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Choosing a Republican Head of State

George Winterton

ie most appropriate method for choosing the head of state of an Australian
republic obviously depends upon the role to be performed by, and the

-A . powers conferred on, the office. Thus, a head of state with substantial ex
ecutive power requires the legitimacy and popular mandate conferred by popular 
election as, for example, in the United States, Latin America and France. Con
versely, a head of state exercising few independent powers except, perhaps, that of 
ultimate constitutional guardianship, requires above all political neutrality and bi
partisan acceptance, and should not possess an independent popular ‘mandate’ for 
anything other than constitutional guardianship. Hence, popular election would not 
be ideal for such an officer, although Ireland demonstrates that it is not incompati
ble with a head of state with very limited powers.

Since the method of removing the head of state will affect the independence 
and, therefore, the effective power and influence of the office, the method of select
ing the head of state cannot be divorced from the method of removal. A head of 
state appointed by the Prime Minister but removable only by a two-thirds majority 
in Parliament, for example, would enjoy greater independence than one elected by 
a two-thirds parliamentary majority but removable at the whim of the Prime Minis
ter. The various grounds and methods of removal warrant an article in them
selves, but it is generally assumed that a republican head of state would enjoy 
greater security of tenure than the Governor-General (who effectively has none) 
and, as a bare minimum, would be removable by Parliament (by an absolute major
ity of the members of each House or of both Houses jointly) only on the ground of 
unfitness for office. Indeed, the head of state is likely to enjoy a more secure tenure 
than that, being removable by Parliament only on the ground of ‘proved misbehav
iour or incapacity’ established to the satisfaction of a Judicial Tribunal or, perhaps, 
by a two-thirds majority in Parliament on the lesser ground of unfitness for office.

The Commonwealth government will shortly announce its proposals for an 
Australian republic; the Terms of Reference of the Republic Advisory Committee 
(RAC), established in April 1993, and occasional remarks by the Prime Minister 
suggest that it will retain our current ‘Washminster’ system of government. This is

See generally Republic Advisory Committee (RAC) (1993a:74-82); Winterton (1994a:l 15-18).
2

See for example Winterton (1994b: 19-20 (s.60(3) and (4)).
3

Cf. Hirst (1994:129-30) (s.67); Turnbull (1993:271) (specifying no ground).

George Winterton is Professor of Law at the University of New South Wales.



136 George Winterton

supported by public opinion polls, which indicate a three-to-one preference for re
taining our current system of government over adopting the United States system. 
Hence, consideration of the method of selecting an Australian republican head of 
state should be based upon the premise that the office will essentially replicate that 
of the Governor-General.

Thus, the Australian head of state will essentially act as the personification of 
the Australian nation. Most of the head of state’s time will be spent on ceremonial 
functions, such as opening Parliament and swearing in Ministers, or encouraging 
and rewarding worthwhile national endeavours by conferring honours, recognising 
past achievements and sacrifices, encouraging excellence in learning, the arts and 
sport, and generally defining the way Australians perceive themselves. The head of 
state’s role as constitutional guardian will be exercised day-to-day through encourag
ing governmental legality and regularity through the work of the Federal Executive 
Council (if it is retained) and suggestions to Ministers and, in exceptional and crisis 
situations, through exercise of the reserve powers. To fulfil these functions, the 
head of state must be a person of the utmost probity, who is seen as politically neu
tral and able to represent all Australians, regardless of ethnic origin, religion or po
litical beliefs. The head of state must be a person of dignity and achievement, 
whom Australians respect and of whom they feel proud; a focus for national unity, 
stability and continuity. It is, therefore, apparent that the choice of a suitable head 
of state is critical to the success of an Australian republic, for the appointee will be 
national head of state, no longer a mere surrogate, embodying Australians’ self
perception to a much greater degree than Govemors-General were able to.

The possible methods of choosing such a head of state are virtually limitless, 
but those most likely to be considered seriously fall on a spectrum ranging from 
appointment by the government through election by Parliament to popular election, 
and they will be considered here in that order.

Appointment by the Government

Direct appointment by the government is a theoretical possibility, but such an ap
pointee would appear to be a mere ‘lackey’ of the government, and therefore bereft 
of the independence and political neutrality necessary to fulfil die functions of the 
office.

Moreover, such a method of appointment would not replicate the method of 
appointing Govemors-General, who are appointed by the monarch on the advice of 
the Prime Minister, whose advice is ultimately always followed. Since that method

4
See Time (Australia), 3 January 1994, p.7 (72%:21%); Time (Australia), 26 April 1993, p.8 

(73%: 22%).
5

Analogous to the monarch’s rights to be consulted, to encourage and to warn: see Bagehot (1867; 
1963:111).
6

For discussion of the office of head of state under a republic, see RAC (1993a:ch.4).

See Commonwealth Constitution, s.2. C f  the Australia Act 1986 (UK and Cth) s.7(5).
7



Choosing a Republican Head of State 137

has produced Govemors-General who have generally performed well, it has occa
sionally been suggested as an appropriate model for appointing the republican head 
of state, with a Council of State or Constitutional Council replacing the monarch in 
the appointment process, and thus formally making die appointment on the nomi
nation of the Prime Minister. Such a Council might include the Chief Justice of the 
High Court and former heads of state or State Governors or (less likely since they 
are politicians) the Speaker of the House of Representatives and the President of 
the Senate. Like the monarch, the Council could query the suggested appoint
ment and perhaps endeavour to persuade die Prime Minister to wididraw the 
nominadon, but if the Prime Minister persisted, it would ultimately be obliged to 
give way (as George V did in appoindng Governor-General Sir Isaac Isaacs on the 
advice of Prime Minister Scullin in 1930). On die odier hand, the Council could, 
of course, be given a real power of veto, but that would represent a departure from 
the current mediod of appoindng vice-regal representadves.

Two consideradons appear to underlie this proposal. One is the argument that 
past experience suggests that Prime Ministers would exercise this power responsi
bly. As the present Governor of Victoria recendy argued,

ITlhere is great merit in the system which has evolved here wherein the 
Governor is chosen by the Premier alone. The Premier is aware that he or 
she alone has to bear die responsibility for, and the judgment of, both the 
community and history upon the quality of die person selected. (McGarvie, 
1994:151 and 48)

However, the more prosaic Council of State is unlikely endrely to replicate the role 
of the monarch, whose majesty and mysdque may somewhat restrain Prime Minis
ters in nominadng proposed appointees.

Second, it is somedmes suggested that suitable appointees might be unwilling to 
face (and possibly lose) an elecdon by Parliament, let alone a popular elecdon. As 
Governor McGarvie (1994:151 and 47-8) put it, a parliamentary elecdon

would tend to idendfy the nominee in die public eye widi die Premier’s 
party. A person widi a good career and reputadon asked to agree to be 
nominated would not welcome running diat gaundet. If a person holding 
high office were refused parliamentary endorsement some would dien 
question die person’s fitness to hold the high office.

However, a former Governor-General has discounted such concerns, arguing diat 
failure to secure parliamentary elecdon would represent no disgrace. On the con
trary, the honour of nominadon to the nation’s highest office would in itself be sig
nificant recognition of achievement, analogous perhaps to an unsuccessful nomina
don for a literary prize or an Academy Award (RAC, 1993a:68).

8 See RAC (1993a:65); McGarvie (1994:151 and 48).



138 George Winterton

Overall, appointment by the government has little support, either among com
mentators or the general public, of whom no more than 4 per cent support it in 
public opinion polls. A January 1995 opinion poll found Prime Ministerial selec
tion of the head of state opposed by 91 per cent, with only 6 per cent approving. 
As Sir Zelman Cowen (1994:20) observes, it is virtually certain not to be the method 
finally adopted.

Parliamentary Election

Many commentators have recommended that the head of state be elected by the 
Commonwealth Parliament, with quite a diversity of specific proposals being ad
vanced. Election by a simple majority of both Houses, sitting either separately or 
jointly, is occasionally advocated, but most proposals would require election by a 
super-majority, usually a two-thirds majority of the members of both Houses sitting 
joindy. Because, barring exceptional circumstances, neither major political party 
or coalition could achieve a two-thirds majority in a Senate elected by proportional 
representation (as it has been since 1949), achievement of such a majority would 
require bipartisan support, which would probably be accorded only to a highly- 
respected, politically-neutral candidate; in other words, the type of person best 
suited to the office.

Apart from the appropriate majority, parliamentary election of the head of state 
raises several issues, including whether the two Houses should sit joindy or sepa
rately, who should nominate candidates, and whether the States should participate 
in the election.

Joint sitting. A joint sitting of both Houses is widely favoured because it would 
avoid disagreement or even deadlock between the Houses, and the extraordinary 
parliamentary setting would serve to emphasise the importance of the occasion 
(RAC, 1993a:66). It has been adopted in Trinidad and Tobago, and was also em-

9
See Time (Australia), 26 April 1993, p.8 (4%); Australian, 19 July 1993, p.2 (2%); Time (Australia), 3 

January 1994, p.7 (3%); RAC (1993a:65 n.6). The AGB McNair poll published in the Bulletin does 
not even offer respondents this option.
10

Age, 26 January 1995, p.2; Sydney Morning Herald, 26 January 1995, p.2.
11

See, for example, Liberal Senator Baden Teague (S.A.) (L. Tingle, ‘Senior Liberal Predicts Switch 
on Republic’, Australian, 14 July 1994, p.l). Senator Teague now prefers election by a two-thirds ma
jority in each House sitting separately (Teague, 1995:19).
12

For example, the Australian Democrats (L. Tingle, ‘Democrats Endorse a Republic’, Australian, 13 
July 1994, p.l). See likewise Turnbull (1993:270-1); Hirst (1994:128) (s.57); Sir Rupert Hamer (1994); 
Western Australian Constitutional Committee (1995:79), ‘on condition that proportional representa
tion continue to be the method used to elect Senators’.
13

No party or coalition —  not even the Fraser Government elected in 1975 —  could have mustered a 
two-thirds majority at a joint sitting since 1949 (RAC , 1993a:67).
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ployed in the Third and Fourth French Republics. However, there are countervail
ing considerations.

Since the Senate theoretically represents the States or, more accurately, Austra
lians voting as State electors, the Senate’s participation in die election of the head of 
state would give the States a theoretical involvement hierein. A joint sitting of both 
Houses dilutes the States’ (theoretical) voice in die Commonwealth Parliament, es
pecially since the membership of the House of Representadves is constitutionally 
required to be ‘as nearly as practicable’ double tiiat of die Senate (s.24 of the 
Commonwealth Constitution). Thus die procedure specified by s.57 of the Consti
tution represents the vindication and supremacy of democracy or representative 
government (embodied by the House of Representatives) over federalism 
(embodied by the Senate). So the election of a head of state by a joint sitting of 
both Houses might be seen as detracting from the federal principle underlying the 
constitution of the Commonwealth Parliament, and dius as needlessly antagonising 
die States and dieir defenders.

Second, the Commonwealth Parliament determines die mediod of electing 
Senators. Hence, provided the legislation could secure passage in the Senate or 
was enacted pursuant to s.57, the current system of proportional representation 
producing an evenly balanced Senate could (in dieory) be abandoned in favour of 
mediods, such as those used before 1949, which produced grossly distorted Senate 
majorities, thereby facilitating the achievement of a two-diirds majority at a joint sit
ting (Abbott, 1994). This somewhat artificial spectre could also be raised against a 
requirement of majorities of 75 per cent, 90 per cent or even 100 per cent for that 
matter, so common sense and political reality should not be jettisoned entirely in 
considering possible future scenarios. (Moreover, die reality of die present system 
whereby the Prime Minister effectively appoints die Governor-General needs to be 
borne in mind.) However, the requirement of a two-diirds majority of the members 
of each House voting separately would reduce die risk of manipulation of the 
election of the head of state through changes in die mediod of electing Representa
tives and Senators.

Moreover, if the possibility of such abuse were considered a serious risk, consti
tutional safeguards could be introduced to counteract it. The Constitution could, 
for example, provide for a two-thirds majority if die Senate is elected by propor
tional representation but specify a greater majority if it is not. Alternatively, propor
tional representation of Senators could be constitutionally entrenched.

Nomination. Some commentators (for example, Turnbull, 1993:270) suggest that 
the proposed appointee be nominated by die government If approval by a super- 
majority is required, that candidate is likely to have been agreed upon by both gov-

Commonwealth Constitution s.9. likewise regarding the House of Representatives: ss.31 and 
51(xxxvi).

See, for example, Winterton (1994b: 18) (s.59(2)).
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emment and opposition prior to nomination (RAC, 1993a:68-9). This would tend 
to make the parliamentary election itself rather a formality. So, to offer Parliament 
a real choice and also ensure that a wide field of potential candidates is considered, 
some commentators argue that the nomination process should be taken out of the 
hands of parliamentarians who, it is feared, would be likely to nominate a politician 
or ex-politician. The requirement of bipartisan approval would not prevent this, it 
is said, since the politicians may enter into political ‘deals’ regarding occupancy of 
the office, or may agree to alternate the headship of state between the principal po
litical parties (see Hirst, 1994:52).

Various forms of Nominating Commission have been proposed. John Hirst 
(1994:127), for example, has suggested that three persons be nominated by a 
Commission chaired by the Chief Justice of the High Court and also comprising the 
Speakers of all Australian Parliaments and 15 Companions of the Order of Austra
lia chosen by lot, while Sir Rupert Hamer (1994) has proposed that one person be 
nominated by an ‘Electoral College’ of 20 Companions of the Order of Australia 
chosen by lot In both cases, the final choice would be made by a two-thirds major
ity of a joint sitting of both Houses of the Commonwealth Parliament.

If such a body be considered unduly elitist, the power to nominate candidates 
could be given (perhaps additionally) to a prescribed number of electors, as in Por
tugal (whose president is popularly elected), or to a specified number of Common
wealth and/or State and Territory parliamentarians, as in Israel, Trinidad and To
bago, and Ireland (whose president is popularly elected) (RAC, 1993a:69). If the 
States do not participate directly in the election of the head of state, it may be ap
propriate to authorise State Parliaments to nominate candidates, perhaps in con
junction with other sources of nomination. (An analogy may be drawn with the re
quirement that State Attomeys-General be consulted on High Court appointments, 
which has led some States to suggest suitable candidates.)

State participation. If, like the Queen, the national head of state exercises powers 
and functions in respect of the States, the latter clearly ought to participate in his or 
her election (see Carney, 1994:193). (If State autonomy is not to be impaired, any 
powers and functions in respect of the States should be exercisable only on the ad
vice of State Ministers.) The case for State participation in the selection of a head 
of state who exercises no powers or functions in respect of them is weaker, but a 
case for State participation could nevertheless be made on the ground that the head 
of state should represent all sections of the nation and enjoy the widest possible 
support. John Hyde (1994) has even suggested that the head of state be chosen 
simply by a unanimous resolution of the Prime Minister and the State Premiers.

India and Germany provide for State (or Land) participation in presidential 
elections on an equal basis with the national parliament, although the upper house

See the High Court o f  Australia Act 1979 (Cth) s.6. 

Cf. the Australia Act 1986 (UK and Cth) s.7(5).

16
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of the German national parliament (the Bundesrat) does not participate. Regional 
governments similarly participate in presidential elections in (non-federal) Italy, as 
they also did in the Fifth French Republic before 1962, when popular election of 
the president was introduced. However, the Indian and German States (Länder) 
do not each have the same vote; rather, the vote of each representative depends 
upon the population of the relevant State or Land, which could prove politically 
controversial in Australia. Moreover, neither country really provides a precedent 
for State parliamentary participation in the election of an Australian head of state 
together with both Houses of the Commonwealth Parliament: not Germany, be
cause the upper house of its national parliament does not participate in presidential 
elections; nor India, because its national head of state appoints and removes State 
governors and exercises powers and functions in respect of the States. It is also 
relevant that the German Länder do not have their own heads of state, whereas the 
Australian States are likely to retain separate Governors.

State participation in the electoral college which elects the national head of state 
would also render the process unwieldy, so that the electoral college may meet only 
on paper, and would certainly complicate the negotiation and compromise neces
sary for bipartisan agreement. Consequently, Senate participation in the election of 
the head of state may be considered an adequate representation of State interests, 
with any direct State involvement being confined to nomination of candidates.

