesley and LitUcchild argue thai consumer heneTiis arc likely to be 
maximi.sed in the case of: (a) large industries, since other things being 
equal a larger industry offers greater scope for savings; (b) industries that 
are more competitive after privatisation: and (c) industries that have not 
been subject to 'remedial action' (i.e. rationalisation or cost-cutting 
measures), since these offer more scope for savings dian those dial have 
been. 

Beesley and Littlechild classify candidates for privatisabon in terms 
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of ihcir 'supply' and 'demand' prospects. Demand prospects are 

classiHcd as 'good' or 'bad' depending on long-run trends, and supply 

prospects classified as conductive to 'single' or 'multiple' (i.e. 

competitive) ovimcrship depending on developments in technology. 
Trengove's Table 1 (p. 189 in this volume) suggests that, ranked by 

turnover, the largest publicly-owned enterprises in the transport sector 
arc. in descending order of importance: State Rail Authority of NSW. 
Qantas. Australian Airiines, ANL, Maritime Services Board of NSW, 
Uiban Transit Authority of NSW. ANR. and VicRail. 

My assessment of the 'supply' and 'demand' prospects for these (and 
other) enterprises, i f privatised, is shown in Table 6. (Note the 
substantial agreement between Trengove and myself regarding these 
prospects.) 

Table 6 
Post-Prlvatlsatlon 'Supply' and 'Demand' Prospects 
for Australian Public Sector Transport Enterprises 

Demand Prospects 

Good Bad 

Single A Federal Airports B. ANR 
Corp. State rail systems 

(NSWSRA, VicRail. etc) 
Urban transport (rail) 

Supply 
Ports (NSWMSB. Port 

Supply of Melbourne, etc) 
Prospects 

of Melbourne, etc) 

Multiple C. Oanias D. ANL 
Aust Airlines WA Stateships 
TT-Line (Abel Urban transport 
Tasman) (NSWUTA. etc) 

Beesley and Littlechild's third criterion, that other things being equal 
industries that have not been subject to 'remedial action' (i.e. 
rationalisation or cost-cutting measures) offer more scope for savings 
than those that have, poses more problems. Most of the enterprises 
listed in Table 6 have been the subject of some remedial action. A new 
Act and a change of management structure has made ANR more 
commercially oriented. ANL has just emerged from a traumatic 
reorganisation. Following the Line's losses in the late 1970s and early 
19803. and the injection of SI60m by the Commonwealth, ANL has 
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reduced its fleet, abandoned some trades and adopted new management 

techniques. The Maritime Services Board of NSW is currently 

undergoing reorganisation. The 'old' MSB was in many ways the 

archetypal public sector body, theoretically accountable to government 

but in practice possessing considerable autonomy. Accountability was 

weak, the authority was not responsive to its customers' needs, and its 

cost structure was very high (Hoy, 1986). The present Board of 

Directors is attempting to implement a thoroughgoing reorganisation, 

aiming to make the MSB more responsive to market demnd and more 

cost-conscious. These and other examples raise some problems. Are 

there worthwhile gains in privatising a public sector body that has 

undergone dK>rough rationalisation? Are the reforms of MSB (or ANL, 

or ANR) likely to result in long-run improvements to the efficieiKy of 

those bodies, or will they return to their old ways in the course of time? 

I V . P O S S I B I L I T I E S , P R O S P E C T S , P I T F A L L S 

We have earlier argued that privatisation might be accomplished in a 
number of ways: (1) through the sale of assets; (2) through deregulation 
(with or without the sale of assets): (3) through franchising or 
conuacting ouL These mechanisms for phvaiisauon differ in the extent 
to which they achieve desired policy objectives (Table 7). 

The issue of policy objectives is crucial in the privatisation 
debate. The appropriate instruments or mechanisms of privatisadon vary 
according to the policy goal(s). If, for example, die primary goal was 
die maximisation of revenue from the sale of public assets, it would be 
appropriate to retain existing regulation of the industry in question. The 
sale of a transport enterprise openting in a regulated environment (say, 
an airline) involves the sale of two separate (and separable) assets: the 
physical enterprise, including die aircraft, equipment and managerial 
expertise: and a set of rights to routes capable of yielding profit 
(Fbrsyth, 1984). If, on the other hand, the primary goal of privatisation 
is to improve the economic performance of the former public enterprise 
(i.e. economic efficiency), then simultaneous privatisation and 
deregulation (presuming the market is contestable) would appear 
appropriate. This approach should enhance both allocative and 
producuvc efTiciciicy (Tables 1 and 7). 

Let us assume (unless otherwise specified) that die primary goal is 
economic efficiency. For simplicity, we will discuss die potentialities 
of privatisation under two conditions: where markets are natural 
monopolies and/or non-contestable, and where markets arc (at least 
potenually) contestable. 
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Table 7 

Objectives and Instruments of Privatisation 

Objectives 

Instruments 
Allocative 
Efficiency 

Productive 
Efficiency 

Revenue 
Receipts Remarks 

1.1 

Asset Sales 

1.2 

Asset Sales 

(ol companies in compe-

titive product markets) 

2.1. 

Deregulalwn 

(with asset sales) 

No 

Yes 

Yes 

ProvkJed market is 
competitive or 
contestable 

Yes 

Yes 

Yes 

Yes 

Yes 

Regulatory framework 

required to control 

monopoly abuse 

Yes 

But less than in 1.1 if 

incumbenfs dominance is 

expected to be short-lived. 



2.2 
Deregulation 

(without asset sales) 

3.1 
Franchising 

(Chadwick-Demsetz 

Auction) 

3.2 
Franchising 

(Mompoly Rents 

Auction) 

Yes 

Provided market is 

competitive or 

contestable 

Yes 

Provided biddng 

is compebtive 

No 

Yes 

Provided trading 

losses are not under-

written by the government 

Yes 

Subject to contract 

being incentive-compatible 

Yes 

No 

No 

Yes 

) 

)Franchising authority 

)requlred to monitor 

)and enforce contracts 

) 

Source: Oomberger and Piggotl. 1986:155. 
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Natural Monopolies or Non-Contestable Markets 

Several uansport markets (railways, airports, ports) are generally 
considered to be natural monopolies. As Kay and Thompson have noted, 
natural monopoly is more obvious in those industries that involve 
distribution networks — local telephone services, gas and electricity 
distritxjtion (but not production), railway systems. Airports aiKl seaports 
are neither competitive nor contestable. The supply of good sites is 
limited. Sunk costs (pardon the pun) are high. 

What opuons are open in such cases? 

(I) The enterprises as a whole might t>c sold to the public. The 
outcome would depend in part on the entity actually chosen as the unit 
of sale. For example, suppo.sc the decision were taken to privatise New 
South Wales's ports. The Maritime Services Board (which has a 
monopoly in the provision of ports) might he sold as a package. In this 
case the privatised firm would possess monopoly power over the 
provision of pon services throughout NSW. To the extent that this 
monopoly power was exercised, allocative efficiency would suffer. 
Alicmatively, individual ports might be privatised. Competition 
between the privatised ports of, say, Newcastle, Sydney and Pon Kembla 
might be expected to restrain the exercise of monopoly power. 

The financial position of the State railway systems (and some ports) 
is such diat they are unlikely to be attractive to the private sector. Here 
I note the Japanese government's reform plans for the heavily loss-
making Japan National Railways (JNR). Under the reform plan, JNR is 
to be divided into ten separate companies — six regional passenger 
companies, one national freight company, and companies relating to 
technology, telecommunication and reservations. The aim is to achieve 
profitability for each company prior to privatisation. The expectauon is 
that die breaking-up of the monolithic JNR into separate profit centres 
wilt expedite commercial ckxision making, especially ihc hard decisions 
regarding die scale of operations and the size of labour force employed. 
JNR shares with our state rail systems a problem of accumulated debt 
Presumably these debts should be substantially written off prior to 
privatisauon. 

(ii) An alternative approach is suggested by a ck>ser examination 
of the 'natural monopoly' argument What elements of. say VicRail, 
constitute a natural monopoly? The analogy with telecommunications 
would suggest that the track and signalling systems alone constitute a 
natural monopoly. If this is the case, the provision of locomotives, 
rolling stock and the operations of services might be amenable to 
competition. Even if a single supplier were desirable (say for reasons of 
timetable coordination) competitive bids to supply the service might 
still be called for. As Swan and Nestor (1983) note, the first steps have 
already been taken by the freight forwarding companies. TNT and other 
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freight forwarders provide a range of terminal facilities and equipment in 

connection with their overnight and intercapital freight trains. 
Franchising or contracting out appear lo offer considcrabk; potential 

in the transport sector. Fmsyth (1984) has argued that die operadon of 
airports, including both aircraft services and terminal operations, might 
be put out to tender. Alternatively, private firms could be given a Hxed 
price, dependent on diroughpul of aircraft and passengers. Given diat the 
firm could retain profit, this should ensure productive efficiency 
(Forsyth, 1984). There are obvious analogies with seaports. In die UK, 
Hereford and Worcester have allocated bus services by the tender method. 
It is claimed that subsidy levels and/or fares have fallen, without a 
reduction in service quality (Brittan, 1984). 

Markets That Are Potentially Contestable 

The policy prescription is more clear<ut and the decision easier where 
markets arc contestable (or potentially contestable). Transport markets 
that are at least potentially contestable include domestic and international 
aviation, international and coastal shipping, inter- and intrastate road 
transport, and (possibly) urban bus transport. Here the privatised, 
deregulated fum should achieve both allocative and productive efficiency 
(Tables 2 and 7). 

We should, however, beware of potential pitfalls. First, the widely 
debated issue of 'cream-skimming'. Cream-skimming may occur where 
public and private operators compete in a deregulated market Private 
operators would naturally seek to operate in the more profitable 
segments, along die routes widi the densest traffic. A public enterprise 
with a residual obligation to service unprofitable routes would be at a 
disadvantage in such a situation. The remedy lies in direct subsidisauon 
of the socially desirable but economically luiprofitable 'diin' routes. 

Predatory action by a large operator to force a smaller rival to 
abandon a market is anodier potenual pitfall, especially where the larger 
operator can use profits from regulated markets. Forsyth (1984) notes 
dial BA would be in a position to use profits from its regulated routes to 
finance efforts in compeuiive markets. Similarly, the UK express coach 
market, deregulated by the 1980 Transport Act, is still dominated by 
National Express. It has been argued that National Express possesses 
one great advantage over its compeutors: ownership of the centrally-
located Victoria Coach Station in London (Domberger and Piggott, 
1986). The effect has been to blunt die impact of the deregulation 
poIk:y. The theory of contestable markets woukl suggest that k;gislation 
designed to allow competitors access to terminals would be appropriate 
in diis case. 

227 



Restraining Leviathan 

References 

Australian Railway Research and Devekipment Organisation (ARRDO) 
(1981), 1981 Report on Rail. AARDO, Melbourne. 

Bcesley. M. and S. LitUechild (1983). 'Privatization: Principles, 
problems and priorities'. Uoyds Bank Review 149. 1-20. 

Bird. J . (1971). Seaports and Seaport Terminals. Hutchinson University 
Library. London. 

Boercherding. T . . W. Pommcrchnc, and F. Schneider (1982), 
'Comparing die efficiency of private and public production: The 
evidence from five countries'. Zeitschrifi fur Nationalokonomie 
Supp. 2. 127-56. 

Brittan. S. (1984). 'The politics and economics of privatisation'. 
Political Quarterly 55.109-28. 

Brogden. S. (1968), Australia's Two Airline Policy. Melbourne 
University Press, Melboinne. 

Bus and Coach Association of NSW (1985). The S90m Case for Private 

Buses, NSW Bus and Coach Association. Sydney. 
Butlin. N.G. (1983), 'Trends in public/private relations. 1901-75", in 

B.W. Head (cd.). State and Economy in Australia. Oxford University 
Press. Melboimic. 

Commission of Inquiry into the Maritime Industry (1976). Report on 
Adequacy of Australia's Ports, AGPS. Canberra. 

Commonwealth Grants Commission (1985), Report on State Tax 
Sharing Entitlements 1985, Vol. I I Consultants' Reports: 'Report 
to the Commonwealth Grants Commission on Railways and 
Metropolitan Transit, 1985'. AGPS. Canberra. 

Davies, D.G. (1971). 'The efficiency of public vs private firms: The 
case of Australia's two airlines'. Journal of Law and Economics 

14(1), 149-65. 
(1977), 'Property rights and economic efficiency — The 

Australian airlines revisited'. Journal of Law and Economics 20(1), 
223-6. 

Department of Aviation (1985), Annual Report. 1984-85, AGPS. 
Canberra. 

Domberger, S. and J . Piggotl (1986), 'Privatisation policies and public 
enterprise: A survey'. Economic Record 62(177), 145-62. 

Forsyth, P J . (1984), 'Airlines and airports: Privatisation, competition 
and regulation*. Fiscal Studies 5(1). 26-39. 

Forsyth. P J . and R.D. Hocking (1980). 'Property rights and efficiency 

in a regulated environment: The case of Australian airlines'. 
Economic Record 56(153), 182-5. 

Hocking, R.D. (1979). 'The economic efficiency of the Australian 

228 



Trace: Privatisation in the Transport Sector 

lirlines*. Appendix A6.2 of Department of Transport, Domestic Air 
Transport Policy Review, vol. 2:Appendices, AGPS, Canberra. 

Hoy, R. (1986). Address to the Ausualian Mining Industry Council's 
1986 Mineral Transport Conference. 

Kay, J.A. and D J . Thompson (1986), 'Privatisation: A policy in search 
of a rationale'. Economic Journal 96(381). 18-32. 

Milward. R. (1982), 'The comparadve performance of pubUc and private 
ownership', in E . Roll (cd.). The Mixed Economy, Macmillan, 
London. 

Pryke, R. (1981), The Nationalised Industries: Policies and Performance 
Since 1968. Martin Robertson, Oxford. 

(1982), 'The comparadve performance of public and private 
enterprise*. Fiscal Studies 3, 18-30. 

Shackleton, J.R. (1984), 'Privadsaiion: The case examined'. National 
Westminster Bank Quarterly Review May. S9-73. 

Swan, P. and J . Nestor (1983). 'The railways: Haemorrhage of die body 

politic'. IPA Review Winter. 64-9. 
Trace, K. (1986). Towards Efficient Transport. PoUcy Paper No. 7. 

Australian Institute for Public Policy, Penh. 
United Nauons Conference on Trade and Development (UNCTAD) 

(1975), Port Pricing. UNCTAD, New York. 

229 



COMMENTS 

Peter Forsyth 

I find myself in agreement widi virtually everything dial's been said in 
these two comprehensive papers. I'd like to develop two of die issues 
that have been introduced die measurement of die gains and losses aris-
ing from privadsauon, and the practical problems involved in carrying 
out privausation. These are the major unresolved areas in the privatisa-
don debate. 

First, the issue of measurement. Economists haven't done a great 
deal in the way of measuring the gains and losses that might possibly 
flow from privadsauon. This is probably because there isn't much of a 
market in analysing public entoprises. Neither management nor work-
en welcome scniuny of their activities: and die government, as the 
owner, is likely to be hostile as well. (There is, of course, a demand for 
scrutinising private firms, coming from shareholders and potential 
shareholders.) Keith Trace has summarised about as much as we know 

on the subject in Australia. Airlines, banks and urban buses have been 

examined: but we don't really know how well Telecom and die State rail 
audioriues, for example, are performing. A number of public-private 
compari.sons have been undertaken overseas, mainly in the USA. But 
these lend to compare public monopolies with private regulated mo 

nopolics. They find that there are good and bad performers in both 
groups. This is hardly surprising. We would expect regulation 
(especially die regulauon of profits, as occurs frcquendy in die USA) to 
reduce dK incenuve to be efficienL What we really need to know is how 
well unregulated private monopolies perform. 

There arc two kinds of discipline tending to reduce the welfare k>sscs 
arising from private unregulated monopolies. The first and more impor-
tant IS indirect compeudon. Railways have to compete widi IHISCS and 
trucks, for example, l l i e second discipline is 'contestability', or the 
possibility of other firms entering the market and compeung widi the 
original monopoly. However, there is .some emerging evidence that 
potendal compeudon is a much weaker discipline dian actual competi-
tion. Usually, die key assumpuons of contestability are not met 

To summarise the case for privadsauon: we are trying to balaiKe 

possible allocauve losses with producuve gains. We need to esdmate 
die strength of die monopoly power in each instance, and the likely 

Dr Peter Forsyth is Senior Lecturer in Economics, The Ficultics. 
Australiui Nadonal University. 
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monopoly welfare costs. In addition, we have to recognise that in publk: 

enterprise prices may not he, and u.sually arc not. perfecdy efficient We 

can identify a number of allocative efficiency losses arising from the way 

public firms manage their prices. Ad hoc theory and some empirical 

studies suggest diat diis loss may. however, he relatively small, even if 

the private firm lakes full advantage of its monopoly power. There are. 

of course, distributional questions. But we need to remember that when 

the government sells a fum. it can realise in die selling price die gain 

from the capitalised monopoly profits. Then diere are die productive ef-

ficiency gains. Empirical analysis suggests diat these gains may be 

quite large. Again, we have to remember diat private firms may not be 

pcrfecUy efficient in terms of productive efficiency. So in a number of 

cases, it could be that private unregulated monopolies arc preferable to 

both public monopoly and private regulated monopoly. But this is a 

problem for analysis: we really need to measure just how big the gains 

and losses are. 
Our second issue concerns the practical difficulties in carrying out 

privati.sation policies. Inefficiency is present in public enterprises and in 
regulated private enterprises because various groups gain from it: mana-
gement, workers, favoured consumers, and politicians. These groups 
will naturally resist attempts to remove inefficiency by policies of 
deregulation and privatisation. How can we deal with them? One option 
is to try to buy them off. An example of this is British Airways, whose 
efficiency has been greaUy improved in preparation for privatisation. 
The labour force was reduced by the offer of generous redundancy pay-
ments from £33 000 to £SS 000. But this approach can be dangerous. 
t)ecause it encourages interest groups to form themselves in order to 
benefit from the buying-off arrangements. A second option is to 
deregulate or privatise without compensation. But governments rarely 
dare to do this. Even Britain's Thatcher Government has backed down in 
a numl)er of instances. For example. British Telecom was sold off in a 
far less competitive envirocunent than it might have been, and is also 
vinually immune from the threat of takeover. These factors greatly re-
duce the incendves for competitive performance. 

In summary, succcs.sful privausaUon policies have to identify the 
groups that gain from present inefficiencies. If diese groups' pnvileges 
are maintained, then privatisation may fail to produce the desired effi-
ciency gains. Governments arc therefore faced with two choices. Either 
they must be prepared to take some very tough decisions, and accept the 
consequences in terms of alienating various groups; or diey must be able 
to devise schemes diat satisfy two criteria: first, they are compatible 
widi iiKcndves for improved efficiency, and second, diey auract die sup-
pon of those who would otherwise lose. Working out such schemes is, 
to my mind, the most difficult aspect of die practice of privatisation. 
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DISCUSSION 

Patrick Minford (University of Liverpool): I'm rather pu/zlcd 
by Peter Forsyth's emphasis on measuring the gains and die losses from 
privatisation and other kinds of intervention. In die long term, there arc 
no uade-offs, because if privatisation does increase the efficiency of the 
economy, it increases the amount of revenue governments can raise from 
taxation. Surely we have learned from the Austrian School that we are 
dealing with a dynamic process, so that it's missing the point to 
measure static gains and losses. For example, Keith Trace ciuis Kay 
and Thompson's finding that public enterprises will perform well under 
competitive conditions. But the point is that competitive conditions arc 
much more likely to be found in the private sector dian in the public. 
What we need is a system that allows free entry and 'creative 
dcsuuction'. and dial means taking government, die ultimate barrier, out 
of die process. 

As for the short term, economists have done a disservice here by 
concentrating only on the efficiency aspect Beesley and Liulcchikl's list 
of priorities for privaii.sation, which both Keith Trace and Chris 
Trengove cite, misses the political aspect of privatisation. The short-run 
objectives that enable privatisation to succeed arc political — the 
prospects for raising revenue, for reducing subsidies, for encouraging 
poptilar capitalism, and so on. Britain's privatisation program has been 
successful only because it has been so well managed politically. 

The Imk between privali-sation and tax cuts has been much discussed 
in die UK. But suppose that Mexico were to sell its public assets in 
order to pay off its public debt. I diink we would have a very different 
view of the Mexican economy. Of course, using the proceeds from 
privatisation as revenue is technically die same as borrowing. But 
practically it is not. because privatisation is part of a dynamic process 
of reducing the role of die state, improving economic cfficieiKy, and 
enhancing die kNig-term prospects for tax cuts and a balanced budget 

Keith Trace: In citing Kay and Thompson and others, I was 
assuming that it wouldn't be possible in Ausu^alia to go all the way 
with privatisation, and I was interested in the likely efficiency effect of 
deregidation on public bodies. I take Professor Minford's point about 
the shortcomings of short-run, static comparisons. I have the 
impression that he regards die political a.spect as so central diat it iakcs 
precedence over economic logic; but no doubt he doesn't mean to give 
diat impression. 
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Peter Forsyth: I agree wiUi Professor Minford about die long-term 

dynamic gains from the process of 'creative destruction". But die shon-

term static gains and losses can also be very substantial. 1 think he has 

missed the point about Kay and Thompson's analysis. Kay and 

Thompson pomt out diat privatisation has been carried out in such a 

way as to limit compeution in a number of cases. With British 

Telecom, British Airports Authority and British Airways, the 

opportunities for increasing competition were not taken; and die 

managements of these enterprises will naturally resist any attempt to 

deregulate diem at some future date. This will reduce die dynamic gains 

as surely as it has die static ones. 

Wolfgang Kasper (University of New Sonth Wales): An 
important exception to the general rule diat Australia has no publicly-
owned manufacturing enterprises is the defence support industries. These 
industries are heavily subsidised, but the costs to die taxpayer and to 
defence preparedness are frequenUy overlooked. The experience of a 
drawn-out world war induced Australians to retain defence factories, but a 
future high-technology war would have to be fought from stock, and 
low-level contingencies would not disrupt supplies of cheaper, imported 
defence goods. 

It is typical that die Australian defence industries have extremely 
powerful unions, which prejudice our defence preparedness and national 
sovereignty (remember the loading strikes during the Vietnam war). 
Cost efficiency is often shockingly kiw, but diis is frequently disguised 
by the suatcgic need for overcapacity and by arguments for secrecy. 

We need a critical review of which defence manufacturing activities 
must be retained for security or special-skill reasons, and which should 
be sold off. There arc no grounds whatever for die retention of 
government-owned firms making clodiing and footwear for the armed 
forces. 

Ray Evans (Western Mining Corporation): My point arises 
from Chris Trengove's illuminating discussion of die influence of the 
senior management of the large public enterprises in the UK, who have 
used their influence to ensure that the enterprises are sold to the private 
sector intact. A primary objective of a privatisation program should be 
to break up these large bureaucratic suiictures, which are cosdy and 
generate correspondingly strong uade union structures. The influence of 
the existing management would be neuualised if the enterprises were 
broken up prior to privatisation into a number of independent and 
autonomous fums. thus creating a new class of managers with a vested 
interest in the decentralLsed system. 
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Chris Trengovc: Certainly, more considcrauon could be given to 

devoung some of die privadsauon effort to prior resuucturing. In the 

UK, one could compare die 1984 Telecom Privadsauon Act with die 

earlier legisladon that separated Telecom from the Post Office. The 

scparadon in 1975 between Telecom Australia and Ausualia Post has, in 

some areas at least, led to a much smaller bureaucracy, and enforced 

some compeudon between the two organisations. The efforts to have 

OTC iiKluded in Telecom were resisted: we also have a separate Au.s.saL 

I'm puzzled why the pure compeUdon argument hasn't found a greater 

acceptance. In the UK, the Briush Airports Authority owns seven 

airports, despite a strong case for managing the airpwts separately. 

Robin O'Hair (University of Queensland): The anarcho-
syndicalists have taken an intermediate step towards privatisadon by 
making harbour boards and other kinds of boards elecdve. That system 
uinded to reduce die exploitadon of consumers so long as die franchise 
wasn't unduly wide. 

Trace: That's interesting in the light of the possibility of harbour 
boards being captured by shipping operators. The literature on this 
subject on balance prefers the elecdve harbour board to privatisadon. 

Simon Oke (Liberal Party of Australia): One way of 
disciplining the private unregulated monopoly is to create a healthy 
market for corporate control, that is, a healthy takeover market This is 
especially useful where the monopoly is a natural one and there is no 
possibility of contestability. 

Geoffrey Brennan (Australian National University): I'd like 
to make a point diat is consistenUy overlooked in the privadsauon 
debate. A characterisdc of a public monopoly is diat it's owned joindy 
by die members of die community, the proportions being determined by 
die lax structure and vodng rights. The mere fact of privadsing the 
monopoly — making the ownership rights salable on the stock 
exchange — provides a convcndonal staUc gain in efficiency terms. So, 
even if there were no gains at all in output markets, there would sull be 
a presumpdon in favour of privadsauon. 
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I . I N T R O D U C T I O N 

In ihis paper I argue that 'bottom up' annual expenditure planning has 
contributed to the explosion of the relative size of the public sector in 
OECD countries. Many see the expansion of the public sector as 
placing a significant constraint on the growth potential of OECD 
countries via both the inefficient use of resources and the impact on 
incentives to work, save and invesi. 

If one agrees with that contention, there is a need for macro controls 
that place limitations on one or more of: expenditure levels; taxation 
levels; and borrowing by the public sector. Such controls allow the 
private sector to plan its activities; provide a discipline on politicians 
and publk sector spending managers; and provide a performance measure 
for volCTS to judge elected governments. 

The main criteria of a good macro control arc: 

� it must be easily understood. Qexible and credible; 
� it must have sufficient authority to impose discipline: and 
� ii must be backed by a finaiKial implementation system capable 

of making the control targets achievable, including a system of 
multi-year expenditure planning and Hnancial control. 

1 then look at experience in the US, UK and Australia with macro 
controls and conclude that: 

� The Gramm-Rudman deficit reduction legislation has been 
helpful to the public debate in the US but has not yet proven it 
will provide an adequate discipline on public sector spending or 
the deficit. The absence of an implementation system is a 
significant weakness of the US system. 
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� After early failures, the UK has developed a reasonably 
successful set of macro controls in the Medium Term Financial 
Strategy c^rating since 1979. A key feature of the UK system 
is the existence of highly developed multi-year expenditure 
plaiming. 

� The present Australian government's fiscal Trilogy has helped 
to provide a discipline on the public sector. However, the 
absence of a fully developed multi-year expenditure planning 
control system is a significant deterrent lo further progress. 

I conclude that control over the size of public sector spending, 
taxation and borrowings is really a question of political commitment. 
Without such commitment no progress is possible no matter what 
system is used. 

However, provided the political commitment is present, macro 
controls provide a very useful weapon in the fight to achieve the desired 
objectives. Furthermore, given the difficulty of rapid change in public 
affairs, it is very desirable to develop a proper medium-ierm framework 
f a expenditure, taxation and deficit reduction planning. 

The final section of the paper makes some suggestions on desirable 
changes to the Australian budgetary process that would be consistent 
with these conclusions. 

I I . WHY DO W E N E E D M A C R O CONTROLS ON 
SPENDING? 

There is widespread concern among the governments of the OECD 
countries that their public sectors have grown too large and now 
constitute a significant restraint on growth. Between 1960 and 1983 the 
overall average ratio of public spending lo GDP grew from about 30 per 
cent to almost SO per cent. It seems most unlikely that the political 
leaden of the 1960s and early 1970s ever planned such a huge expan.sion. 
How did this state of affairs come about? 

Pan of the answer probably lies in overoptimistic assessments of 
growth opportunities in the 1970s and early 1980s. The rise of OPEC; 
ihe gradual erosion of labour and product market flexibility; and the 
secular rise in inflation expectations put paid to the growth rates to 
which politicians had become accustomed in the earlier post-war period. 
But political leaders were slow to recognise and accept ihcsc trends, and 
expenditure plans based on extrapolation of the past growth in national 
resources were not adjusted quickly enough to prevent an unplanned 
escalation of the public sector. 

However, there was almost certainly a failure to exert proper control 
measures. Traditional 'bottom up' controls that focused on linc-by-linc 
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vetting of the annual input costs such as wages and office materials 
proved less appropriate as govemmenis branched increasingly into the 
areas of welfare and industry assistance where they had little prior 
experience. Too often open-ended commitments were made to programs 
with liule knowledge of the ultimate cost impUcations of those 
programs. 

As the deep structural problems of the OECD countries have 
become evident in the 1980s, there has been an increased emphasis on 
the construction of medium-term policy frameworks intended to nurse 
their various economies back to health via coordination of fiscal, 
monetary, wage and other structural adjustment policies designed to 
enhance growth potential. Within the public sector this has involved a 
combination of one or more of the following macro controls: 

� a multi-year public expenditure planning process 
that attempts to tailor growth of outlays to estimates of 
available national resources (as crudely measured by Gross 
National Product estimates); 

� some commitment about taxation levels, either in 
terms of ratio to GDP. level of progrcssiveness of taxes 
including indexation of tax scales, or range and coverage of 
taxes: 

� limitation on the overall size of public sector 
borrowings and consequent public sector debt levels. 

Three main arguments can be adduced for macro controls. First, 
there is a need, in my view, to provide private individuals and 
businessmen with a basis for their own financial planning. 
Clearly defined and believable macro controls on public sector spending, 
taxing and borrowing may be able to create favourable expectation 
effects, which of themselves may provide a stimulus to (vivate sector 
growth. 

Second, there is a need to provide a discipline (or framework) 
for politicians and public sector planners. Unless some 
overall commiunent to limit the size of the cake is made, there is no 
hope of focusing attention on the need to examine such worthy micro 
control topics as 'alterruitive options for achieving a specific goals' or 
'maximising the benefits from a specific allocation'. There arc many 
examples in Australia's recent history where planners (e.g. the 
Department of Urban and Regional Development under ihe Whiilam 
Government) have been allowed to develop grandiose schemes in a 
vacuum devoid of an overall spending framework and have then been 
forced, generally too late, to face reality — usually to the cii)barras.sment 
of all concerned. 
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Third, a macro control mechanism provides a performance 
benchmark. As public concern over the size of the public sector 
grows, future governments will increasingly be judged by their 
performance in meeting the spending and revenue targets laid down in 
public pronouncements before and after elections. No kinger will we be 
treated to long lists of new programs and benefits to improve our 
welfare. Instead, the accent in future election speeches will increasingly 
turn to sharing the sacrifices that must be made to meet macro targets. 
Of course, the buck does not stop there. Similar constraints will apply 
to lower level public sector managers who must be judged by their 
ability to live within macro control targets laid down by their political 
masters. 

l U . C R I T E R I A FOR M A C R O C O N T R O L S 

While there may be fairly general agreement on the need for some overall 
macro controls on the grovkth of the publk: sector, the more difficult task 
is to formulate criteria that will make them successful. The more 
important requirements appear to be: public acceptance and 
understanding: the imposition of disciplines; and an implementation 
system. 

Public Acceptance and Understanding 

The macro control to be imposed must be easy for the general public to 
comprehend and must be seen as realistic and achievable. Those in the 
pnvatc sector must be able to use the macro control as a rule of thumb 
for their own decisions. It must be simple and sufficiently fiexible to 
hsKlk unforeseen developments, but it must not be so full of loopholes 
and qualifications as to render it meaningless. 

Credibility is an overriding consideration if a macro control is to 
induencc private sector expectations. It is one thing for politicians to 
promise restraint, but the private sector will be convinced (and make 
deciskxis accordingly) only if the goals set down can be achieved. The 
question of achievability is obviously in the eye of the beholder. 
However, if the government of the day can build an overall record of 
achievement, the problems of fiexibility are lessened. The publk will 
then accept small on-the-run adjustments where there is confidence that 
the overall spirit of the macro controls will be met. 

Imposing Disciplines 

The macro control targets mu.st impose a discipline on a whole range of 
public sector actors: the Prime Minister and his Treasurer, the Cabinet; 

240 



Craig: Macro Controls on Public Spending 

the government as a whole; and the public senrke managers. As such, 
the macro control must have some authority. For a start, it must have 
the full and binding endorsement of the government. Second, there must 
be some mechanism to ensure that it is enforced (e.g. a Cabinet decision; 
a public manifesto; or some means to ensure thai someone in authority 
will have the power to make it work). If the macro control is seen as 
merely a statistical projection or a constraint imposed by Treasury 
bureaucrats, it will never succeed. 

Km Implementation System 

It is one thing to have a meaningful goal and authority to back it up, but 
one must also have the technical capacity to produce results. There must 
be a system of detailed forward estimates backed up by detailed day-to-day 
financial controls to ensure that the macro targets are actually put into 
place at the manager level. A set of broad targets is of no use. They 
must be translatable into specific limits for each public sector manager 
to work within. Those responsible must then be answerable to 
parliament ca some other authority for failure to meet targets. In short, 
the forward planning and Hnancial control mechanisms must be totally 
integrated and operational. 

I V , O V E R S E A S E X P E R I M E N T S : T H E UNITED 
S T A T E S 

The US budget process has become incredibly complex and diffkrult to 
manage. The President presents a set of Budget Plans to Congress each 
February some eight months before the budget year commences in 
October. Those proposals are then debated exhaustively both in 
agsregate and in detail in the Expenditure Committees in the House of 
Representatives and the Senate. A compromise 'concurrent' resolution 
has to be hammered out between the two chambers of Congress. 
Subject to the concurrence of the President, that resolution ultimately 
becomes the basis for the Budget, which takes effect on October 1 (the 
calendar for the 1987 Fiscal Year (FY) Budget process is set down in the 
Appendix). 

Experience in recent years has shown that this process allows every 
pressure group in the country an opportunity to put in objections to 
proposed cuts in spending, to new taxes, or to any other measure that 
might help to reduce the deficit Given President Reagan's determination 
to reform the tax system, to stimulate incentives and to increase defence 
spending, and the equal determination of the Democrat-dominated 
Congress to maintain social welfare spending, there are enormous 
tensions to be resolved. 
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There is now bipartisan agreement that the deficit must be cut if 
serious economic problems are to be avoided. The problem is that 
nobody wishes to see his own pet programs suffer. There is classic 
confrontation between the micro analysis of programs — many of which 
may be justifiable in their own right — and the need for macro control 
on total spending and revenues for economic management purposes. If a 
crisis is to be avoided, the Executive and the Congress will ultimately be 
forced to sit down and agree on some priorities through a process of 
political compromise. 

The immediate outlook is not good. In FY 85 the budget process 
virtually collapsed. The Budget was proposed by the President in 
February 1985, di.sputcd throughout the northern summer, and adopted in 
August, but it disintegrated after the start of the FY on 1 October. Not 
one of the customary 13 appropriation bills was passed. Instead 
Congress had to resort to an omnibus spending bill, which provided 
sufficient funds to keep the government going. Essentially US budget 
polKy is being made 'on the run', and the funding of government is 
continuously in dispute. That creates enormous uncertainties that are 
being reflected, inter alia, in increased volatility in financial markets. 

Against that background, the Congress pa.s.sed the so called 'Gramm-
Rudman-Hollings' legislation (after the authors) designed to balance the 
federal budget by 1991. Passed in 1985, the legislation incorporates 
deficit targets each year and the specific actions required to meet those 
objectives. The aim was to put a 'gun at the head' of Congress to force 
it 10 make sensible decisions on priorities in order to reduce the deficit. 

The main features of die legislation arc: 

� The US President is required to produce a set of budget 
proposals that meet the deficit targets set down in the 
legislation. 

� The Congressional Budget Office (CBO) and dw Office of 
Management and the Budget (OMB) are required to produce 
budget projections based on forecast economic growtii and 
inflation rates that show the deficits (the average of the two sets 
of projections is used) that would evolve in the absence of 
policy action by Congress. 

� If die projected deficit for F Y 1987 exceeds die target by more 
than SUSIO billion and Congress and die President are unable 
to come up with alternative measures, die legislation requires a 
series of across-die-board spending cuu within a narrow set of 
spending programs. The programs affected cover only about 30 
per cent of the budget since large sections of die health and 
weUaie budgets are exempted. 

� The original legislation dien appointed die General Accounting 
Office (GAO) as die chief spending executioner, die GAO's role 
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was to coordinate calculations of the status of the deficit 
through the budget process and implement the 'automatic cuts' 
according to specific formulas decreed by Congress. 

� The Supreme Court subsequently ruled that the GAG was an 
arm of the legislation (b«:ausc Congress has the power to 
dismiss the Comptroller General of the GAO), not part of the 
Executive, and thus did not have the power to implement the 
cuts. (This ruling follows from Constitutional requirements for 
a separation of powers between the Executive and the 
L^islative.) A fall-back provision has therefore been adopted 
under which the GAO works out the cuts, which then have to 
be put into a resolution and voted upon by both chambers 
before they come into effect 

� The legislation also includes various rules to facilitate debate. 
To foil single issue meddlers who in the past tried to adom the 
spending bills with concessions to the various interest groups 
they represent, proposed amendments to the Congress budget 
resolutions must be 'deficit neutral': that is, anyone wishing to 
add spending to the resolution must offer either matching cuts 
elsewhere or revenue increases. 

Gramm-Rudman has many detractors but it has served some 
purpose. In my view, the main success of the legislation has been to 
focus the debate and raise the level of public consciousness of the 
problems created by the large federal deGcit and, more paitKularly. of the 
difficult but urgent measures needed to cut that deficit. That in itself 
could prove useful. At least there is some onus on those who would be 
prepared to let the deficit blow out to explain their position. Given the 
growing body of opinion on the consequences of such a course, the 
availability of some mechanism to focus debate coukl be beneficial. 

The main query is whether Gramm-Rudman will provide an 
effective discipline on the Executive and the Legislative and a 
means of reconciling divergent aims. On this score, Gramm-Rudman 
has many deficiefKies. Hovtwer, it is still too early to write it off. 

The real test will come in February 1987. The administration will 
proKnt a budget for F Y 88 that can be guvanteed to continue the defence 
build-up while raising no exua revenue. That will make it hard to hit 
the Gramm-Rudman deficit target of $109 billion. 

The detractors' criticisms come from two sides. On the one hand, 
commentators have focused on the provisions of the legLslation whereby 
the entire revised deficit reduction process can be suspended should the 
administration determine that the US economy has grown by less than 1 
per cent in two consecutive quarters. While most would concede the 
need for some flexibility, the availability of such 'let outs' could lake 
pressure off the Executive and Congress just when some see it as likely 
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to be most needed. On the other hand, there are those who fear that the 
legislating of rigid targets could precipitate a constitutional crisis and a 
recession. For example, would the President be open to impeachment if 
the Executive ultimately decides it will not meet the targets? Similarly, 
if Congress finds it too hard will it not simply revise the law? Various 
tcenanos can be painted here. For example, with the Democrats now 
controlling Congress, will they simply block action on the F Y 88 
budget knowing full well that operation of Gramm-Rudman will force 
large cuts in defence? Will the President then accept those cuts but seek 
to blame the "neglect' of defence on the Democrats? Interesting times lie 
ahead. 

Ultimately, the coiKcpt of fixed targets and automatic across-the-
board cuts will almost certainly prove to be untenable. Decisive action 
to cut die deficit will probably come about only when there is an 
economic and political crisis that forces action. Only then will the 
necessary political compromises be made. However, in the US context 
the Gramm-Rudman initiative has probably proved helpful essentially 
because, as argued above, it has provided an avenue for grass roots 

opposition. The fact that it cannot do more mainly reflects the difficulty 
of controlling spending m an environment where the Executive and 
Legislative powers are separated rather dian an inherent weakness of die 
concept itself. 

Of course, even if die problems outhned above were overcome, die 
absence of an estabUshed procedure for implementing die cuts required 
remains a major stumbling block. Arrangements that call for the 
General Accounting Office (a group of public servants controlled by 
Congress itscIO to identify the necessary across-the-board cuts are not 
really tenable. The legislators know that but cannot force a more logical 
cutting process on diemselves. The Executive's budget agencies, mainly 
the 0MB and the Congress Secretariat (the CBO), are the main bodies 
that will have to design a logical cutting process. The GAO coukl then 
have a role in implementing those cuts, but one is left with the 
impression that die US suffers badly from the absence of a single polky 
coordination department such as the UK Treasury. Again that is largely 
a function of die separation of powers, which mitigates against a strong 
Executive control over ending priorities. 

V . O V E R S E A S E X P E R I M E N T S : T H E U N I T E D 
KINGDOM 

The Public Expenditure Survey 

The UK's Publk Expenditure Survey (PES) has attracted a good deal of 
public atlenuon. Many international observers were initially charmed by 
the system in the 1960s and early 1970s because diey saw its potenual 
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to provide ministers and their advisers with an overall system of 
planning and control that was quite unique at that time. 

However, most would agree that early experience with the system 
was very disappointing. The record of public expendiuire control in ihc 
UK during the 1960s and early 1970s was abysmal. Between I960 and 
1983, total outlays increased from about 33 per cent to 47 per cent of 
GDP. Much of that increase occurred in the decade from 1966 to 1976 
when outlays expanded from 35 per cent to 46 per cent of GDP. This 
expenditure growth, and the large iiKniase in public borrowing that came 
with it, contributed to a series of balance of payments crises and 
culminated in the UK being forced to enter a borrowing program with 
the IMF in 1977. The Thatcher Government has made some progress in 
holding down the growth of public expenditures, but the ratio of 
expenditure to GDP remains high and many critics have emphasised the 
role of public sector assets sales in Ihc Thatcher Government's progress 
in reducing the Public Sector Borrowing Requirement (PSBR). 

The concept of macro expenditure control on spending grew out of 
the Plowden Committee in 1961, which advocated, among other things, 
greater attention lo planning expenditure needs in the context of medium-
term assessments of the economy. The initial exercises were conceived 
purely as indicative surveys with no particular status, but they have 
evolved through hard experience into an integral component of the 
budget process and an imporl^t mechanism of expenditure control. 

The PES planning period now covers four years: the current 
rmancial year (as a base) plus three forward years. Customarily, Cabinet 
endorses guidelines and objectives at the outset of the annual PES 
exercise. The survey begins with a projection of existing program levels 
extended to the end of the financial year. The set of approved programs, 
modified by any later policy changes and by an agreed allowance for 
demand-led expenditure, thus constitutes a baseline for the three forward 
years of the survey. 

Although the process may vary from year to year, the next step in 
the survey generally includes the preparation of departmental bids 
for funds in addition to the baseline and orf-setting savings 
or options for future reductions. These bids and options are set 
out in a report prepared jointly by Treasury and the spending 
departments' officials, which is then submitted for Cabinet 
consideration. 

On the basis of the PES figures. Cabinet targets public expenditure 
totals for the next three years. Their deliberations focus in particular on 
the figures for the imntediately impending TinaiKial year, as it is from 
these targets that the more detailed supply estimates are derived. After a 
series of Cabinet debates — and bilateral negotiations as necessary 
between the Treasury Minister and individual spending ministers — the 
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final decision of the full Cabinet is published in the government's 
Annual Public Expendiuire White Paper. 

Why did die relative size of the public sector grow so rapidly in die 
early years of the PES? Several factors appear to have been important. 

Overoptimistic assessments of economic growth. 
Successive governments in the 1960s and early 1970s adopted 
overoptimistic economic growth targets. Announced spending plans 
tended to become commiunents and could not be easily adjusted wbcn 
the growth in national resources failed to live up to expectations. For 
example, the National Economic Devek)pment (Council, set up in l%3 , 
adopted a five-year GDP growth target of 4 per cent a year, and Treasury 
was obliged to accept expenditure plans based on dial assessment In die 
event, real expenditure was kept to an annual growth of 4.1 per cent but 
GDP fell well short of target The result was a ratcheting up in the 
relative size of the public sector. 

Incrementalism. During the early years of die forward planning 
exercise, there was a tendency to give less scrutiny to existing policy 
programs. Once a program was in place, the onus was on Treasury to 
prove that the costs were excessive. The argument tended to be over the 
size of the increase rather than whether the program was achieving 
objectives; whether it should be rationalised or reformed. The open-
ended nature of many programs adopted in the 1960s and early 1970s 
made them particularly difficult to control. The Treasury and the 
departments themselves found themselves committed to costs that had 
never been anticipated when die programs were conceived. 

Inflation. The forward expenditure programs were drawn up in 
'volume' or constant price terms. There was therefore an implicit 
understanding diat die cost of the programs would be escalated in line 
with inflation. There are a number of problems with that approach. 
First, the overall average 'productivity' of public sector activities, while 
never measurable direcUy, is almost certainly below that of die private 
sector as a whole. As such, the 'price' of public sector goods can 
normally be expected to increase more rapidly than die national inflation 
rate (as measured by the GDP implicit price deflator). In order to ensure 
that the cash cost of public sector outiays in outturn prices does not 
grow faster dian the ctMnparable measure of GDP, it is therefore 
necessary for real public sector oudays to grow more slowly than real 
GDP, as per the example presented in Table I . 

As can be seen from this hypodietical (but not unrealistic) example, 
in order to hold the relative size of public outlays at 25 per cent of GDP 
in money terms (Row 5). the real growth in public sector outlays in 
1981-82 must be held to about 1.8 per cent compared to an overall 
growth in real GDP of 3.5 per cent This is because the relative pirice of 
public sector activities (Row 8) increased by 1.7 per cent, faster dian die 
national price defiatcr. 
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Aside from this statistical issue, a more fundamental objection to 
planning in real or volume terms is that it removes a discipline on 
expenditure control from admini.strators. If the volume is underwritten, 
there is no incentive to control the amount paid for goods, to bargain for 
the best price, to carefully scrutinise contract claims, to bargain with 
publK sector unions. Worse still, it may leave the door open to the less 
scrupulous to pass off as price increases, expenditures that in practice arc 
volume related. This is particularly so where issues of quality are 
important; e.g. if the price of a computer goes up is it becau.se the basic 
cost of computers is increasing or because the computer purchased has 
newer chips, software, etc? 

Table 1 
Hypothetical Example of Public Spending Planning In 

Real Terms ($m) 

1980-81 1981-82 

(1) Money GDP at Outturn Prices 100 000 112 000 
(2) Real GDP 100 000 103 500 

(% Change Yr on Yr) (+3.5%) 

(3) Implicit Pnce Deflator 1.000 1.082 
(1980-81 - 1.000) 

(4) Govemment Outlays at 
Outturn Prices 25 000 28 000 

(5) Ratio of Public Sector/GDP 25% 25% 
Row (1)/Row (4) 

(6) Govemment Outlays at 
Constant Prices 25 000 25 455 
(% Change Yr on Yr) (+1.8%) 

(7) Implicit Price Deflator 1.000 1.100 
(1980^1 - 1.000) 

(8) Relative Price Deflator 1.000 1.017 
Row (7)/Row (3) 

Lack of monitoring and intrayear controls. For many 
years, the UK Treasury lacked a means of monitoring monthly 
expenditures. By the lime expenditure overshooting (or undershooting) 
of budget estimates became apparent it was often too late for anything to 
be done about it 

Lack of integration into annual budget control process. 
The forward expenditure plarming process was largely independent of the 
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annual budget process. The presentation formau were different; die price 
basis was different; and die coverage of the esdmaies was different As a 
re.sult it was particularly difficult for parliamentarians to understand, let 
alone debate, forward expenditure plans and controls over that spending. 

The Post-1976 Changes 

The balance of payments crisis and subsequent IMF borrowing program 
arranged in die period 1976-77 led to a number of changes in UK public 
spending. The emphasis on planning within medium-term assessments 
was changed to an emphasis on financial control. More realistic and 
shorter-term growth targets were formulated; there was greater scrutiny of 
existing programs; and steps were taken to correct weaknesses in the 
financial control system. 

A major step in diis last mentioned context was the introduction of 
a system of annual cash limits in 1975. For die first year of die 
planning period, the government forecast prices and wages grov^; cash 
limits for broad expenditure blocks were then formulated which were 
consistent with die planned volumes of expenditure (i.e. labour and 
material inputs). The block concept was intended to provide some 
flexibUity since it allowed overruns in one area to be compensated by 
undershoots in other areas. Strictly annual cash limits were to have 
priority over the volume planning estimates, so that if a department 
found it was likely to exceed its cash allocation, the volumes were to be 
squeezed via cutbacks in services, etc. Obviously this was not always 
possible, and in any event cash limits did not cover social welfare 
payments where expenditure depended upon the number of beneficiaries 
and the prescribed rates. They also did not apply to local authorities. 
All told about 40 per cent of total outlays were covered by cash Umits. 

A second reform was the establishment of a Financial Information 
System. For each program, administrators were asked to work out 
expected profiles of expenditure over the planning period. For the first 
year, the profiles were to be consistent with the block of programs 
covered by the cash limit. Regular monthly returns were dien required 
during the year so diat Treasury could monitor actual progress against 
expected profiles to try to get an early warning of slippage in programs. 

Third, there was a comprehensive revamping of the annual supply 
estimates provided to parliament. Supply votes were recast and 
regrouped according to die functional presentation categories u.sed in die 
forward expenditure planning exercise and the 'blocks of expenditure' 
subject to cash limits were identified. In 1984, for example, the supply 
vote contained 183 expenditure categories of which 118 were subject to 
cash limits. If a department expects it may breach its cash limit it must 
now seek parliamentary authority for the excess spending and have the 
money voted via supplementary estimates. 
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Fourth, in 1981 the Conservative government moved lo plan all 
future year expenditures in cash rather than volume terms. 

Medium Term Financial Strategy 

The present Conservative government has reinforced this emphasis on 
Tinancial control by formulating spending plans within a Medium Term 
Financial Strategy (MTFS), which was designed to reduce inflation and 
interest rales by means of reductions in the Public Sector Borrowing 
Requirement (PSBR) and the rate of monetary growth. Each year, the 
government has announced medium-term PSBR and monetary targets. A 
medium-term cash expenditure target is also established. The targets 
have been revised from year to year in the light of developments during 
the previous year. 

Although there has been considerable slippage in the MTFS (see 
Table 2 for the performance in relation to the PSBR) it has added an 
extra dimension to the macro control mechanism in that there is now 
explicit consideration of revenue prospects and the consequences for 
public sector borrowing. 

How well does the MTFS measure up to die ttiree criteria mentioned 
earlier? 

Public awareness and private sector response. There can 
be little doubt that the MTFS provided the business community and the 
public generally with an excellent perspective on the government's 
objectives. Subsequently, inflation has been brought down, interest 
rates have fallen and growth has picked up somewhat Just how much of 
that is due to the MTFS is impossible to judge. While UK performance 
remains pretty dismal, with unemployment still at post-war highs, some 
would argue that the situation would have been even worse in the 
abseiKC of the MTFS. However, others would argue die mediocre 
performance reflects slippages in the MTFS. Most would agree that die 
MTFS has served to provide a useful framewoik for debate. 

Discipline. By any measure, the performance of the monetary 
aggregates and PSBR under the MTFS has been disappointing. 
However, some of die slippages in the PSBR have owed much to events 
beyond the government's direct control (e.g. the slowdown in the world 
economy in die early 1980s, the coalminers' strike, and the fall in oil 
prices). Within die PSBR aggregates there has been some success in 
containing publk: expenditure, which has averaged a litde over 1 per cent 
in real terms in die period. The horrendous control problems of the late 
1960s and early 1970s have been overcome, but the government has 
made only limited progress in winding back the 'rump' of spending 
programs in die social welfare area. 

Anodier disappointment has been die emergence of 'cheating' in the 
form of large asset sales. Since asset sales are defined as negative 
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Table 2 
Medium Term Financial Strategy Projection and Outturn (% GDP) 

PSBR Estimates 

79-80 80-81 81-82 83-83 83-84 84-85 85-86 86-87 87-88 88-89 

Budget 
Paper 
Estimate 

Jun 79 4.50 
Mar 80 4.75 3.75 3.0 2.25 1.25 

81 5.0 6.0 4.50 3.75 2.0 
82 
83 5.70 4.25 3.50 2.75 2.0 
84 3.50 2.75 2.75 2.50 2.0 
85 3.30 3.25 2.25 2.0 2.0 1.75 1.75 
86 3.20 3.25 2.0 1.75 1.75 1.75 

Actuals 4.80 5.60 3.40 3.20 3.20 3.10 1.70 
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expenditure in Public Expenditure White Papers, they have made a 
significant contribution to reducing the PSBR. The problem is that 
siKh sales are just another form of financing the deficit. They do not 
increase national savings; they are of a once-for-all nature and do not 
contribute to permanent reductions to the public sector's demand on 
resources. Moreover, if the enterprises concerned remain monopohes 
requiring regulation it can be argued that the degree of public sector 
involvement is little reduced — there has just been an accounting 
change. 

Implementation system. The strong point of the UK system 
compared to other countries is the detailed planning system and associ-
ated finaiKial controls outlined earlier. If the political will to conttol 
spending were present, it is difficult to believe now that the task would 
founder on the basis of inadequate systems. 

V I . A U S T R A L I A N E X P E R I E N C E 

The present Australian government has attempted to impose a macro 
control on the public sector via a Trilogy of promises designed to 
provide a medium-term framework of fiscal discipline within an annual 
budget cycle. The emphasis is on containing the growth in government 
expenditure and borrowing, without recourse to a structurally higher tax 
burden. Briefly, the Trilogy announced in 1984 stated: 

� Commonwealth government expenditure was not to increase as 
a proportion of GDP in 1985-86 nor over the life of the 
parliament (i.e. to 1987-«8); 

� the budget deficit was to be reduced in money terms in 1985-86 
and as a proportion of GDP over the life of the parliament: and 

� there was to be no increase in tax revenue as a proportion of 
GDP in 1985-86 nor over the life of die parliament. 