Public support for parliamentary election of the head of state rarely exceeds 20 
per cent, and a January 1995 poll evinced opposition to it in the ratio of 69 per 
cent to 25 per cent. But there is much to be said for it, for it would invest the 
head of state with the legitimacy derived from election by (most likely a super- 
majority o0 the people’s representatives without conferring the direct mandate of 
the people derived from popular election. A popularly elected head of state would 
be the only nationally elected public office-holder, with a popular legitimacy more 
direct than the Prime Minister’s and more general than that of any member of Par
liament. Parliamentary election, on the other hand, would effectively place the head 
of state on the same level of popular legitimacy as the government, both ultimately 
deriving their authority from Parliament (the government, strictly speaking, from the 
House of Representatives). While it is true that it would be a rare government 
which could claim the support of two-thirds of the members of the House of Rep
resentatives (let alone of both Houses), the head of state’s authority would be lim
ited to the exercise of the specific powers vested in the office, while the government

See the Indian Constitution arts. 155, 156(1) and 356.
19

See Time (Australia), 26 April 1993, p.8 (21%); Bulletin, 11 May 1993, p.14 (8%); Australian, 19 
July 1993, p.2 (10%); Bulletin, 19 October 1993, p.13 (16%); Time (Australia), 3 January 1994, p.7 
(18%); Bulletin, 15 February 1994, p.18 (5%); Bulletin, 30 August 1994, p.10 (9%); Bulletin, 8 N o 
vember 1994, p.32 (8%).
20

Age, 26 January 1995, p.2; Sydney Morning Herald, 26 January 1995, p.2. There was slightly less 
opposition to election by a ‘representative group o f State and federal parliamentarians’: 65% to 27%.
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would enjoy the mandate to govern derived from the continuing confidence of the 
House of Representatives.

The nomination of candidates and the procedure for voting thereon (no de
bate?, secret ballot?) are obviously important, but it would be dangerous to specify 
them in a constitution as difficult to amend as Australia’s, since it may prove im
possible to alter aspects which prove unsatisfactory. Hence, it would seem prefer
able to authorise Parliament to regulate diese matters either by ordinary legislation 
(see, for example, Winterton, 1994b: 18 (s.59(4))) or, if considered appropriate, by 
legislation enacted by the same super-majority as elects the head of state. It would 
also be wise to introduce a constitutional provision to encourage successful comple
tion of elections of the head of state by prohibiting the prorogation or adjournment 
of Parliament until a candidate had been elected (Winterton, 1994b: 18 (s.59(3))).

Popular Election

Public opinion polls reveal very strong support (around 80 per cent) for popular 
election of the head of state of an Australian republic. In a February 1994 poll of
fering a choice between ̂ parliamentary and popular election, the latter achieved a 
remarkable 91 per cent, and a January 1995 polMndicated support for popular 
election in the order of 88 per cent to 9 per cent. The public understandably 
wishes to have a say in the selection of the head of state, but ironically a frequent 
motivation seems to be to avoid the selection of a politician or ex-politician (RAC, 
1993a:70; Mackay Research, 1994:15-18). Yet, unless careful measures were intro
duced to prevent it, popular election would be likely to produce a politician, or at 
least the nominee of a major political party, for only die political parties or the ex
tremely wealthy could afford a national election campaign. As Gough Whidam 
(1994) recendy remarked, ‘there is no surer way of absolutely guaranteeing that the 
President of Australia will always be a party politician than by making the presidency 
direcdy elective’.

A popularly elected head of state would symbolise die popular sovereignty un
derlying the notion of a republic, and so may appear philosophically most com
patible with republicanism. But practical considerations counsel against it  First, a 
national election campaign (which the Irish experience suggests may effectively be
come a vote on the popularity of the government —  see Duffy, 1993:paras 3.21, 
3.29, 3.35, 3.42, 3.45 and p.179) may appear incompatible widi die political neutral
ity necessary for a head of state in die ‘Westminster’ system. A candidate winning 
51 per cent of die vote may find it difficult to be perceived as a unifying symbol of 
the entire nation. Sir Robert Menzies (1967:236) once remarked diat ‘the notion of

See Time (Australia), 26 April 1993, p.8 (71%); Bulletin, 11 May 1993, p.14 (83%); Australian, 19 
July 1993, p.2 (79%); Bulletin, 19 October 1993, p. 13 (80%); Time (Australia), 3 January 1994, p. 7 
(76%); Bulletin, 15 February 1994, p.18 (91%); Bulletin, 30 August 1994, p.10 (86%); Bulletin, 8 No
vember 1994, p.32 (90%).
22

Age, 26 January 1995, p.2; Sydney Morning Herald, 26 January 1995, p.2.
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a non-political President periodically elected by popular vote, after an election cam
paign, is a contradiction in terms’. Yet Ireland and Austria, both republics with a 
parliamentary executive, have demonstrated that popular election is not incompati
ble with a politically neutral head of state. However, worthy candidates from out
side politics may well prove reluctant to subject themselves to popular election 
(RAC, 1993a:71). The experience of Austria and Ireland suggests that, although 
popular election generally produces heads of state with a political background, that 
is not inevitably the case.

The involvement of political parties in elections for the head of state could be 
reduced by specifying qualifications for candidacy designed to open the process to 
non-politicians, combined perhaps with public funding of election campaigns. 
Thus, the Nominating Commissions noted above (p.140) could be employed for 
popular elections, or parliamentary and popular election could effectively be com
bined, as Hugh Mackay (1994) has suggested, by limiting the popular election to a 
choice between three candidates (including at least one man and one woman) se
lected by a two-thirds majority of a joint sitting of both Houses of the Common
wealth Parliament.

Second, a popularly elected head of state may be tempted to interfere improp
erly in governmental affairs through belief that popular election had conferred a 
‘mandate’ equal, if not superior, to that of the government, whose Prime Minister 
was never personally elected in a national ballot. As Sir Zelman Cowen (1994:20) 
recently remarked, a popularly elected head of state ‘would have a strong constitu
tional base to confront effectively a prime minister with high and threatening per
sonal aspirations’. He rightly considered this ‘appalling’ if we intend to retain our 
present system of government, for competition and division at the highest levels of 
the executive could prove very destabilising. The Leader of the Opposition has 
similarly warned that popular election of the head of state

would alter for all time the nature of our system of government. It would 
entrench rival centres of political power. . . (Ain Australian president, hav
ing a popular mandate, would feel infinitely more powerful in dealing with 
an incumbent Prime Minister than would any Governor-General, irrespec
tive of the formal powers which might be given to that president. (Howard, 
1994:130-1)

23
For Austria, see Raschauer (1993:31, 40). The Irish President’s powers are so limited that little op

portunity for political partiality has arisen.
24

For the presidents of Austria and Ireland, see RAC (1993b:47-50, 162-76. (The non-politician 
Presidents of Austria were Kirchschläger (1974-86), Waldheim (1986-92) and Klestil (1992- ) and, of 
Ireland, Hyde (1937-45) and arguably Ö Dälaigh (1974-76), who had been a judge (including Chief 
Justice) for 21 years before becoming President)
25

Malcolm Fraser (1994) has expressed a similar view. For a different perspective, see Evans (1993).
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France’s change to popular presidential election in 1962 demonstrated that altera
tion of the method of election alone, without the conferral of any additional consti
tutional power, could substantially enhance the political power of the head of state 
relative to that of the government (Wright, 1983:25). As two leading American 
commentators noted in 1954,

Direct election gives the Head of State political authority even without ex
press constitutional provision. It also tends to make him a partisan and 
though the purpose of direct election is to provide an embodiment of the 
federation, it destroys that air of neutrality that both the ceremonial func
tions in any federation and the specific powers under a Parliamentary sys
tem demand. (Friedrich & Guttman, 1954:74).

Forty years later former Australian Prime Minister Malcolm Fraser (1994) similarly 
remarked that a direcdy-elected head of state would ‘Ifroml that process alone, have 
authority and a capacity to compete in some things with the prime minister. That 
could usher in a period of instability’.

Consequently, popular election of an Australian head of state would raise the 
prospect of a substantial change in the balance of power between the head of state 
and the executive government, and thus in the system of government, leading to 
calls for close definition of the head of state’s powers (RAC, 1993a:72-3; Turnbull, 
1994:xii). This in turn would rekindle the old controversy regarding the wisdom of 
codifying the reserve powers and thereby diminishing the flexibility of the head of 
state’s possible response to a governmental crisis. The wording of specific provi
sions would also prove controversial, and any attempt to resolve the contentious 
issue of how the head of state should respond to a denial of Supply by the Senate 
could completely derail the advent of a republic. Moreover, as Ireland realised, a 
head of state’s possible intervention in governmental affairs need not be^confined to 
the exercise of constitutional power, but extends to public commentary.

These considerations suggest that popular election is not the ideal method for 
producing a politically neutral head of state enjoying broad community support, and 
exercising only sufficient independent power to enable him or her to act as the ul
timate guardian of the Constitution by refusing to dissolve Parliament or dismissing 
a government which flagrantly contravenes the Constitution. However, if public 
support for popular election persists, the government may feel obliged to concede it 
notwithstanding its reservations, especially since recent public opinion polls sug-

26
See the Irish Constitution art 13.7, discussed in Duffy (1993:132-3).

27
See, for example, Commonwealth Attorney-General Michael Lavarch, opposing popular election of 

the head of state and favouring election by Parliament by a special majority (M. Millett, ‘No People’s 
Vote for Republic Head: Lavarch’, Sydney Morning Herald, 5 October 1994, p. 14; R. Eccleston, 
‘Lavarch Against Presidential Poll’, Australian, 5 October 1994, p.l).
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gest that it may affect the outcome of the referendum to establish a republic. In 
that event, care should obviously be taken to address the two major concerns noted 
here: the electoral process should be opened to ensure participation beyond the 
political parties, and checks and balances should be introduced into the Constitu
tion to preserve the present balance of authority between the Governor-General and 
the elected government. (For a suggested check, see Winterton, 1994c:53.)

Conclusion

The constitutional amendments to achieve a republic must be passed by the Com
monwealth Parliament (or passed twice by one House) and approved by the elec
tors (a national majority and a majority in four States) in a referendum pursuant to 
s.128 of the Commonwealth Constitution. Hence, wide public consultation and 
discussion are appropriate before the proposals are even framed.

Some commentators have advocated a popularly elected Convention modelled 
on that which drafted the existing Constitution in 1897-98. But present circum
stances are not parallel with those of a century ago, when there was no constitu
tionally ordained process for approving the proposed Constitution before its ulti
mate enactment at Westminster. Moreover, it needs to be remembered that the

30
delegates elected in 1897 were virtually all current or former politicians, as one 
would expect, and as would be the case today. So, ironically, a wider cross-section 
of the public might be drawn into the process of constitutional change if the Con
vention were not popularly elected.

While a Convention empowered by popular mandate may be appropriate if a 
thorough-going constitutional revision were contemplated (in which case the gov
ernment should undertake to put the Convention’s proposals to the electors, albeit 
not necessarily with its endorsement), such a grand and cosdy venture would seem 
inappropriate for the more modest task of framing republican proposals and pos
sibly considering one or two other issues, such as aboriginal reconciliation and re
form of federal financial relations.

Hence, as the present writer has argued elsewhere, the proposals for an Austra
lian republic should be setded at a Convendon composed equally of parliamentari-

28
An AGB McNair poll in August 1994 asked: ‘Would you support a move toward a republic if the 

head of state was elected by Parliament?’ 32% answered ‘yes’; 51% ‘no’; and 17% were undecided: 
Bulletin, 30 August 1994, p.10. In the same poll, 45% favoured a republic, 42% were opposed, and 
13% were uncommitted. Similarly, another AGB McNair poll in January 1995 found that if popular 
election of the head of state was excluded, support for a republic fell by 12 percentage points (from 
52% to 40%), while opposition rose 10 percentage points (from 38% to 48%) (Age, 26 January 1995, 
p.2; Sydney Morning Herald, 26 January 1995, p.2).
29

See Lumb (1992; 1993/94); Constitutional Centenary Foundation (1993); Fraser (1994). But cf. 
Centenary o f Federation Advisory Committee (1994:40).
30

See La Nauze (1972:100-04); Quick & Garran (1901:164-5); de Garis (1993:101); Twomey 
(1994:17). (Only one delegate elected in 1897 had never been a Member of Parliament)
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ans and non-parliamentarians, the latter selected by all Australian legislatures on a 
bipartisan basis from a wide cross-section o f the community. Ideally, it should be 
convened in Perth or Hobart in March 1997, the centenary of the earlier Conven
tion (Winterton, 1993).

References

Abbott, T. (1994), ‘Fail-Safe Republic Can’t. Keep Keating Off the Controls’, Australian, 19 May: 11. 

Bagehot, W. (1867; 1963), The English Constitution, Fontana, London.

Carney, G. (1994), ‘Republicanism and State Constitutions’, pp. 183-210 in M. Stephenson & C. 
Turner (eds), Australia: Republic or Monarchy?, University of Queensland Press, Brisbane.

Centenary of Federation Advisory Committee (1994), 2001: A  Report from Australia, AGPS, Can
berra.

Constitutional Centenary Foundation (1993), ‘If W e Wanted to Review the Constitution, How Would 
We Do It?’, Constitutional Centenary, Supplement to vol. 2, no. 4, Constitutional Centenary 
Foundation, Melbourne.

Cowen, Sir Z. (1994), ‘Reflections on an Australian Republic’, Quadrant38(12): 14-21.

de Garis, B. (1993), ‘How Popular was the Popular Federation Movement?’, pp.101-12 in Parliament 
and the Constitution: Some Issues o f  Interest, Department o f  the Senate, Canberra (Papers on 
Parliament No. 21, December)

Duffy, J. (1993), ‘Ireland’, in RAC (1993b: 109-85).

Evans, H. (1993), ‘The Agenda of the True Republicans’, pp.3-7 in G. de Q. Walker et al., Restoring 
the True Republic, Centre for Independent Studies, Sydney. Reprinted in H. Evans, Essays on 
Republicanism: small r republicanism, Department of the Senate, Canberra (Papers on Parlia
ment, No. 24, September 1994).

Fraser. M. (1994), ‘We Must Bounce Keating’s Republic Blank Cheque’, Australian, 20 July: 11.

Friedrich, C. & R. Guttman (1954), ‘The Federal Executive’, pp.63-105 in R. Bowie & C. Friedrich 
(eds), Studies in Federalism, Little, Brown, Boston.

Hamer, Sir R. (1994), ‘Change Inevitable, But Largely Symbolic’, Canberra Times, 9 July: 12.

Hirst, J. (1994), A Republican Manifesto, Oxford University Press, Melbourne.

Former federal Opposition Leader Alexander Downer proposed a somewhat similar Convention 
for 1997, with half its members appointed by Commonwealdi, State and Territory governments, and 
half popularly elected (R. Peake, ‘Downer Signals Future Direction’, Canberra Times, 18 November 
1994, p.2). The present Leader of the Opposition, John Howard, has stated that he will honour that 
commitment (D. Humphries, ‘Avowed Non-Republican Keeps Mum on Monarchy’, Australian, 31 
January 1995, p.7.) Such a Convention may excite greater interest and enthusiasm than the model 
proposed here, but it would probably be more politically partisan (even if politicians and party en
dorsement were excluded from the popular election), and certainly far more cosdy.



Choosing a Republican Head of State 147

Howard, J. (1994), ‘Mr Keating’s Mirage on the Hill: How the Republic, Like the Cheshire Cat, Came 
and W ent’, pp. 115-33 in Upholding the Australian Constitution, Volume 3: Proceedings of the 
Third Conference of The Samuel Griffith Society, Melbourne.

Hyde, J. (1994), ‘Beware the Ides of March’, Australian, 15 July: 7.

La Nauze, J. (1972), The Making o f  the Australian Constitution, Melbourne University Press, Mel
bourne.

Lumb, R. (1992), ‘Methods of Constitutional Revision in the Federal Sphere: An Ejected Constitu
tional Convention?’, University o f  Western Australia Law Review 22: 52-71.

------ (1993/94), ‘Elected Conventions & Constitutional Change’, Policy9(4): 43-4.

Mackay, H. (1994), ‘Stability for the Commonweal’, Weekend Australian, 30-31 July : 16.

Mackay Research (1994), The Republic, Sydney (The Mackay Report: Keynote, May).

McGarvie, R. (1994), ‘Governorship in Australia Today’, Parliamentarian 75: 149-54. Also published 
in Victorian Bar News 90: 45-52.

Menzies, Sir R. (1967), Afternoon Light, Cassell, Melbourne.