These three promi.scs undoubtedly constiuiie a major break with the 
past. No Australian govemment has ever imposed such a public 
restraint on itself The Trilogy commitments were applied in framing 
the 1985-86 budget. Notwithstanding an overrun on outlays and the 
deficit, the ratio of outlays to GDP fell from 30.4 per cent to 30.1 per 
cent and the deficit was reduced from 3.2 per cent to 2.5 per cent of 
GDP. The ratio of tax receipts to GDP was 25.2 per cent in 1985-86. 
up only fractionally from die 1984-85 level. 

AldKMigh the Trilogy does not apply specifically to 1986-87, its 
promises have been overachieved in respect of expenditure and the deficit 
but broken in respect of taxation. Assuming GDP of around $254 
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billion in 1986-87 the respective ratios to GDP will be 29.5 per cent for 
total outlays. 2S.9 per cent for total taxes and 1.1 per cent for the defKit 

How does the Trilogy match up against our criteria? 

Public Awareness and Private Sector Response 

The motivations behind the announcement of the Trilogy are obscure. 
Perhaps the government wanted to put paid to fears that the experience of 
the Whiilam era would be repealed: perhaps the commitment was meant 
to place a discipline on ministers and back beiKh factions: perhaps it was 
a genume desire to re-orient the economy towards private sector growth 
after an initial public sector fiscal surge in the Tirst years of govcmmcoL 
However, there seems little doubt that the Trilogy played an important 
role in encouraging a belief among business leaders and the public 
generally that the Labor government would behave in a fiscally 
responsible manner. 

Unfortunately subsequent economic developments, including a 
further decline in our external terms of trade, cast doubt upon the 
adequacy of the Trilogy. For that reason the government has moved 
away from its commitment. Nevertheless, the importance of the 
commitment can be seen in the Opposition's 1986-87 budget response 
when their leader stated: 'On our election to office, the coalition 
government will set expenditure and taxation limits that are significantly 
more rigorous than those of the present government's trilogy'. 

While the government now appears to be committed to holding 
taxation revenues at about their present ratio of GDP. it will auempt to 
make further efforts to cut expenditure in order to balance its budget by 
1988-89. 

It is impossible to judge whether the Trilogy and its subsequent 
modifications have had a favourable impact on private sector behaviour. 
The current depressed near-term oudook for the private sector relates to a 
number of developments here and overseas. Who is to say the 
expectations would not be even worse in the absence of some fiscal 
commitment at the macro level? 

Discipline 

The main benefit of the Trilogy has been in providing a discipline on 
outlays. Officials are unstinting in their praise of the Trilogy in holding 
down outlays. Although the 1986-87 Budget outlay targets were 
initially formulated on the assumption that GDP growth in 1986-87 
would continue at 3-4 per cent, the outlays target was tightened further 
and revenues were increased when it became clear that that growth 
objective would not be met 
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Arguably, this tight discipline would not have been effective if the 
Australian dollar had not plunged below US60c in the weeks leading up 
to the delivery of that budget. However, it does seem that the Trilogy 
was important in the early budget preparation and that it helped provide a 
framework for containing ouUay growth and set the envinmment for the 
government to take the additional steps towards the zero real outlay 
growth objective attained in the 1986-87 Budget. Without such a 
framework the final scramble may not have been possible. 

Similarly, the commitments made now in relation to overall 
taxation ratios will provide a basis for setting the initial expenditure 
targets for the 1987-88 budget (which will be formulated prior to the 
rest of the budget) and in that sense will provide at least some 
administrative guidance for departmental managers — guidelines that had 
previously been totally lacking. 

Implementation Systems 

The main weakness of the Trilogy was that it had to be taken on trust. 
There is no tangible evidence that the government had thought through 
the deuiled medium-term fiscal (or other) impbcaiions of its promise. 
That lends support to the sceptics in financial markets and handicaps 
efforts to reduce interest rates. In this context, the absence of a fully 
developed system of forward expenditure estimates may be seen as 
contributing to a possible credibility gap for the government 

At the time of writing this article, the three-year forward estimates 
of expenditure left something to be desired. The estimates were more in 
the nature of statistical projections than a firm indication of government 
spending intentions. The deficiencies are as folk)ws: 

� The estimates are not yet fully integrated into the budget 
process. Hopefully this is to be changed in 1987-88 and 
departments will be asked to update the estimates previously 
provided in eartier rounds and explain variations from eariier 
estimates rather than treating each round as a new starting 
point 

� The base estimates cover only approved ongoing programs, 
with allowances for lapsed programs or 'technical' new policy. 
Technical new policy covers those programs for which formal 
authority will lapse during the next three years but that can 
nevertheless be regarded as representing unavoidable 
commitments that will require funding. 

� The price basis of the original estimates collected from 
departments varies. For some items a volume or constant price 
basis is used, but for others a money amount is used. On 
occasion the money amount already includes an allowance for 
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price increases. Although the Deparunent of Finance publishes 
all estimates in outturn prices, some doubt must remain on the 
accuracy of the adjustment methods used. Moreover, last year 
we were not given an estimate of the overall inflation rate used 
in preparing the projections. 

� wf i ik considenble progress has been made on improving the 
quality of the estimates, they do not appear to receive the same 
degree of vetting as the annual estimates. 

In short, while the current forward estimates exercise provides a 
potential framework for implementing the fiscal strategy, it could not 
nil that role in its present format. What is needed is a fully articulated 
set of government-endorsed estimates that show how new policies would 
fit into agreed money targets. The Department of Finance is certainly 
aware of these problems and it is to be hoped that we will see the results 
of their endeavour in the year ahead. 

V I I . SOME G E N E R A L O B S E R V A T I O N S ON M A C R O 
C O N T R O L S 

Restraint of public sector outlays, revenues and borrowing is ultimately 
a question of political commitment. The countries that have had most 
success lend to be those that have experienced external account crises 
(e.g. the UK. Denmark) or have an electorate conditioned by past 
experience to resist public sector growth (e.g. Japan. West Germany). 

Where political commitment is lacking, no macro control 
mechanism will be effective. It is obviously difficult for politicians, 
who have a relatively short-term horizon, to enter into the medium-ienn 
commitmcnLs that are often seen as essential to attain an orderly restraint 
on the public sector. There arc immense pressures on politicians to 
avoid taking decisions before they are necessary or even announcing their 
intentions to consider a contentious decision. These factors work against 
detailed decisions on multi-year expenditure plans or on future taxation 
changes. 

Nevertheless, where a country reaches a crisis suge and faces no 
alternative but to act, traditional political auitudes can be changed 
because the crisis creates a setting in which it is seen as responsible to 
tackle the nation's problems head on. 

In this context, macro controls become a valuable aid. In my view, 
the best control is one that encompasses expenditures, revenues and 
borrowings since each is important. Experience overseas (e.g. in the 
UK) suggests that efforts to control expenditure in isolation do not 
impose a sufficient discipline. While forward revenue estimates are very 
hard to make, it is salutary to set down relative magnitudes on different 
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economic assumptions and to calculate the borrowing implications that 
flow from them. The macro expenditure controls are probably best set 
in absolute cash terms (as per the UK), but revenue and borrowing 
targets arc better set relative to an economic aggregate, such as nominal 
GDP. to which they arc ultimately related. 

Of course, the economic estimation problems are immense, and it 
would be foolish for governments to rigidly adhere to decimal points in 
their targets. Moreover, conditions do change and nobody would suggest 
it was feasible, for example, to achieve a balanced budget where the 
economy fell suddenly into a nuijor recession. The key to success is 
therefore adherence to the spirit of the conttol. If governments can 
indicate that they are putting in place policies based on realistic 
assumptions; i f they have detailed back-up plans to support those 
policies; and if they can convince the people diat they will hold to die 
broad thrust of policy over time — then diey will gain acceptance even 
if the final outcomes differ from plans. 

Aside from the obvious political dangers of embarking on medium-
term macro controls, officials often point to economic and social 
dangers. The analogy of monetary targets is often raised. Deregulation 
has made it very difficult to interpret monetary aggregates, and monetary 
authorities around the world have seized this opportunity to scrap 
monetary targets. One has to carefully weigh die benefits and costs here. 
While nobody would deny the difficulties, there can be no doubt that the 
abolition of targets has suited the ends of politicians and administrators 
alike. In many countries, there was a desire to ea.se back on monetary 
policy for economic reasons while officials found die consttaint of 
targets distasteful. 

However, we must be careful of throwing out the baby with the 
bathwater. It is just too convenient to let politKians and administrators 
off the hook. If targets are inappn)priate there should be some onus on 
them to explain why that is so. If diere are believable explanations, 
then misses on targets (or revised targets) will be accepted. 

V I I I . I M P L I C A T I O N S FOR A U S T R A L I A 

Many believe that Australia now faces economic problems that will take 
many years to resolve. That will require a medium-term policy 
framework. The present government's Trilogy, and its subsequent 
modification to taxatiooAjDP targets, does provide a starting point. 

What is lacking is a framework for debate on how to achieve it 
Private sector participants are asked to 'trust' that the government will 
achieve its targets. Past performance helps to build trust (and the present 
govemment docs have credibility here). However, it would be useful if 
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there was some more tangible evidence that our governments had 
thought through how their macro targets could be implemented. 

To that end, 1 woukl like to see the following changes. 
1. Aggregate three-year expenditure cash targets should be set. To 

me. the idea of linking expenditure to GDP is not well founded. 
Expenditure should be related to perceived needs, which arc not 
necessarily related to GDP. 

2. Supporting revenue and deficit targets should be set down on 
the basis of assumed GDP growth targets. 

3. The forward estimates of expenditure should be revamped: 
� The estimates should be fully integrated into the annual budget 

cycle (as per earlier discussion). This would mean initial 
collection in say March/April each year and continuous 
updating throughout the year in the light of policy changes, 
price changes and other economic developments. 

� Estimates of ongoing policy should be refined and presented to 
Cabinet in the May/July period along with savings options and 
new policy proposals. 

� When the budget is presented in August it should contain 
estimates of the projected cash outlays in each of the two 
subsequent years, together with a contingency reserve for new 
policies yet to be adopted. 

Revenue projections based on existing taxation structures 
should be published based on projected growth and infiaiion 
assumpticMis. 

A ready reckoner showing the implication of alternative growth 
and infiation assumptions for expenditure and revenue 
projections should be shown. 

Every observer could then sit down and calculate his own asses.smcnt of 
the future fiscal outlook depending on his or her view of world. 

I am sure such proposals would be opposed by politicians and 
bureaucrats alike. The familiar objections would emerge over the 
difficulties of estimating; the dangers of locking oneself into future 
commitments if conditions change; the unrealistic expectations that may 
be created; the stupidity of trying to force decisions before they are 
required; and the fear of disillusionment if changes become necessary. 

Having sat in a bureaucratic seat I am aware of the possible dangers 
involved, particularly in earlier years when there was enormous pressure 
to expand the size of the public sector. However, I believe conditions 
have changed. The external constraint we have built for ourselves will 
be with us for many years. What we need now is a realistic bipartisan 
debate on how we can resolve the fiscal problems, which have had such a 
key role in creating that external constraint 
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Appendix 

Fiscal 1987 Congressional Budget Process 

Deadline Action to Be Ck>mpleted 

5 Feb 1986 President submits btxlget lo (ingress. 

15 Feb 1986 (Congressional Budget Office submits report and 
projections on the budget outlook to the Budget 
Committee. 

25 Feb 1986 Committee submit their 'views and estimates' to 
Budget (^mmittees. 

1 Apr 1986 Senate Budget Committee reports Congressional 
budget resolution to Senate. 

15 Apr 1986 (Congress due to comptete action on concurrent budget 
resolution. 

15 May 1986 Annual Appropriation Bills are considered in the 
House — even il the concurrent budget resolution has 
not been passed 

10 Jun 1986 House Appropriation Committee must report final 
annual Appropriations Bill. 

15 Jun 1986 Ck)ngress comptetes jomt action on reconciiation 
legislation from Congresstonal budget resolution. 

30 Jun 1986 House comptetes action on Annual Appropriations Bills. 

15 Aug 1986 Office of Management and Budget (OM B) and 
(Congressional Budget Office (CBO) present budget 
'snapshot' of the latest outlay, revenue and deficit 
projections. 

20 Aug 1986 0MB and CBO send a report on ^ defiOl to the 
General Accounting Office (GAO). 

25 Aug 1986 GAO issues report on the deficit to the PresidenL 

1 Sep 1986 The President issues a preliminary 'sequester' order 
to (Congress, if needed, requiring measures to meet 
the budget tergets. 
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1 Sep 1986 - Congress reviews sequester order and has one month 
30 Sep 1986 10 devetop an altemath/e deficit plan. 

1 Oct 1986 Sequester order takes eflect and fiscal year begins. 

5 Oct 1986 0MB and CBO send revised report on deffcit to 
theGAO. 

10 Oct 1986 GAO issues revised report on deficit to the President. 

15 Oct 1986 Fir^ sequester order. 

15 Nov 1986 GAO issues compliance report. 

258 



Policy Termination and 
Innovation: Making Leviathan 

Agile 

Scoff Prasser 



Scott Prasser is Lecturer in Public Sector Management in the Faculty 
of Business at the Royal Melbourne Institute of Technology. Prior to 
joining RMIT, Mr Prasser worked in both federal and Stale govenunents 
at ministerial level. As lecturer in charge of RMIT's new Public SectOT 
Maiugement course, he has sought to emphasise how innovative and 
entrepreneurial approaches can be applied to the public sector. He is a 
graduate of the University of Queensland. 

260 



Policy Termination and 
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Scoff Prasser 

I. INTRODUCTION 

The area addressed by this paper concerns the cornerstones of 
government, big or small: the bureaucracy and public polk:y. Suess is 
given to the operational norms of public sector management, the 
processes of policy development, and the reahty of the political system 
in which they work. It is the contention of this paper that only if these 
issues are appreciated, only if we can make governments, and in 
particularly the bureaucracy, more able to respond to changing 
circumstances, and only if we can design policy with change in the 
future more in mind, will government remain small. Whether small 
government as an end in itself is desirable is not the concern here. 
Rather, the reality is that there is both a growing demand from the 
community for less government, and a basic economic fact that the 
prosperity of die past can no longer finaiKe all our dreams, however 
good they may be. 

The approach of this paper may be justified in three main ways. 
First, attempts at reducing or restraining the size of government in 
Australia and overseas have not been very successful. In the United 
Kingdom under Thatcher public spending as a proportion of GDP has 
increased, public sector employment in some levels of government has 
risen, and many of the planned expenditure cuts have failed to materialise 
(Levacic, 1985). Reagan has not been very successful in the United 
Suies, as die growdi of die federal deficit clearly shows and if die 
opinions of David Stockman, the former Director of die federal Office of 
Management and Budget, are worth believing (Stockman, 1986). Too 
often governments are simply unwilling to face up to the economic 
realities of essential downward adjustments in their expenditure 
proposals. Instead, such governments indulge in fairy-tale series of 
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'cuts', which involve putting off hard decisions, fudging budget figures, 
freezing instead of reducing staff levels, borrowing, or changing the 
budget rules to redefine 'deficits'. 

AustraUa has not done much better. In the 1986-87 Federal Budget 
S l . l billion of the proposed S2 billion in 'cuts' were in fact made up of 
minor postponements of existing and continuing programs. While the 
Fraser Government was more successful than its predecessor in reducing 
the rale of growth of overall government expenditure, it still fell shon of 
actual reductions. Its Razor Gang exercise of 1981 was correcUy seen as 
a mainly symbolic exercise, since many of its proposals were delayed or 
eventually cancelled because of political reaction (Simonas. 1982).^ 
Australian States have hardly been shining examples of resuaint, 
including those like Qneenslsnd that espouse a 'small government' line. 
In fact, (̂ ueen.sland has experienced higher than average rates of public 
sector employment growth and increases in public charges. Between 
March 1983 and March 1986 (^eensland's govenunent employment 
grew by 9.7 per cent compared to the Commonwealdi's 3.9 per cent. 
South Australia's 3.0 per cent, and Tasmania's 1.5 per cent decline. In 
terms of Suite and local government charges, those in Queensland rose 
by 31.7 per cent between 1983 and 1986 compared to the eight-capital 
weighted average of 25.2 per cent. 

A second reason why more attention needs to be given to the overall 
operations of ihc public sector is that macro strategies to achieve small 
government, such as the Trilogy or constitutional limits on the size of a 
budget, may not prove successful. Other papers in this volume 
comment on these approaches so we should not be too negative. 
However, Allen Schick (1986:133) concluded that these macro 
approaches should not be seen as the total solution; 

Fiscal norms, spending targets, multiyear conools and other 
constraints do not suffice to reorient budgeting from growth to 
retrenchment It is also necessary for government to follow up 
these macro actions with restrictive budget decisions on 
specific programmes. 

Schick might also have suggested more attention to the way public 
policies are designed and implemented. 

Finally, there is growing dissatisfaction with existing mechanisms 
of expenditure control within government itself, with the various 
external agencies like parliamentary committees and auditor-genenb, and 

For example the decision to sell the Commonwealth's clothing and 
ordnance factories at Bendigo caused considerable protest activity and 
resulted in a special Senate Committee inquiry, which recommended 
against the sale. 
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with new techniques like zero-based budgeting. British civil servant 
Leslie Chapman (1978) sadly chronicles how his highly successful 
efforts at reducing government waste in his particular section were not 
adopted by the rest of his department or the civil service, despite 
ministerial suppon and parliamentary committee involvement. These 
various control mechanisms appear to be inadequate, perhaps because 
they are too entwined in the political system to be effective. Even 
special agencies like the Grace Commission on Waste in the United 
States are of limited value because they frequently misinterpret or 
misunderstand the operations of the public sector and the political 
system (Peters, 1986). Appreciating this point, a report prepared for the 
Committee for the Economic Development of Australia (CEDA, 
1986:2) doubled 'whether the measures now being applied by the 
Government — or contemplated by the Opposition, will be adequate' to 
control expenditure. 

Similarly, small government will not be achieved by the 
exhortations of some community leaders for whole departments to be 
abolished, mass sackings of public servmts. 'policy freezes', and total 
withdrawals from a range of policy areas (Bamett and Farmer, 1986; 
'Elliott tells Libs'. 1986; see also B. Buckley's report for the Ausutilian 
Institute for Public Policy reported in The Age. 4 August 1986). This 
approach misunderstands the nature of the public sector, our political 
system and the complexity of public policy. It treats the symptoms of 
the disease rather than the causes. Such t^tal calls for cuts might do 
much to raise morale and enthusiasm among small government 
advocates, but out in the fiekl of democratic political reality the rules are 
different and the opposition in terms of the bureaucracy and large 
sections of the electorate tougher. What the advocates of small 
government must do is concentrate less on grandiose plans that deny the 
operating norms of our system, and more on making government more 
able to cope with demands without resorting to more resources. 

I I . SOME C A U S E S OF GOVERNMENT G R O W T H 

The growth of govenunent has not just been imposed on the electorate, 
but is partly the result of electorate demands, as each party tries to outbid 
the odier in the political market place by promising more for less. This, 
said Sonucl Brittan. is one of the conoacUctions of our political system, 
which is characterised by 'a process of political competition which 
imparts a systematic upward bias to expectations' (Brittan, 1975:141). 
Calls for drastic cuts would be political masochism for the elected 
official and will therefore not be heeded. An approach is needed to allow 
politicians to terminate certain policy areas without terminating 
themselves at the ballot box. 
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What partially allowed this process of expansion to continue was 
the long period of economic growth most Western nations have enjoyed 
since World War I I . This growth affected bodi politicians and public 
sector managers in thett approach to public pohcy and the management 
of organisations. Economic growth meant that there were resources to 
distribute. For the politician the task was really one of distributing die 
largesse of prosperity and buying con.scnsus by ensuring everyone got 
something. Economic and expenditure growth was the glue holding 
society together. Growth also made life easy for pubUc sector managers 
and affected their way of operating. All programs grew incrementally, 
and there were also extra resources at thie margin for something new. 
There was no need to review old programs; the budgetary system did not 
reward savings in any case. Career success was based on keeping one's 
share of the budget cake, not terminating programs. Moreover, in these 
times it was easy to accommodate incompetent or redundant staff by 
rckicating diem in a department where diey did no (or less) harm. Thus, 
incompetent social workers and teachers could be taken out of the front 
line and given clerical duties, and a new influx of recruits would take 
their places. Growth allovb̂ ed good staff to be rewarded as diere were 
always new higher positions being established in expanding 
organisations. Morale could be easily maintained and intetorgMiitat ional 
disputes minimised as everyone, including less important departments, 
got something. 

An obvious manifestation of this whole process has been the 
growth of more and more public departments, bureaus, statutory bodies, 
commissions and specialised ageiKies. These reflect dK extension of 
government into most areas of life. More importantly, their 
establishment and general immortality (Kaufman. 1976) is symbolic of 
the policy process in our system of government. With changes in 
government, new organisations arc established not only to administer 
new policies, but also to counteract existing ones initiated by previous 
governments (for discussion of organisational changes during the 
Whitlam and Fraser Governments, see Reid and Lloyd, 1974; and 
Scotton and Ferber, 1980). Because policies and organisations develop 
their own supporters — not only their staff but also their clientele 
receiving services — termination is difficult, so in times of growth it is 
politically easier to duplicate existing structures. This process of 
accretion makes coordination, communication and changing direction 
increasingly difficult. A recent example of this is die recommendation 
by the Better Health Commission, a federal inquiry, that despite the 
existence of a number of organisations, preventive health proposals wiU 
be achieved only if a new national body is established to 'provide 
leadership' (Better Health Commission, 1986:155-6). Even 
organisations esublished for symbolic reasons with few resources soon 
learn how to redefine their roles, expand their boundaries and gain access 
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to more resources. The Human Rights Commission is an example of 

diis. 
Advocates of small government seem remarkably unaware of these 

political and administrative realities. They seem unable to comprehend 
how even in hard times (no resource growth) govenunent grows. Part of 
this lack of understanding stems from dte confusion in applying pnvate 
sector concepts and management styles to public sector situations. Not 
only are there the political and bureaucratic factors to appreciate, but 
even some of the basic maxims of good management seem difficult to 
apply. For instance, die private sector can gauge success by sales, 
profits and market shares. It is easy to identify poor policies (or 
products) — they are the ones that do not sell. In the public sector this 
is not so easy. Indeed, the public products generating too much demand 
(e.g. pensions with no limiting guidelines) might be seen as failures. 
Again, in die public sector, goals are less clear and hence performance 
less measurable. This partly reflects die policy formulation process, 
which tries to meet a number of contradictory expectaUons over short-
and long-term perspectives. Governments prefer ambiguity because it 
means they can be criticised less for failure. 

This is why 'programme budgeting' has not been the success diat 
many predicted. Setting objectives, developing measures of success and 
all the other paraphernalia of programme budgeung is such a difficult 
process (for analyses of the limitations of programme budgeting, zero-
based budgeting and sunset legislation, see Wildavsky. 1969, 1973: 
Clynch, 1979; and Brewer, 1978). Success in die public sector is often 
about obeying procedural rules (accountability), or it is redefined in 
terms of quantifiable indicators such as the number of hospitals built or 
cheques posted rather than whether the nation's health actually improved. 

For these reasons, termination in the public sector is more difficult 
dian in the private sector. Not only docs the private sector have better 
indicators of failure, but once decided, terminauon involves fewer 
interests. It usually involves only die company and its employees. 
Also, someone else can start up producuon. In contrast, the public 
sector is a monopoly producer — a position it holds because no one else 
wants the ta.sk. Its terminations will involve not just its staff, but also 
the recipients of die policy — the clientele. They have no altemaUve 
source and will fight more eamcsdy against termination. Moreover, die 
social nature of public policy, the lack of defmite measures of success 
and failure, and the overriding importance of a range of different values 
will make change or termination harder to defend (for more discussion of 
this private-public comparison, see Behn, 1980; and Capauiolo and 
Dowling. 1983). 

All this might appear elementary, but it indicates diat to make 
small government something more than a popular slogan, some 
considerable diought needs to be given to the fundamental assumptions, 
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processes and realities of our political system. It is no use resorting to 
economic formulas or some broad process approach to make the disparMe 
parts of the government system act in a rational way. Rather, some 
more realistic suggestions Utat can be grafted onto our system of 
government, rather than turning it upside down, arc needed. To use a 
nautical analogy, what wc have now is a ship of state that, like a boat at 
sea, is wallowing in a swell of fiscal restraint. It is overloaded, 
unwieldy, unresponsive, top-heavy, overmanned and about to capsize. 
To avert disaster some of the cargo now rotten with age must be 
jettisoned. The remaining load must be rcdi.siributcd for belter balance. 
The crew must be retrained to improve performance and to do different 
tasks. No new hands need apply. Moreover, the captain must gaze less 
at the distant hori7.on. stop searching for 'Treasure Island*, and refocus 
attention on what is happening on the lower decks to ensure everyone is 
pulling in the same direction with the same effon. His usk is to look 
more closely at what lies immediately ahead. Less pace will make 
avoiding a collision easier. In shon, the ship of sute should not be 
scuttled, or its crew made to walk the plank. All the passengers and 
cargo would then be tost Rather, it needs to ride higher in ihc water, 
tauter and more responsive to the tiller so diat it can better cope with the 
changing winds of political demands, and the rough seas of limited 
financial resources. 

I I I . SOME PROPOSALS 

One way to make government more agile, and dicrcfore less inclined to 
grow, is to adopt an environmentalist's view of public policy and 
government organisatioas. This does not mean conserving everything 
including dead wood, but rather it emphasises a culling process so that 
the majority of the trees in the forest will survive. It means recycling 
existing policies and organisations to meet different objectives in the 
same area, rather than creating new ones. This approach of 'policy 
succession' refiects die view that because government is already in most 
areas, genuine policy innovation is rare (see Hogwood and Gunn, 1984; 
and Hogwood and Peters, 1983). Policy succession is harder than 
innovation because there already are existing poUcies, producers, 
structures and clients in place who are going to miss out in a change in 
policy direction. Policy succession is not incremcntalism, which 
involves small shifts in the same direction based on the same set of 
assumptions. Rather, it is a fundamental change in policy direction, 
using existing resources. 

Policy-makers should be giving more consideration to allowing 
public policy and organisations to change — in other words to making 
succession easier. Too often policy-makers build monuments to 
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themselves. Too many policies, and their processes of implementation, 
are set in concrete and kept in place by legislation and special 
organisational structures. Client pressure, professional group sclf-
inierest, combined with the nature of the public bureaucracy (e.g. 
permanent tenure) add to this. However, because problems change, 'one 
generation's monuments may be the next generation's mausoleums' 
(Hogwood and Gunn, 1984:250). In times of economic growth we can 
afford the odd mausolcimi or two, but this is less acceptable when there 
are fewer resources available. 

A simple example is the insiiuitional care of children. When social 

values were different young women who had children outside of marriage 

gave them up soon after birth. Institutions staffed with nurses and cooks 

and housed in expensive buildings were established to cope with this. 