Quick, J. & R. Garran (1901), rfh e  Annotated Constitution o f  the Australian Commonwealth, Angus & 
Robertson, Sydney.

Raschauer, B. (1993), in RAC (1993b:20-51).

Republic Advisory Committee (RAC) (1993a), An Australian Republic: The Options— The Report, 
AGPS, Canberra.

------ (1993b), A n Australian Republic: The Options—  The Appendices, AGPS, Canberra.

Teague, B. (1995), An Australian Head o f  State: The Contemporary Debate, Occasional Lecture, 
Parliament House, Canberra, 31 March.

Turnbull, M. (1993), The Reluctant Republic, Heinemann, Melbourne.

------ (1994), The Reluctant Republic (reprint), Mandarin, Melbourne.

Twomey, A. (1994), The Constitution—  19th Century Colonial Office Document or a People’s Con
stitution?, Parliamentary Research Service, Canberra (Background Paper No. 15).

Western Australian Constitutional Committee (1995), Report, Perth, January.

Whitlam, G. (1994), ‘The Seed From Which a Republic Sprang’, Canberra Times, 12 November: 12.

Winterton, G. (1993), ‘Change Must be Slow, Gradual’, Weekend Australian, 9-10 October: 32.

------ (1994a), Monarchy to Republic: Australian Republican Government (revised ed.), Oxford Uni
versity Press, Melbourne.

------ (1994b), ‘A Constitution For an Australian Republic’, pp.1-37 in G. Winterton (ed.), We, the
People: Australian Republican Government, Allen & Unwin, Sydney.

------ (1994c), ‘Presidential Reserve Powers in an Australian Republic’, Legislative Studies 8(2): 47-55.

Wright, V. (1983), The Government and Politics o f  France (2e), Hutchinson, London.



Agenda, Volume 2, Number 2, 1995, pages 149-158

Teaching Introductory Economics

Paul Heyne

lien people who have taken introductory economics courses at the col
lege or university level in the United States are asked what they re
member about the course, most of them answer that they remember

little except that it was boring.
The baleful influence of these benumbing courses has now extended itself to 

eastern Europe and the former Soviet Union. When Marxian political economy 
was purged from the curriculum, American-style economics quickly moved in to fill 
its place. Much of the world, it would seem, is coming to the conclusion that the 
content of a standard American introductory economics textbook should be part of 
the knowledge possessed by an educated citizen in any ‘capitalist’ country. The 
process has even corrupted the secondary schools, where economics teachers are 
increasingly expected to anticipate the material their students will encounter in col
lege or university, regardless of whether the students have any intention of taking a 
higher level economics course or even pursuing a tertiary education.

Australians who have encountered introductory economics at the university 
level tend more often to look back favourably on their first course, because so many 
of them enrol initially with the intention of completing a degree in the discipline. 
By the time they come to reflect on their overall education, they have been social
ised to the ways of the economics profession and consequently recall the first 
course as a challenging but essential first step toward a satisfying career. But con
versations with both teaching economists and their former students in New Zealand, 
Canada, and the United Kingdom persuade me that extensive dissatisfaction with 
the first course is by no means confined in the English-speaking world to the United 
States.

The Problem with Introductory Economics

The problem with the introductory course can be summarised quickly. Its content 
has evolved on the assumption that everyone enrolling in a first course in econom
ics will eventually go on to earn a specialised degree in the subject, while the degree 
program itself has been structured on the assumption that everyone who earns a 
baccalaureate degree in economics will continue to the doctorate. Thus the begin-

Paul Heyne, who teaches introductory economics at the University of Washington 
in Seattle, USA, warns readers that he earns royalties on sales of a textbook that 
presents an alternative to the standard academic approach to introductory eco
nomics.
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ning student is required to learn concepts and techniques that will be almost wholly 
useless to anyone who doesn’t plan to earn a PhD in economics. How did such an 
absurd situation come about and why does it persist, especially in view of the fact 
that so many college and university economics teachers essentially agree with this 
analysis?

However it came about, the situation persists basically because academia, de
spite all its radical talk, is one of the most unrelentingly conservative institutions in 
society. Colleges and universities derive most of their funding not from customers 
or clients but from taxpayers and philanthropists who rarely have any clear under
standing of what goes on in the ivory towers they support. Undergraduate students, 
even when given an opportunity to influence the curricula to which they will be 
subjected, are not altogether sure whether they want education or certification, and 
insofar as they prefer the latter they are for the most part willing to go along with 
whatever leads to the coveted degree at a tolerable cost. Because the typical aca
demic institution has no genuine owner and hence no residual claimant, no one in a 
position to effect constructive changes has the appropriate incentives. Higher-level 
administrators, who are supposed to have a global perspective, don’t want to risk 
the faculty outrage they would surely encounter if they tried to force changes on 
departments that have grown comfortable with the status quo.

In economics, the status quo in the introductory course adequately serves the 
interests of those with the power to control die course’s content: teachers, depart
mental chairpersons or curriculum committees, textbook authors, and textbook 
publishers. None of this is the product of a conspiracy. We are caught in a kind of 
prisoners’ dilemma, where almost everyone prefers an outcome that is, unfortu
nately, in no one’s interest to bring about. Teachers present what appears in the 
textbooks, the textbooks offer what the teachers expect, and die teachers expect 
what has been in the textbooks for as long as they can remember. Paul Samuelson 
summarised the situadon concisely in 1946 when he was trying to predict the lasdng 
impact of Keynes’s General Theory upon thinking in the economics profession: 
‘Finally, and perhaps most important from the long-run standpoint,’ he observed, 
‘the Keynesian analysis has begun to filter down into the elementary textbooks; 
and, as everybody knows, once an idea gets into these, however bad it may be, it 
becomes practically immortal’ (Samuelson, 1946:189).

Perhaps the best example of a bad idea diat has achieved immortality —  or 
possibly an idea that was once good but has grown bad by living too long —  is what 
passes in the textbooks for the theory of the competitive firm. Generations of be
ginning economics students have dudfully practiced their arithmetic skills by calcu
lating average fixed, average variable, average total, and marginal costs from an arbi
trarily constructed schedule of costs and quantities, have plotted these values on a 
graph, and have learned to say that in the long run under perfectly competitive 
conditions price will be equal to marginal cost and to average total cost at the latter’s 
lowest point. The unfamiliarity of the terms and the abstract character of the argu
ment make it difficult for most students to comprehend. The instructor conse
quently can occupy a great deal of class time with explanations and clarifications that
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take no time to prepare. And the ease with which examination questions can be 
drawn from this material compels all students interested in a good grade to attend 
faithfully upon the entire performance. None of it, however, finds any subsequent 
application. The whole system seems to be contrived, as Adam Smith long ago ob
served about the practices of colleges and universities in general, ‘not for the benefit 
of the students, but for the interest, or more properly speaking, for the ease of the 
masters’ (Smith, 1776; 1981:764).

Individual instructors have very limited power to change the situation. Not only 
will they will have to devise substitute material for whatever standard textbook ma
terial they choose to omit. They also risk the criticism of colleagues and even some 
of their own students for failing to teach material that turns out to be presupposed 
in the next theory course. Those who are trying to prepare their students for stan
dardised exams have very little freedom to improvise, because the standardised ex
ams sample heavily the examinees’ acquaintance widi technical concepts and defini
tions. Maverick teachers may even acquire a reputation for not teaching a ‘rigorous’ 
course, in a culture where ‘rigour’ is the most highly-respected virtue and can best 
be demonstrated by teaching all the conventional theoretical concepts.

So persistence of the situation despite its widely recognised absurdities should 
not surprise or puzzle us. The difficult question is how we might change it. To an
swer that question, we must first diink about what we want to accomplish. What 
ought to be die goal in an introductory economics course?

What Should Introductory Economics Aim to Achieve?

Except for students who know when diey enrol diat they want to specialise in eco
nomics, the goal should not be to prepare die students for die next dieory course. 
Most of the general students who enrol in die first course will never take a more 
advanced theory course in economics. Perhaps a larger proportion would go on to 
take ‘intermediate dieory’ if die first course conveyed more understanding and 
made less of an attempt to ‘cover’ everydiing. That word ‘cover’ may say more than 
the teachers who use it intend to say. To cover means to conceal, our goal should 
be to discover or uncover, not to cover. Most of die students, general or profes
sional, who do choose to take our intermediate dieory courses would probably be 
better prepared for them if their introductory course discovered or uncovered the 
usefulness of a few basic concepts than if it tried to andcipate a lot of subsequent 
technicalides. W e should teach die first course in economics as if it is die last 
course students will ever take in the subject.

Our goal should be to provide students widi a few tools diat diey can use to 
diink more clearly and correcdy about die complex interacdons that make up a 
commercial society. This was Adam Smith’s term for a society in which everyone 
lives by exchanging and everyone is. consequendy a merchant (Smith, 
1776;1981:37). The term is much more helpful and descripdve dian ‘capitalism’. It 
focuses attention on what most needs explanation: die processes of exchange that 
must accompany the division of labour that has made us wealthy beyond the 
dreams of anyone living two centuries or even one century ago. The citizens of a
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democracy ought to understand how a commercial society (or a market economy) 
works, because such knowledge is a powerful antidote to many of the absurd policy 
proposals that special interests and thoughdess people press upon their govern
ments.

Scarcity and Exchange

The standard introductory economics course does too little by way of teaching stu
dents how markets work. It attempts, and fails for the most part even in this limited 
task, to teach students how academic economists work. One reason is that profes
sional economists have become hung up on the concept of scarcity. Most of them, 
if asked for die fundamental problem widi which economics deals, will unhesitat
ingly answer ‘scarcity’. That’s not so much wrong as misleading. It’s true that if 
there were no scarcity, we would not have to economise. And so we would proba
bly never have extended the division of labour and would never have developed 
commercial societies. But the genuinely useful light diat economics sheds does not 
fall on the economising process; it illuminates the process of exchange. Just about 
everyone knows how to economise, and does so effectively. What people do not 
know and what economics can explain for diem is how millions of economising 
people, each one pursuing his or her own interest, manage to cooperate effectively 
despite die fact they are all substantially ignorant of what odiers want or can do. 
The fundamental problem of economics is not so much scarcity as a multitude of 
interdependent projects that somehow have to be coordinated.

Here is a litde exercise with which I often introduced economic theory to my 
students when I was still captive to the scarcity obsession. A student is taking four 
courses in the current term and he wants to maximise his average grade across the 
four courses. He has a limited amount of time to study for final exams. He knows 
exacdy by how much additional study will improve his final grade in each of the four 
courses. The table presents die grades he can count on receiving if he spends the 
hours indicated on each subject. How many hours should die student spend 
studying each subject if he has twelve hours to study? How many hours should he 
spend on each subject if he has only six hours to study?

Hours spent 
studying

Grade expected in

Chemistry Economics History Maths
0 60 40 76 84
1 75 60 81 88
2 80 70 85 91
3 83 75 88 93
4 85 78 90 94
5 86 80 91 94
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I used to ask those questions and let the students play around with the numbers 
for a while before triumphandy demonstrating that with twelve hours to study, three 
should be devoted to Chemistry, four to Economics, three to History, and two to 
Mathematics, because only with this allocation are the gains from the last hour 
studying each subject equal. For the same reason, with only six hours to study, the 
student should devote two to Chemistry, three to Economics, one to History, and 
none at all to Mathematics. I thought that I was capturing my students’ interest at 
the outset of the course by illustrating the applicability of economic theory to all of 
life. In fact I was suggesting its essential irrelevance.

Students trying to figure out how long to study for their various courses don’t 
know in advance what grades their study will secure for diem. They are not con
strained to studying in increments of whole hours. They are not single-mindedly 
interested in maximising their grade-point average. And they obtain no valuable 
assistance whatsoever in situations like diis from knowing the marginal conditions 
for an optimum. What my exercise demonstrated was that economists have tools 
that can make simple matters more complicated dian they are and complicated mat
ters more simple tiian they are.

But even if people know how to economise in their private lives without any 
help from economic theory, do diey understand the implications of scarcity for the 
government sector? Shouldn’t economists continue to emphasise the importance 
of scarcity to citizens who behave as if the public purse has no bottom? It is cer
tainly appropriate for economists to insist, in season and out, that government- 
funded projects also have opportunity costs and to call constant attention to the re
alities of what must be sacrificed to obtain desired goods. The question is how this 
can be done most effectively. It will not be by drawing production-possibility curves 
and extracting marginal rates of transformation, because that radically misstates the 
problem. Except in a dictatorship, no one economises for society as a whole or for 
the government sector. In a democracy, public policies emerge from interactions 
—  exchanges! —  among optimising parties: citizens, elected and appointed officials, 
and interest groups of many kinds. When the marginal benefits and the marginal 
costs accrue to different parties, an optimising model just doesn’t fit.

None of this is intended to be a criticism of marginal analysis, but only of its use 
to illuminate ‘problems’ that it doesn’t actually illuminate. Most of diese will be 
economising or optimising problems that have been drastically oversimplified so 
that we can ‘solve’ diem, or that postulate an omniscient dictator, or diat people 
typically manage for themselves quite handily widiout any formal calculations. Nor 
am I rejecting all presentations of the logic of optimising. I spend a lot of time in 
my introductory courses dealing widi the concepts of marginal cost and marginal 
revenue and die formal logic of net-revenue maximisation. But I don’t do so with 
the intention of helping business decision makers decide how much to produce or 
what prices to set, because the bare logic of optimisation really doesn’t provide 
much help with such decisions. I want to use the logic of net-revenue maximisation 
to explain or illuminate die enormous variety of pricing policies diat we regularly 
observe. My objective is to explain market processes, interpersonal transactions,



154 Paul Heyne

patterns of exchange —  which is, I maintain, what introductory economics is mostly 
good for. It’s good for explaining how markets work, which most people do not 
understand. It is far less useful or illuminating when it tries to explain how indi
viduals optimise.

In The Wealth o f  Nations, Adam Smith was basically trying to explain how 
markets work. In order to provide a coherent and persuasive account, he was 
compelled to explain the formation of relative prices for bodi final goods and re
sources, because these prices provide the information and the incentives that coor
dinate die division of labor. Unfortunately, his dieory of ‘natural’ prices contained 
serious ambiguities and inconsistencies that his classical successors never quite 
managed to correct satisfactorily. When the science of economics became an aca
demic discipline in the last quarter of die 19di century, die professors finally clari
fied and straightened out the confused and incoherent ‘classical’ theory by develop
ing a general equilibrium theory in which everydiing determines everything else on 
the basis of interactions among optimising resource owners. This system has 
proved so attractive, so aesthetically satisfying, diat many students of economic the
ory since die neoclassical reformulation never make it back to die issue of how 
markets work, the issue that inspired the question of relative prices in die first place. 
That’s why so much of elementary economic dieory focuses on die optimisation 
process radier than the process of exchange. As die drunk said when asked why he 
was searching for his keys under the street lamp despite the fact that he had lost 
them somewhere else, ‘The light is better here’. Many professional economists 
would rather shine a sharp clear light on nothing at all dian wander in partial dark
ness.

Rigour vs Plausible Stories

As mentioned earlier, die dominant culture in die economics profession values rig
our above all other virtues. The emphasis on rigour, besides encouraging us to 
emphasise optimisation over exchange, also prompts us to treat exchange in an 
overly formal and mechanistic manner. Supply and demand makes up the core of 
useful economic theory. But if it is to be useful to students in a beginning econom
ics course, supply and demand must be taught as a process radier dian as a pair of 
simultaneous equations. While graphs can be useful aids in teaching supply and 
demand, they are not useful when they drive out all consideration of actual social 
transactions. Students don’t learn how markets work by learning how to solve si
multaneous equations or to manipulate graph lines.

This implies that teachers of introductory economics must leave behind their 
lust for rigour when tiiey enter the classroom and must learn to be comfortable widi 
approximations, with uncertainty, and widi what is coming to be my favourite 
phrase: plausible stories. We economists are too quick widi die definitive answer, 
which is usually some variation on ‘misallocation of resources’. Price controls, agri
cultural marketing orders, protective tariffs, cartels, restrictive licensing, and a wide 
variety of government ‘interferences’ always lead for us to a misallocation ol re
sources. This summary judgment is less instructive and less likely to be incorpo-
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rated into a typical students’ understanding than is a plausible story indicating some 
of the major effects that will probably follow from this or that event.