However, as times have changed these institutions have become 

redundant. But they are not questioned. Staff remain and even new 

appointments are made. Similarly, institutions established to cope with 

the behavioural problems of children and teenagers become obsolete as 

the key profession in the area (i.e. social workers) redefines the 

treatment Therapy is by counselling rather than disciplined control, and 

location should be in the community or family-based rather than in an 

institution. One institution run by the Queensland goverrmient was 

refurbished at a cost of $500 000, had 13 staff (irKluding a laundress, a 

cook and a gardener), but served few clients (ii used to average only one 

to two children a week, sometimes none) because the relevant 

professional group regarded the existing staff as 'incompetent or resistant 

to change or continuing education', and consequently the institution was 

'extremely cost ineffective" (this information comes from an internal 

departmental memo in the Queensland government). Getting that 

institution closed was a slow, expensive and debilitating process. This 

'albatross' factor of public policy needs to be addressed. It is the 

fundamental impediment to making govenunent and its bureaucracy 

more agile and less oriented towards accumulating more and more 

resources. 

Another example is the establishment of the SBS-028 multicultural 

television network by the Fraser Government. Had S B S been 

established as part of the A B C in the Tirst place, or had the A B C been 

made to change its operations to accommodate the new emphasis, as was 

suggested by some at the time,^ then the recent fracas over the 

amalgamation of S B S and the A B C could have been avoided (see 

Schauble. 1986). The original separation of SBS from the A B C has 

allowed certain interest groups to better identify with this network and 

^ A Senate Commitlee inquiry vgued strongly agiintt establishmeni of a 
separate network, but this was rejected by the Fraser Govenunent. See 
Senate Standing Committee on Education and the Aru (1980). 
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this has probably been a factor in delaying the government's decision on 
the matter. 

Furthermore, legislation is often too specific about administrative 

procedures and definition of policy issues. This "Ten Commandments' 

approach in legislation enshrines a certain view of a policy problem 

developed at a particular time by certain professional groups. It also 

enshrines a certain way of dealing with the problem. Because the nature 

of issues changes, this precise legislation acts as a straitjacket on policy 

deliverers. Usually, major legislation that is so detailed is also hard to 

change. It is the focal point far professional group behaviour and public 

assessment of performance. Inevitably, either outdated methods remain, 

or those involved in the area conspire to develop elaborate strategies to 

do different things legally. It is a 'work practices' crisis of a different 

kind. 

Consideration must also be given to that basic characteristic of the 

public sector — permanent tenure. This arrangement, combined with 

the compUcatcd ritual of removing even the most blatantly incompetent 

staff member, also prevents policy change and the reallocation of 

resources. As a character in the David Williamson play. The 

Department, said. 'You have to be certified dead by three people before 

being sacked from here*. In 1984-85 only 51 officers were dismissed for 

disciplinary reasons from the Commonwealth public service out of a 

total staff of 169 000 (Public Service Board. 1985:129). The task here 

is to ensure that the public sector is not just slacked with political 

appointees, and to allow the existence of some counterweight to the 

vagaries of politicians. 

More attention needs to be given to 'contracting out' certain 

functions to private or voluntary sectors to perform certain public 

functions. Public money is still used, but the role of the public sector 

is to set standards and .supervise quality. Changes to policy might be 

more easily developed since usually the government is essentially 

dealing in one commodity — mor»ey — which can be more easily turned 

off or on. There are many examples of this happening in die welfare 

area. Child care, for instance, is essentially carried out by non-tenured 

staff. Certainly cuts wil l be resisted, but at least they are possible. 

Contracting can also mean employing people within the public sector 

for fixed terms. These 'hired guns' are given specific tasks and their 

continuation is dependent on factors like performance and demand. 

Tertiary education is now employing more staff on this basis. It gives 

institutions more Hexibility. promotes competition, and, according to a 

recent report by the Tertiary Education Commission, has not harmed 

academk: iixlcpendence or competence. 

More attention needs to be given to the actual means by which 

policies are to be achieved. For instance, should services be delivered 

directly to the consumer (whether by government organisation or 
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contracting staff) or should cash benefits be given? What is chosen will 
affect ease of policy change or termination. Delivery of services in kind 
(e.g. medical care) wi l l mean professional staff, administrative support 
and thus more participants with interests in mainuining the policy. 
Also, the more specialised the staff involved, the less transferable ihey 
are to other areas of the public sector. In contrast, cash transfers can be 
administered by clerical staff easily moved to other similar areas. This 
process also gives more power to government to make unilateral changes 
or outright terminations. Witness the delays to pension increases or 
proposals to alleviate poverty traps announced in the 1986-87 Federal 
Budget. 

It follows that we should ask 'not only what governments can 

promise, but what ihey can do* (Wildavsky, 1980:45). Governments can 

give people access to health services via programs like Medicare, but 

access is no guarantee to improved health. That is usually more 

dependent on personal behaviour. Governments should consider just 

what they arc trying to do and select the appropriate tool (for a 

discussion of government outputs as 'tools' sec Hood, 1983). This wil l 

not only save money, but wil l also make future alterations of policy 

easier. 

One interesting development is the more effective use by 

government of its information and persuasive powers as an alternative to 

large bureaitcracies delivering a direct range of services, or regulating 

certain types of activities. This has been called 'thcatrocacy', and it 

involves a range of symbolic gestures, warnings and persuasive 

arguments to alter certain behaviours that are socially undesirable 

(Lyman and Scott, 1975). The ' L i f e Be In It' campaign illustrates this 

approach. As its originator. Phillip Adams, suggested, governments 

should avail themselves of modem commimication techniques like 

television to let the public know what government services arc available 

and to change social attitudes (Adams. 1986). Naturally, this has 

manipulative overtones, but is it any different from providing incentives 

in the form of cash subsidies or tax concessions to alter people's 

behaviour? Moreover, it is relatively cheap, and modem polling 

techniques make it easy to evaluate, target or terminate (Mills, 1986). 

Govemmenis should resist all-embracing solutions to particular 

problems but should follow several different approaches to single issues. 

Robert Biller (1980:604-5) has summed up this approach in this way: 

We may not have so much reached the limit of our resources, 

as we have rather reached the limit of our belief that resources 

applied in homogeneous ways to heterogeneous needs makes 

sense. 
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There is no one right way to do certain things. Today's policy 
solution unanimously agreed upon and then rigorously enforced 
inevitably becomes superseded as some other new panacea takes its 
place. In short, experimentation should be encouraged, diversity 
tolerated, and overcentralisation. a much-used strategy in times of 
cutbacks, avoided. 

Making the bureaucracy more flexible is a necessary prerequisite to 

making policy change easier. In times of fiscal restraint there is a 

tendency for existing public sector rigidities to become more fixed. 

Thus, centralised coordinating agencies (e.g. the Public Service Board 

and Treasury) try to exert more control, departments resist by trying to 

retain existing programs, and politically weak policies are cut fu^st. 

What public bureaucracy needs in these times is less centralised control 

and more positive leadership rather than penalties. A l l the existing 

deficiencies of public sector organisations are exacerbated in times of 

retrenchment The result is that they are less able to cope, and the 

public gets even less value for money. Simplistic and politically easy 

strategies, such as across-the-board cuts or staff freezes, do not allow 

enough discretion by public sector managers to respond to changing 

circumstances. Cutbacks centrally imposed, short-tenn in origin and 

without taking into account the differences among the wide variety of 

public sector organisations, tend to make eunuchs of public sector 

managers whose viri l i ty was already questioned by their s ta f f 

Inevitably, productivity, already low according to critics of public 

organisations, plummets further as staff morale and opportunities (career 

and stimulating wofk) disappear. 

Public sector organi.sations need to be made more aware of changes 

to their external environment (e.g. a new client group emerges) and to be 

able to adjust their outputs accordingly. This is the core of the problem. 

Outputs are too centrally fixed and resources too compartmentalised. 

One suggestion to overcome these problems is to give managers more 

incentive to respond to change. I f demand falls, let departments retain 

some of the savings of winding down the old program. Some steps in 

this direction have been made recendy, but they are too small to amount 

to any major change in direction (see Prime Minister R J . Hawke's 

suiement to parliament on Reform of the Australian Public Service. 

1986). Allow staff who perform well to receive bonuses by ending the 

hierarchkal, overdefined office position descriptions that too often mean 

attempting to fit people to job specifications (and salary levels) rather 

than making use of individuals' skills. Establish, as has been done in 

the U S A , Canberra artd Victoria, a special level of managers appointed 

on the basis of specific skills, who are rewarded for their ability to 

achieve defined objectives (like closing down an in.stituiion) rather than 

to maintain an existing program. Form staff into temporary project 

groups or task forces diat can be quickly disbanded once set tasks have 
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been performed. These proposals, combined with allowing managers 
more responsibility, could enhance the ability of public sector 
organisations to respond to change. (For discussion of these issues in 
relation to the Victorian Public Service see Cullen, 1983.) 

I V . C O N C L U S I O N 

This paper has emphasised the need to appreciate the political and 

adminisU'ative realities of our system of govemment in attempting to 

put small government into practice. Many other issues such as the 

devising of tactics to safely terminate policies could be mentioned, but 

space does not allow this. While total policy termination in some areas 

might appear to be a rational solution in times of economic decline, 

such an approach in our political system could be counterproductive. 

Public policy and our bureaucratic structures are the consequence of long-

term developments, a wide variety of different goals, compromises, 

negotiations, and interest group pressures. Our public bureaucracies are 

not innocent disinterested by.standcrs, but have long been players in the 

policy process and have stakes in different policies as much as some of 

the clientele. Nor are public bureaucracies simple hierarchical structures 

with strong authoritative chains of command. Both within and between 

these organisations, public sector managers have to negotiate goals, 

boundaries and resources. We live in an imperfect world and no matter 

how righteous the cause may be these political and adminisU'ative 

realities have to be accepted. This is the point Robert Bchn (1980:275) 

makes when he concludes: 

The real challenge [of policy termination] is to accept 

govemment as it is — with its different goals, mies, 

pressures, incentives, and constituencies — and to attempt to 

deal with that reality ... Termination in government is — and 

always wil l be — a political [TOCCSS ... it takes politically 

intelligent managers to achieve i t 

This is why political parties, however zealously they may embrace the 

small govemment gospel, are so relitclant to detail areas of expenditure 

cuts. 

If the currency of politics is kudos, then one way politicians can be 

encouraged to promote policy change or terminate policies is lo use less 

expensive goods like publicity and information based on the prestige and 

authority of govemment to gain support New awards can be created, 

mcve advisory committees established and information campaigns 

launched (Rubin. 1980). 

271 



Restraining Leviathan 

Another approach that has kxig been used by State governments in 
Australia is to either blame Canberra for the lack of funds, or use 
Canberra's money to claim credit. This is viable in Aastralia because so 
many federal programs ranging from road grants to welfare subsidies are 
administered by the Stales.^ 

However, this does not help our federal parliamentarians. Thus, 

more attention needs to be given to developing so-ategies to allow 

successful termination or policy change to occur (see Behn, 1978a). Just 

as policies are kept in place by interest groups, politicians must learn to 

develop new coalitions with those wanting termination. They must 

emphasise the opportunity costs of not terminating, and they must 

appreciate that in changing policy direction the price of minimising 

unn:st might be short-term extra costs (e.g. redundancy payments) (Behn. 

1978b). In short, the tough approach so stressed by advocates of 

cutbacks needs to be moderated so that cooperation rather than 

opposition can be developed. This is the role of the politician in our 

society. 

Similar approaches need to be developed by public sector managers. 

Staff reductions by attrition rather than retrenchment might be more 

realistic and in the long term more effective. Care needs to be taken so 

that the public sector is not simply divided into winners and losers. 

Pain might have to be shared on occasion. It is up to the public sector 

manager to reinforce the positives of policy change or terminati<m. For 

instance, he must be able to show that cuts in one area can be linked to 

enhancement of some other section. This can do a lot to mollify 

discontent (for more discussion of these issues, see Felscnthal, 1980; 

Grecnhalgh and McKersie, 1980; and Cycrt, 1978). 

In coiKlusion. this paper has sought to stress how small 

government can be achieved in practice with a little patience and some 

appreciation of the operating norms of our policy-making process and 

government system. Attaining small government successfully widi the 

minimal amount of trauma is like designing a car to reduce road deaths. 

The ultimate solution is either to design cars like tanks or to ban cars 

lllogwher. A less expensive and more practical solution would be to 

design cars with more emphasis on 'primary safety*. This would mean 

vdiicles would have good brakes, improved visibility, direct steering, 

competent handling and a responsive engine and would therefore be better 

able to avoid accidents, take light bends, and cope with slippery 

^This has long been a fault of our federal lysiem. A recent example of a 
Slate government gaining all ihe kudos of federal funds occurred in the 
1986 Queensland election, where the government's election policy speech 
included announcemenls of major road projects (Gallon and Nambour road 
bypasses) as Sutc initiatives. In fact, these projecu were loully funded 
by the federal government. 
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conditions. Making govenunent more agile, like the car, is the way 
small government can be achieved in the long term. 
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COMMENTS 

James Cox 

In his paper Jon Craig looks at the role of explicit limitations on 

government expenditure, taxation and borrowing in controlling the 

expansion of public expenditure. As he points out, several O E C D 

countries have imposed constraints on one or more of these variables. 

The Australian government is unusual in imposing limits on all three 

and I think Mr Craig approves of this. But. from some points of view, 

even the Trik>gy commitments do not go far enough. A move to replace 

direct expenditures widi tax expenditures widi a related purpose would 

assist in meeting simultaneously two of the Trilogy commitments since 

both taxation and government expenditure would be reduced. This 

illustrates one of the great dangers of explicit controls on government 

expenditure and the like. They can be circumvented. Equally, however, 

it can be argued diat die Trilogy commitments are too restrictive. 

Others may be better quaUfied than I am to assess Mr Craig's review 

of overseas experience. The main lesson that 1 would draw is the 

importance of political wil l i f expenditures are to be controlled. Mr 

Craig, for example, rather approves of the United Kingdom's Medium 

Term Financial Strategy, which requires governments to consider 

revenue prospects and consequences for several years into the future. 

Despite this Mr Craig feels that the British government is likely to 

indulge in a pre-election spending spree and, in any event, he sees its 

privatisation moves as being (among other things) an attempt to 

circumvent its self-imposed expenditure and deficit targets. 

In the Australian section of his paper, Mr Craig gives the present 

Commonwealth government fairly high marks for its Trilogy of 

budgetary commitments. He would like to see the commitments further 

articulated into a medium-ierm finaiKial strategy with particular attention 

being paid to increasing the amoimt of analytical information provided 

Janes Cox is Principal Economisi, Social Policy and Oovemment 
Branch. Office of EPAC. 
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dirough the forward estimates. But he vwmders whether, in the event of 
a severe economic downtum, govemment would find it possible to live 
within the expenditure ceiling that it would like to impose on itself. 

While I have some problems with Mr Craig's proposals. I agree 

with his judgments. The Trilogy commitments and the like can help to 

impose discipline on govemments, but they are aids to political w i l l , 

not substitutes for i t I f govemments and the communities they 

represent want smaller govemment, or want it to a sufficient extent to 

offset the pressures on govemments to increase expenditures, then there 

is every reason to think they can get it. This is an issue that 1 retum to 

below. 

1 read Mr Pras.ser's paper as being an appeal for the advocates of 

small govemment to take account of political and administrative 

realities. However desirable small or smaller govemment may be in 

principle, one has to think about how one is going to get there. 

Among the realities that Mr Prasser rightly draws attention to is the 

difference between the public and private sector managerial 

environments. By contrast with the private sector, where the objective 

(profits) is fairly clear, govemment is very much concerned with trying 

to find an acceptable compromise between competing desirable 

objectives. Moreover, Mr Prasser argues, political competition 

ncccs-sarily gives an upward bias to govemment expenditures and the size 

of their attendant bureaucracies, while simultaneously making policy 

termination difficult 

Wel l , what are the solutions? There are some things that Mr 

Prasser would like us not U} do — he thinks that across-the-board cuts or 

staff freezes do more harm than good. Mr Prasser would like to make 

govemment expenditure more flexible by making greater use of contract 

labour to replace day labour and by replacing direct govemment 

expenditure with (easier to vary) cash benefits. Behaviour could be 

modified at lower cost by using publicity campaigns rather than 

subsidies (although one might wonder about the effectiveness of such 

campaigns). Organisations themselves can become more flexible 

through the greater use of ad hoc task forces and pay related to 

performance. The termination of programs may be easier Uian otherwise 

i f compensation (for example, redundancy pay) is paid to those who 

would be adversely affected. 

Although Mr Prasser has a number of specific proposals 1 think that 

these are the main ones. It is no criticism of the author to say that these 

are proposals for marginal rather thai fundamental change. 

One should perhaps begin by questioning whether the community 

really wants smaller govemment. It seems to me (and to many other 

observers) that there is a degree of split-mindedness in our attitudes to 

taxation and govemment expenditure. We all favour reductions in 

laution, and, in general, the reductions in govemment spending that 
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make them possible. But we are much less keen on reducdons in those 
items of government spending that are of particular benefit to ourselves. 
This, of course, explains the notorious reluctance, to which Mr Prasser 
refers, of small government advocates to specify the areas in which they 
would like cuts to be made. 

The more important point, perhaps, is Utat Australia's economic 

situation in die next few years wil l almost certainly call for continued 

fiscal restraint due to the very real balance of payments and external debt 

problems that Australia cunently faces. Even tho.se who would ideally 

like to see government doing more may accept diat the next few years 

might not be the best time to introduce new programs. The rate of 

growth of expenditures that is consistent with macroeconomic balance is 

likely to be quite low. This is encapsulated in budgetary policy 

commitments such as the Trilogy. But expenditure on the existing 

programs of government is likely to grow faster than G D P for a number 

of reasons, including commitments to real growth (e.g. in defence or 

grants to the States), growth in the number of recipients (e.g. pensions 

and benefits) or increases in real interest rates (public debt interest). 

This tendency for spending on the continuing programs of 

government to grow faster than permitted by the expenditure ceiling that 

is desirable on macroeconomic grounds is, in my view, the essence of 

the budgetary problems facing governments in Australia and similar 

countries. As successive editions of the Forward Estimates Reports of 

the Department of Finance illustrate, governments in all recent years 

have taken measures to reduce expenditure on their continuing programs. 

Depending on the priorities of the government these savings have been 

used either to reduce the fiscal deficit or to permit expansion of higher 

priority prc^rams. 

Perhaps 1 can now be forgiven for a brief sales talk. In November 

1986 an E P A C Council Paper was released entitled 'Flexibility in 

Government Spending: Issues in Efficiency and Control' (Council Paper 

No. 23). This paper discusses the reasons why spending on the 

continuing programs of government grows faster dian seems desirable on 

macroeconomic grounds and suggests measures that may enhance the 

degree of flexibility in government spending. 

Uidess governments can exercise control over spending programs 

and generate flexibility by reviewing past policy decisions, they wil l not 

be able to address changing social needs while ensuring diat budget 

policy is consistent with sound macroeconomic management. At the 

same time, recipients of government expenditure require a stable 

environment in which to plan for the future. Fiscal flexibility and 

stability of spending programs are competing objectives of government 

The tensions between these objectives can be minimised through 

medium-term budgetary and expenditure planning, but conflicts wil l 

ineviubly occur. Macroeconomic considerations will generally need to 
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prevail in such circumstances, requiring a degree of flexibility in 
adjusting expenditures. 

Factors limiting Hexibihty in government spending include: 

� contractual obligations such as public debt interest and wages 

and wage-related payments; 

� indexation provisions (some two-thirds of Commonwealth 

outlays were indexed formally or informally in 1985-86 and the 

proportion has been increasing); 

� the proportion of expenditure subject to standing rather than 

annual appropriations; 

� commitments in legislation to future expenditure, for example 

(at the Commonwealth level) education payments and payments 

to State and local governments; 

� the open-ended nature of many transfer programs: for example, 

the Commonwealth is required to pay pensions and benefits to 

all who qualify. 

Government expenditure has become less flexible at the margin as 

the composition of spending has shifted from capital items to less easily 

controlkid expenditure such as personal benefits .md public debt interest 

So much for the diagnosis of the problem. What about llie remedy? 

Like Mr Craig I consider that political wiD i s the main ingredient. For 

example die Hawke Government showed in its fnsi year in office a 

willingness to make quite significant changes in the composition of its 

expenditures. Like Mr Prasser I have a number of marginal changes to 

suggest There are seven of them. 

First, looking beyond the Trilogy, the further development of a 

medium-term approach to fiscal policy, with maintenance of firm, 

explicit limits on the growth of overall expenditure and public sector 

borrowing. 

Second, the review of tax expenditures in the same context as direct 

expenditures. 

Third, emphasis on dcccntralisauon of control over detailed spending 

decisions to ministers and departments within fum portfolio expenditure 

limits. This should facilitate the reordering of spending priorities widiin 

portfolios as circumstances change. 

Fourth, extensive use of efficiency and effectiveness reviews to 

determine whether individual programs are the best way of meeting the 

government's objectives. A good deal of attention has recently been pakl 

at Commonwealth and State government levels to efficiency reviews — 

whether there is waste in the delivery of government services that can be 

cut out. For example the Prime Minister has recendy announced the 

establishment of an Eff ic ierKy Scrutiny Uni t Far less attention has 

been paid to the more difficult — but I believe more important — 
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question of effectiveness reviews: whether existing government 
programs are the best way of doing diings. This question is difficult 
because it inevitably gives rise to issues of bureaucratic and ministerial 
rivalries. 

Fifdi . a strengthening of parliamentary review processes. 

Sixth, increased use of user charges. 

Seventh, greater attention to providing public information to 

promote a better climate for policy change and to enhance community 

awareness of the costs as well as the benefits of government expenditure 

programs. 
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Patr ick Minford (Ua lvers i ty of L ive rpoo l ) : A s someone 

involved in the formulation of die Medium Term Financial Strategy in 

the U K . it seems to me that wc need to avoid confusing the micro 

controls over public spending widi the macro conuols used in monetary 

policy. I f they are confused, we may fail to achieve both objectives. In 

1981, in order to meet British monetary macro targets, taxes had to be 

substantially raised. Had we confused that with the effort to control 

puNic spending we would have had the problems the Americans arc now 

experiencing with their budget deficits. The M T F S succeeded as a 

monetary weapon, but certainly not as a conuol over public spending. 

The two need to be kept separate. 

Jon Cra ig : I think the British did achieve a degree of expenditure 

resuaint. though not as much as one would have liked. True, the M T F S 

was concerned with monetary growth and the Public Sector Borrowing 

Requirement, and was not instituted specifically to control public 

spending. But it provided a good framework and was an improvement on 

the earlier years, when expenditure was linked to G D P alone, without 

refereiKX to deficits and revenue. 

Robert Mil ler (Regulation Review Uni t , Melbourne): What 

do the speakers diink about sunrise or sunset legislation? There have 

been proposals in Queensland and Victoria to automatically repeal or 

rescirid all regulations brought in before 1962. and to impose a ten-year 

life cycle on all post-1962 regulations. California imposes a limited 

life-span on many of its laws and regulations, and now requires that the 

quantity of legislation must be reduced each year. 

Scott Prasser: Reviews of sunset legislation are often carried out by 

the organisations affected by die legislation, which can be self-defeating. 

Some of the evidence from the US suggests diat the use of sunset 

legislation has not been particularly successful in containing the 

political pressures for the continuation of programs. 

Ciirr W a l s h (Univers i ty of Adela ide) : It seems to me that 

political wil l is a necessary but by no means sufficient condition for 

containing big government. There has to be some kind of sanction to 

back up rules imposing limits on total expenditure. The issue is not so 

much 'flexibility' and 'agility' in spending programs: rather it is one of 

persuading middle-class voters to accept die spending cuts that need to be 

made before taxes can be cut This can be done only by sharing around 
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the pain: agreeing not only that we all prefer a smaller public sector 
but also that we are each prepared to forgo some benefits because 
everyone else is willing to do the same. The best long-run consuaint on 
expenditure (other than the constitutional variety) is likely to lie in the 
tax power. The devices of the flat tax and tax indexation would force 
governments that wanted to increase expenditure to confront the painful 
option of lifting the tax rate. 

Cra ig : The Gramm-Rudman law has certainly not caused much pain yet 

in the US. In Australia, the strongest sanction is coming from the 

diCfictdties involved in financing the budget deficit. This will soon force 

the Australian people to vote directly on the question of whether they 

want to pay for more public spending through higher taxation. 

E d w i n B r o o k s ( R i v e r i n a - M u r r a y Ins t i tu te of Higher 

Educat ion): One problem with long-term fiscal plans in Australia is 

that they are unlikely to survive the number and frequency of our 

elections. For a long time we have had a federal election every two years 

on average. 

The incremental approach that has so far been dominating the 

discussion is not really likely to work. Surely it's impossible in the 

real world to share equally the pain of spending cuts. One must build a 

coalition of interests that believe they have something to gain from 

electing one party rather than another, even if this means that others 

lose. 

Prasser : I agree. Too numy of the operational norms in the public 

SBClor assume that everyone either shares the pleasure or shares the pain, 

when in reality thaf s not possible. But if we are going to cut back, we 

need some skilful political footwork to make sure that the bsers are not 

the politically weak — those who most need assistance. 
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— 'Paper Tigers' and Utilitarian 

Government 

Robin O'Hair 

I . A U S T R A L I A AND U T I L I T A R I A N I S M 

The existing constitutional limitations on government in Australia are 
enfeebled and not far from being gutted. This has not been achieved in a 
day or a week, but is the result of a process thai resumed in the early 
1970s and shows no sign of abating. 

The key to understanding that process, albeit its major constitu-
tional case law manifestations will be referred to in the course of this 
essay, is the loss of a moral dimension to legal obligation. This has 
always been very frail in the legal profession in this country, despite the 
teachings of the great common lawyers, because Australia has a 
utilitarian culture. Accordingly, legal positivism, and latterly legal 
realism, are strong in this cotmtry. 

Edmund Burke's description of the problems of a polity devoid of a 
moral foundation are readily perceived in the words of Alexander M. 
Bickel. the great American constitutional theorist, as follows: 

In order to survive, be coherent and stable, and answer men's 
wants, a civil society had to rest on a foundation of moral 
values. Else it degenerated — if an oligarchy, into interest 
government, a government of jobbers enriching themselves 
and their friends, and ended in revolution; or if a full 
democracy, into a mindless, shameless thing, freely oppressing 
various minorities and ruining itself. (Bickel, 1975:23) 

The reason politics must he cabined by principle is that it is about 
accommodation and compromise respecting interests that collide. If 
there is no basis to limit the sphere of politics, then the computing 
principle associated with accommodation and compromise will be 
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ideniified with utilitarianism. Instead of rights tending to support the 

legitimacy of competing claims being found dehors politics, thus leading 

to their peaceful accommodation by politics, the legitimacy of claims 

will be identified with the outcome of the political process itself. 

Politics ceases to be the means by which existing claims that collide 

may be reconciled and becomes the means by which novel claims may 

be made. This will guarantee the poiilicisaiion of society. The results 

of such a polibcisation are not likely to be congenial to anyone, save the 

few who administer it, yet the capacity to break politic isation once it 

exists is small, as fear of political retaliation deters. 
The reason utilitarianism is the philosophy that supports the 

destruction of any moral limits to politics may be traced to Dr. Bernard 
Mandeville. It will be recalled that his book. The Fable of the Bees. 
contended that private vices conduced to public benefit. Mandeville saw 
outwardly moral behaviour profaned by immoral and imworthy 
intentions, yet the results of such behaviour redounded to the beneru of 
all. 

This insight led to two schools of thought. The first and most 
intellectual has on occasion been misleadingly called 'anti-rationalism' 
and today is called 'evolutionary rationalism'. This school, which is 
composed of greats such as David Hume, Adam Smith, Adam Fergason, 
Sir Karl Popper and F.A. Hayek, saw that Mandeville's genius had 
illuminated the problem of the unintended consequences of human 
action. Such insight ultimately led to what Nozick (1974:18 ff.) has 
described as 'invisible hand explanations'. This school, while Whig and 
not Tory, is adequately skeptical about socioeconomic reconstruction, 
because of the influence and effects of unintended consequences within 
the structure of culttu'ally evolved institutions. In a sense its views are 
utilitarian, but not in the sense in which the word is used in the present 
discussion. John Gray has put the matter well in relation to F.A. 
Hayek, the school's leading modem proponent: 

The utilitarian component of Hayek's conception of morality 
is indirect in that it is never supposed by him that we ought or 
could invoke a utilitarian principle to settle practical questions: 
for, given the great partiality and fallibility of our 
understanding, we are in general bencr advised to follow the 
code of behavwur accepted in our own society. That code can, 
in turn, Hayek believes, never properly be the subject of a 
rationalist reconstruction in Benthamite fashion, but only 
reformed piecemeal and sk)wly ... [T]he proper role of utility 
is not prescriptive or practical but rather that of a standard of 
evaluation for the assessment of whole systems of rules or 
practices. 
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[T]he icst of any system of rules is whether it maximizes 

an anonymous individual's chance of achieving his unknown 

purposes. (Gray. 1984:59.60) 

It follows that evolutionary rationalists reject Benthamite utili-
tarianism as additive, collective and authoritarian, for it seeks to 
concentrate all decision making in one all-knowing 'social mind', with 
the choices of individuals being votes that may be overruled in the 
'social mind' by other more numerous votes. On the other hand, 
evolutionary rationalists, like the classical common lawyers, seek to 
minimise collisions between individuals so that as many individual ends 
may be as peaceably pursued as possible in society with individuals, not 
the 'social mind*, choosing for themselves. This explains Milton 
Friedman's siatemcni; 

The characteristic feature of action through political channels 
is that it tends to require or enforce substantial conformity. 
The great advantage of the market, on the other hand, is that it 
permits wide diversity. It is. in political terms, a system of 
proportional representation. Each man can vote, as it were, for 
the color of tie he wants and get it; he does not have to see 
what color the majority wants and then, if he is in the 
minority, submit. (Friedman, 1%2:15) 

The other school — the utilitarians or naive rationalists — read 
Mandeville very simplistically. Their approach was and is to regard 
Mandeville as showing there is no intrinsic vice or virtue in society, and 
hence all behaviour has to be judged by its results (Hayek, 1978:264; 
Goldsmith. 1985:144, 158). This school has little time for, and less 
understanding of. the problems in determining what are the results. It is 
a doctrine predicated on an unattainable perfect foresight, but sold on 
public interest grounds. To operate politically, it requires a preliminary 
showing of generalised immediate benefits and the exploitation of anti-
intelleciualism and apathy, to ensure that the facile showing of such 
benefits is impregnable from attack. Any attack upon such a showing is 
swiftly derided as the carpings of a few who are injured by the 
achievement of a greater good. These people are perceived as having no 
rights, as rights are conceived as a produa of the political process and 
therefore to have tost poUtically is to be devoid of rights. 

When Australia is perceived as a utilitarian culture, then certain 
approaches and conceptions cease to carry weight. One of these is the 
rule of law, another is the concept of constitutional limitations. No 
Australian prime minister since Sir Robert Menzies has had any clear 
attachment to these principles. We seem remote from an age when Sir 
Robert's dear friend. Sir Owen Dixon, was able to say: 

289 



Restraining Leviathan 

(The Constitution] is an instrument framed in accordance with 
many traditional conceptions, to some of which it gives effect, 
as. for example, in separating the judicial power from other 
functions of government, others of which arc simply a.ssumcd. 
Among these 1 think that it may fairly be said that the rule of 
law forms an assumption. {Australian Communist Party v 
Commonwealth (1950-1951) 83 CLR I . 193) 

Equally distant seems the argument of Dr H.V. Evatt KC. the then 
federal leader of the Australian Labor Party and a former justice of the 
High Court, on behalf of the communists, that; 

Under the Constitution, Acts of Attainder and Bills of Pains 
and Penalties are impliedly prohibited in the case of the 
Commonwealth because they would represent an exercise of 
judicial power by the Parliament (p.74) 

I L T H E END OF T H E S E P A R A T I O N OF POWERS 
AND F E D E R A L I S M 

Those sentiments of Sir Owen Dixon and Dr H.V. EvaU do not sit well 
widi the course of decision in the High Court of Australia in recent 
times. In Hilton v Wells (1985) 58 ALR 245. a majority supported die 
proposition that it was not inconsistent wiUi the separation of judicial 
from legislative and executive power for the parliament to impose 
unilaterally, non-judicial functions on federal judges, even diough it 
would be unlawful to confer non-judicial functions on federal courts, for 
the judge is selected as a persona designaia and not as a judge of a court 

To this proposition, the dissentients answered: 

In the present case, the function of issuing warrants is 
conferred upon all the judges of the Federal Court 
indiscriminately. It is exercisable by a judge of that coun in 
circumstances in which he is not appointed to a separately 
constituted tribunal. If the function is exercisable by him 
otherwise than in his character as a judge it must be because he 
is intended to discharge die function personally, detached from 
his judicial ofTice as a member of the Federal Court. In saying 
this we reject die notion that functions may be entrusted to a 
person as a judge, but not as a member of the court to which 
he belongs. The metaphysical notion of a judge acting in his 
character as a judge, at large, so to speak, detached from the 
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court of which he is a member, cannot be supported as a 

matter of legal theory. 
... One may ask: What is the point of our insisting ... 

that non-judkrial functions shall not be given to a ... court, if 
it is legitimate for Parliament to adopt the expedient of 
entrusting these functions to judges personally in lieu of 
pursuing the proscribed alternative of giving the functions to 
the coun lo which the judges belong. (Hilton v Wells (I98S) 
58 ALR 245. 261) 

The court has also unanimously rejected the challenge of (he 
Builders Labourers' Federation to its deregistration by legislative act (Re 
Ludeke; Ex parte Australian Building Construction Employees' and 
Builders Labourers' Federation (1985) 62 ALR 407). While the court 
would seem U3 be on reasonably firm ground in regarding the power of 
deregistration in the form existing under legislation at the time of 
registration of the union as authorising dcrcgisuation as an executive or 
legislative act, a grant of incorporation is nevertheless generally regarded 
as a proprietary right, or at least as involving a right of a contractual 
character. Accordingly, one may be permitted to wonder whether a 
statute for the express purpose of deregistering a particulv association 
and depriving it of corporate sums does not transgress a vested right that 
did not exist in previous union deregistration cases, is the power 
preceded the registration of the union. If that is the case, then a genuine 
judicial power issue would appear to arise, as a statute in the form of a 
bill of attainder would appear \o be opposed lo the separation of judk;ial 
power from legislative power, as the Privy Council has held (Liyanage v 
The Queen 11967] I AC 259). 

The separation of legislative and executive power from judicial 
power has not in recent years fared well in the High Court The above 
are merely illustrative of a trend. No doubt a uliUtarian calculation 
would support the tapping of telephones on the warrant of a federal court 
judge, as in Hilton v Wells, and the banning of the B L F . but the basic 
commitment involved in the rule of law, and accordingly in 
constitutional guarantees, is that government should forswear certain 
means to achieve its ends. This is simply because people have rights, 
which it is not proper for government to forfeit without just cause. 

The whole structure of federalism has itself been destabilised, not 
merely the separation of powers. The decisions of the High Court in the 
Tasmanian Dams Case (1983) 46 ALR 625. Murphyores Incorporated v 
Commonwealth (1975-1976) 9 ALR 199. and Fencoit v Muller 
(1982-1983) 46 A L R 41, ensure that there is no area of private 
endeavour in Australia not within the reach of federal power, if powers 
arc ingeniously used. The federal monopoly of income tax collection, 
which is a practical but not legal monopoly, when coupled with the 
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conditional grants power and practical federal control of the Loans 

Council, ensures there is no area of public activity not within federal 

power to affect 
The separation of powers and the division of powers, both of which 

appear in the constitution, have been rendered 'dead letters'. They have 
died because the judiciary has failed to enforce them, but more 
importantly they have died through lack of public support for rights-
based argtm^nts when confronted with arguments of utiUty. 

Alexander Hamilton, in Federalist No. 84, indicated that the careful 
separation and division of powers led to the conclusion 'that the 
Constitution is itself, in every rational MBse, and to 
every useful purpose, A B I L L O F R I G H T S ' (Lodge , 
1888:538). That effect was achieved by ensuring that the separation of 
powers stopped the deprivation of rights without the application by 
judges of general rules, which rules had already been applied by the 
executive, whose decision was challenged before the court. The general 
rules were, of course, the product of a bicameral parliament The 
d i v i s i o n of powers between federal and State parliaments made any 
attempt at utilitarian planning of society an impossibihty. This is 
because it divided power over topics and provided means for private 
parties to escape the rigour of uniform national controls. The existence 
of legal substitutes to the areas under federal or State conuol meant that 
opposition of federal or State governments lo private endeavour could be, 
and was. circumvented. 

Before the iimnense expansion of the corporations power, internal 
commerce was principally left to Stale regulation, but foreign commerce 
w a s under federal regulation. In O'Sullivan v Noarlunga Meat Ltd 
(1954) 92 CLR 565, a federal export licence preserved an abattoir from a 
State statute vesting a monopoly in a Slate instrumentality. Equally, 
the High Court's decision in R. v Barger (1908) 6 CLR 41 postponed 
the imposition of uniform wages in most industries across Australia for 
almost 30 years, thereby allowing for competitive wages in non-
unionised industry. Perhaps more importantly, the decisions in Huddari 
Parker A Co. Ply Ltd v Moorehead (1909) 8 CLR 330, New South 
Wales V Commonwealth (1915) 20 CLR 54, and R. v Burgess: Ex parte 
Henry (1936) 55 CLR 608, postponed uniform, peacetime federal 
economic regulation till over 70 years after federation. 

It is appropriate to ask what has caused the lack of public support 
for this Bill of Rights. The principal reason has been the rise of naive 
rationalism, or utilitarianism. It has not been the rise of sociahsm. for 
the advocacy of the dismantling of this Bil l of Rights has not been 
confmed to socialists (see. for instance, the remarks of Sir John Latham, 
19S2:ix-x, who was. some time prior to his appointment as Chief 
J u s t K C of Australia, the head of the Non-Labor I^deial Opposition). 
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Professor Geoffrey Sawcr, himself a member of the Australian 

LabcM- Party, has described this attitude in die present context, dius: 

For men of generous aims, vigorous temperament and 
leadership quality, it is discouraging lo start off accepting the 
federal handicaps ... Nation-builders and political leaders like 
to be able to promise the people that only the inevitable 
imperfections of human wisdom and character stand between 
them and Utopia, and their leaders will .set them inarching in 
that direction with all deliberate speed. But if the 
constitutional system is federal, an honest leader has to warn 
his people that die weaknesses of human nature will inevitably 
be magnified in effect by the inherent properties of the 
governmental structure. Believers in non-government are the 
only people likely to be positively attracted by the qualities of 
federalism ... (Sawer. 1969:182-3) 

The strength of federalism has accordingly been progressively 
weakened in a country as statist as Au.stralia, as the public have come to 
see diemselves as Australians and not New South Welshmen or 
Queenslandcrs or whatever. Once die old prejudices die, the altracuons 
of a government emphasising local power are minimal in Australian 
political culture. Local government is weak in Australia. Schooling 
and police are highly centralised in the States, to pick but two examples. 
Even town planning is centralised in some States. With local 
government weak and classical liberal attitudes scarce, the centripetal 
tendencies of Australian law are unsurprising. 

To devotees of naive rationalism, and to its opponents who are 
sufficienUy illiterate to believe the goals of naive rationalism arc 
achievable, there is something deTicieni in a governmental structure that 
allows choice lo individuals, instead of permitting a few men in 
government lo conceive of a 'perfect vision', and then have 'adequate' 
power to implement it While Hayek has shown naive rationalism to be 
superstitious, in that a superstition pretends to account for more than is 
known, as naive rationalism assumes knowledge and agreement upon 
ends that do not exist, this has not limited its attraction. 

The destruction of the separation of powers is accounted for by 
similar reasoning. SeparaUon is felt to reduce dte capacity to plan 
�scientifically' (cf. Landis. 1940:1094; and PiUsbury. 1922-1923:405-
7). Separation is also thought to be without meaning, because 
posiiivist and realist theories of adjudication equate judges with 
legislators. Once the concept of courts declaring pre-existing social 
practice and convention lo be law is lost, the legislative concepuon of 
judicial function becomes irresistible. This is a bridge that the High 
Court has crossed. 
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III. I N E F F E C T I V E G U A R A N T E E S 

There are a catena of outright constitutional guarantees in the 
Constitution, however most of them are also 'dead letters'. Section 116 
is meant to stop the establishment of any State religion, yet it is 
inadequate to stop deep federal penetration into the parochial school 
system {Attorney-General (Vic.) (Ex rel. Black) v Commonwealth 
(1980-1981) 33 ALR 321) and federal judges determining what religious 
upbringing is better for a child when his parents divorce. (Even as 
restrained an approach as that evidenced in In the Marriage of Pasio 
(1978) 26 ALR 132 has since been disavowed by the High Court on die 
occasion of special leave to appeal being refused. See New v New 
(1982) The Legal Reporter 3(4):7.) 

Section 99 is intended to stop the Commonwealth from conferring 
trade or commercial advantages on one State or part thereof over another 
State, yet it has been severely confined. It has been read to apply only 
to legislation of a kind diat could be enacted on the topic of interstate or 
foreign commerce (Morgan v Commonwealth (1947) 74 C L R 421); 
hence other powers, such as the trading corporations power, may do the 
discriminating. 

Further, it has been dogged by a metaphysical distinction that 
asserts there is some difference between Sydney as a part of New South 
Wales, and Sydney as a locality. This distinction without a difference is 
said to allow preferences for localities, but not parts of States. Sir Owen 
Dixon trenchantly attacked this docuine as meaningless (Commissioner 
of Taxation v Clyne (1957-1958) 100 C L R 246. 266). 

Section 100 is to protect the use of water from rivers from federal 
interference. It has been read to apply only to die interstate and foreign 
trade and commerce power, so, for example, this section had no bearing 
when the Franklin Dam was blocked imder the power over trading 
cwporations (Commonwealth v Tasmania (1983) 46 ALR 625). 

Section 117, which prohibits discrimination by a State against 
residents of odicr Slates, has been held ineffectual to strike down 
residency requirements for professions, because, according to a majority 
of the High Court, one can satisfy a residency requirement by living in 
the State imposing it. while still remaining a resident of one's home 
Slate who merely happens to be absent (Henry v Boehm (1973) 1 ALR 
181). 

Section 41, which appears to guaranu% people a vole federally, if 
they have a vote for the more numerous house of a State, has been held 
to apply only to those people who were alive in 1901 (Re Pearson: Ex 
pane Sipka (1983) 45 ALR 1). 

Section 80, which appears to guarantee a right to trial by jury for 
federal offences, has been read so that it is the parliament's choice 
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whether there is a jury or not (/?. v Archdall; Ex parte Carrigan (1928) 

41 C L R 128). 
The only provisions of the constitution in the nature of 

constioitional guarantees that have any efficacy are sections 51(xxiiiA), 
51(xxxi).90and 92. 

I V . T H E F U T U R E OF T H E FREEDOM OF 
I N T E R S T A T E C O M M E R C E 

Section 92 guarantees the freedom of commerce and movement between 
the States. Murphy J waged an unremitting battle lo have it read out of 
the constitution (this commenced in Buck v Bavone (1975-1976) 9 ALR 
481. 498 ff.). It would, in any case, have been singularly distorted so as 
not to apply lo the federal government if the Privy Council had not 
overruled the High Coun of Australia (James v Commonwealth (1936) 
55 CLR 1). Sir Zelman Cowen, Sir Isaac Isaacs's sympathetic 
biographer, has indicated that Isaacs J went too far in attempting this 
(Cowen, I%7:189). 

Recent trends in section 92 law point to the view it will not see out 
the decade as an effective check on government power. Stephen and 
Mason JJ in Uebergang v Australian Wheat Board (1980) 32 ALR 1 
have said in relation to section 92: 

The evidence which we would regard as relevant in determining 
the validity of the present legislation would be such material 
as would enable the court to determine whether or not the 
restrictions which the legislation imposes upon interstate trade 
are no greater than are reasonably necessary in all the 
circumstances. For example, it would be relevant to establish 
what are the goals sought to be attained by the restrictions: 
how these may be weighed against those restrictions and 
whether they can be attained by other means which do not 
involve such onerous restraints upon uaders. (p.28) 

What is implicit in the above quotation is that freedom of interstate 
commerce, a constitutionally guaranteed right, must be part of a 
utilitarian calculus that weighs it against the goals sought to be achieved 
by government. Those goals will be permitted, no matter how hard they 
bear down on the constitutional right, provided the means adopted to 
achieve them go no further than is necessary to do so. It should be noted 
that the case involved the question of wheUier a statutory monopoly 
could be imposed on the wh^t uade — the very antithesis of freedom of 
commerce. 
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By parity of reasoning, in a coimtry with a constitutional guarantee 

that prohibited the death penalty, the government could still execute 

pec^le provided it could show this was the only means compatible with 

its goal of ending recidivism, protecting the public, deterring criminality 

and doing so ctmply, provided it could show the condemned person was 

executed in a way no more painful than was absolutely necessary to kdl 

him. With all due respect, it is a nonsense. 
The problem of the joint judgment is that it treats a matter diat 

should be dealt with as a plea of confession and avoidance, as if it 
founded a demurrer to the plaintiffs statement of claim: accordingly the 
judgment fails to admit there has been a violation of the plaintiff's 
constitutional right, and thereby avoids the question of what may justify 
it The problem for the joint judgment, of course, is that dicrc is no 
known basis lo justify such a invasion. 

The conventional approach to the problem of what legislation is 
compatible with freedom of inieraaie commerce was: 

� To ascertain the extent of freedom of commerce at common law 
(one has a common law right to trade: cf. Lord Reid in 
Bellshill &. Mossend Co-operative Society Ltd v Dalziel Co-
operative Society Ltd (I960] 1 All ER 673. 676). for example, 
fraud is not part of that freedom at common law. 

� To permit statutes dial pursued a goal accepted at common law, 
for example, the suppression of fraud, provided they adopted 
means no more burdensome on legitimate commerce that 
necessary. (E.g. Collier Garland Ltd v Hotchkiss (1957) 97 
CLR 475, where a requirement to register a motor vehicle was 
struck down as the process of obtaining registration was unduly 
onerous (p.487). The system of registration permits, inter alia, 
the attribution of responsibility to those who commit torts. 
This is perfecdy congruent with common law, as a goal.) 

� To prohibit statutes whose goals were opposed to the very idea 
of freedom of commerce at common law, for example, statutes 
promoting government monopolies (e.g.. Hughes &. Vale Pty 
LtdvNSW INo.IJ (1954) 93 C L R 1,26-8). 

There seems little doubt that the approach of Stqihen and Mason JJ 
will triumph on the High Court. Section 92 will thereafter be a dead 
letter. (Sir Garfield Barwick CJ's powerful judgment in Uebergang v 
Australian Wheat Board (1980) 32 ALR 1, 16-17 makes diis point) 
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V , T H E EXPANSION OF T A X A T I O N 

Section 90 prohibits the Slates from levying duties of customs and 
duties of excise. This has led to the low level of indirect taxation in 
Australia, and also to a lower level of taxation. It has also stopped 
certain Slates exploiting high federal tariff walls to tax at high rales 
goods produced in the State but sold interstate. Politicians like taxing 
those who do not vote for ihem. 

Sir Owen Dixon, i n the course of a masterly judgment o n the 
meaning of the word 'excise', said: 

If the word 'excise' received a meaning which confined its 
application to taxes the relation of which to the commodity 
concerned was of some narrow and suictly defined nature .... i t 
would not only miss the principle contained in the use of the 
word 'excise', but i t would expose the constitutional provision 
made b y sec. 90 to evasion b y easy subterfuges and the 
adoption of unreal distinctions. {Matthews v Chicot^ 
Marketing Board (1938) 60 CLR 263.304) 

Notwithstanding this admonition, the High Court has held that 
while i t is an excise, and accordingly unlawful, for a State to lax a 
retailer by requiring him to take a licence and pay a lax equal lo a 
percentage of his sales, nevertheless i t will not be an excise if the Stale 
does not va. him the first year he conducts business, but docs thereafter 
lax him on a percentage of his sales in the previous year as the price of 
renewing his licence. The reason for this decision is said to rest o n the 
possibility that he may decide against renewing his l i c e t K e and so may 
not pay the tax. hence i t need not necessarily be passed on lo consumers. 
It is noteworthy that this 'principle' was first applied in a case where t h e 
likelihood of a failure to renew a licence was infinitesimal — retail 
liquor licences {Dennis Hotels Pty Ltd v Victoria (1960) 104 C L R 529). 
They have a monopoly rem value. 

This has led to 'easy subterfuge' b y virtue of this 'unreal 
distinction'. Nevertheless, the High Court, while repudiating the 
reasoning, persists with the holding of the case on the b a s i s that State 
budgets should not be disrupted {Evda Nominees Pty Ltd v State of 
Victoria (1984) 52 ALR 401). Such lender indulgences arc not conceded 
to private litigants, who may sec their financial positions severely eroded 
b y novel judicial decisions overruling a catena of authorities {Hackshaw 
v Shaw (1984) 56 ALR 417; reference may be made lo the dissent of Sir 
Daryl Dawson, pp.466-7, to appreciate t h e scope of the holding). 
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V I . T H E D E S T R U C T I O N OF P R O P E R T Y 

So far as section 51(xxxi) is concerned — the acquisition power — it 
requires that property not be compulsorily acquired on other than ju.st 
terms by die Commonwealth or by any person acting under a right 
granted by a federal enacUnenL 

Until recent limes, diis had been the constitutional protection most 
liberally construed and applied. In the Tasmanian Dams Case its 
strength was severely shaken. Three of the four judges who formed die 
majority on the odier issues in the case (Mason J , pp.707-9; Murphy J . 
p.738; and Brennan J , pp.795-6) took Ihe view that if the 
Commonwealth determines to prohibit the use or development of an area 
in order that it remain an open space, then it has not acquired property 
and so no compen.sation is owed. It has merely destroyed property. 
Those justices said the American cases on 'takings' were noi relevant, as 
they extended beyond acquisition. 

It is notewcrthy that Lord Radcliffe. in construing a constitutional 
prohibition on 'takings' in the Government of Ireland A a 1920. said: 

I do not see how you can give a meaning to this phrase, 
'taking without compensation', except by reference lo die 
general ueaiment of the subject in the law of England and 
Ireland before 1920 ... Acquisition of tide or possession was 
'taking'. 

What is important. I think, is lo recognize that, though 
interference with rights of development and user had come to 
be a recognised element of die regulation and planning of 
towns in the mteresi of public health and amenity, the 
consequent control, impairment or diminution of those rights 
was not treated as a 'taking' of property ... 

1 do not imply by what I have said dial I regard it as out 
of the question that, on a particular occasion, there might not 
be a restriction of user so extreme that in substance, though 
not in form, it amoimted to a 'taking' of the land affected for 
the benefit of the public. It is not easy to imagine such a 
restriction being imposed by a responsible authority .... the 
more so as the Act deals separately with open 
spaces as a subject of acquisition not without 
compensation. (Belfast Corporation v OD. Cars Ltd 
(I960J 1 All ER 65.72.73.74; emphasis added) 

If one accepts the approach of Mason, Murphy and Brerman JJ. then 
a k}gical extension would be diat the Commonwealth may wididraw die 
banking licences to condua intrastate banking of Westpac. ANZ. and 
National Commercial, along with every other licensed private baidc. and 

298 



O'Hair: The Death of Constitutional Law 

there will be no acquisition by the Commonwealth Bank of their 

businesses, even of their goodwill. This would appear lo conflict with 

Ulster Transport Authority v James Brown 4 Soar Ltd [1953] NILR 79. 
I f the approach of Mason, Murphy and Brennan JJ were accepted, 

then Minister of State for the Army v Dalziel (1944) 68 CLR 261 would 
be severely limited in its appUcaiion. Sir Owen Dixon described the 
efTccl of that case thus: 

I lake [that case) to mean that s.51(xxxi.) is not to be confined 
pedantically to the taking of title by the Commonwealth to 
some specific estate or interest in land recognised at law or in 
equity and to some specific form of propeny in a chattel or 
chose in action similarly recognized but that it extends lo 
innominate and anomalous interests ... 

Section 51(xxxi.) serves a double purpose. It provides the 
Commonwealth Parliament with a legislative power of 
acquiring property: at the same time as a condition upon the 
exercise of the power it provides the individual or the Stale 
affected with a protection against governmental interferences 
with his proprietary rights without just recompense. In both 
aspects consistency wiih the principles upon which 
constitutional provisions are interpreted and applied demands 
that the paragraph should be given as full and fiexible an 
operation as will cover the objects it was designed to effect 
{Bank Nattonalization Case (1948) 76 CLR 1. 349) 

The Constitution will be mocked ii Dalziel is to be narrowly confined. 
It is a niggardly conception of human endeavour to link everything 

lo exchange and lo economics. The fact that the Commonwealth may 
acquire very little in the nature of money or money's worth with the 
acquisition of an anomalous interest in land in Tasmania proves nothing. 
Aesthetic considerations are quite sufficient to motivate the purchase of 
an interest denying the opportunity for devck)pmcnt. Such pleasure as is 
derived iherefrom may not couni in money or money's worth, but that is 
beside the point, as the 'Save the Redwoods' Society would no doubt 
attest. To insist that the Commonwealdi purchase an interest 'worth 
owning', from the point of view of resale, is nothing short of absurd. 