Take the case of price controls. Should the government impose temporary 
price controls after a natural disaster, such as a hurricane? It’s easy to shift an up- 
ward-sloping supply curve to the left along a downward-sloping demand curve and 
to demonstrate that the quantity demanded will exceed the quantity supplied if die 
price is not allowed to rise. Typical beginning students, however, will be much less 
impressed by a gap between the demand curve and the supply curve than by the 
thought of merchants or landlords profiteering at die expense of poor families. 
When we tell diem that price controls allow scarce goods to be used for purposes 
less valuable than they would be used for if prices were allowed to rise, they are not 
likely to be much distressed at the prospect. We have to become concrete and 
specific.

Ask the students what pardcular goods are likely to be in very short supply right 
after a hurricane. Write their suggesdons on the board and add some crucial ones 
that they are not likely to think of. Then take several of diem in succession. Elec
tric service will probably have been disrupted by the hurricane. How will that affect 
die demand for ice? How elasdc will die supply curve be in response to die in
creased demand? If the price is not allowed to rise, how will the ice be radoned 
among those who are clamouring for it? Is this likely to be a fair allocadon? Why 
is it likely to produce a situation where some obtain more ice than they really have 
any use for while others go without altogedier? Why is die supply likely to be more 
elasdc in the longer run than in the very short mil? What role does a rising price 
play in bringing more ice into an area suffering from extensive electrical outages and 
how does it play that role? How does a rising price encourage people to economise 
on ice and thus make more available to odiers? What are some of die substitutes 
for ice that people will begin using as ice becomes more expensive? How does a 
rising price encourage diose who can economise most conveniendy or at the lowest 
cost to do so?

Plywood provides an excellent case study on which students can exercise their 
imaginations in dialogue widi one another and die instructor. Rising plywood prices 
provide immediate and effective signals to suppliers, not only of wood products but 
also of transportation services, to alter their behaviour quickly and in ways that will 
relieve the misery of people in the disaster area. Rising prices also tell potential us
ers of plywood that, at least for now, tiiey should postpone less valuable and urgei 
projects —  in order to save money, from dieir perspective, but with the benefit to 
others of freeing plywood for the mitigation and repair of hurricane damage.

I’m learning not to say ‘That’s wrong’, but to substitute die challenge, ‘Tell us a 
plausible story about that’. My own ‘answers’ are increasingly presented not as the 
verdict of science or logic or dieory but as a story recommended by its plausibility. 
Of course, I draw on economic dieory to devise and recognise plausible stories. A 
story will not be plausible if it is inconsistent widi the basic assumption of economic 
dieory, which is that all social phenomena emerge from the choices individuals 
make in response to expected benefits and costs to diemselves. While this as-
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sumption gives me no clear answer to any actual question, it does alert me to what I 
should be looking for. What are the relevant benefits and costs? What actions by 
which individuals could cause the perceived value of diese benefits and costs to 
change (often through changes in their money prices)? What substitutes are avail
able to demanders and to suppliers? Economic theory also reminds me that it is 
marginal values that matter and that there are many margins on which individuals 
can pursue the projects that interest diem.

My teaching has been significandy altered in recent years by taking to heart 
Ronald Coase’s trenchant indictment of ‘blackboard economics’. We are doing 
blackboard economics whenever we demonstrate, usually with the aid of a black
board graph, the non-opdmal character of a situation and die Pareto superiority of 
some alternative arrangement, all without paying any attention to what arrangements 
real people can actually make and the costs of doing so (Coase, 1988:28-9). Stand
ing at the blackboard seems to confer upon many economists, at least in dieir own 
imaginations, such divine attributes as omniscience, impartial benevolence, and 
omnipotence. They suppose that they are whispering in die ear of a benevolent and 
all-powerful despot, to employ James Buchanan’s telling complaint about this way 
of doing economics (Buchanan, 1979:145). When we accept die obligation to tell 
plausible stories, we stop overpowering our students widi blackboard proofs that 
have genuine policy implications only under die wholly unrealistic assumptions that 
we are holding at the back of our minds.

The Art of Economics

When we shift to the telling of plausible stories, we also begin to recover the lost art 
of economics. As David Colander (1992) has reminded those who like to use the 
positive-normative distinction, the original classification made by John Neville 
Keynes and quoted by Milton Friedman in his influential 1953 essay on ‘The 
Methodology of Positive Economics’ was a tJirec-part one: positive economics, 
normative economics, and the art of economics. Policy differences among 
economists are rarely rooted in disagreements eidier about positive economics or 
about normative ideals, but in uncertainty about what additional considerations 
need to be taken into account and how best to do so. Resolving these questions is 
the task of the art of economics, an art which is indispensable for anyone who wants 
to apply economics to real world issues.

It is an art that will always leave some important questions unanswered, if for no 
other reason than that we can never be sure when we act or recommend action that 
we have taken everything relevant into consideration. One of the unfair ways in 
which we economists bully our students is by responding to their objections with, 
‘W e’re abstracting from that’. Once we recognise that the art of economics plays an 
indispensable role in any application of economics, and that this art includes the act 
of deciding what to take into account and what to leave out of account, we confront 
the obligation to justify any challenged abstraction. Whether we may abstract from 
a particular ethical, social, or political consideration in recommending a policy be
comes a question for discussion as soon as the abstraction is challenged. W e can
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ask the challenger to construct a plausible story indicating the relevance of the omit
ted consideration, and we can construct our own plausible story to suggest its irrele
vance. But we may not settle the matter by fiat, as we can legitimately do in a piece 
of ‘pure’ rather than applied analysis.

These examples have all been taken from microeconomics; but the teachers of 
introductory macroeconomics have been no less guilty of teaching familiar tech
niques rather than illuminating ones. My colleague Charles Nelson has suggested in 
conversation that introductory macroeconomics is still obsessed with the Great De
pression more than half a century after it ended because our legacy of macro- 
economic tools contains so many concepts devised to explain equilibrium at less 
than full employment. It would be hard to find a better example of searching where 
the light is good instead of where illumination is required. Nonetheless, introduc
tory macroeconomics teachers who fail to lay solid foundations for subsequent IS- 
LM analysis will work under the nagging fear that they are not doing their proper 
job and that they are courting departmental censure. Their job, as conventionally 
misunderstood, is not to educate the citizens of a democracy, but to begin preparing 
students for careers as professional economists.

The Dominance of Academic Departments

Perhaps we won’t be able to free our introductory courses from such disabling pre
suppositions until undergraduate education itself has been liberated from the domi
nance of academic departments. Departments at leading universities are oriented to 
their disciplines, which is probably inevitable so long as teaching staff are rewarded 
primarily for pushing out the frontiers of knowledge in regions controlled by those 
disciplines. But is it either necessary or desirable that research-oriented disciplines 
control the content and delivery of undergraduate education? We cannot realisti
cally expect academicians who are narrowly focused on their research interests to 
reflect thoughtfully on the requirements of a liberal education, or even to care a 
great deal about general undergraduate education.

An alternative might be semi-autonomous undergraduate colleges within the 
research universities. It is not certain that such colleges could in the long run es
cape capture by the research culture of the disciplines while also maintaining high 
intellectual standards. But the risk might be worth taking. In the long run, as John 
Maynard Keynes observed in another context, we are all dead.
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The Faustian Bargain: Government 
Sponsorship of the Arts

Austin Gough

T" oting that American civilisation was two centuries old before it produced 
Nathaniel Hawthorne, its first major novelist, Henry James reflected that ‘it 

^1 takes a great deal of history to produce a little literature . . .  it needs a 
complex social machinery to set a writer in motion’. The growth of a high culture is 
an organic process, taking place only when the bed of cultural compost has attained 
a certain depth and richness, the result of many generations of personal, social and 
political relationships and the interaction of people with very different intellectual 
styles Games, 1879; 1956:2, 34).

Once this condition exists, the special ambience in which the arts can flourish is 
created by civic cultures in which substantial numbers of people enjoy the arts, and 
perhaps have some amateur skill in writing, music or painting. Richard Wagner’s 
The Mastersingers o f  Nuremberg emphasises die salient fact about 16th-century 
Nuremberg: it was a city full of excellent amateur singers, who knew good singing 
and good poetry when they heard them and were happy to put up the money for a 
national contest. John Ruskin told the Manchester Chamber of Commerce, in two 
powerful lectures in 1856, diat the middle classes of the industrial and commercial 
age should think of themselves as die heirs of die Medici and of the aristocradc pa
trons of the old regime in Paris and Vienna, and should turn their cides into power 
houses of the arts as well as industry (Ruskin, n.d.). The 19di and 20th centuries 
have witnessed an extraordinary cultural flowering as civic acdvists and fund-raisers 
in great cities such as Paris, Amsterdam, Leipzig, Milan, New York and Philadel
phia have competed to attract and maintain die best opera companies and orches
tras, and the best universities, publishing houses and libraries. As Ruskin had 
hoped, Manchester did well, with the Halle Orchestra and a disdnguished library' 
and art gallery. To take an Australian example, Melbourne has had diis compedtive 
cultural momentum at least since die 1880s.

In its turn, successful civic patronage depends on die drive generated by wealthy 
individual patrons with flair and endiusiasm. There is no historical break in the 
long line of patrons from the rulers of Italian cides in the Renaissance to the aristo
crats who commissioned works from Mozart and Beethoven, and to Diaghilev in 
the early 20th century —  his instruction to his proteges Cocteau and Stravinsky: 
‘Astonish me!’ —  and to Winaretta Singer, herself a first-rate musician, who fi-
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nanced the first performances of works by Debussy, Faure, and a dozen others; or 
Peter Watson, who paid the expenses of the magazine Horizon in the 1940s and 
had the enterprise to appoint Cyril Connolly as its editor; or Rudolf Bing, whose 
reign at the New York Metropolitan Opera was one of the most exciting episodes in 
American cultural history. There are hundreds of American, European and British 
examples; and patronage in Australia has a very good record, running from the Fel
ton Bequest to the Ian Potter Foundation.

Patronage at the higher level of kingdoms and nation states has generated both 
excellent art and deplorable vulgarity. At its best it is reflected in the works of 
Michelangelo and Velazquez, Bach and Haydn, commissioned, once again, by 
highly cultivated individuals who were guided by their own excellent taste or, like 
Louis XIV and Frederick the Great, knew enough about art to take the best advice. 
At its worst, royal or national patronage has produced crass and pretentious 
monuments, statues of kings trampling their defeated enemies underfoot, triumphal 
arches and royal tombs, and modem equivalents like the gigantic model of Saddam 
Hussein’s fist in Baghdad. Even this bombastic genre is occasionally redeemed by 
the good taste of a ruler in commissioning a first-rate artist; papal tombs and royal 
portraits are sometimes artistic masterpieces.

In the modern period the rulers of states have generally not been connoisseurs 
of the arts, but they have been more determined and more systematic than their 
predecessors in exploiting the capacity of art and literature to shape public opinion. 
Modem governments have offered artists lavish funding and privileges, but in return 
they have expected —  or, more often, insisted —  that the arts should create images 
of officially approved morality and political duty. It is a Faustian bargain, and one 
in which the devil wastes no time in foreclosing.

In 19th-century France, where the creative arts were subsidised and controlled 
by the Ministry of Public Instruction, all works submitted for prizes at the annual 
Salon and for the official Prix de Rome in music and painting had to conform to 
one of four approved themes: historical, biblical, classical, or Napoleonic. Artists 
were supposed to interpret these so as to endorse the ideals and achievements of 
the current regime: in opening the Salon of 1857 under the Second Empire the 
minister for the arts announced that the mission of art was ‘to glorify moral beauty 
and the great acts of our history . . .  At no time has France furnished more ample 
material for the bmsh and the chisel. How many excellent subjects, indeed, since 
the beginning of the present reign!’

Twentieth-century governments have been even more demanding. The artist’s 
function in a modem state, Josef Goebbels proclaimed in a speech to the Reich 
Cultural Chamber in 1934, is ‘to be in tune with the people’s aspirations to nation
hood’ and to encourage ‘healthy trends’ in the national consciousness (Reimann, 
1977:167, 171-2). And in his 1937 Address to the Joint Congress of the Reich 
Chamber of Culture and Strength through Joy, Goebbels was able to say with satis-

Discours de M. Achille Fould, Ministre de Napoleon / / / . . .  Salon de 1857, Imprimerie Nationale, 
Paris, 1857.
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faction that after several years of subsidies and encouragement to writers, painters 
and sculptors, ‘National Socialism has won over German creative artists. They be
long to us and we to them’. The Nazis wanted the arts to project images of national 
strength and virility; the slightly more subtle program of the zhdanovshchina in the 
Soviet Union immediately after World War II was to inspire the war-weary Russian 
people with a mood of optimism and national reconstruction. In 1949 the arts 
commissar Andrei Zhdanov scolded Shostakovich and other composers for writing 
music in minor keys: as peoples’ artists, what right did they have to lose themselves 
in melancholy and personal introspection? Their duty was to reaffirm confidence, 
and to turn the great patriotic victory of 1945 into something inspirational that the 
people could sing. In David Pownall’s brilliant play Master Class, based on 
speeches and articles by the Soviet leaders, Stalin tells Shostakovich and Prokofiev: 
If you re a genius in the Soviet Union today you have terrible responsibilities’. 

Prokofiev’s rueful reply: ‘We are already servants of one compulsion, our work. 
What you are asking would put us into a double servitude’ (Pownall, 1983:69-71).

In Western societies since World War II, artists have been inclined to take the 
lessons of the past rather lightly, and to give a generally uncritical welcome to the 
idea of state cultural patronage. When the Arts Council of Great Britain was set up 
in 1945 its first chairman, J. M. Keynes, hailed it as one of the most important cul
tural events in British history (The Listener, 12 July 1945). Literary intellectuals 
were all the more delighted and confident because they saw die Labour victory in 
the 1945 election as a triumph of intellectualism over Conservative philistinism: the 
Labour government, Cyril Connolly said, were ‘people like ourselves who are “we”, 
not “they” (Shelden, 1989:139); and there were the same high expectations among 
writers and artists in the USA when the National Endowment for the Arts was set 
up in 1965 under a Democrat administration.

Australian Zhdanovshchina

In Australia since the 1960s —  just when a high culture has begun to emerge and 
develop —  central government has come blundering into die field, colliding with 
the delicate machinery of patronage, entangling itself in the subde networks of ap
preciation and goodwill surrounding the arts, and putting forward all kinds of naive 
schemes for speeding up the cultural process. As Paul Keating explained, his gov
ernment’s Creative Nation statement of 1994 is die culmination of a series of 
cultural strategies’ over the past 20 years. It is based partly on rhetoric about export 
earnings, the vast numbers of ‘employees in die arts industry’, and the injection of 
$3 billion (or perhaps $3 trillion) into the economy; and partly on cultural engineer
ing, with distinct overtones of an Australian zhdanovshchina in which the govern
ment will ‘pull the threads of our national life together’ and ‘lay die foundations of a 
new e ra . Individual artists are to be ‘strands in the rope’ of a politically correct,

The best comparative study is Cummings and Katz (1987).
2
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self-consciously Australian, and, above all, unified national culture (The Australian, 
19 October 1994).

Although Creative Nation claims that it ‘does not attempt to impose a cultural 
landscape on Australia but to respond to one which is already in bloom’, the or
ganic development of the arts is evidendy too slow —  almost geological —  a proc
ess to appeal to the Prime Minister. He has sown a packet of mixed seeds, covered 
them with a thick layer of fertiliser, and is now standing over the flower bed, bris
tling widi impatience, shouting ‘Grow, damn you! and make sure you ali have Mabo 
stems and multicultural petals’.

Self-congratulatory functions like the launch of Creative Nation in October 
1994 emphasise die tribal links between the Prime Minister’s closest associates and 
the hierarchy of the Australia Council, the ABC, the arts journalists of the leading 
dailies, Australian Studies departments and centres in die universities, and the re
cipients of the larger Australia Council grants and Keating Fellowships. The Labor 
vision of Australian history and cultural development is translated immediately into 
Australia Council policy. In its guidelines to applicants for grants in 1994/95 the 
Council lays down priority areas for funding: multicultural authors and themes; 
women in literature (in practice this seems to include gay and lesbian writing); 
youth; and initiatives related to workers and the trade union movement: in effect, 
historical, biblical, classical and Napoleonic in modern dress. According to the 
general manager of the Australia Council, Michael Lynch, rapid social change, 
highlighted by the High Court’s Mabo decision and die push for a republic, has 
presented the arts community with new opportunities and responsibilides.

Arts play a significant role in helping lead the country to a republic. . . I 
have got diis appointment for five years to 1999 and I would certainly hope 
that what happens under my management of die Australia Council will pro
gress the debate towards a republic. (The Australian, 24 June 1994)

Once again, an administrator invoking the responsibilities of artists and talking of 
the arts community as if it were something like a Soviet-style artists and writers un
ion. One can’t help expecting to see an official Exhibition of Degenerate Art, to 
expose those wretched refractaires (Les Murray’s name comes to mind) who persist 
widi personal work that makes no approved contribution to the multicultural, in
digenous, gender-aware and non-elitist Australian society of die future.

There has been surprisingly litde resistance. Phillip Adams has argued that 
government sponsorship has not corrupted Australian intellectuals in any serious 
way. They may be ready to enrol under the banner of the new Australia, but, he 
says, it hasn’t made the slightest difference to their habitual larrikinism: our poets, 
playwrights, film-makers and novelists are as cheeky as ever, ‘as lively as ever, even 
pithier, more impertinent’ (The Australian, 22 October 1994). This may have been 
true in the past, when the Australia Council funded some very independent and 
incorrect artists. But we are now engaged in a more purposeful drive towards na
tional goals: the impression given by a good many inhabitants of Grantarctica is that
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their cheekiness is mainly deployed against die Left’s favourite targets. They are 
lively in their enthusiasm for Kakadu and their detestation of mining and forestry, 
pithy against sexists and homophobes, and impertinent against European high cul
ture. Government subsidy, which is supposed to give creative artists the freedom to 
be unorthodox, to swim against the current, doesn’t seem any more successful in 
this respect than the similar gift of academic tenure.

The ‘arts community’ has had no trouble in choosing between Labor and Lib
eral since the 1993 election, when the Liberals were foolhardy enough to say that 
they favoured trimming the bureaucracy of the Australia Council and reforming the 
ABC, either proposal being the equivalent of making a speech in Teheran casting 
doubt on the probity of the Prophet Muhammad; and there has never been any 
question that Labor is more reliable on gay rights issues. The current love affair 
with the Keating Government, however, has a more profound cause. Keating and 
his minister Michael Lee seem convinced that, within a generation, or even by 2001, 
writers and artists are capable of replacing the scruffy old Australian national iden
tity with something more up-to-date and politically acceptable; and this exacdy 
matches the yearning of many creative people (although not, generally, the more 
talented ones) to be recognised as the unacknowledged legislators of mankind. As 
the American critic Joy Spurling notes with enthusiasm, avant-garde art is ‘driven by 
a coherent political ideology that calls for a fundamental transformation of society’; 
reforming artists ‘pound their messages home with the force and energy of anger. 
They rarely allow us to be diverted by aesthetic or formal considerations’ (Spurling, 
1992:230). Australia has a long history of this essentially political approach to art, 
running through the major literary magazines and going back at least to the famous 
‘Poetry Militant’ lecture by Bernard O ’Dowd in 1909 in which he urged his fellow 
poets to postpone aesthetic considerations to the millennium (presumably he meant 
2001). The poet’s tasks, he said, were ‘to work usefully . . .  to unveil frauds, to im
bue the masses with high ideals, to awaken them to a sense of the wrongs they en
dured or inflicted . . .  to promote wise rebellion and stimulate reconstruction’. The 
true subjects for poetry were politics, sex, science and social reform ‘in this virgin 
and unhandicapped land of social experiments, embryonic democracy, and the 
Coming Race, Australia’ (quoted in Serie, 1973:70-1). It might be Keating speak
ing, or Zhdanov. More recendy, Australian dieorists have been echoing the very 
popular American doctrine embodied in a manifesto of die Nadonal Endowment 
for the Arts in 1991, that ‘cutdng-edge art’, operating in its full freedom through 
government subsidy, is the most effecdve instrument for undermining European 
male culture, empowering the disadvantaged, transforming public consciousness 
and releasing the energy of a truly national culture.

So the arts industry in Australia is likely in future to be a more rock-solid Labor 
constituency than the maridme unions. The fawning on Paul Keadng himself since 
Creative Nation has been astonishing, unprecedented in Australian cultural history. 
Even the usually PC ‘Arts and Minds’ columnist of The Australian was disconcerted 
by the scene at the opening of the 1994 Melbourne Fesdval when Jeff Kennett, 
whose government had financed the Festival, was booed, and Keadng, who had
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done nothing tangible for it at all, was rapturously applauded, with people ‘rushing 
up to more or less kiss his hand and pledge their loyalty’ (The Australian, 22 Octo
ber 1994). At some functions the more excited representatives of theatres, galleries 
and publishing firms have seemed on the verge of hailing the Prime Minister as 
Great Guide and Teacher, or Beloved Elder Brother. The Faustian contract has 
fallen due for payment.

The more thoughtful recipients of patronage may have noticed three implicit 
problems. First, not even the most self-confident regime lasts for ever. Second, the 
government’s policy contains a fundamental contradiction. Creative Nation asserts 
that a line has been drawn, at last, under the colonial period; the cringe is over, and 
our creative people can walk tall on the world stage —  they might even allow them
selves a bit of strut and swagger. But at the same time they are never to shake off 
the legacy of guilt and unutterable shame left over from the colonial period. Some 
writers are obviously ready to accept Labor’s bleak dismissal of the Anglo-Saxon 
past as a disgraceful episode in history, and would agree with Peter Carey’s view that 
Australian society has grown ‘out of the soil that starts with a convict economy, a 
concentration camp, genocide and all of that. You’re the echo of a defeat culture’ 
(quoted in The Sunday Age, 27 November 1994). But only the greatest moral ath
letes can walk tall while carrying a burden as heavy as this one.

Culture and Information Technology

The third problem for Australian intellectuals is more serious. Ideally, the govern
ment should be asking what it can do to develop Australia’s rich printed literature 
and to protect it from being marginalised by the coming of electronic post-literacy. 
Instead, under the combined influence of information-technology zealots and of 
cultural-studies academics —  some of the latter group have reservations about the 
very concept of ‘authorship’ —  the Keating government has decided to put its 
money on the superficial glitz of multimedia and interactive CD-ROM, the antithe
sis and denial of print literature. There is one sensible proposal to use CD-ROM 
technology to put schools and rural areas in touch with developments in capital city 
galleries, theatres and concerts: in all other respects the intoxication with technology 
has the potential to create a cultural disaster. The priorities are clear enough: 
$250,000 annually for the Academy of the Humanities, representing the most active 
scholars in history, philosophy and archaeology; about $4m for all forms of print 
literature; $84m over four years for culture on CD-ROM; $60m for ‘higher quality’ 
television productions.

Literature arose out of letter-writing cultures. How will it fare when the me
dium of communication is the constantly mutating patois of e-mail and the Inter
net? And who will be bothered to read David Malouf or Helen Gamer on a com
puter screen? The government is endorsing a culture of ‘virtual libraries’ and mul
timedia resource centres in which ‘readers’ will be able to choose whatever con
trolled mental adventures the CD-ROM programmers have chosen for them. A 
literate age is being re-tooled for the second Gutenberg revolution, when attention 
spans may not be long enough for reading Australian novels. There is a further
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irony: although Creative Nation implies a commitment to defend a distinctively 
Australian culture from the homogeneity of the international mass media, how 
much electronic material will be distinctively Australian, beyond the usual gestures 
towards indigenous arts? Inescapably, a great deal of the knowledge and culture 
available on CD-ROM in the next ten years is going to have an American or Japa
nese flavour.

Would a change of government make any difference to the system of patron
age? Probably not. The liberals are just as fascinated as Labor by the information 
superhighway. Arts bureaucracies will continue to expand under any government. 
In proportion to population, Australia now has four times as many arts administra
tors on the federal payroll as the United States; given the level of public service 
salaries it is better to be an arts bureaucrat than a novelist or a painter, and this is 
unlikely to change under a Liberal-National Coalition government.

The NWTA Problem

Government involvement in anything means rule by committees; and a committee 
distributing taxpayers’ money has to concern itself with gender and geographical 
balance, and all kinds of equity issues that a private patron can afford to ignore. 
Arts committees are further constrained by having to accommodate the concept of 
peer review. This is a process that works reasonably well in sport but hardly any
where else, and especially not in the arts. Peers are the last people to give an im
partial analysis of an artist’s talent. When Count Ferdinand von Waldstein wanted 
to commission a piano sonata from Beethoven, he did not consult Beethoven’s 
peers. In practice, ‘hands-off peer review’ on official committees is a merciless bat- 
de of groupuscules in which die spokespersons lor die most PC trend usually win, 
because the other members are afflicted widi a widespread disease of committees, 
NWTA —  Not Wishing To Appear ignorant, insensidve, old-fashioned, or just 
old. Nobody on an arts committee wants to sound like the purblind philisdnes who 
said that Wagner had no talent or that Picasso couldn’t draw; so there is a general 
readiness to be persuaded by endiusiasts for die officially approved trend of the 
moment, and a consistent record of committees backing wrong horses, as a glance 
at the lists of winners of the Turner Prize, die Prix Goncourt and the Nobel Prize 
for Literature will confirm. The tendency of committees to vote for the work of a 
polidcally-correct avant-garde has filled die second-hand bookshops in Western 
countries with unreadable novels, stacked the cellars of galleries widi paintings 
which defy all attempts to sell them or give diem away, and financed innumerable 
world premieres of music which, as die phrase goes, ‘failed to enter the repertoire’.

Since the late 1980s there has been a reaction in several countries against the 
whole principle of official funding for the arts, provoked by some bizarre excesses 
like the decision by the French ministry of fine arts to commission a sculptor to 
desecrate the magnificent courtyard of the Palais Royale widi hundreds of black- 
and-white stone blocks, and the choice of Damien Hirst’s exhibit of a dead cow and 
calf floadng in formaldehyde as an official Bridsh entry at die Venice Biennale. In 
1990 there was a very well-informed debate in die US Congress (the kind of debate
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on the arts unknown in the Australian parliament) on the fundamental question of 
whether taxpayers should be required to subsidise art and music chosen by ‘cutting 
edge’ advisers to the National Endowment for the Arts, which the average taxpayer 
will never learn to like and which even relatively sophisticated and experienced art- 
lovers find boring or repellent. With Congress now dominated by conservative Re
publicans, the NEA may not be able to survive as a patron of avant-garde art.

Arts funding bodies have to deal with a touchy and fractious clientele, and can
not be expected to please everybody. Some complaints about the operations of the 
Australia Council have been unjustified or trivial; but it is not easy to brush off the 
steady crescendo of criticism over the past seven or eight years, much of it coming 
from very distinguished people in Australian intellectual life. In 1994 an Australia 
Council Reform Association (ACRA) appeared, organised by two excellent poets, 
Les Murray and Mark O ’Connor, with the support of a number of artists and arts 
journalists who have managed to resist the tide of euphoria since Creative Nation. 
The ACRA’s entertaining and corrosive newsletter has criticised the Council’s hasty 
and sometimes inexpert decision-making, its symbiotic links with the Labor Party, 
the cosiness of arrangements under which the recipients of grants, wearing other 
hats, can sit on advisory and funding committees, and die award of large subsidies, 
extending over many years, to already well-off and successful artists.

The most fundamental complaint, however, has been that government funding 
distorts die relationship an artist should have widi an informed public. This has 
nothing to do widi die Zhdanovian concept of ‘responsibility to die people’. The 
point is that official patronage disrupts a natural process by which creative work ap
peals in the first instance to a few individual patrons with knowledge and flar and 
then, in time, to a wider circle of discerning people who are willing to pay lor new 
work, and whose support will guarantee die artist an income. Under the present 
system there is more incentive for artists to please die Australia Council and the 
government than to please any kind of genuine public. It is curious that artists who 
express admiration for indigenous art because they believe that ‘it arises naturally to 
satisfy the needs of the people’ become irritated if it is suggested that their own work 
should appeal to anyone at all. As die painter Jenny Watson said in 1982, ‘I know 
there is something wrong if people like your work; diat is die most upsetting thing 
for an artist. . . the best thing is to shock and make people feel uneasy’ (The Inde
pendent Monthly,, November 1994). But diere are very few artists who would take 
the risk of making the Australia Council feel uneasy.

Subsidising the Patrons

The present policy does require applicants for grants in most areas to have made 
some effort to be commercially viable; but die first step towards restoring a real 
nexus between artist and public would be to move away from the Australia Council 
model of funding by committees, and to support die arts not by making direct pay
ments to artists, theatre companies and publishers, but by subsidising the patrons. 
The purchase of books by Australian authors, works of art bought at exhibitions or 
direcdy from the artist, and theatre and concert tickets could be made fully tax-
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deductible, with a more generous system ol tax rebates lor patrons who donate sub
stantial amounts to orchestras, galleries or publishing ventures. On the artists’ side, 
royalties and the proceeds of sales ol work could be free of income tax, and should 
not affect entitlement to social services. There would be no need for peer-review 
committees, and it would be much easier for creative artists to earn a living, pro
vided that their work had some appeal at least to a discerning minority. One further 
long-term contribution to the intellectual development of Australia, which might 
also counteract to some extent the effects of a passive electronic culture, would be 
to distribute more money in three directions: to help civic patronage to flourish and 
to make its own decisions; to increase the number ol magazines willing to publish 
creative writing; and to subsidise the cost ol musical instruments, art materials, and 
lessons in music and painting. The ultimate aim would be to use public money so 
as to stimulate an active culture, and at the same time to release die arts from the 
clammy grip of central government.
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Central Bank Independence and 
Accountability: The New Zealand Case

Stephen Kirchner

everal countries have recently sought to give their central banks greater inde- 
pendence from government. Most notably, the Reserve Bank of New Zea- 

k ^ / la n d  Act 1989 attempts to put a central bank on a more independent footing, 
without loss of government control over the determination of monetary policy ob
jectives. In the UK, the House of Commons Treasury Committee has recendy 
recommended that the Bank of England be given a similar degree of independence 
to that of the Reserve Bank of New Zealand (RBNZ) (House of Commons, 1993). 
In Australia too, debate has occurred over whether the Reserve Bank should be 
placed on a more independent legislative footing.

These developments reflect concern diat central banks are subject to inappro
priate political incentives in their conduct of monetary policy, resulting in policies 
inimical to price stability and thus to broader macroeconomic performance. Cen
tral banks and their political masters also suffer from time-inconsistency problems, 
whereby policy action promised now may be inconsistent with what these actors 
perceive to be in their interests when the time comes to deliver on diese promises. 
Time-inconsistency undermines die credibility of commitments to establish price 
stability in the eyes of economic actors, which in turn undermines die viability of 
and-infladonary monetary policies.

These concerns appear to be borne out in a number of studies that have sought 
to establish a connecdon between greater central bank independence and improved 
infladon performance (Banaian et al., 1983; Bade & Parkin, 1988; Grilli et al., 1991; 
Cukierman, 1992). These studies have found that aldiough independent central 
banks are associated with lower rates of infladon, there is no apparent correladon 
between real economic performance and central bank independence (Alesina & 
Summers, 1993; Cukierman et al., 1993; Grilli et al., 1991:345). However, low in
fladon is a desirable economic objecdve in itself and is widely diought to contribute 
to improved macroeconomic performance over die long term. Of course, low or 
zero infladon is not the only goal of economic policy. But monetary insdtudons 
that contribute to low infladon outcomes consistent with other policy objecdves are 
worthy of support.

Stephen Kirchner is a graduate student in economics at Macquarie University 
and a Research Officer in the Australian Graduate School o f Management at the 
University o f New South Wales.
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This article examines central bank independence and its compatibility with gov
ernment determination of monetary policy objectives. The new legislative frame
work in New Zealand is found to be less important to improved inflation perform
ance than the government’s commitment to pursuing an anti-inflationary monetary 
policy. The independence of the RBNZ is only as good as this commitment, sug
gesting that a more fundamental examination of die relationship between govern
ments and central banks is required if anti-inflationary policies are to be sustained 
over the longer term.

Central Bank Independence: Means and Ends

A central bank is independent with respect to the weans of monetary policy if it can 
choose which policy instruments to use in pursuing goals given to it by the govern
ment or by its own independent decision-making processes. The government may 
set objectives for the central bank, such as price stability, and then give the central 
bank discretion in deciding how it will go about achieving these goals. A central 
bank may also be independent in relation to the ends of monetary policy, in which 
case it decides for itself the goals that it pursues. Such ends independence may or 
may not include independence in respect of the means of policy. As Grilli et al. 
found, these two types of independence are not always positively correlated 
(1991:370).