V I I , T H E D E C L I N E OF M E D I C A L P R A C T I C E 

The remaining explicit constitutional guarantee lo be mentioned is that 
found in section 51(xxiiiA) of the Constitution. It permits the federal 
provision of medical and dental services, provided that no 'form of civil 
conscription' is imposed. 
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In Federal Council of the British Medical Association in Australia v 

Commonwealth (1949) 79 C L R 201, a very liberal view of this 

prohibition was taken. Sir William Webb said: 

When Parliament comes between pauent and doctor and makes 
the lawful continuance of their relationship as such depend 
upon a condition, enforceable by fine, that the doctor shall 
render the patient a special service, unless the service is 
waived by the patient it creates a situation that amounts to a 
form of civd conscription. This civil conscription can be 
avoided, without any breach of the law. to the extent that the 
doctor vacates the field of medicine, which, however, would 
involve, in many if not most cases, a considerable loss of 
practice and of income. But it is still civil conscription. 
Military conscription would not cease to be such because those 
liable to it might avoid it by a change of occupation, (pp. 194-
5) 

In 1980, a majority of the High Court repudiated the above approach 
and held 'civil conscription' not io exist where the compulsion related to 
the structure of the service the doctor had agreed to provide and did not 
obligate the provision of such .service {General Practitioners' Society in 
Australia v Commonwealth (1980) 31 A L R 369. 388-9). In odier 
words, the doctor/patient relationship could be restructured so long as 
entry into that relationship remained voluntary. Freedom of medical 
practice ceased to be protected. 

V i n . T H E S E N A T E 

The structure of the Australian Senate has had a profound effect on 
Australian politics. Unlike the Canadian Senate, the Australian Senate 
is elective and has equality of representation from the States (the 
Canadian Senate does have regional representation, but it is appointive 
and hence does not guarantee senators in tunc with regional interests). 
Unlike the United Slates, the necessity to form a government from the 
floor of the House of Representatives ensures that there must be 
cohesion in party politics. 

The effect the Senate has had in Australia is to minimise regional 
politics. Its structure has operated as a States' House, by rendering the 
conduct of regional politics an unsuccessful strategy, for heavy regional 
backing may guarantee control of the House of Represenutives but not 
of the Senate. 'Beggar thy neighbour' regional politics at the federal 
level have been largely banished by the Senate's structure. This has 
meant that politics lendis to be ideological, as it does not pay a politician 

300 



O'Hair: The DealhofConstttudonalLaw 

bent on govemment at the federal level to promote regional disunity on a 
massive scale. 

While Tasmania has become something of a regional prize in recent 
federal elections, this is merely a 'side-show'. It is noc possible to 
sustain a federal govemmeni by avowed opposition to all things 
Tasmanian. Nevertheless, such an approach may prove successful on a 
State or local political basis. 

Unfortunately, even this guarantee of the absence of regional 
distempers has been severely undermined, over trenchant dissents. The 
High Court has now twice affumed that the Senate may be increased in 
size by the addition of senators from federal territories who need not be 
elected but may be appointed by the government of the day (Queensland 
V Commonwealth (1977) 16 ALR 487 and Western Australia v 
Commonwealth (1975) 7 ALR 159). This could be used to severely 
undermine the disincentive to regional politics. 

I X . T H E C A U S E S O F I N S T I T U T I O N A L F A I L U R E 

It would be tempting, but nevertheless erroneous, to conclude that the 
trend of this jurisprudence — its hostility to constitutional limitations 
and guarantees — was a product of some sort of conspiracy or that the 
bench was somehow radical, and that this trend could be reversed by 
appropriate appointments. This would be very unfair to the Court and 
its members. Indeed, five of the present seven justices received their 
present judicial commissions while the Hon. Senator P. Durack was 
federal Attorney-General, in the successive Fraser Ministries. 

The High Court, unlike the Siqneme Court of the United States, 
still basically remains a reactive institution. While its collective 
outlook seems to be strongly opposed to the enforcement and liberal 
application of constitutional restraints on government, it nevertheless is 
merely refusing to counter substantive governmental choices made 
within a system that is heavily democratic, albeit not exclusively so. 
Although that refusal does seem substantially flawed and inclined to 
enshrining legal absolutism, particularly since the court will not even 
protect the electoral franchise itself, nor the representative structure of 
govenunenlal institutions, it represents authentic aspects of Australian 
culture that are substantially opposed to liberal constitutkinalism. 

Sir Victor Windeyer, who is genially regarded as 'a judge's judge', 
was ^>pointed to the High Court on the advice of a government led by 
Sir Robert Menzies and served as counsel assisting the Petrov Inquiry 
('Mr Justice Windeyer', 32 ALJ 158). He was moved to say the 
following: 
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In Damjanovic's Case. I refeircd lo ihc dissenting judgment of 
Holmes J in Baldwin v Missouri. I adopted as pertinent to s. 
92 his remark concerning the Fourteenth Amendment: * I 
cannot believe that the Amendment was intended lo give us 
carte blanche lo embody our economic or mcH^I bcUefs in its 
prohibitions'. I add lo that his expression of "the more than 
anxiety that I feel at the ever-increasing scope given to the 
Fourteenth Amendment in cutting down what I believe lo be 
the constitutional rights of the Stales'. It seems lo me that an 
ever-increasing scope is sought for s.92 loo. I am. of course, 
not concerned, as Holmes J was. by this as a cutting down of 

Slate rights. That does not arise in Australia. What does 
cause me anxiety is the still greater danger of us putting more 
and more matters outside the authority of all the parliaments of 
Australia. Commonwealth and Slate. {S.OS. (Mowbray) Pry 

Ltd V Mead (1971-1972) 124 C L R 529. 574; footnotes 
omitted) 

Admittedly, that altitude was not typical of those justices appointed 
during the Menzies era. 

The problem for liberal constitutionalism in Australia is one of 
cultural altitudes. Alexander Hamilton long ago pointed out that 
parchment constitutional guarantees are of no purpose or effect unless 
they enjoy the support of public opinion (Lodge. 1888:537-8). 
Australian politics has ceased to rest, to even the smallest extent, on 
principles. It represents a triumph of utilitarianism. 

Forcing named oil companies to sell all but a statutorily specified 
number of petrol outlets, an allocation determined by no recital of 
principle available for scrutiny on the face of the statute, did not cause 
ihc Fraser Government qualms (sec Ihe Schedule to Petroleum Retail 
Marketing Sites Act 1980). Moreover, draconian retrospective laxaiion 
was passed under that govemmeni (Taxation (Unpaid Company Tax) 
Assessment Act 1982). Further, banning one trade union, the B L F , on 
principles applicable to no other trade union did not seem to uasetde the 
present government (Building Industry Act 1985 and Builders Labourers' 
Federatian (Cancellation of Registration) Act 1986) — any more than 
the setting up of an in camera inquiry by statute (Parliamentary 
Commission of Inquiry Act 1986) into one judge, the late Murphy J , 
with its powers and composition crafted for the occasion, with no 
question of d»e legislation applying to other judges for the future, seems 
to have caused either the government or opposition to have pangs of 
principle. At least no cxie acted on them. 

Australian politics and culture are heavily utiliiarian and are 
becoraing more so. Tbe existerKe of this raieniation is well exemplified 
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by Russell Schneider's description of the two wings of the Victorian 
Libera] Party: 

[The small-1 Liberal streaml was bitterly opposed to such 
things as racism but would never legislate against it, for to do 
so would be anti-liberal. The stream that was refleclcd in the 
seventies and eighties by Fraserism was decidedly 
authoritarian; it would embrace issues such as racism for the 
best of reasons, but then attempt totally illiberal methods to 
get its way. (Schneider. 1981:19) 

Utilitarianism, from the Tirsi, has never chafed at illiberal methods, as 
witness Bentham's attacks on the privilege against self-incrimination 
(e.g.. Hart. 1982:37.52). 

Indeed, utilitarian considerations for many years kept Australia's 
roads chained by arbitrary administrative discretions as to interstate 
motor carriage, notwithstanding section 92's promise of freedom and the 
inconsistency of such an approach with a whole line of cases on schemes 
of agricultural marketing. For instance. Sir George Rich posed the 
question of whether arbitrary road transport licensing was constitutional: 

The question which I have to ask myself is whether, in a 
scheme which allows complete freedom to go or to send from 
one place to another but in the process of co-ordinating the 
means and of rationalizing the facilities, denies a completely 
unregulated choice of means, a direct restraint upon or 
interference with trade, commerce, or intercourse is imposed. 
{R. V Vizzard: Ex parte Hill (1933) 50 CLR 30. 51) 

His Honour found in favour of the scheme. 
The strongest antidote to full-blown utilitarianism in Ausu-alian 

culture has historically been a classical education. The past is riddled 
with despotism, its methods and ultimate failure. A knowledge of 
ancient history, as well as a solid understanding of the history of 
England in the 17th century, has been an intellectual bulwark of 
individual hberty and rights, as well as of the importance of judicial 
independeiKe and the decentralisation of govenunent. Despotism, even 
in the pursuit of noble ends, is usually uiuiuractive to such scholars, at 
least those raised in the English tradition. 

Sir Garfield Barwick said on the death of Sir Owen Dixon: 

Throughout his life he retained hLs interest in the classics, and 
their influence upon him continued ... Our generation has 
radically changed educational curricula. It remains yet to be 
seen whether the changed methods, given equal intellectual 
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capacity and inclination, will produce as rich a mind as that 
which Sir Owen developed over the long years of his life and 
experience. ("The Late Sir Owen Dixon' (1972) 126 CLR v. 
vi) 

Clearly, that bulwark has gone. 
Our history and traditions provide no substitute. John Han Ely 

quotes Garry Wills thai, 'Running men out of town on a rail is at least 
as much an American u-adition as declaring unalienable rights' (Ely, 
1980:60). In Australia, there is no tradition of declaring such rights. 
There is therefore little support for constitutional limitations within 
popular culture. 

While, with all due respect, the courts could no doubt do better, 
there is not the support for such an effort in this country. Where there is 
not the public support for principles of liberal constitutionaUsm, diere is 
very lilUe chance they will be observed. 

Sir Robert Menzies, as noted already, was a dear friend of Sir Owen 
Dixon's and his respect and support did not falter despite the striking 
down of the Communist Party Dissolution Act 1950 {Australian 
Communist Party v Commonwealth (1951) CLR 1). For much of the 
period Sir Robert's opponent was Dr Evan, who. as noted already, was 
Leader of the Opposition and a former High Court judge. While Dr 
Evatt has had his share of critics from various perspectives, it would be 
churlish and less than generous to deny that he had a very strong 
penonal attachment to the rule of law, as he perceived it (e.g. Andrews v 
Diprose (1937) 58 CLR 299; R v Federal Court of Bankruptcy: Ex parte 
Lowenstein (1937) 59 CLR 556; and Deputy Federal Commissioner of 
Taxation v WJi. Moron Ply Ltd (1939) 61 CLR 735). 

In the result, atlitudinally and intellectually, the Australia of today 
is vastly different from the Australia of only 30 years ago. 

The whole situation is similar to the one described in 1949 by 
Professor Schumpeter: 

Of all the things that have happened in England during the last 
two years nothing has struck me more vividly than has the 
weakness of the resistance that has been offered to advance 
along the socialist line ... [L]ess heat has been generated (in 
Parliament) by the issue of social reconstruction than by 
several secondary issues of the past... Both in Parliament and 
in the counU7 the important secuv of the conservative party 
which envisages questions of social reconstruction with perfect 
equanimity has gained ground ... This is not the manner in 
which a strong nation reacts to attack upon principles to which 
it is firmly attached. I infer that the principle of free enterprise 
is no longer among them. Socialism has ceased to be resisted 
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with moral passion. It has become a matter to be discussed in 
terms of utilitarian arguments ... And this is the writing on 
the wall — proof that the ethos of capitalism is gone. 
(Schumpetcr, 1976:416) 

Judicial review has served Australia well in (he past It ushered in 
the years of prosperity of the 19SOs and early 1960s by deregulating road 
transportation, thereby cutting the size of the country in half, vastly 
expanding commerce. 

It has kept alive 'windows of opportimity' for the enterprising for 
years after some interest group or another determined that they, not the 
public, should settle who could serve people best It blocked the 
nationalisation of banking {Bank Nationalisation Case (1949) 79 CLR 
497). It gave commerce, as well as individual freedoms of conscience 
and speech, much reign, by respecting the careful division of authority 
between the States and fedoal parliament 

Indeed, the present deregulated structure of the money market is a 
result of Sir Robert Menzies' conscious refusal to try lo apply the fedenl 
banking power to non-bank financial institutions (cf. Menzies. 
l%7:142-3). Hence, under State regulation the market grew to the point 
that such institutions could not be obliterated. Without the question of 
constitutionality, it is doubtful that conuol of non-bank financial 
institutions could have been resisted politically. 

However, anyone who seeks lo rely on the legal system to counter 
fundamental social and political change should think again. The 
judiciary can require a sober second lot*. The judiciary is generally in 
the rear of shifts in opinion, not in the vanguard. The judiciary is 
conservative in the very narrowest sense. The judiciary has done this, 
and still the demands rejected in the past have been repealed. It would be 
surprising if, in a democratic culture, the judiciary did not eventually 
mirror public opinion. 

Constitutional limitations must be in men's hearts and minds before 
they can rise above parchment to strike down legislative acts that put 
party and factions above principles. While no doubt there is a dialogue 
of sorts between the bench and the people, it is a very muffled one. 
Anyone who yearns for a return to the foundations of the Western 
tradition must seek to have them accepted in the court of public opinion, 
before the courts of law. 

X . C O N C L U S I O N 

Indeed, the fuiKtion of constitutional interpretation and judicial review 
has become largely redundant within the present environment It would 
seem sensible to grant formally to the federal parliament the powers that 
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have been informally given to it by the High Court, namely, a power to 
govern Australia, subject to the requirement that a State or sufTicient 
individuals may require any legislation to be put to a referendum where a 
majority of electors in a majority of Slates must approve it This would 
cope with the utilitarian drift of our culture by acknowledging it and 
accommodating our institutions to it, instead of trymg to set up countcr-
majoritarian institutions within a culture unable to perceive the 
legiumacy of such institutions. Precious judicial time could then be 
devoted to resolving private disputes, leaving politics to politicians. 

If such a su-ucture were to be settled upon, then a Constitutional 
Council composed of. say, 50 ordinary citizens selected by lot each 
twelve months should be established with power to poUce the 
constitutional integrity of the federal electoral franchise, the federal 
electoral process and free political speech, with any three members of the 
Council being able to black-ball legislation they believe infringes those 
rights, subject to the proviso that the parliament concerned may vote to 
put such legislation to a referendum in order to overcome the veto. 
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SMALLER GOVERNMENT 

Geoffrey Brennan 

1 . I N T R O D U C T I O N 

The small government movement, including this volume, is an exercise 
in persuasion. But, who are we trying to persuade? And what is the 
nature of the problem whose solution we are u^ing to persuade them of? 

To give point to these questions, let me make several preliminary 
observations: 

1. When public goods are 'optimally provided' in the standard 
welfare economics sense, there will typically be some subset of citizens 
who would prefer to be provided with less of them. This is because lax 
institutions do not reflect marginal evaluations of public goods: I pay 
the same total tax as someone else with the same uixable income and 
consumption pattern, whatever our relative valuations of additional 
public spending. Therefore, the fact that some individuals — 
conceivably a majority — would prefer a reduction in public spending 
(and lax rates) does not imply that a reduction would increase 'efficieiKy' 
as conventionally understood. 

2, If citizens rank public services from most-valued to least-valued, 
in the manner that economists sometimes assume, then all will consider 
the least-valued as the 'marginal expenditure'. If tastes for public 
programs differ con.siderably. then the marginal program will be valued 
less highly than the tax cost for every taxpayer. That is, we can 
probably get virtual unanimity on the proposition that there is some 
public expendiuire program that ought to be cut — but no consensus on 
which that program is. On the other hand, we might also get unanimity 
on the proposition that there is some public expenditure program that 
ought to be expanded — again without consensus on which. In short, 
general expressions of senument about the size of the public sector are 
not easily interpreted, and might conceivably mean almost anything at 
all depending on which particular elements in the expenditure budget the 
taxpayer-citizen has in mind. 
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3. If any social outcome — iiKluding a political outcome — is 
conceived as representing some sort of equilibrium among competing 
forces, then it follows that if that outcome is to change, something in 
the forces that create that equilibrium must change. To put the same 
point a different way, we might quote Frank Knight's famous aphori.sm: 

to call a situation optimal is to call it hopeless — and vice versa'. 
Or, lo put ihe point again slighdy differenily, to call a problem a 
'problem' is to imply that ihcre exisu a feasible solution: a problem for 
which no feasible solution exists is properly described as a 'constraint'. 

If these points are accepted, the diagnosis of a genuine 'problem' in 
connection with public sector size is not a trivial matter. It is only to 
be expected dial a large number of individuals would like the public 
sector to be smaller and will exploit whatever infiucnce they have to 
secure that end. In some measure, politics provides precisely the forum 
for those attempts at infiuence. Is our perception of die 'problem' of 
large government ultimately anything other than an expression of our 
own tastes for public activity? 

I f it is, it must be the case that prcuy well everyone can be made 
beuer off by having a smaller public sector — and the exercise in 
persuasion is to show why thai is so. Let me say, further, that if it is 
so. it cannot be so obviously — since otherwise citizen-voiers would 
have done whatever they coukl to solve the problem. That is. rational 
agents do not sit around knowing that there is some action that could 
make them all belter off. Mutual gains are 'free lunches' and do not 
remain unclaimed for long. 

So what is it that we know that they don't? And what is the action 
that can make all better off? 

1 suggest dial what we know (or diink we do) is something about 
the workings of democratic political process — namely, that it generates 
a level of public activity that is larger dian the one that maximises gains 
from trade. I shall say a litde about how this comes to be the case in 
what follows, but here I want to make a more general remark — that if 
the problem is one of how democratic processes work, dien dte soludon 
will require changes in our political institutions of one kind or anodier. 
There is not much point in preaching lo the politicians if the cost to 
them of heeding our seniKxis is dial they get thrown out of office! We 
have rather to change the rules of the poliucal game so that even those 
poliUcians who don't heed our sermons will be encouraged (or 
constrained) lo produce public budgets of ihe proper size. I shall refer lo 
such changes in \ht 'rules of the political game' as 'constitutional', 
following the usage of James Buchanan. Ii should be clear that 
constiluUonal changes so defined do not necessarily have to be written 
down in some constitutional document: various sorts of unwritten 
conventions, gendemen's agreements and so on also qualify. What is 
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criKial is that the domain of poUcy action is the instiuilions or rules of 

politics, not the particular outcomes. 
An example might help to elucidate the notion of 'constitutional' 

change, as 1 have defined it here. The example is not taken from 
politics, but the analogy should be clear. Suppose you are a professor of 
economics presiding over a department that has high failure rates in the 
first year. The university bureaucracy insists that the teaching 
performance is inadequate and that, without any lowering of standards, 
pass rates must rise. So. you allocate your best teachers to Economics 
I . and tell ihem to try hard and to teach as well as they can. Inspire 
them, so that they might inspire the students! This is a non-
constitutional solution. But. after a quick reading of Adam Smith, you 
suddenly hit on a different plan. You decide on a syllabus, and set a final 
exam on it which the staff don't know (so as to preserve standards). 
Then you allocate three or four of the staff to teach Economics 1, and 
you pay each teacher not a fued salary but a fee for each of their students 
that pass — say $100 each. Students are free to choose which teacher to 
attach them.selves to, but must register for the exam as someone's 
student This is a 'constitutional' solution in that you have changed the 
institutional arrangements so that teachers have an increased incentive 
both to get students and to get those students through. Perhaps the 
Bond university, unfettered by academic bureaucracy, might try it! 

What we seek in the political arena is to secure a set of incentives 
for politicians and/or constraints under which they operate, so that 
budgets of the 'correct' size are generated. Moreover, identifying which 
budget size is correct is intimately connected with the properties of the 
process that generau» iL If, to take the simple undergraduate example, I 
have six oranges and two apples and you have three oranges and four 
apples, how can an observer tell if thai allocation is 'efficient' or not? 
He can't If. on the other hand, he observes you and me arriving at some 
allocation — whatever it is — by voluntary exchange up to sauiraiion. 
then he can coiKlude that at least the allocation that prevails is preferred 
by both to the original allocation and perhaps, more svongly, that we 
are both as well off as we can be given the relevant constraints. It is a 
perception of the nature of the market process, informed by a general 
theoretical understanding of how markets work, that enables us to 
evaluate what we observe. Equally, if by general analytic reasoning we 
can identify specific biases in majoritarian electoral politics or 
democratic process more generally, then we can reasonably identify 
measures that seem likely to lead to superior outcomes. And indeed, this 
seems to me to be the only way we can proceed. General analytical 
presumption is, in other words, a crucial part of the relevant evidence, 
because we cannot identify empirically the 'optimal' size of the public 
sector. As in the oranges/apples case, the ouu»me does not speak for 
itself. To be sure, we may identify empirical anomalies. We might for 
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example ask, in the light of the spectacular growth of the public sector 
this century, whether it is the case that the public sector in 1910 was, 
after all, miles loo small on efHciency grounds. And if so, why? Or, if 
our reasons for believing that the public sector is ovcrlarge relate, say, to 
increased centralisation of the political process, we might take the 
trouble to check whether relatively decentralised politics (federal systems, 
perhaps) are in fact smaller ceteris paribus than more centralised ones. 
Empirical investigation is, therefore, relevant as a check on claims made, 
but it cannot in itself answer the crucial question — whether the public 
sector is too large or not 

In what follows, 1 shall begin by isolating various 'reasons' for 
believing that democratic polibcs might generate excessive budgets, and 
briefly indicate the possible constitutional solutions to the problem so 
identified. The approach here is somewhat taxonomic, and the 
discussion brief. But it may raise a few signposts for discussion. 

I shall then turn to a more detailed examination of various kinds of 
direct limits that might constitutionally be imposed on the revenue-
raising side of government This is really an investigation of the 
constraining capacity of different forms of tax limits. Such an 
investigation in some ways already assumes that which is to be proven 
— namely, that the public sector is inefficiently large. Some wiU, I am 
sure, consider this lo be self-evident. But in my view, the onus of proof 
lies wiih those of us who hold that position. 

n. A D I A G N O S I S 

Why do we believe the public sector to be too large on efficiency 
grounds? What is it about the workings of democratic politics that tends 
to generate budgets that are excessively large? There are a number of 
answers that have been suggested in the Uteraturc. and I mention them 
here now. 

The Role of Special Interests 

It IS sometimes argued that special interests, in the pursuit of their own 
gain, gcncraie a rcdistributive process in politics in which each of these 
smaller well-defined cohesive groups exploits the general laxpayer-
citizcn. In the limit it can be the case that each citizen in his capacity 
as a member of some special interest group is involved in 'ripping off 
all others, in a process where all lose out in toto. 

Consider a simple example. Suppose there are five groups, each 
with its own 'special interest' project (e.g. a college of advanced 
education located in its electorate). Suppose the benefit of each project 
to the group is S4m and the total cost for each is $5m. The project 
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would not go ahead if A had to pay for its own project. However, 
because each project is public the cost is spread equally across all 
groups: each group pays Sim toward each project Suppose now that A 
goes to B and C and agrees with each to vote for their projects if they 
will vole for his. Then a majority coalition forms for A's project and it 
proceeds. Suppose that B makes a similar deal with D, and C with E , 
and that D and E do a similar deal between them. Then the set of 
coalitions is set out in Table 1. 

Table 1 
Special Interest Coalitions 

Cost to 
Supporting Coalition Total 

Benefit Project Coalition Members Cost Benefit 

A's A, Band C $3m $5m $4m 

B's A. Band D 
M 

C'S A, C a n d E 
H 

� 
D's B. D a n d E � * 

E's D. E a n d O m � 

Total $25m $20m 

In this example all are made worse off by a set of projects that are 
politically viable. In principle, all could be made better off by closing 
down all projects. But no one has any incentive to axe all such projects. 
Rather they have an incentive to restrict coalition formation — the best 
feasible outcome for A is where A. B and C form a majority coalition 
and vote only for their own projects. Then three projects proceed, and D 
and E are fleeced at the others' expense. From A. B and C's viewpoint 
this clearly dominates an outcome in which there are ao special interest 
projects. 

Several things are notable about this line of reasoning, however. 
Note that the 'special project' that each group desires may be a tax cut in 
its own favour. The general presumption of overexpansion depends on 
expenditures l>eing of special interest while taxes are uniform. There 
would be underexpansion if expenditures gave goieral beiKfits. while tax 
cuts were of special interest. In practke. it may be the case in general 
that taxes do tend to he more uniform than expenditures in their 
distributive effects, tHit both sides of the budget are equally susceptible 
in principle to special interest manipulation. In that sense, the argument 
here is as much about the composition of the public tnidget as about its 
size: genuinely public goods of the 'national' kind will tend lo be 
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underexpanded, while public provision of private goods will tend lo be 
overcxpandcd. 

What constitutional solutions suggest themselves to this problem? 
There arc several — none of ihem ideal: 

(i) iDcrease tbe size of the majority required for 
expenditure projects to proceed. This is what we might loosely 
call the Wickscllian Soluuon. and clearly it does increase the cost of 
special interest projects to ihe decisive coalilion(s). An 80 per cent 
majority woukl raise the price of a special interest project from 50 cents 
per dollar of cost to 80 cents. However, as emphasised by Buchanan and 
Tullock in The Calculus of Consent, this also raises the cost of decision 
making, and conceivably genuinely desirable projects may be axed. 

(ii) Require uniformity on both the tax and expenditure 
sides of Ihe budget This wUI reduce special interest legislation, 
but al ihc expense of making no allowance for genuinely different tastes 
for quasi-public goods. Tbe community that values a C A E al $6m 
cannot have it because other communiues value the C A E at less than \he 
S5m cost Nevertheless, uniformity restrictions such as do exist in 
many democratic slates do have a rationale along such lines, and should 
not be lighdy overturned. 

(iii) Decentralise tax and expenditure decisions to the 
level of benefit To the extent that special interest coalitions are 
regionally defined, diis son of federalist solution has some appeal. If A 
has to pay for its own C A E . it is more likely lo make a sensible 
pohlical decision. But coaliuons can and do form on bases odier than 
geography (although with a system of geographically defined electorates, 
siKh coalitions are disproportionately favoured). And natural tax and 
expenditure jurisdictions may not overlap — as when taxes are exported 
lo other jurisdicuons. In short political decentralisation will not 
necessarily solve die problem, and may involve other considerations dial 
also lend to encourage excessive budgets. 

The Time Horizons of Ruling Coalitions 

Electoral honzons are characteristically shorter dian are individuals' 
horizons in market contexts. The current majority is in office only for a 
given electoral period. Beyond dial time there is a distinct possibility 
that the current party/incumbeni/majority coaliuon will be replaced. 
Accordingly, benefits — particularly those that provide room for new 
projects (including tax cuts) — dial will accrue after the current electoral 
period ends will be heavUy discounted. For example, suppose A, B and 
C are the currendy decisive coalition and can undertake an investment m 
lax reform that will yiekl extra lax revenue only five years hence. They 
recognise thai there is only a 50-50 chance, say, diat they will be die 
decisive coalition at dial time. Then they will make the investment 
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only if the costs are less than half the benefits in ordinary present value 
terms. 

This argument on its face seems to suggest an underexpanded rather 
than overexpanded public sector. But it has been emphasised that if 
governments have access to public debt, they can raid the tax-raising 
capacity of future governments — spend now, in recognition of the 
reduced probability of having to face the consequences of current 
profligacy in the future. 