It is thought that ends independence will result in the central bank opting for 
some form of commitment to price stability, the goal to which monetary policy is 
best suited. Central banks are thought to have an institutional bias in favour of low 
inflation, reflecting in part the long-standing association between central banks and 
the financial community. Central bankers are assumed to have lower rates of time 
preference than politicians, and different subjective trade-offs between price stability 
and other macroeconomic variables (Cukierman, 1992:349). Time-inconsistency 
problems are more pronounced when policy-makers have a high discount rate 
(Buckle & Stemp, 1989:3). The significance of central bank independence depends 
on the existence of these different policy preferences on the part of politicians and 
central bankers (Goodman, 1991:329). Otherwise, there would be little point to 
central bank independence. Yet these assumptions may not be warranted. The 
empirical public-choice literature on monetary policy has demonstrated that central 
bankers may embody a wide range of preferences and be subject to a variety of in
centives that encourage inflationary policies (see Mayer, 1990).

Most central banks enjoy considerable independence in the means they employ 
to achieve monetary-policy goals, subject to a variety of constraints, such as the gov
ernment’s conduct of fiscal and exchange rate policy and technical considerations. 
The more important issue is the independence of central banks to adopt and pur
sue particular policy goals without reference to the political authorities. As Banaian 
et al. (1983: 203) argue:

The central banks of most developed economies do not show much inde
pendence in the determination of monetary policy. Although central banks
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are almost always charged with the execution of monetary policy and some 
scope for disagreement with government exists, they are usually subordinate 
to the treasury or finance ministry in the formulation of policy.

A key question, therefore, is whether central banks should be given greater inde
pendence in determining the goals of monetary policy, in addition to the discretion 
they already enjoy in choosing the means of policy. Neumann provides a strong 
statement in favour of greater goal independence:

Trivially, there is no independence if the central bank receives and has to 
follow instructions issued by the government or other authorities. . . the 
governing body of the central bank . . . should be explicitly provided with 
the undivided authority to decide on the target o f  monetary policy, on in
struments and implementation procedures. (1991:100; emphasis added)

Such goal independence is thought to ameliorate the time-inconsistency problem 
and so provide monetary policy with greater credibility. Banaian et al. 
(forthcoming) show that ‘distinguishing independent central banks solely on the ba
sis of freedom from government override . . . out performs the multifaceted indices 
[of independence! as a predictor of inflation performance for the industrial coun
tries’. Other commentators view such goal independence as either undesirable 
(because monetary policy should as a matter of democratic principle be kept under 
political control) or unrealistic (because governments are unlikely to surrender con
trol over an important economic policy instrument). This school of thought prefers 
to concentrate on means independence, accountability and policy transparency.

Central Bank Accountability

In practice, very few governments seem willing to allow their central banks substan
tial independence in the determination of monetary policy objectives. The prevail
ing public-interest doctrine of monetary policy determination holds that the gov
ernment should be accountable to the electorate for its conduct of monetary policy, 
which means that the central bank should be subject to government direction. The 
President of the Federal Reserve Bank of New York has observed, ‘I think we 
would all agree that central banks neither can nor should be fully independent of 
government, since it is governments —  and not central banks —  that hold final re
sponsibility for the economic and financial policy of the country’ (McDonough, 
1994:5). The independence of central banks from government does, however, 
seem to have some bearing on the extent to which the latter are held accountable 
for economic conditions. For example, US Presidents and Congress routinely shift 
the blame for high interest rates on to the nominally independent Fed (see Mayer, 
1990), whereas in Australia the government is more likely than the Reserve Bank to 
be blamed for prevailing economic conditions (Cole, 1990:2).

Even for an independent central bank, the determination of monetary policy 
objectives is an inherently political exercise that cannot be completely divorced
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from political considerations. Woolley describes the dilemmas facing the relatively 
independent US Fed as follows:

The Federal Reserve’s relationships with other actors are marked by a kind 
of tension between its nominal political independence and the kinds of 
tasks it is called upon to perform in the economic system. It is asked to be 
politically neutral while regulating an economic system that is not neutral in 
its results. It is expected to act on the basis of reflective scientific judgement 
in an environment that stresses political responsiveness. It is asked to make 
technically correct decisions despite conditions of economic uncertainty 
that make it difficult to avoid errors and despite a highly conflictual scien
tific debate as to what correct policy is. (1984:12)

This view should be contrasted with that of some advocates of greater goal inde
pendence for central banks, who maintain that central banks can be largely divorced 
from politics by enshrining their independence at a constitutional level:

Democratic accountability is appropriate in cases where institutions make 
political decisions, i.e. face a trade-off with respect to competing objectives.
But the independent central bank would be committed to only one objec
tive, price stability. Hence the bank will not make political decisions but 
technical decisions with respect to policy implementation. (Neumann, 
1991:109)

While this may be more true of a central bank whose independence is constitu
tional rather than statutory, it seriously understates the politically charged nature of 
what a central bank is called upon to accomplish. An independent central bank 
with a single statutory objective may still face policy trade-offs of a political nature in 
deciding on an appropriate path for achieving price stability and maintaining such 
stability in the face of economic shocks. Democratic accountability would require 
such trade-offs to be resolved politically.

Many advocates of greater central bank independence accept that such inde
pendence entails even greater accountability to the government, to ensure that it is 
used in the public interest. As the Governor of the Bank of Canada has observed, 
‘the greater is the responsibility assigned to the central bank, obviously the more 
important it is to have sound arrangements for accountability’ (Crow, 1993:7). Ac
cording to this conception of independence, the goals of monetary policy are still 
subject to political determination, but central banks enjoy greater independence to 
pursue those goals. The independence of central banks to pursue particular goals is 
enhanced through greater transparency in the conduct of policy, which reduces the 
scope for governments to continually redefine their goals in politically expedient 
ways. Such transparency reduces the short-term macroeconomic benefits of a sur
prise inflation, by ensuring that economic actors can better anticipate the inflation
ary consequences of current policy.
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These considerations raise the question of the extent to which efforts to make 
central banks more independent are in conflict with the desire of governments to 
continue to play a role in the determination monetary policy. The Reserve Bank of 
New Zealand Act 1989 represents one attempt to strike a balance between these 
two competing priorities. The New Zealand model has been widely cited as an ex
ample of how central banks can be made more independent, without compromis
ing political accountability. The newly independent RBNZ has achieved consider
able success in its fight against inflation. New Zealand achieved the lowest rate of 
inflation in the OECD in the early 1990s, having had one of the highest rates for 
much of the 1980s. The New Zealand experience is thus worthy of examination as 
an attempt to put the theory of central bank independence into practice.

The Reserve Bank of New Zealand Act 1989

New Zealand experienced some of the highest rates of inflation in the OECD in the 
1980s, along with poor macroeconomic performance generally. The government 
passed the Reserve Bank of New Zealand Act 1989 as part of a wider program of 
economic reform. The Act was preceded in the mid-1980s by a change in the 
stance of monetary policy that ‘was directed deliberately and explicitly at reducing 
inflation over the medium term’ (Lloyd, 1992:207). It was an attempt to give a 
stronger institutional framework to the continued conduct of this anti-inflationary 
monetary policy. According to the Act, ‘The primary function of the Bank is to 
formulate and implement monetary policy directed to the economic objective of 
achieving and maintaining stability in the general level of prices’ (RBNZ Act, 
1989:9), ‘while continuing to recognise the Crown’s right to determine economic 
policy’ (p.3). The Act permits the RBNZ to formulate and implement monetary 
policy, subject to its statutory objective and a Policy Targets Agreement (PTA) ne
gotiated between the Governor of the RBNZ and the Minister of Finance (pp.9-10). 
The PTA must include a specific policy target consistent with the price stability ob
jective, such as a specified maximum rate of annual increase in the consumer price 
index.

The RBNZ is not obliged to implement a government directive that the Gover
nor considers to be inconsistent with the statutory economic objective. Where a 
government directive is inconsistent with the PTA, the Governor may request that a 
new agreement be negotiated and is absolved from meeting the existing target 
(p.16). However, the Act gives the government the power to override the statutory 
monetary policy objective by means of an Order in Council for a period of one 
year. The override can be renewed at the end of each year. The government can 
thus substitute a new economic objective, such as reducing unemployment, at any 
time, and renew the new objective by Order in Council every twelve months. 
Where use of the override provision conflicts with the current PTA, it must be 
abandoned and a new one negotiated (pp.l 1-12).

The RBNZ is thus independent largely with respect to the means of monetary 
policy. The broad policy goal of price stability has been enshrined in legislation, 
with more specific policy targets subject to negotiation with the government. The
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RBNZ’s independence to pursue particular goals has been enhanced to the extent 
that it now has the authority to publicly defy government directives inconsistent with 
its statutory mandate and its Agreement with the government. In all other respects, 
however, specific policy objectives are assigned to it in negotiation with the govern
ment, and the statutory price stability objective is subject to government override. 
Use of the override provision is envisaged in the event of unexpected economic 
shocks that would make the achievement of the policy target or price stability unrea
sonable.

The Act also instituted a number of other measures designed to make the 
RBNZ more accountable to the government and the public. The Governor of the 
Bank is made personally responsible under the Act for the achievement of the PTA 
with the government (p.25). The Board of the RBNZ has no policy-making func
tion under the Act. Its role is to monitor the Bank and its Governor on behalf of 
the government. As Lloyd notes, this means that the Board ‘acts as an agent of the 
government’ (1992:214) and ensures that responsibility for meeting policy targets is 
not diluted. The Minister can dismiss the Governor for failure to meet the PTA 
and the Board has the ability to recommend dismissal to the Minister on similar 
grounds (RBNZ Act, 1989:28-30). The Governor thus has very little independence 
from the government in relation to either policy formulation or the ability to defy 
the government on important issues.

The RBNZ is now significantly more accountable for its performance and en
joys a greater degree of independence in pursuing its new statutory responsibilities 
and those objectives determined in negotiation with the government. However, its 
overall goal independence is negligible and the Governor of the Bank is deliberately 
made vulnerable to removal from office by the government of the day for non
performance in relation to these government-determined policy objectives. In 
making the Bank more accountable, the government has not made it significandy 
more independent. This is die product of the prevailing view diat the determina
tion of monetary policy should be subject to political direction. Lloyd agues that 
‘the main trade-offs [in the conduct of monetary policy] are essentially political 
ones, and it is appropriate diat they be made clearly at die political level’ (1992:210).

Reform of the RBNZ was a government initiative and reflected widespread dis
satisfaction with the way monetary policy had been conducted in the past. The gov
ernment, through die new Act, sought to tie itself and the Bank to an explicit price- 
stability objective for which the Bank could be held accountable to die government 
and the government would be held accountable to die electorate. The Act thus re
flected ‘a balance between explicit recognition dial monetary policy is ultimately a 
government responsibility (rather dian a responsibility of unelected officials), and 
the government’s wish to constrain its own scope for monetary policy freedom in 
die future, and to diereby improve monetary policy credibility’ (Lloyd, 1992:211). 
The conflict between central bank independence and accountability was thus re
solved largely in favour of greater accountability, but supplemented by greater policy 
transparency and the enhancement of the Bank’s ability to resist government de
mands.
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The RBNZ and Inflation

Since New Zealand embarked on an anti-inflationary monetary policy prior to the 
passage of the RBNZ Act 1989, the Act gave legislative backing to policy commit
ments that were already in place. As Pollard notes, ‘New Zealand had succeeded in 
reducing its inflation rate from nearly 16 per cent in 1987 to six per cent before the 
creation of an independent central bank’ (1993:30). The key to the reform was the 
government’s willingness to adopt a policy of price stability and dien precommit 
itself to future adherence to that policy objective by introducing greater transparency 
in die conduct of policy. The short-term macroeconomic benefits of inflation to 
die government have been reduced by ensuring diat economic actors are better able 
to anticipate inflationary policy changes. As the Governor of the RBNZ has noted, 
‘politicians have actually made it difficult for diemselves to abandon or emasculate 
the price stability objective, by making any reversions very public. They have die 
right under the Act to change the policy targets agreement, but they have to do it in 
a totally public way’ (Brash, 1992:105). The reform did not rely on giving greater 
goal independence to the central bank, except in so far as it was given the ability to 
defy the government in specific instances of conflict over die achievement of pre
determined policy objectives, which would require die government to publicly 
override the Bank. Were the government not itself genuinely committed to price 
stability, it is difficult to see how an anti-inflationary monetary policy could be main
tained, even in the presence of a statutory commitment to price stability. The gov
ernment could invoke the override provision indefinitely.

These observations support the view diat die observed correlation between cen
tral bank independence and low rates of inflation may not be a causal relationship. 
Both may be a reflection of a broader political commitment to price stability. As 
Pollard has observed, central bank independence may be ‘an endogenous variable 
in the sense that countries widi a commitment to price stability may have a greater 
propensity for independent central banks. . . Ill fact, a public aversion to inflation 
predates die establishment of many independent central banks’ (1993:30). This 
helps to explain why superior inflation performance can be found in countries with 
bodi independent central banks (such as Germany’s) and dependent ones (such as 
Japan). The governments most committed to die goal of price stability seem to be 
diose of countries diat have been traumatised by inflation in die past, such as Ger
many and New Zealand, and where die electorate is more supportive of anti- 
inflationary monetary policies. Once inflation is correcdy perceived, die benefits of 
inflation to the government diminish and its costs begin to rise:

. . . government officials and opposition leaders dien find it politically re
warding to propose and enact anti-inflationary measures. A comparison 
widi other countries that have greater monetary stability may also engender 
a widespread public belief (which politicians find it beneficial to respond to) 
that a stabilisation policy is necessary. (Bernholz, 1986:495-6)
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Cukierman has observed a tendency for central banks to acquire greater independ
ence following the implementation of successful macroeconomic stabilisation pro
grams. This reflects the fact that ‘once they have experienced the disruptions asso
ciated with high inflation and its stabilisation, competing interest groups become 
more acutely aware of the benefits of avoiding those painful cycles altogether’ 
(1992:455). The public-choice analysis of governments as habitual and chronic in- 
flators is thus dependent on the electoral incentives to which they are subject. The 
New Zealand case demonstrates that such incentives need not always be pro
inflationary.

The success of the RBNZ Act in curbing inflation thus depends heavily on the 
continuation of the government’s (and the electorate’s) commitment to price stabil
ity. As the Governor of the RBNZ has himself noted, ‘the system remains open to 
political reversal, and as such it is not a permanent rearrangement of the institu
tional structure for monetary management’ (Brash, 1992:106). The government has 
made it more difficult for itself to abandon its commitment to price stability, but 
future governments could be expected to do so if it were found to be in their elec
toral interests.

The strength of the New Zealand reform lies more in the willingness of the cur
rent government to precommit itself to, and be held accountable for, a policy of 
price stability, than in the institutional design of the RBNZ Act itself. Its weakness 
lies in the paradox that the more apparendy credible die government’s commitment 
to price stability is, the greater incendve die government has to default on this 
commitment to obtain the temporary macroeconomic benefits of a surprise infla
tion, which in turn undermines the credibility of die original commitment 
(Neumann, 1991:97-8). Surprise inflation has been made more difficult by greater 
policy transparency. However, the potendal benefits of inflation to government and 
other vested interests have not been eliminated, particularly once inflexible wage 
and price contracts come to embody lower infladonary expectations. Furthermore, 
the government can precommit only for die remainder of its term of office. It can
not make commitments on behalf of alternative governments diat may subsequendy 
assume power. The PTA between die Governor and die government was modified 
when there was a change in government in 1990, as a result of which die time frame 
for the achievement of the then policy target was extended by one year (RBNZ, 
1991:3). Inflationary expectations under these circumstances must have a limited 
time horizon. There is evidence that the duration of labour contracts in New Zea
land has increased as a result of die combined effects of lower inflation and the 
Employment Contracts Act, but most collective employment agreements are still 
less than one year in duration (Fischer, 1993:25). To die extent that die new voting 
system in New Zealand results in unstable coalition or minority governments, the 
PTA between the Governor and the government of the day may not be a useful 
guide to future policy and have litde impact on inflationary expectations. The dis
continuities that elections introduce into die interaction between public and policy
makers also work against the establishment of a reputational equilibrium of the type
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suggested by Barro and Gordon (1983) as a possible constraint on government be
haviour.

The independence of die RBNZ is thus less of an issue than die ability of the 
government of die day to precommit to a policy of price stability dirough its rela
tionship widi the RBNZ. As Neumann argues, ‘no government can provide pre
commitment to zero inflation by declaration or by temporary good conduct. . . Pre
commitment presupposes an external mechanism which effectively ties the hands of 
the player. . . [T]here is widespread agreement that under realistic conditions gov
ernments have no device for precommitment’ (1991:98). This is because ‘in order 
to establish a monetary standard . . . the government must have the sovereign power 
to act as the ultimate enforcer of contractual commitments. But, this sovereign 
power precludes the existence of a higher audiority capable of enforcing commit
ments about future policy choices. Consequendy, any policy rule . . . can be viable 
only as long as it is expedient for the policy audiority to follow it’ (Grossman, 
1991:336). The new institutional arrangements for die RBNZ and greater policy 
transparency do aid commitment, but diere is no external mechanism to bind die 
government. Inflationary expectations in New Zealand need to incorporate a sig
nificant likelihood of default on current policy on die part of current or future gov
ernments.

Alternative Institutional Arrangements

A possible solution to this problem involves entrenching die price-stability objective 
and arrangements for the conduct of monetary policy at die constitutional level, as 
has been suggested by Neumann and some public choice dieorists. This would 
entail removal of the government’s ability to direct die Bank in relation to monetary 
policy objectives. Aldiough New Zealand’s constitution is unwritten, arrangements 
for the conduct of monetary policy could be given constitutional status by requiring 
super-majorities of parliament to overturn diem. It is noteworthy diat the RBNZ 
Act 1989 was passed with almost unanimous support in the New Zealand House of 
Representatives (Brash, 1992:104), dius meeting one criterion for consensual con
stitutional change. Unfortunately, only a simple majority would be required to over
turn it. This in itself is sufficient to compromise die Bank’s independence, since it 
will refrain from acting in a way diat might cause die government to overturn the 
legislative basis for its independence. Statutorily independent central banks can be 
expected to make concessions on policy to avoid losing dieir independence 
(Goodman, 1991:335).

Like any odier piece of legislation, die RBNZ Act is a reflection of current gov
ernment policy commitments. The reconstitution of die RBNZ widi greater statu
tory independence is less important to the conduct of an anti-inflationary monetary 
policy than the policy commitment this represents. A constitutional entrenchment 
of diese more independent arrangements for monetary policy would gready en
hance monetary policy credibility, by reducing die prospects for a future political 
reversal of the present government’s anti-inflationary monetary policy.
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A constitutional commitment to price stability would be incompatible with gov
ernment determination of monetary policy goals. Constitutional backing would give 
the central bank a strong legal foundation on which to resist the policy demands of 
the government. The central bank could be expected to exercise near-complete 
discretion in setting the goals of policy, knowing itself to be well insulated from po
litical interference. This would involve a fundamental change in the bank’s relation
ship with the government and would effectively place monetary policy beyond po
litical control, except in the ex ante constitutional sense.

Although the removal of politics from monetary policy would be a desirable 
outcome, a number of reservations are in order. Constitutional guarantees are still 
dependent upon strong political support if they are to be upheld and not reinter
preted into nothingness by politically-inspired higher courts. A constitutionally in
dependent central bank would also need to be appropriately constrained to ensure 
that it worked in accord with a predetermined conception of where the public inter
est lies in the conduct of monetary policy. This might require the adoption of 
monetary rules to limit the discretion of the bank. A common criticism of such 
rules is that they lack flexibility in responding to supply and money demand shocks 
to the economy, and may exacerbate economic cycles. Greater central bank inde
pendence is often advocated as a way of avoiding excessive reliance on such mone
tary rules (Neumann, 1991:107). However, such rules may be necessary to ensure 
diat an independent central bank is appropriately constrained and acts in the public 
interest. If discretionary monetary policy is dangerous in die hands of politicians, it 
must also be judged dangerous in the hands of a group of unelected officials.

But if monetary policy is best carried out in a constitutionally-sanctioned, inde
pendent legal framework outside the political arena, we are left with the question of 
whether there is any purpose in retaining responsibility for die conduct of monetary 
policy within die public sector. If governments are to play no post-consdtudonal 
role in the conduct of monetary policy, we need to quesdon whether this is an ap
propriate area of government regulation. The issue of the appropriate degree of 
independence for the central bank leads naturally to an examination of alternatives 
to the public-sector monopoly over the supply of base money. As Selgin (1988), 
Dowd (1993), Greenfield and Yeager (1983) and odiers have demonstrated, a self- 
regulating monetary system based on free banking may be a viable alternative to 
government fiat money and the associated need for a publicly-determined monetary 
policy. Such a system would transcend the rules-versus-discretion debate that has 
plagued monetary economics in recent years and which assumes that the supply of 
money must be determined by a central audiority.

Conclusion

The reforms to the RBNZ have yet to be fully tested, since there have not been 
substantial inflationary pressures in the New Zealand or world economy since 1990, 
when the new Act came into operation. New Zealand’s continued success in com
bating inflation will depend as much on die government’s commitment to an anti- 
inflationary monetary policy as on the new legislative framework for the RBNZ.
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The New Zealand case demonstrates how attempts to make central banks more 
independent nust come to grips with the problem o f defining an appropriate rela
tionship between the central bank and the government. This issue has so far been 
resolved in favour of continued government determination o f the goals of monetary 
policy, with g-eater accountability and policy transparency. The government’s con
tinued commtment to price stability is thus subject to future political reversal de
spite the indmendent central bank. One solution to this problem of continued po
litical vulnerafility is to further entrench central bank independence within a consti- 
tutionally-san:tioned legal framework. But such proposals raise the more funda
mental queston of the appropriateness of a publicly-regulated money supply, and 
suggest that tie self-regulating, free banking alternative should be more thoroughly 
explored.
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Public Infrastructure and 
Private Production

Glenn Otto and Graham Voss

W n many industrialised countries, levels of public investment have declined sig- 
I nificantly during the last three decades. In Australia, the average annual growth 

-Aerate of general government capital declined from 4.1 per cent in the period 
1967/68-1979/80 to 1.9 per cent in the period 1980/81-1989/90 (Otto & Voss, 
1994a). Concern about this decline surfaced early in the United States (see the ref
erences in Ratner, 1983) where some commentators suggested that the decline was 
in part responsible for the observed slow-down in productivity growth. In order to 
assess this claim, it is necessary to understand the role of public investment in the 
economy. Ratner (1983) is an early attempt; but it was the influential work of David 
Aschauer in the late 1980s that initiated a wide-ranging literature investigating the 
role of public investment and infrastructure. This literature is now vast and contin
ues to grow.

This article reviews this literature with a particular emphasis on its implications 
for public policy. We argue that although the literature has proven to be informa
tive in a number of ways, it has not yet provided much of substance to answer the 
question whether or not the declining levels of public investment are appropriate.

Public Infrastructure

‘Infrastructure’ is a broad term for capital projects that are pervasive inputs into 
production: that is, projects that provide services used at any one time by a large 
number of different firms and individuals to facilitate production. Examples of in
frastructure capital include transportation systems, communications networks, elec
tricity grids, water supply facilities, sewer systems, education systems and basic 
health-care systems. Each of these provides services to the economy as a whole in a 
productive capacity. In principle, infrastructure capital may be provided privately or 
publicly. Traditionally, however, much infrastructure capital has been provided by 
the public sector.

The standard economic justification for such public provision is that many in
frastructure capital projects are public goods. A public good is a commodity with 
certain features that prevent private decentralised markets from providing it in effi
cient amounts. The features that define a public good are that it is non-excludable

Glenn Otto and Graham Voss are Lecturers in Economics at the University o f 
New South Wales.
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and/or non-rival. A good is ‘non-rival’ if consumption by one firm or individual 
does not preclude consumption by another. The discussion above suggests that, by 
its very nature, infrastructure consists of capital projects that provide non-rival serv
ices. The private sector tends to underprovide non-rival services because private 
decision-making does not fully reflect the entire benefit of infrastructure projects. A 
good is ‘non-excludable’ if by its nature it cannot be withheld from a consumer or 
producer. A consequence of non-excludability is that private agents are unable to 
appropriate a competitive return for the commodity and there is no incentive for 
private provision. If the returns from an infrastructure project are not appropriable, 
the private sector will not invest in it. This is an inefficient outcome if the services 
are of productive benefit, and would justify public sector investment. An example 
would be an urban road where the cost of toll collection is likely to be prohibitively 
expensive.

A related rationale of public provision of infrastructure capital has to do with 
external effects. Basic education systems, primary health care, and research and 
development are commonly thought to have external benefits; that is, benefits to 
society beyond those accruing to the individuals or firms immediately involved. If 
these types of benefits exist, then the social returns provide an additional justifica
tion for public investment in such projects (universities and hospitals are good ex
amples).

An additional argument for public provision of infrastructure is that certain in
dustries that provide pervasive services throughout the economy exhibit increasing 
returns to scale. In such circumstances, private provision leads to industrial concen
tration or, in the extreme, natural monopolies. These market structures, if unregu
lated, tend to provide too few services at too high a price. The two main means of 
addressing these problems are regulation and public ownership. Public ownership 
has been favoured in many instances (for example, the communications industry). 
Whereas the reasons for this may be largely historical (availability of capital), from 
an economic perspective public ownership is one of a number of possible means of 
regulating a particular industry.

Although both public-good and increasing-retums-to-scale arguments have been 
used to justify public sector investment, there is an important difference between the 
public provision of infrastructure with a public-good nature and projects with in
creasing returns to scale. In the former case, the price system fails and the public 
good must be financed from general revenue. In the latter case, the commodities 
or services can be priced, in a regulated environment, thus allowing for either public 
or private ownership of a trading enterprise. In view of this difference, which clearly 
suggests quite different policy responses, we define public infrastructure as a class of 
public goods, in particular goods with non-appropriable returns, which are pervasive 
capital inputs into private production.

l
Notice that public investment can also contribute to social services, quality o f  life and so forth. Fur

thermore, in instances such as education, public infrastructure contributes to both private production 
and general welfare.
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In practical terms, establishing what qualifies as public infrastructure is not 
straightforward, as almost no commodity fully satisfies die strict definition of a pub
lic good. Nor are the defining features static. For example, since current technol
ogy makes the introduction of tolls on all urban roads prohibitively expensive, ur
ban transportation services are effectively noil-excludable. However, future tech
nology may make it quite feasible to record individual road usage and so offer an 
effective means of pricing urban transportation service. Our view on diese matters 
is essentially pragmatic: public provision of infrastructure projects should be as
sessed as well as possible on the existing features of die project and whether they 
prevent private provision of appropriate levels. In addition, public involvement 
should be reviewed as the economy develops and technologies advance.

The Australian Bureau of Statistics (ABS, Cat. No. 5221) identifies two basic 
categories of public capital: public enterprise capital and general government capital. 
Public enterprises are defined as enterprises diat price dieir services and so do not 
correspond to our definition of public infrastructure. General government capital, 
which includes (among other things) die stock of roads, dams, tunnels, schools, 
hospitals and offices, is financed from general revenue and provides services either 
free or at a nominal cost. This category corresponds more closely to our definition 
of public infrastructure.

By this definition, public infrastructure capital represents a significant propor
tion of the total productive capital stock in die Australian economy. In 1991/92 
general government capital comprised about 22 per cent of die total stock of pro
ductive capital. The magnitude of this figure provides a powerful reason for iden
tifying and assessing the role of public infrastructure capital; furthermore, it suggests 
that public infrastructure capital may be an important component of private pro
duction.

Policy Issues

The discussion so far has identified a number of policy issues. The first of these is 
straightforward and empirical in nature: what is die role of public infrastructure in 
private production and has this role remained relatively stable? This issue has been 
addressed by a wide range of studies for a wide collection of countries. Two aspects 
have received the most attention: a quantitative measure of the role of public capital, 
and whedier public investment crowds out or crowds in private sector investment.

Second, has the recent decline in public investment in Australia been inappro
priate? Are we sacrificing future growth by reducing current public infrastructure 
expenditure? These questions have been only indirecdy dealt with in the literature.

Finally, is die current mixture of private and public ownership in Australia de
sirable, in particular widi regard to the public trading enterprises? This issue is not 
an explicit focus of the public capital literature diat we are reviewing in this article.

2
Public and private housing stocks are excluded from the definition of productive capital. See ABS 

Cat No. 5221.
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This does not mean we view the issue as unimportant: quite the contrary. It simply 
reflects that the literature on aggregate public-capital provision does not lead to any 
immediate conclusions on the subject. So in the following sections, we will consider 
the results of the literature with regard to the first two policy issues only.

Public Infrastructure and Private Production

A number of studies have sought to identify the contribution of public infrastructure 
capital to private production by what can be considered a supply-side approach. In 
these studies the positive economic effects from an increase in public infrastructure 
investment are thought to be beneficial primarily because of their alleged effects on 
private sector productivity; that is, infrastructure capital enhances private sector pro
duction. Such supply-side benefits can occur even when the economy is close to or 
at full employment or capacity. This view of public investment contrasts with the 
traditional Keynesian aggregate demand effects that are believed to arise from in
creased government spending, whether current or capital in nature. In the Keynes
ian model, government spending has a multiplier effect on output when the econ
omy is operating at less than full capacity. But whereas the Keynesian model at best 
provides a description of the short-run behaviour of the economy, the recent work 
on infrastructure capital stresses its potential effects on long-run productivity and 
economic growth.

In effect, what these recent studies attempt to estimate is the private production 
technology of the aggregate economy with inputs that include some measure of ag
gregate public infrastructure. These estimated production technologies provide an 
estimate of the private output elasticity of public infrastructure. For the United 
States, Aschauer (1989a) reports an elasticity of approximately 0.40; a similar result 
is obtained for Australia by Otto and Voss (1994b). This implies that, holding all 
else constant, a 1 per cent increase in public capital stock leads to a 0.4 per cent 
increase in private output.

The most remarkable and controversial feature of diese estimates is dieir mag
nitude. They imply that, on average, the marginal returns to additional investment 
in public infrastructure capital are very high, and significanfly higher than the returns 
to additional investment in private capital. This is an unexpected finding and has 
been used by some economists and policy-makers to justify increasing government 
expenditure on public infrastructure projects. As long as the returns to public sec
tor investment exceed die returns to private sector investment, private producdon 
may potendally be increased by transferring resources from die private sector to the 
public sector. Another way of putdng this is to argue that further public investment 
is self-financing in the sense diat it will lead to an expansion of output in excess of 
die financing costs of the public investment.

Recent work using more sophisdcated econometric techniques provides esti
mates of the private-output elasticity of public capital that are about half the size of 
those obtained from Aschauer’s methodology (see, for example, Lynde & Rich-
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mond, 1993; Finn, 1993; Otto & Voss, 1994b,c). Nevertheless, the estimated elas
ticities still suggest that increased public investment produces substantial gains.

These results should be treated with some caution. From a statistical viewpoint, 
it is not clear that the estimated parameters can be interpreted as output elasticities. 
This is because of the possibility of reverse causality: rather than the estimated rela
tionship being a pure description of the supply side of the aggregate private econ
omy, it is likely to be contaminated by demand-side factors. The basic idea is that 
instead of being completely exogenous, the stock of public infrastructure capital is 
likely to respond to factors in the private economy. For example, as the private 
economy grows, so do tax revenues, which provide a source of financing for addi
tional infrastructure projects. The reverse is true when growth in output or produc
tivity slows. This suggests, not that public infrastructure in not an important com
ponent of private production, but rather that it may not be this effect alone that is 
being captured by aggregate studies.

Relatively few empirical studies address the causality question, and the issue 
remains largely unresolved. Those studies that do examine causality is a^statistical 
sense have tended to find evidence that causality runs in both directions. An ex
ception is Otto and Voss (1994b), which uses a quarterly data set for the Australian 
economy and finds evidence suggesting that shocks to private output have virtually 
no feedback effects on public capital. We interpret this as evidence against the re
verse-causality hypothesis. However, more work on this issue is clearly required.

Does Public Investment Crowd Out Private Investment?

Aschauer (1989b) enquires whether additional public investment spending has a 
crowding out effect on private investment. An increase in public investment has two 
potentially offsetting effects. The initial increase in public investment draws re
sources from the private sector and may lead to an increase in real interest rates; 
and the extra public investment will tend to substitute for some private investment. 
This tends initially to depress the level of private investment spending, such that 
public investment can be said to crowd out private investment spending. But if the 
stock of public infrastructure capital is an input to private production, then the in
crease in public capital that arises from the additional public investment may raise 
the marginal product of private capital, thus eventually providing an incentive for 
additional private investment. The net long-run effect of an increase in public in
vestment will depend on the relative magnitudes of these two effects.