There are two obvious solutions to this problem: 
(i) Increase the term of office. There are obviously clear 

issues of democratic principle — electoral accountability, specifically — 
that argue against this course. However, it is worth noting that election 
periods can be too short as well as too long, and not just because 
constant elections are tedious for voters and time-consuming for 
politicians. 

(ii) Require that all budgets be balanced. The enthusiasm 
for a balanced budget amendment as it exists in some circles in the US, 
depends on an argument along these lines. If the constitution were to 
ban debt, so the argument goes, the scope for excessive current spending 
at the expense of future taxpayers would be significantly mhibited. I do 
not intend here to argue the pros and cons of a t»lanced budget 
amendment though 1 do not believe that the logic all goes in the one 
direction. FOr one thing, if political time horizons arc ioo short, the 
capital budget of the fisc will tend to be underexpanded, and there will be 
a tendency for governments to run down the 'national estate'. Both these 
tendencies seem likely to be exacerbated by the removal of access to 
debt 

The Special Interests of Bureaucrats and Politicians 

So far wc have spoken as if the only discretionary actors in politics were 
cilizen-voter-taxpayers — as if political agents (bureaucrats and 
politicians) were simply puppets acting out the dictates of the 
majoritarian electoral system. There seems little doubt, however, that 
those political agents do exercise genuine discretionary power — and 
moreover, that as a group they do have an identifiable set of 'interests'. 
These interests involve the extension of their own domains of influence. 
Political agents tend to have an interest in the exercise of power — in 
some cases for its own sake, in some cases in the advance of some 
deeply held moral or ideological conviction. There tends to be a certain 
'imperial imperative' — whether it be empire-buikling in some corner of 
the bureaucracy, or the simple conviction that one really ought to be 
doing something about something. 

All this tends to build a distinct bias into govcmmeiu action. The 
significance of the political agent's life is caught up intimately with 
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what he or she can achieve — and although cutting down his or her own 
level of power and influence is doubtless an achievement of sorts, it is 
not necessarily the most obvious or the most attractive. Those agents in 
government that move towards deregulation, and fiscal parsimony, 
usually do so in a context where there is more power and/or expanded 
activity for themselves — more influence for the Finance portfolio; 
more economists for the Tmancial management' sections of Treasury; 
and soon. 

Consequently, while it would doubtless be simplistic to portray 

government as a monolithic rcvenue/expenditure-maximising machine, 

exploiting an ignorant and relatively powerless electorate, we 

nevertheless ought to take account of a general tendency on the part of 

political agents to promote their own interests: on average over the long 

haul, those interests tend lo be in the direction of more power rather than 

less and larger public budgets rather than smaller. 

There are however two questions that this observation poses. First, 

it is not clear how much influence on political outcomes such 

considerations exert. Is the budget 20 per cent too large, or 40 per cent, 

or 100 per cent? Second, to the extent that this increased budget size 

arises from genuine 'own-demand' of bureaucrats and politicians for 

public output, it is not obvious that such demand should be considered 

irrelevant I f . for example, determined do-gooder A wishes to increase 

redistribution towards single parents, to what extent is A ' s demand for 

such redisvibution irrelevant in any proper normative calculus? 

My own response to these difficulties is along the following lines. 

With respect to the relevance of politician/bureaucrat's own-demand for 

policies. 1 am inclined to take the line that it is only to the extent that 

such individuals would pay for such policies out of income over which 

they had complete discretion that own-demand should count. Since 

politicians and bureaucrats do not have complete discretion over public 

funds — and cannot, specifically, pay such fimds to themselves directly 

in higher salaries — one cannot properly attribute a l l . or even most, of 

the public expenditure to bureaucrat/politician own-demand. 

With respect to the magnitude of the 'supply-side' effects. I am 

simply uncertain — and such uncertainty seems lo me to be the only 

intellectually respectable position. However, where there are 

institutional arrangements that seem to rely loo heavily on the goodwill 

of bureaucrats and politicians — where, in other words, democratic 

constraints seem excessively loose — it seems lo me that we ought to 

move to tighten those constraints. On such grounds, the sorts of 

constitutional solutions to this problem that suggest themselves are 

ones that we might wish to support anyway on grounds of general 

democratic principle — such as a constitutional requirement to index the 

tax rate structure, or a restricdon on the use of off-budget expenditures, 

or restrictions on die creation of quangos, and so on. As the Australian 
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experience with tax indexation suggests, such policies, i f ihey are to be 
effective, must be given some quasi-constitutional status. Otherwise, 
governments will find good reaaoa — and excellent rabonalisation — for 
making exceptions, and over time the force of the restrictions wi l l be 
enxled. 

I I I . C O N S T I T U T I O N A L U S E O F T A X L I M I T S 

Suppose that one were convinced, for whatever reason, that the public 

sector is too large in some meaningful sense and thai some direct 

restriction on the size of the budget is called for. Then it is natural to 

look at general lax limitation proposab of one kind or another. In order 

to examine the efficacy of such limitation proposals, it is natural and 

analytically useful to assume that government is a simple revenue-

maximiser. and that is the assumption about government motivations I 

shall make in what follows. 

Alternative tax limitation possibilities can be broadly categorised 

according to the aspect of the tax or tax system that is subject to 

resuiction. Accordingly, we distinguish between limits imposed: first, 

on tax revenues: second, on tax bases: third, on tax rates. 

Revenue L imi t s . In this case, the constraint takes the form of 

specifying a maximum amount of revenue that a government may obtain 

from a particular tax or tax system. The revenue maximum might 

involve an absolute magnitude, or perhaps more likely a share of the 

jurisdiction's total income or total product. The latter type we might 

refer to as "share l imits ' . They are more commonly applied as 

restrictions on total budget size (or revenue from a total lax system, 

broadly defined) than as restrictions on particular taxes. 

Rase L imi t s . Base limits take the form of restriction on the 

bases lo whkh government may have access in acquiring revenue. These 

limits may specify the revenue instruments government may use. or 

those revenue instruments government may not use. The assignment of 

the property lax to local governments might be an exunple of the 

former; 'balanced budget limitation' is an example of the latter in the 

sense that it denies government access to debt issue as a revenue-raising 

devKe. 

Rate L i m i t s . Rale limits can take a number of forms. 

Restrictions may be placed on the level of rates — usually in the form 

of a maximum limit above which rates cannot extend. Alternatively, 

restrictions may be placed on the allowable rate structure — that it 

should be proportional, or that it should be uniform across individuals or 

across commodities. 

In what follows I shall examine these various possibilities in tum, 

with an eye both to how effective they might be in constraining a 

319 



Restraining Leviathan 

revenue-maximising government and to how efficient they are in 
achieving a given degree of limitation. The use of these two criteria 
indicates the normative underpinnings of the evaluation procedure. I 
believe that what emerges from consensus at the constitutional level has 
considerable normative authonty. Thus, predictions about what would 
emerge from the individual's calculus ai the constitutional level become 
the means not only for understanding the current tax limitation 
movement but also for evaluating it. 

I V . S H A R E L I M I T S 

Understandably perhaps, share limits seem to hold a peculiar fascination 

for economists. The idea of specifying a limit to the size of government 

as a share of some economic aggregate (more or less well defined), such 

as gross product or total income for the relevant political jurisdiction, 

seems to offer a direct way of limiting public activity. But these ratio-

type constraints are likely to be much more congenial to the professional 

economist/consultant than to the practising politician or the average 

taxpayer. The economic sophistication required on die pan of the 

citizens (and politicians) whose support must be organised to implement 

any constitutional change can represent a major barrier to the electoral 

success of this type of constraint Taxpayers tend to think in terms of 

specific levies, and of their own treatment under .such levies by die 

taxing authorities. They do not think in terms of such abstractions as 

total tax revenue or total e n d i n g , and surely not in terms of the ratio 

between two abstract endiies, total budgets and total product or income. 

But setting diese problems of electoral psychology aside, arc there 

any purely technical problems that ratio limits seem likely to pose? 

There are two that seem to mc particularly important — one relating to 

whether the limits are effecuve, and the other relating to whedicr those 

effecbve limits are achieved in die most desirable way. 

First, there is a problem as to where die share limit should be set. 

This is complicated by the fact diat there is no simple one-to-one 

connection between revenue level and 'public output' in any meaningful 

sense. Consider, for example, some publicly provided good such as 

education. Gearly, die government can achieve a desired level, eidicr by 

direct provision of education (i.e. it can tax individuals and provide the 

service free of direct charge) or by subsidising private provision. And 

the subsidy in question may take die form of vouchers (or direct subsidy 

of some other type) or tax concessions. In principle each of these 

alicmaUves could prisduce precisely the same outcome, but diey clearly 

involve quite different amounts of nominal tax revenue. The subsidising 

of private activity will typically achieve a larger response per dollar of 

revenue raised than direct provision; obversely, for any given level of 
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activity, subsidy wi l l typically involve less lax revenue than direct 
provision. Subsidies given as direct payments wil l likewise involve 

more nominal tax revenue and a higher nominal government budget than 

tax coiKessions that induce an identical private response. At the very 
least therefore we should require that such 'tax expenditures' be 
incorporated into the relevant measure of total revenue for 'share limit* 
purposes. 

But this in turn raises the question of whether we ought also to 

distinguish between subsidies and direct provision: for, as I have 

observed, an identical amount of revenue can involve a different level of 

government influeiKe depending on the form of government action. 

Even i f the implicit subsidy embodied in 'tax-expenditures' is made 

explicit, therefore, the problem associated with translating any given 

revenue figure into some measure of government 'output' remains. And 

there are important conceptual issues at stake in this. Is it clear, for 

example, that we wish to minimise government 'output' or influence, 

mdependcntly of its revenue cost? Is there a distinction to be drawn 

between policies that involve revenues passing through the hands of 

govenuncnt agencies, and those that do not? I do not attempt to answer 

these questions here. But it does seem clear that any share limit that 

accurately reflected what it is we wish lo measure would be extremely 

complex and itself somewhat open to debate, and the problems of 

electoral ignorance would be correspondingly aggravated. Equally, the 

extent to which an aggregate revenue limit would succeed in achieving 

the objective of placing limits on government activity seems open to 

some doubt 

Suppose, however, that in the presence of this maximum share 

(appropriately deHned), government is genuinely constrained. 

Nevertheless, government can achieve its maximum share in a variety of 

ways between which the citizen-taxpayer behind the veil of ignorance 

could not be expected to be indifferent For example, different tax 

arrangements wil l induce di^erent excess burdens: in the extreme case 

goverrunent could exploit tax instruments considerably beyond their 

maximum revenue limits and the excess burden induced by the tax could 

be many limes greater than the revenue raised. There is nothing inherent 

in the nature of share limits that would give government the irKentive to 

seek out broadly based, minimally distorting taxes. As we have already 

seen, the government, on the contrary, has the incentive to acquire its 

revenue limit by the application of very high rates to a base made narrow 

by strategic concessions. Whether these high rates raise much or indeed 

any revenue is largely beyond die point: the associated excess burdens 

seem likely to be very substantial indeed. 
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V . B A S E L I M I T S 

The possibility of constraining the activities of government by 

specifying the bases on which taxes may be levied does not seem to have 

ailracled much attention in the tax limitation context. Perhaps the 

reason for this is that it seems to set much of the standard public fuiancc 

liieralurc on its head. The virtues of broad-based, 'comprehensive' taxes 

arc replaced by an explicit preference for the appropriately narrow tax 

base — 'appropriate' in that when the maximum revenue rate is applied, 

the revenue yield is exactly that required to supply the level of public 

goods that citizens expect to desire in future periods. Yet it is clear thai 

i f the government is constitutionally resuicted lo particular taxes with 

well-defmed bases, its revenue share is necessarily restricted, and 

especially so as the activities excluded from taxation arc substiuitable for 

those upon which taxes may be levied. 

Consider an apparently extreme, but still relevant, example. 

Suppose that government is allowed to levy personal taxes on money 

incomes but thai it is constitutionally prohibited from taxing income-in-

kind. In .such a setting, as income tax rates increase, taxpayers wi l l , of 

course, shift toward income-in-kind. This shift generates an excess 

burden, familiar from analyses of welfare economics. What economists 

have overlooked, however, is the constraining influence that such 

potential shifts can exert on government's fiscal appetites. Faced with 

the prospect that taxpayers can, and wi l l , shift to non-taxable options, 

even if at some cost, governments wil l find dial maximal-revenue limits 

are attained at much lower budgetary levels than would be die case if the 

tax base should be fully 'comprehensive*. 

The illusuative analytics of Figive I may be helpful here. Suppose 

that Dx indicates aggregate demand within the taxable community for 

some gcxxl X, and dial X has been assigned to die government as die 

base. For analytic simplicity, I assume that Dx is linear and diat X is 

produced under conditions of constant costs. I define the units of X in 

terms of a 'dollar's worth', so that marginal cost is everywhere one 

dollar, and Xo is the total pre-tax expenditure on X . To avoid the 

possibility of various forms of 'discrimination', I assume thai the 

government is limited by a requirement that the tax rate structure be 

uniform both across units of X and between individuals. What uniform 

proportional lax on X wi l l government choose, given its revenue-

maximi.sing proclivities? 

This question is analytically identical to asking what price a profit-

maximising monopolist would charge for X i f he were assigned a 

monopoly franchise in the sale of X: tax revenues in the one case are 

exactly equivalent to profits in the other. As is well known, we can 

determine the profit-maximising output-price combination by constnK-
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Figure 1 
Rav*nu«-Maxlml«lng Under T a x - B a a * Limits 

ting a marginal revenue curve. M R ^ . whkh intersects the dollar MC line 

at X ] : this output is die profit-maximising output and A X ] the 

corresponding profit-maximising price. Analogously, the tax-revenue 

maximum involves a gross-of-tax price of A X ] , and a per unit lax of 

( A X ] - I ) dollars: the lax rate involved is t* (given by [ A X i - 1]/1) and 

the revenue obtained is (t* x X | ) . shown as die shaded area R* in Figure 

1. 

We should note at this point dial in diis linear case, the MRx curve 

necessarily bisects the horizontal distance between die Dx curve and die 

vertical axis at any price. In particular, X ] is exacdy otK-half X Q . It 

follows that the excess burden induced by the maximum revenue lax, the 

'wdfarc triangle' A B C . has an area exacdy one-half of R*. 

Two things follow from this observation. First, i f we consider 

assigning to government some broader lax base, it is clear that this .same 

revenue R * could be obtained at a smaller welfare loss. This is the 

observation on which the traditional 'efficiency' preference for broad-

based taxes is founded. However, assignment of a broader tax base to 

government would, under Leviathan assumptions, simply lead to a larger 

maximum revenue yield. This would not only increase ihe level of 

pubUc spending, possibly beyond desired limits, but also would increase 

correspondingly the excess burden attributable to taxation (to one-half of 

the new and higher maximum revenue yield). Thus, revenue limits 

imposed via the assignment of limited tax bases also set limits on the 

welfare losses atuibutable to taxation. 
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Second, die use of base limits as opposed to share limits ensures 
diat the vb«lfare loss attributable to taxation can never exceed one-half of 
revenue raised. As pointed out in the previous section, it is conceivable 
that in die share limits case tax rates may be pushed above their 
maximum revenue values, in which case welfare losses wil l exceed half 
the revenue obtained, and in the limit wil l absorb virtually all consumer 
surplus generated frxjm X . I f die pracucal relevance of this possibdity is 

doubted, it needs to be asked whether one can be sure that the very high 

marginal rates of tax historically applied in some Western countries, 
above 90 per cent in some cases, are not already above the maximum 
revenue limits of the relevant taxes. 

The implicauons of this discussion for conventional tax policy 

should perhaps be underlined. The overwhelming preference for broad-

based taxes that characterises tax policy orthodoxy is exposed here as 

extremely dubious. To the extent that government behaves according to 

the revenue-maximising assumptions postulated here, or equally, to die 

extent that constitutional tax limitation is to be interpreted as a widely 

shared desire on the part of the citizenry to inhibit the growth of 

government, the famdiar policy recommendations of tax economists 

must be recognised as heading in precisely the wrong direction. Broader-

based taxes will ultimately lead to larger revenues being collected than 

otherwise, with concomitanUy larger levels of public goods supply dian 

the citizenry desires at current prices, and larger levels of fiscal 

exploitation. 

There is one possible virtue of base l imiu dial does not seem to be 

present under direct revenue limits or rate limits. This is die possibility 

of using appropriately chosen tax-base constraints to establish incentives 

for governments or governmental ageiKies to provide the goods and 

services valued by the taxpayers them.selves rather than prerequisites of 

bureaucratic office. I f the constituuonally allowable bases for taxation 

are chosen so as to be strongly complementary lo die publk goods to be 

provided, governments wil l find it necessary lo perform with tolerable 

efficiency in order to collect lax revenues. A highway ageiKy, for 

example, charged with producing and maintaining roads, w i l l be 

motivated to fulfi l its assigned funcuon if its revenue base is restricted to 

gasoline and vehicle levies, because the better the roads, the more 

gasoline wil l be purchased and the larger and more expensive the cars 

bought and hence the more revenue the surplas-maximising ageiKy wUI 

provide. Likewise, a government television network wil l tend to operate 

in viewers* interests if programs are finaiKed by the sale of television-

watching licences. In the extreme case, diis establishes an argument for 

public provision of services for direct fees and charges. By appropriate 

choice of lax base, the proportion of revenue expended by government on 

die goods citizens want can be increased, and diis may be an important 

feature of base limitation as a means of constraining government 
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Although it is not possible to explore 'balanced budget limits' in 
this setting, it should be clear thai these may be interpreted as a form of 
base limitation. Under a balanced budget restriction, however, 
government access to allowable revenue sources is constrained not by 
specifying the tax instruments that government may use — but rather 
those that government may not. A balanced budget amendment denies 
government access to debt issue and restricts its access to new money 
creation as revenue-raising devices. An assessment of the virtues of such 
an amendment would involve an evaluation both of the peculiar vices of 
new money creation and debt issue under revenue-maximising 
assumptions — peculiar, in the sense diat diey do not apply to oUicr 
revenue instruments — and of die influence that the removal of these 
instruments from the government's armoury would have on its total 
revenue capacity. I shall not, however, attempt to discuss these issues 
here. 

Finally, it should be emphasised diat the success of any form of 

revenue limitation, whether implemented by base limits or direct revenue 

limits, depends on the existence of additional constraints on 

governmental regulatory powers. Just as discretionary exercise of tax 

concessions can achieve government objectives at very low revenue cost, 

regulations — and the exercise of power by fiat more generally — can be 

used to subsatute for budgetary expendiuires. One would expect diat die 

direct exercise of legislative power would be used much more extensively 

as revenue limits, however imposed, are approached. Constitutional 

rules that limit government access to regulation could be devised. Some 

already exist. And it could be that, to the extent that reducing 

government revenues also reduces the size of die bureaucratic machine in 

which regulations and their enforcement are bom, revenue limits and 

limits on rule by regulation are over some range complementary. For 

my purposes here, I simply note the need for such constraints in genuine 

consdtutional reform. 

V I . T A X R A T E L I M I T S 

Rate limits can take two forms: limits on maximum rates diat can be 

imposed; and limits on the rate structure. 1 examine diese in turn. 

Maximum Rate Limits 

Maximum rate limits are simple to comprehend and relatively easy to 

apply. In conjunction with base limits, they represent a direct and 

efficient means of restricting government access to revenue. In the 

absence of base limits, however, they are unlikely to be genuinely 

constraining. For suppose that a maximum rale limit were imposed in 
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iaoiatioiL The immediate result would be that die government would be 

forced into widening the lax base in order to secure revenues. At first 
glance, diis may .seem to be a desirable diing; by setting the rate limit 
low enough, the citizen-taxpayer could ensure that a genuinely 
comprehensive tax would raise the revenue required to fuiance the level 
of public goods supply he or she expects to want And given the widely 

vaunted vinucs of comprehensiveness in the tax system, the government 

would seem to have the incentive to provide a lax system that is 

genuinely desirable. Clearly, however, die forces that lead government 
to broaden the tax base do not stop when an acceptably broad base is 
reached: the revenue-maximising government cannot be expected to Slop 
obligingly when some conceptual "horizxintal equity' norm is achieved. 
A lax on grass radier dian net income might, for example, be instituted. 
And as well as the maximum rate income tax. we would expect the 
maximum rate sales tax, the maximum rate company income lax, the 
maximum rate payroll lax, the maximum rate wealdi tax. the maximum 

rale estate duty, and so on. In the limit, government would appropriate 

revenue up to the natural limits set by individuals' preparedness to work, 

to save, to lake risks and so on. In general, one would expect this level 

of revenue to go well beyond what the citizen-taxpayer would desire — 
and, of course, these natural limits would be operative whether 
maximum rate restrictions were imposed or not. O f themselves, 

therefore, rate limits do not in any way ultimately constrain the level of 

revenues — though they may force governments to collect die available 
revenue in expensive and inefficient ways. 

It is clear, however, diat when base limits are also operative, rate 

limits can be used to ensure revenue collection widi minimal excess 

bvdeo. Recall that with base limits used in isolation. dK welfare loss 

under revenue-maximising rates wi l l be exacdy half the maximum 

revenue. Suppose we consider two alternative tax bases, X and Y . and Y 

is the larger; suppose further that X yields a maximum revenue.R*x. 

that provides the level of public goods supply citizens want Under base 

limitauon alone, X wi l l be the preferred lax base siiKe Y wi l l yiekJ too 

much revenue. But diere is a lax rate, ly. which, when imposed on the 

larger base Y . wil l yield the same revenue, R*x> *^ maximum 

revenue from X . Assignment of base Y together with a maximum 

rate limit of ty wUl. of course, yield that same revenue at smaller 

welfare loss, just as die traditional analysis assures us. The orthodox tax 

analysis, dierefore. could be looked on as implicitly assuming an 

appropriate maximum rate constraint: the appropriate maximum rate 

must however be joindy determined with the base to yield the desired 

level of revenue. The equi-revenue assumption famil i« from orthodox 

tax analysis becomes instituUonally relevant only if there are appropriate 

constitutional restrictions lo ensure that revenue cannot increase. 
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Rate S l ruc ta re L i m i t s 

We have already noted the analogy between assigning Leviathan some 

taxable base X and assigning Leviathan a monopoly franchise in the sale 

of X . Carrying this analogy further, we should note diat a profit-

maximising monopolist can obtain larger profits from the sale of X than 

those indicated in Figure 1, by various forms of discrimination: 

discriminauon over units of X . or between different consumers of X . In 

the same way. the revenue-maximising government can use the rate 

structure effectively to discriminate over units of X . and/or between 

different taxpayers. Such discrimination may increase public revenue — 

and dierefore appropriate restrictions on die rate structure can be a means 

of tax limitation, just as maximum rate limits can be. 

Consider the simple two-person example set out in Figure 2. 

Individuals A and B have demand curves for the assigned tax base. X . 

designated by and Dg. The aggregate demand for X is DT- Suppose 

there is a legal restriction that requires uniformity of tax treatment of 

A and B . in the sense that A and B must face the same rate structure. 

The revenue-maximising rate chosen w i l l be t*. derived from the 

aBfBgttBdenand curve I>r and dw associated marginal revenue curve. In 

the absence of the uniformity restriction, however, Leviathan could 

impose the proportional rate on A that maximises the revenue obtained 

from A (shown as t*A ^ Figure 2, and determined from in the same 

way as t* is from Dy) and the corresponding rate on B that maximises 

the revenue obtained from B (shown as t 'g in Figure 2). This would 

increase tax revenues since, by defmition. one is obtaining more revenue 

from each taxpayer than with t*. Requiring uniformity as between 

taxpayers is. dierefore, one means of restricting total revenue. 

We should note that discrimination among individuals under a 

proportional rate regime does not have any efficiency advantages. The 

welfare ]oss for A is exacdy half the revenue obtained from A; likewise, 

for B . Hence, the aggregate welfare loss remains one-half of aggregate 

revenue. 

Another form of discrimination is . of course, possible — this is 

discrimination over units of X . In the monopoly case, 'perfect' 

discrimination, appropriating the entire consumer surplus of all 

consumers, is an analytically familiar possibility. Here, precisely the 

same pos.sibility appears. By setting a rate strticiure for each individual 

that follows that individual's demand curve, Leviadian can obtain as tax 

revenue the entire consumer surplus of X from each taxpayer. The rale 

structure for A . for example, woidd involve an initial rate infmiiesimally 

below X Y for die first unit of X and decline over the range to a zero rate 

at X ^ A - Fach taxpayer would face a different regressive rate structure, 

and virtually al l consumer surplus would be appropriated as public 

revenue. 
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Four© 2 
Revenu«-Maxlmls lng Under Rata Struclura Limi t s 

Constraints dial oudaw regressive rate structures may be used to 

restrict government revenue lake. Suppose that regression is permitted, 

but uniformity in the rate structure as between individuals is required. 

Then, the revenue-maximising rate structure can be derived as in Figure 

3. We constrtict D * A in this figure by taking twice die vertkal difference 

between and the dollar marginal cost line and adding it to the dollar 

line. Thus, the distance X Z is exacUy twice X Y . This line depicts the 

revenue per unit of X obtained while the rate structure folkiws — for 

B wil l consume die units taxed on diis basis as well as A. Cleariy. in 

die range up to F where D ^ A and D B intersect, die revenue obtained from 

die rate schedule based on D A exceeds that obtained from the rate 

schedule based on D B , because in the latter case only B would purchase 

units of X . Beyond F , the opposite applies. The luiiform rate structure 

that maximises revenue therefore follows D A up lo F and D B thereafter 

and is depicted in Figure 3 by the heavy line. We should note the sudden 

jump in the marginal rate at F . Under this rale structure, A will 

consume at Xp and B at X ^ B : there is dierefore a standard welfare kns 

imposed by die uniformity constraint — in this case equal to die uianglc 

H L E . 

What emerges clearly from this discusskm is lhat requirements of 

uniformity in the rate structure applying to different individuals and 

requirements that restrict regressivity in the rate structure of particular 

taxes may be used lo restrict the revenue capaciues of a Leviathan 
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government along with or independendy of base limits or direct revenue 

limita. 

In evaluating the desirability of rate structure restrictions, however, 

a certain amount of care must be exercised. We should note that the 

perfecdy discriminating regressive tax structure involves a zero welfare 

cost. Suppose that, under a proportional rate structure, die tax base 

assigned yields the level of public goods supply die citizenry wants. 

Since permitting a regressive rate stiticture would increase revenue 

levels, it might seem that diis should be undesirable. However, it need 

not be. Consider again Figure I . The maximum revenue R* obtained 

under the revenue-maximising proportional tax. t*. is exactly half the 

aggregate surplus given that D x is linear, and die total cost in terms of 

consumer surplus from X forgone, which includes the excess burden, is 

3R*/2. Allowing the 'perfectly discriminatory' regressive rale structure 

to be applied to X would therefore double the level of revenue and hence 

of public goods supply, and increase die cost in terms of consumer 

surplus forgone by one-diird. It seems diat only if the demand for public 

goods supply is extremely inelastic wil l die imposiuon of rcstricuons lo 

prevent regression be desirable. We should note, however, that this 

proviso is strictly applicable to the case where the perfectly 

discriminatory tax rate structure is feasible: i f iDperfcctly 

discriminatory tax rates are likely to be applied, dien restrictions on the 

rate structure are more likely lo be desirable. In any case, the advantages 

of discrimination appear only when discrimination over noits (i.e. via 

a regressive rate structure) is applied: discriminauon between 
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individuals in and of itself implies no reduction in excess burden per 
dollar of revenue, under revenue-maximising government behaviour. 

V I L S U M M A R Y AND C O N C L U S I O N S 

The formal analysis of die fiscal constituUon, in both its positive and its 

nonnative aspects, remains in its infancy. In diis paper I have done 

little more than set the stage for discussion. I have attempted in the 

process to indicate how die analytic discussion of one aspect of the fiscal 

constitution — namely lax limitation, in its diverse possible guises — 

might go. 

If there is a policy conclusion to be drawn from this di.scussion it is 

perhaps dial there is more than one way to skin the governmental cat. 

and the alternatives are not necessarily all equally good. And we need to 

be reminded that much dial passes for informed tax advocacy — indeed, 

much conventional analytics — is systematically eroding many of the 

natural lax limits embodied in our current system. Attempts to broaden 

tax bases, on ostensibly legitimate equity and efficiency grounds, may 

well lead in directions that die iaxpayer<iiizen does not wish lo tread. 
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George WInterton 

I wish to confmc my comments to Dr O'Hair's paper. 

Dr O'Hair conuasts 'evolutionary rationalism', which stresses the 

right of self-determination, with 'naive rationalism' or so-called 

'utilitariani-sm', which is collective and audioriiaiive. 

Although Dt O'Hair speaks of 'utilitarianism', he does not appear 

really to mean that concept in the strict phUosophical sense, which is 

itself a normative ethical theory. Rather he appears to use 

'uulilarianism' to mean 'expediency'. He argues that utilitarianism leads 

to the destruction of moral limits in politics (p.287) — such as the rule 

of law and the coiKept of constitutional limitations on government 

I would question whether that is a necessary consequence of true 

utilitarianism, and would indeed maintain that it is at least arguable that 

the utilitarian principle of pursuing what wil l bring die greatest benefit 

to the greatest number of people would include the protection of 

individual freedoms and minority rights. 

Dr O'Hair asserts that Australian politics and public life generally 

has lost its moral dimension (p.302). But diis is merely asserted: he 

establishes neither thai this dimension is currenUy absent, nor that it 

ever was present 

Indeed, Dr O'Hair asserts specifically that Australian culture is 

'uulitarian' (p.302). but once again diis is merely asserted — not 

established. And, as I have mentioned, he appears to equate 

utUitarianism with expediency. 

His soliflion is to advocate a dramatic revision — indeed revolution 

— in the constitutional machinery. 

I propose to focus attention on the penultimate point 

Is Dr O'Hair correct in asserting that Australian public life is devoid 

of a moral foundation? And do die High Court cases to which he refers 

establish dus? 

George WInterton is « i Associate Professor of L«w at the University 

of New South Wales. 
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Looking at die latter point f i rs t diey simply do not. 1 do not have 
lime for a detailed examination of die cases to which Dr O'Hair refers, so 
let mc summarise my view briefly. 

Whde die paper cleariy overstates the demise or impending demise 

of several constitutional prmciples and provisions — the separation of 

judicial power and federalism are supposedly 'dead letters' (p.292) and 

section 92 apparendy 'wil l not see out the decade' (p295) because it will 

also become a 'dead koer' once die views of Jusdces Stephen and Mason 

inevitably triumph (p.296) — it is undoubtedly true that die High 

Court's interpretation of several constitutional guarantees — sections 

80, 99, and 116 — is highly questionable. But that in itself proves 

nodiing. It certainly does not prove that constitutionalism has declined 

in the present generation, because most of these questionable 

inicrpreiations dale from an earlier period. 

With all respect the paper appears lo adopt a simplistic calculus: 

decisions restricting Stale or federal power are good; those expanding it 

ait bad. 

But life and the Constitution are more complicated than that, as 

even die limited evidence presented in die paper demonstrales. 

The same Justice Evan who favoured die separation of judicial 

power and gave leeth to section 80 (both in Lowenstein's case, referred 

to on p.304) argued for a narrow view of section 92, one even allowing 

nationalisation of industries and banks. 

And the same Justice Murphy, who interpreted Commonwealth 

powers broadly and sections 90 and 92 narrowly, has breathed new life 

into consututional prohibitions such as sections 80 and 116 and even 

gone so far as to invent a whole catalogue of supposedly implied 

constitutional rights and freedoms. 

Similarly, Dr O'Hair seems surprised to find a judge with 

Windeyer's credentials advocating limits to section 92 (pp.301-2). 

But in reality none of this is at all surprising, because High Court 

decisions are much more likely lo derive from attachment to consistent 

priiKiples of constitutional interpretation than to manifest obeisance to 

some overarching imperadve of expediency or even utditarianism. 

Professor Leslie Zines's comparisons between the High Court's 

approach to the commerce power (section S l ( i ) ) and the corporations 

power (secuon S l (xx ) ) is instrucdve here. He notes that the High Coun 

hts allowed the Commonwealth lo control aspects of intrastate trade 

under the corporations power which are denied to it under the commerce 

power, even diough they would have ^ l e n within the scope of the 

United States commerce clause, which is virtually idenucal to ours. He 

comments: 

Yet die contrast between die carefid qualifications, warnings and 

limitations enunciated in respect of s .SI ( i ) and the unanimous 
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and ready acceptance of die power under s.S 1 (xx) lo cootrol. to a 
degree, the trade of s . S l ( x x ) corporations, is striking. It 
perhaps points to the conclusion that i n t e l l e c t u a l 
conviction regarding the construction of s ^ l ( i ) and 
a view as to proper j u d i c i a l method was what 
produced the court 's a l l i lude rather than any notion of 
what sort of federal system die Constitution prescribed. {The 
High Court and the Constitution, 2nd ed.. 1981:71-2; emphasis 
added) 

Although I believe other factors also influenced die contrast noted by 

Professor Zines, there is, with respect, much truth in his observation. 

Returrung to die question noted earlier, is Australian culture devoid 

of a moral dimension? 

Ausu-alian governments hold elections, which diey even lose 

occasionally, whereupon diey vacate office, and c iv i l liberties are 

generally respected, especially by the courts. Is all this attributable to 

mere expediency? If Australian citizens can rest more secure in their 

rights and liberties than citizens of Ethiopia, the USSR or Chile, for 

example, does this say nothing whatever about the moral foundations of 

Australian life? 

One may concede that many political decisions appear to be based 

upon mere expediency, but when was it ever different? And this hardly 

establishes either utilitarianism or a general moral bankruptcy on the 

fundamental issues of Australian public Ufe. I doubt also whether 

public opinion is as opposed to limitations on government as Dr O'Hair 

suggests — i f it were, would referendums to increase governmental 

powers fad so consistenUy. and would there be such widespread support 

for viceregal reserve powers to check arbitrary governments? 

It follows that 1 am unpersuaded by Dr O'Hair 's reasons for 

advocating a radical revision of Australia's constitutional arrangements 

(pp.30S-6). While there may, indeed, be cogent arguments for 

converting the federal system into a unitary one, whether or not in 

combination with Swiss-style referendum procedures, those changes 

ought to be considered on their merits, and not proposed for ulterior 

purposes. But the paper does not even begin to debate their merits. 

However, even i f Dr O'Hair 's premises be accepted. I do not see 

how the proposed new structure would overcome the so-called 

'utilitarianism' in Australian culture. 
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Robin O ' H a i r : As lawyers, we must be practical. That is 

something, whether one agrees with his jurisprudence or not, with which 

Julius Stone would surely have agreed. Practically speaking today, if 

one is engaged in business activity, or indeed any other form of activity, 

the constitutional limits to the federal government and the States are in 

decline. They are now almost non-existent. 

Mr Justice Murphy may have had a strong attachment to section 80 

and section 116, and Mr Justice Evait may have had a strong attachment 

to section 80. Nevertheless, section 80, which apparently guarantees 

jury trial, is still interpreted to mean that it does not. Section 116, 

which bears on religious freedom, has not received a wide construction, 

notwithstanding Mr Justice Murphy's dissents. Section 92, which 

guarantees freedom of interstate trade, has proved inefTeciivc to guarantee 

freedom of communication in relation to air waves and the electronic 

media. This was notwithstanding a powerful dissent from Mr Justice 

Murphy. 

In the result opposition to government policy on the foundation of 

rights-based arguments is not likely to be successful in the courts. 

Actions speak louder than words. It would be an error for us to delude 

ourselves into thinking the courts wil l provide substantive protection to 

the individual against government actions. While words are no doubt 

soothing, one is reminded of Mr Justice Holmes's statement that 

soothing words eventually must be stripped away and the reality bared. 

The reality His Honour sought to bare is very similar to the reality that 

exists in Australia today, namely that private property could be regulated 

for public purposes, to virtually any extent. 

I think that George Wintcrton missed the nature of my argument on 

utilitariani.sm. Utilitarianism is a philosophy that puts everything up 

for grabs. It is a philosophy that has no givens, other than a ceaseless 

search for the greatest good of the greatest number. I do not equate 

utilitarianism with expediency, although utilitarianism has proved an 

extremely effective means of apologising for expediency. Nevertheless, 

while Mr Wintcrton seems to argue that there may be some principle of 

right within a utilitarian culture, the only person who has presented an 

argument that has gained a strong support founded on the concept of 

legal rights within a utilitarian system is Ronald Dworkin, and I 

334 



Discussion 

believe that Stephen Macedo's criticisms of Ronald Dworkin's system 
are dispositive. 

In a paper the length of mine it is not possible to go over every 

decision, but after writing a book of 900 pages Professor Lane came to 

effectively the same conclusion — but pbinly not as trenchantly 

expressed. I really do not think there is much point in trying to afgoe 

that there arc any substantive constitutional limits left unless one, like 

DT Pangloss, wishes to imagine one is in the best of all possible worlds. 

George Winterton suggests that the High Court has been enamoured 

of the consistent application of principles of constitutional 

interpretation. Interestingly, within that concept, it is very hard to see 

how the approach to the concept of substance and form is consistently 

reflected in cases on excise and in cases on constitutional power. Indeed, 

it does seem that 'heads the States lose, tails the Commonwealth wins'. 

That may be too simplistic in interpretation, but the results do speak 

volumes. 

The reasons Australians can rest more secure in their rights and 

liberties than people in communist or fascist countries rests with 

community opinion. Where that opinion is solid for individual rights, 

then those rights will be preserved within the framework of a utilitarian 

system. I have never suggested that there are no moral foundations to 

Ausualian life: I have merely suggested that there are no moral 

foundations to Australian politics. Interestingly, Winlerton's equation, 

admittedly unconscious, of Australian life and Australian politics bears 

out my point. Today there seems to be no area of human endeavour that 

is not regarded in the realm of politics, and indeed, that is the essence of 

the rejection of a rights-based culuire and the acceptance of a utilitarian 

one. 

Winterton seems to imply that it is up to me to prove Australian 

politics does not rest on moral foundations. My proposition, my 

hypothesis, is that it does not. 1 have indicated instances in my paper 

that are consistent with this position. As George is no doubt aware, the 

modem philosophy of science requires others to falsify my point; 1 am 

yet to be convinced that they have done so. 

No doubt politics has always been based on expediency. One does 

not doubt that. However, there always used to be limits, within liberal 

constitutional theory, to the computing principle — utiUtarianism — in 

politics. Today, a realistic assessment means that we should appreciate 

that there are no limits of a legal nature. 

Assuredly, introducing the referendum is not going to override that 

utilitarian bias, but it wi l l accommodate it. It wi l l ensure that the 

utilitarian calculations proferred arc genuine ones and not hypostaiised 

ones fashioned for the occasion as a smoke-screen for something else. I f 

we would have utilitarianism, then it is essential that the calculations be 

subjected to the individual voter, not merely a means by which third 
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persons smuggle their preferences into public policy under the guise of 
the endorsement of the will of the people. Perhaps George's suggestions 
about the defeat of rcferendums indicate that this is going on. That is a 
question requiring of much more research. 

The only point 1 would wish to stress, in conclusion, is that the 

responsibility for the erosion of State power and therefore of the 

restraints on power that that implies lies squarely with the federal 

government, and in particular with the High Court. The States do not 

have the initiative in the structure of federal legislation. They do not 

appoint persons to any federal senate. My suggestion of allowing the 

States to cause refcrcndums to be held relative to federal statutes would 

mean that the competing institutions of power within our society would 

be able to discipline each other. That would be an enormous step 

forward. It would mean that we had accepted some principle of 

decentralisation as to initiative within a utilitarian culture. 

My suggestions are directed at making utilitarianism honest. I 

would like to think — I once would have thought — that we could do 

better; but unfortunately, within Australia, deep attachments to 

individual liberties and rights are rare and uncommon. Sir Victor 

Windeyer's comments on section 92 surprise me, not because they in 

some way limit section 92, but because of the hostility to the common 

law concept of individual liberty and individual rights they entail. They 

bear a distinctly Holmcsian streak. They reck of Hobbcs. It was Frank 

Knight who said that a social optimum may be a ship going down with 

a captain on the deck with the funnels falUng in. Unfortunately such is 

the prospect for constilulionalism in Australia. 

Mar t in K r y g i c r (Univers i ty of New South Wales) : Robin 

O'Hair is among those who argue that the rtile of law has been ebbing 

away in modem times. What seems to be happening is that the nature 

of law is being changed systematically in welfare states. There is more 

and more goal-oriented, purposive, bureaucratic law as opposed to law 

conceived as stable, non-goal-oricntcd restraints on power. That this is 

happening, and happening in all modem suies. is uncontroversial. But 

it has never been demonstrated that this represents some lund of crisis for 

the rule of law, or indicates that the law is any less of an overall restraint 

on (wwer in societies — like Ausoalia — where law counts as a check 

and not merely an instrument of power. In relation to Australia, such 

claims are absurd. Recall the change of government in Australia in 

1975. The whole crisis was transacted in the most extraordinarily 

legalistic terms, terms which are incomprehensible in many other pvts 

of the world. That's a testimony (and, I think, a tribute) to the fact, 

ignored by those who argue that we live in a highly utilitarian, non-

rights-based culture, diat we have one of the most law-based and law-

lopecting cultures in the world. 
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O ' H a i r : My argumeni. which I think has not been assailed, is that the 

courts do not provide protection from government power. That's the 

practical reality as far as the man in the street is concerned. At the 

federal level, the community is prepared to wear an awful lot, because 

the questions are of a sort that don't immediately present themselves as 

issues of principle, but (as with the Tasmanian dam) as utilitarian 

issues. In that context only lawyers talk in terms of rights. 

The political reality in Ausoalia today (which in the end determines 

the kind of constitution we have) remains highly utilitarian. People 

weigh up and balance any given issue, and if they think the balance is in 

their favour they support it. That's not completely incompatible with 

the idea of individual rights, but in a utilitarian culture all rights are 

vulnerable to majority decision. 

Hugh Col l ins (Aus t r a l i an National Univers i ty ) : It seems to 

me that federalism has worked out in Australia in ways quite different 

from its classical formulation. I f one were interested in limited 

government (a less pejorative term than 'small government') would one 

any longer support our federal system? 

O ' H a i r : On paper, probably not. But federalism introduces an 

incredible legal complexity into the system. This sk>ws down the speed 

with which government can respond to regulatory temputions and in 

this sense it promotes a dynamic economy. On the other hand, given 

that so many of the constitutional constraints are no longer legally 

enforced, federalism may no longer be a device for limited govemmenL 
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led by 

Geoffrey Brennan 

A prayer that occurs to me in this context goes as follows: 'Almighty 

God, give me the energy to improve those things that can be changed: 

the patience to endure those things that cannot be changed: and the wit to 

tell the difference'. A corresponding biblical text is Jeremiah 8:11, 

which reads: 'For they have healed the hurt of the daughter of my people 

slighUy, saying. Peace, peace; when there is no peace'. This Jeremiac 

sentiment captures my o v ^ feelings about some of the thmgs we have 

been saying, because we have made both the diagiK)sis of the prt)blem 

and the solutions to it seem enormously easy. The sentiment comes in 

several versions. A political scientist's version runs 'Whoever you vote 

for. a politician is always elected'. A n economist's version states that 

'there's no such thing as a free lunch'. Jeremiah, the political scientist, 

and the economist arc all saying more or less the same thing. 

Assuming that we think there's a 'problem' about the size of 

government, do we see ourselves as part of the ideological battle (or a 

battle of interests), or are we above it? Most economists try to be 

above the battle and claim to be making authoritative, objective 

judgments to the effect that efTiciency requires small government They 

believe, that i s , that they are doing more than just expressing personal 

preferences for smaller government. However, I don't believe that the 

language of welfare economics really allows economists to escape from 

the arena of the ideological battle. The crucial normative test here, as 1 

said in my paper, is being able to show that smaller government leaves 

everyone better off. But the fact is that tariff cuts, abolishing taxi 

medallions, deregulation, etc. do hurt people. A flat tax lowers the tax 

burden for some but raises it for others. It could be that the gains 

outweigh the losses. But it doesn't follow that compensation wi l l 
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necessarily be paid to the losers. We have to be able to rise above the 
conflict of interests between winners and losers to be sure that smaller 
government is indeed a good thing. I t 's not obvious that we've done 
anything more in this conference than to express our own preferences on 
the issue of government size. We haven't shown that government is too 
large, in the sense that a reduction in its size would leave everyone better 
off. Suppose we could, by reducing government, make some people 
better off and no one worse off. Why then wouldn't a political party do 
it? Universal net gams, after all, are a free lunch. But i f economists are 
right in saying that free lunches don't exist, this must mean that there 
arc no universal gains from smaller govemment 

Orthodox public choice theory claims that the redistributions 

involved in political interventions are the central elements in explaining 

their existence. That is, it isn't incidenlal that taxi medallions help 

some people and harm others; on the contrary, that's precisely why they 

exist. Rational politicians put together packages of policies (including 

redistributive interventions) that maximise their chances of election. 

The speaker who has come closest to recognising the nature of the 

problem is Ian Harper. 

I believe that we are necessarily both in and above the ideological 

debate. We can't pretend that we don't bring to the subject our own 

interests and idcok>gical preferences. That said, we should retain a strong 

sense of the distinction between our two roles. A prime test of this is 

whether our ultimate commitment lies in small government or 

somewhere else. For my own part. 1 think of myself as committed not 

so much to small government as to good government: that is. 

government that is more rather than less responsible to the people, more 

rather than less overt and more rather than less aware of what pohticians 

are and are not likely to be able to deliver. Whether or not such good 

government turned out to be small government would be a contingent 

m«tcr. something that emerged from the appropriate political processes. 

If we are right, then government wi l l indeed be small. But we have to 

accept the logical possibility that we may be vkTong. Otherwise, our 

commiunents are not to good government but to small government, and 

while we may believe that these are one and the same thing, it seems to 

me that this has yet to be established. 

E d w i n Brooks ( R i v e r l n a - M n r r a y Ins t i tu te of H i g h e r 

Education): I agree that the case for small government may not 

ap|x:al to everyone, and that it may be based too much on anecdote. But 

1 find quite remarkable the argument that unless we can establish thai 

there are universa l benefits for smaller government, then we are 

precluded from making the case without impugning our integrity. There 

can be arguments, as in the criminal law, that harm some people but 

bcncnt most. The u.sc of the pejorative term 'ideological' here may be 
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very damaging. We are entitled to put forward theoretical models that 

may establish, presumably on sound evidence, that a certain course of 

action is desirable. But to insist that it must bring universal benefits 

in the pluralistic society that we have seems to me to build an Aunt 

Sally. 

Brennan: In stressing consensus, I 'm simply noting what efficiency 

mean.s. There is a crucial connection between consensus (or unanimity) 

on the one hand, and the Pareto criterion on the other, from which the 

economists' notion of efficieiKy is derived. 

Clirr Walsh (University of Adelaide): Professor Brennan is 

issuing a warning with which I agree. We may be deceiving ourselves if 

we think we are being purely objective. Perhaps the problems are harder 

than we have been assuming them to be. On the other hand. Professor 

Brennan seems to me to come dangerously close to arguing that they are 

too hard, especially in his treatment of the issue of compensation. It 

isn't clear to me that, if such compensation could in fact be paid, then 

someone would have done it. Under a constitution that provides for 

majority rule, does it make much sense to demand that analysis be 

undertaken to establish whether compensation could be paid? In 

principle it may well be possible to show that everyone would be made 

substantially better off by reductions in some public sector activities, 

especially i f the dynamic effects are taken into account. Practicable 

packages of reforms could be constructed that included rough 

compensation for short-term costs. 

The emphasis on good government elevates the discussion to the 

constitutional level. But is it really possible to effect constitutional 

reforms from which there are no losers? This seems to lead to an 

inHnite regress: if we can't agree on political outcomes, we go to the 

constitutional level; if we can't agree on constiuitional reforms, then we 

go to the super-constitutional level; and so on. Professor Brennan thus 

ends up articulating a fundamentally conservative thesis. 

Brennan: Assume that majority rule is optimal, and thai anything that 

emerges from it is acceptable. But that means accepting big government 

if that's what the majority want It doesn't provide economists with die 

trump card they've wanted to bring to bear on these matters. 

Wolfgang Kasper (University of New South Wales): We 

shouldn't let Jeremiah Brennan get away with the meek and pessimistic 

tone which I think I detected in his speech. (At this conference I've 

learned that public choice theorists are rather pessimistic people.) Can't 

we assert some of our insights widi more fire and brimstone? It is, after 

a l l , fair to say U»at smaller government brings more economic growth. 
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The OECD Hgurcs don't always show this, because welfare states bloat 
their sutisl ics by counting the output of the public sector and 
community services as production. But the Tigures for the marketed 
product show that where there have been big increases in regulation and 
the size of government, economic growth has tended to slow down 10 or 

IS years later. 

It seems to me that, as economist-preachers, we need to distil the 

results of our research into simple propositions, so that people from 

various walks of life can test them and find out for themselves whether 

they are plausible. We have to propagate simple messages, basic truths 

that can be defended. This sometimes conflicts with a profcs.sional wish 

to be meek and agnostic, but economists should guard against becoming 

lost in a maze of second- and third-order problems which a functioning 

market will solve anyway. 

Brennan: Public choice theorists are indeed a little pessimistic. But 

that's because they faithfully reflect their origins as economists: 

specialists in 'the dismal science'. We begin with the assumption that 

the world is as it is for substantial reasons. We believe in the relevance 

of constraints: not everything is possible. Even if it were true that we 

were in an n-person prisoners' dilemma resulting in an overexpanded 

government, it wouldn't necessarily follow that there was a way out of 

it. That's an aspect of our dismal situation. 

On your conception of the economist as preacher, as the simplifler 

of ideas, surely the particular responsibility of the academic economist or 

political scientist is to gel his arguments right, however complicated 

and inconclusive they might be. The alternative is a mindless activism, 

which I find less attractive. The academic who assumes the role of 

preacher should do so with some show of reluctance. 

Ray Evans (Western Mining Corporation): We are in the 

midst of what Professor Brennan calls an 'ideological' battle. But a 

sense of moral outrage has more to do with it than any other factor. 

People are outraged at being so put upon by bureaucrats and politicians. 

Why should exporters, farmers in particular, have to pay 20 per cent of 

their export income to keep protected industries in luxury? Profeaaor 

Brennan reminds me of those ecclesiastics of the early 16th century who 

tried to dampen down the Lutheran flres. Look what happened to them! 

Brennan: No one point of view has a monopoly of moral indignation. 

Plenty of people are full of indignation about all kinds of issues. Moral 

passions are a very bad guide to policy. 

Patrick Minford (University of Liverpool): Professor Brennan 

has indeed been provocative. When he wonders why the benefits of 
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smaller government ( i f there arc any) have not been realised, he reminds 

me of the story about the Chicago economist who was told there was a 

ten-dollar note on the pavement He replied that it wasn't there, because 

if it were, someone would have picked it up. 

The point about die arguments showing duit smaller govenunent is 

more efficient is that they indicate Pareto-optimal political 

opportunities. But democratic majorities might well decide not to buy 

out the losers because they don't see why they should compensate those 

who have been making illegitimate gains from big government. This 

may be why the potential losers from smaller government hold up the 

process and frusuate democratic majorities. But what economists, think-

tanks, those of us in the ideas business are doing is to provide 

information to politicians and voters about potentially vote-winning 

policies, which they might otherwise have missed. This is part of the 

discovery process in a democracy. 

Peter Swan (Aus t r a l i an Graduate School of Management): 

1 don't agree with Professor Brennan when he impUes that the gainers 

from smaller government should not only be able to compensate the 

losers but are actually morally obliged to do so. Suppose the 

government legalised mugging, aixl mugging activity expanded. Then at 

some later stage it is proposed to restore the law against mugging. No 

doubt the non-muggers could compensate the muggers, but they would 

surely be under no moral obligation to do so. 

It 's no different with taxi medallions. In the past taxi-owners have 

lobbied to have the number of medallions limited so that they can gain 

large monopoly rents. I f we increased the number of medallions, we no 

doubt could compensate the losers. Professor Brennan would 

presumably argue that it would be unfair not to compensate the existing 

owners of the medallions, those who've paid about S90 000 for them. 

But my answer to that is that taxi-owners have accepted the risk that the 

law wi l l be changed in such a way as to reduce the value of their 

medallions, and that their returns include an adequate compensation for 

that risk. We may rightly, therefore, consider changing the law widiout 

compensating the losers. 

Brennan: I f the argument for small government is about justice, or 

rights, or the legitimacy of certain kinds of government activity, then 

let's spell it out But it won't be m argument about efTiciency gains atid 

losses. Instead it wil l assert that small government is desirable because 

taxation is theft or something similar. 

Let 's recall what the Pareto criterion of effiency is. It says that a 

policy is desirable i f and only if everyone is made better off. and no one 

is made worse off. In other words, the winners must be able to 

compensate the losers. Those are hard policies to find. Of course it's 
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easy for majorities to conclude thai they'd be better off i f they abolished 
interventions such as taxi medallions. But if it is not possible to 
compensate the losers, then the case for such abolition cannot be made 
in terms of efficiency. 

Peter Swan's argument that the price of a taxi medallion is reduced 

by the risk of legal change is a reasonable one. But I don't think it's a 

knockdown argument. Suppose you choose to buy a house in an area 

with a high iiKidence of mugging. That circumstance wil l lower the 

value of the land you buy. Then you get mugged in the street outside 

your house, you apprehend the mugger, and ring the police. The police 

refuse to take action, and advi.se you to relca.se the mugger, arguing that 

you've already been compensated for the mugging by the lower price you 

paid for your house. WouM you accept that argument? 

To repeat: if w« want to argue for smaller government in terms of 

justice or rights, then these arguments need to be explicitly laid out. In 

this conference we've heard a k>t of arguments for deregulation and so on 

expressed in terms of generaUsed efficiency and cost-benefit calculations. 

But these aren't going to do the job that is being demanded of them. 
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