3
Against this trend are the findings by Holtz-Eakin (1994) for the 48 contiguous states o f  the United 

States. W hen Holtz-Eakin controls for the elfects o f unobserved, state-specific effects (e.g. land area, 
location, weather, endowments o f natural resources, and so on) he finds no role for public capital in 
explaining inter-state differences in private sector productivity.
4
Causality in the statistical sense means that a variable x causes y if x helps to predict future outcomes 

of y.
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For the United States, Aschauer finds that an increase in public investment ex
penditure leads initially to a fall in private investment of an equal magnitude. Sub
sequently, within three to four years, the marginal productivity of private capital in
creases and this stimulates additional private investment. The net result on private 
investment of these two opposing effects is positive, leading Aschauer to conclude 
that public investment actually crowds in private investment. This mechanism relies 
on the fact that increases in public infrastructure tend to raise the marginal produc
tivity of private capital. Obviously, if the stock of public capital is excessive, then die 
additional public infrastructure would have a zero or possibly negative eflect on the 
marginal productivity of private capital.

Limitations of Aggregate Studies

What are die implicadons (if any) of diese studies for public policy? Is it reason
able to conclude on the basis of such studies alone diat increased public investment 
in infrastructure projects is desirable?

The aggregate or macro-level studies are subject to certain limitadons. At best, 
they tell us somediing about die average marginal return on die exisdng stock of 
public infrastructure. However, die studies are largely silent on the issue of exacdy 
which projects should be allocated scarce government resources. So even if we ac
cept the argument diat addidonal public spending on infrastructure is required, the 
aggregate studies do not provide any guidance as to die magnitude or direcdon of 
any addidonal expenditure.

One response to this difficulty is to apply benefit-cost analysis to individual in
frastructure projects: diose widi die highest benefit-cost rados should be under
taken. The problem here is diat the rates of return implied by die aggregate studies 
tend to be at least an order of magnitude larger dian benefit estimates obtained for 
individual public projects from benefit-cost studies. In odier words, benefit-cost 
studies may be systematically underestimating die returns to public infrastructure 
projects.

Why are die benefit-cost studies performing in diis unsatisfactory manner? 
One simple answer is dial die results from die aggregate studies are biased upwards 
and hence unreliable. However, Aschauer (1993) and odiers argue diat die prob
lem lies with die benefit-cost studies. Because of dieir local and project-based na
ture, diey are allegedly unable to measure completely die indirect benefits of public 
infrastructure projects: which benefits are, however, measured by die macro-based 
aggregate studies. This argument is indirecdy supported by die observation diat die 
estimated contribution of public capital to private production tends to increase widi 
die level of aggregation of die data: diat is, die smallest effects are obtained by stud
ies that use city or local data, while die largest effects are obtained from national 
data. But this still leaves us widi litde information on die specific nature of die
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complete effects of particular infrastructure projects. What is required is a better 
understanding of the specific roles of public infrastructure.

What Have We Learned?

In view of these caveats, what do these existing studies tell us? In our view, what the 
existing studies (should) do is to make policy-makers aware of the historical contri
bution made by public infrastructure capital to private production and to suggest 
that sudden large reductions in public investment may have important conse
quences lor future economic growth. Thus, reducing public investment purely as a 
means of cutting back the size of the government sector or the budget deficit is un
likely to be an optimal policy from a longer-term perspective (see Alesina, Gruen & 
Jones, 1991).

This is not to imply that the level of public investment in infrastructure capital 
should never fall, or even that the declines observed in Australia during the second 
half of die 1980s were unwarranted. A number of reasonable explanations for diis 
decline are available. Perhaps the existing stock of public infrastructure capital was 
excessive (but tliis tends not to show up in most empirical studies). Perhaps the 
existing stock of public infrastructure capital is being used more efficiendy. Implicit 
in virtually all of die empirical studies is die assumpdon dial die measured stock of 
infrastructure capital (in constant prices) is an adequate proxy for die more dieoreti- 
cally relevant flow of services that individuals and firms actually obtain from infra
structure capital. Thus, if existing infrastructure capital were utilised more effi
ciendy, due for example to die use of more appropriate pricing for infrastructure 
services, dien we might observe a decline in die public investment to output ratio 
without any implications for future growdi. The existing studies do not provide a 
satisfactory resolution to diese issues. The empirical studies diat assess die role of 
public infrastructure are primarily concerned widi establishing whedier or not a role 
exists. Very few attempts have been made to discover whether actually existing lev
els of public infrastructure are at or close to dieir efficient levels.

It is often argued diat efficiency requires die marginal returns to public and pri
vate capital (and presumably human capital as well) to be equal: to die extent that 
die marginal return to public infrastructure capital exceeds diat of private and hu
man capital, additional public investment should be undertaken to equalise returns. 
For this argument to be valid, a number of restrictive assumptions are needed. First 
of all, resource costs involved in financing bodi public and private investment proj
ects must be roughly equal. However, public infrastructure must be financed from 
general taxation, which may have distortionary effects on die private economy. For 
example, income taxes have a disincentive effect on labour provision, lowering pri
vate-sector output and productivity.

One source of this better understanding may come from recent work, on die ‘new growdi theory’ that 
has indicated that private capital spillover externalities arc a possible cause of economic growdi (see 
Römer, 1986, and Dowrick, 1994). The question arises as to whedier a similar analysis can be applied 
to public capital.
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Additional complications arise if uncertainty is introduced into the analysis. 
Then real returns to investing in different assets are typically not equalised; rather, 
the differential rates of return reflect the different risk components of different as
sets. So high returns to public infrastructure may be a reflection of the relative 
riskiness of these projects, due to their long payoff horizons, for example.

Finally, the comparison of estimated returns is not stricdy correct from a statis
tical perspective. A correct test of whether or not the returns to different assets are 
equal requires estimating the returns under the hypothesis of efficiency and testing 
whether the equality condition is satisfied statistically. The studies considered above 
compare the unrestricted estimates only informally. Preliminary evidence in Otto 
and Voss (1994c) suggests that this can have a substantial influence on the conclu
sion regarding the appropriate level of public infrastructure.

Conclusions

A potential role for the public sector in a mixed economy is the provision of public 
infrastructure. We define public infrastructure as a pervasive capital input to private 
production that has, to some extent, non-appropriable returns. By its nature, public 
infrastructure services are not marketable, and public investment is generally war
ranted. These features of public infrastructure contrast with public investment in 
trading enterprises; in this latter case, returns are generally appropriable, and the 
case for public involvement is weaker. Considerable effort has focused on the pro
ductive role of public investment; in general, the focus is on public infrastructure, 
although this distinction is not always clear. These efforts have identified a signifi
cant role for public infrastructure in private production. Unfortunately, these re
sults have as yet provided little guidance for public policy. Public sector decisions 
are not made at the aggregate level (on which these studies focus) but at a project 
level. Beyond the general conclusion diat there may exist additional benefits be
yond standard cost-benefit studies, these aggregate Studies provide no direct quanti
fiable information to assist project evaluation. In our opinion, new research efforts 
should not address aggregate provision but should be directed towards a more 
complete understanding of the relationship between infrastructure and private pro
duction at an industry level.
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Options for Road Reform in 
New Zealand

Bryce Wilkinson

"Tew Zealand’s 93,000 kilometre roading network is one of the country’s 
I major assets. Its depreciated replacement cost could be about NZ$20 bil- 

X  Nl lion, including $5 billion for the land (Williamson, 1994). This is compa
rable to the combined depreciated replacement cost of the nation’s electricity, tele
communications and water supply and waste water networks.1 Although traffic 
densities are very low on much of New Zealand’s roading network, time-of-day 
and/or seasonal pressure will continue to build up in some parts of the system, es
pecially because of high current and forecast rates of economic growth.

Total road transport-related expenditure (excluding any capital charge for the 
roading network) is estimated to be approximately $10 billion per annum, or about 
14 per cent of GDP. Much of this road-related expenditure represents personal 
consumption; the transport sector itself contributes 5 per cent to GDP. Central 
government owns and, through 1 ransit New Zealand (TNZ), a Crown entity, oper
ates the $7.4 billion, 11,000 kilometre state highway network. Local authorities are 
responsible for operating urban and rural roads, but receive approximately half the 
funds they require for road construction and operation from TNZ (see NZBR, 
1993:i).

Total annual expenditures by the various arms of government on road mainte
nance, construction and safety are less than $1 billion. Road users pay significantly 
more than this in licence fees and in petrol taxes (in the case of private motorists) 
and axle-weight-based road user charges (in the case of the trucking industry) (see 
NZBR, 1993:108).

In the last decade, New Zealand has implemented extensive and far-reaching 
institutional reforms as the Crown has sought to reduce debt and improve eco
nomic efficiency. Many such reforms have involved putting state-owned enterprise 
(SOE) providers on a competitively neutral basis. The benefits from this approach 
have been sufficiently encouraging to warrant consideration of its further application 
to the provision of road network services (see NZBR, 1992:1-34). The case for re
viewing the current system for providing roads is strengthened by the need to con-

1 Based respectively on the Ministry of Commerce’s statistical tables for electricity, Telecom’s 1993 
annual report and Davin (1993).

Bryce Wilkinson is head o f the Economic Advisory Group at CS First Boston New 
Zealand Ltd.
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sider the organisational arrangements that will allow New Zealand to take advantage 
of rapidly evolving electronic transport-related technologies.

Divided Responsibilities and Conflicting Objectives

The responsibility for making roading decisions falls overwhelmingly on the gov
ernment because the road system is entirely owned and operated by public agencies 
and the government controls all the key road pricing decisions.

Territorial authorities’ involvement in roads reflects a time when local access 
considerations were paramount, while Crown ownership of state highways emerged 
in the 1930s in response to a clear need for consistent standards along national 
highways. But this division of responsibilities arguably fails to establish sufficiently 
clear lines of responsibility and accountability or to take due account of problems of 
incentives and inadequate information. For example, TNZ and territorial authori
ties each have the power to regulate road use and safety standards, and to plan, de
sign and oversee the construction of new roads. But the accountability of territorial 
authorities to the ultimate owners of these roads (tax- and rate-payers) is reduced by 
TNZ’s power to establish and to change the designation of roads and to change the 
jurisdiction under which these roads fall. In addition, divided responsibility has led 
to an extremely bureaucratic system for coordinating and approving the annual pro
grams of the diverse public authorities. Road safety is another area where divided 
responsibilities could impair outcomes. TNZ is responsible for road expenditures 
that affect network safety, but the Ministry of Transport is responsible for licensing 
drivers, setting standards for the types of motor vehicles that may be used on roads, 
and for regulating driving behaviour. This separation creates incentive problems. 
For example, the Ministry' of Transport’s incentive to regulate vehicle standards 
optimally may be reduced because it cannot directly influence the type of roads that 
are constructed, does not bear the costs of maintaining these roads and does not 
lose revenue from reduced road usage if it unduly raises motorists’ costs ill meeting 
vehicle and driver safety requirements.

Conflicting objectives imposed on TNZ create further problems. TNZ’s pri
mary objective, as defined in the Transit New Zealand Act 1989, is to ‘promote 
policies and allocate resources to achieve a sale and efficient land transport system 
that maximises national economic and social benefits’. Thus, TNZ is required to 
determine the optimal trade-offs among safety, transport efficiency, and national 
economic and social benefits. This is a near-impossible task, for several reasons. 
First, the safest road system is unlikely to be the most efficient; but how is TNZ to 
determine the extent to which safety should be compromised? Second, operating a 
land transport system so as to maximise national economic and social benefits 
would require TNZ, in pnnciple, to consider the extent to which safety and/or effi
ciency in the land transport system should be sacrificed in order to compensate for 
inefficiencies elsewhere in the economy. Clearly TNZ has no comparative advan
tage in terms of information, or statutory powers, to undertake this task.

In practice, compromises among such conflicting objectives emerge through the 
political and bureaucratic processes that dominate the current structure. But TNZ
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has no clear guidelines for determining that these trade-offs are optimal. Monitor
ing agencies are similarly unlikely to be able to evaluate TNZ’s performance.

TNZ’s incentives to manage the roading network in an efficient manner are 
likely to be further weakened by the protection against competition that is conferred 
by current legislative barriers to entry and by funding arrangements that would pe
nalise potential private entrants to the roading industry.

The benefit-cost analyses that TNZ uses (of necessity) in making investment 
decisions are plagued by inadequate information. Contentious aspects of these 
analyses include the values assumed from savings in travel time and in human lives 
and the degree to which such values reflect average or marginal benefits. In recent 
years TNZ has been able to fund only those projects with a benefit to cost ratio of 
around 5:1. Such a wide margin implies that those making the funding decisions 
have little confidence in the calculations or that viable projects are not being under
taken. The necessity for such an approach demonstrates that much of the informa
tion about willingness to pay that private firms would utilise in making similar deci
sions is not currently available.

This analysis suggests that savings may be available from greater clarity in man
agement objectives, clearer demarcation of powers over the roading network, a 
more decentralised and less rigid planning process, and the removal of legislative 
and funding barriers to entry to the roading market.

Reform Options

New Zealand’s reforms in recent years have aimed to make efficiency the prime 
objective of the provider of a service. An efficient land transport system would al
low diverse consumer wants to be met at least cost. When users are confronted 
with the costs of their actions, their choices reflect a balancing of benefits and costs. 
Outcomes are likely to be efficient if prices reflect all social costs and those costs 
have been minimised as they would be if producers had to set competitive prices.

In New Zealand, efficiency has often been pursued by requiring the Crown 
provider to operate as a successful business, in a contestable, competitively neutral 
environment. The Crown remains independently responsible for the quality of its 
regulatory policies, such as those relating to monopoly or externality issues. The 
SOE reforms have demonstrated that considerable efficiency gains can be derived 
and accountability much improved from assigning a single, over-riding objective to 
any given entity (though privatisation is likely to be necessary to lock in such gains). 
These considerations inform the reform options discussed below.

Options for improving the economic efficiency of the roading network include: 
a limited evolution of the status quo; the commercial operation of publicly-owned 
roads through a SOE structure; and private ownership and operation of roads. The 
timing of the two latter reforms would depend on the gathering of f urther informa
tion and the development of cost-effective billing technologies (discussed below). 
As well, complex issues of property rights, regulation (for safety and/or monopoly), 
billing systems and financial structure and monitoring arrangements need to be ad
dressed.
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The New Zealand Business Roundtable (1993) has considered two options for 
commercialising the public road network. One option would assign ownership and 
commercial objectives to TNZ only for the current state highway network, with the 
Crown holding all shares in TNZ. Under the second option, this assignment would 
be extended to all roads, with both the Crown and local authorities holding shares 
in TNZ in proportion to their relative historical contributions to the road network.

The more limited state highway option would be easier to implement in that the 
Crown is the dominant owner of the asset. It could also reduce concerns about 
monopoly power over the reading network, since monopoly power is a more seri
ous problem for local roads, whose ownership would not have changed. One dis
advantage is diat it might be harder to introduce new technology (like tolling sys
tems) in a consistent fashion across the entire road network. Furthermore, it may 
lead to continuing contractual problems between (non-commercial) local authorities 
and (commercial) TNZ. De facto corporatisation of local roads may result from 
the funding constraints faced by local authorities, and this may occur in a less con
sistent fashion than if commercial operation of all roads were undertaken within 
one institution.

The more ambitious option of commercialising all roads would provide mark
edly greater potential economic benefits than the more limited corporatisation op
tion. The most efficient industry structure (perhaps regional commercial operation 
of roads) could evolve from the initial commercialised operation. However, this 
approach may be harder to implement and would surely exacerbate concerns about 
monopoly operation of roads.

Revenue

Irrespective of which reform option is adopted, a greater commercial emphasis in 
reading management would raise several policy issues, including the need to collect 
a greater proportion of revenue directly from road users, and questions concerning 
property rights and regulation.

Unlike in the case of other SOEs, the provision of road services would derive 
revenue from taxing a necessary reading input (petrol) and applying a form of 
charge to heavy vehicles rather than charging direcdy lor the services provided by 
TNZ. Because many road expenditures may reduce fuel consumption —  for ex
ample, straightening or levelling a road may reduce fuel consumption per trip —  
the petrol tax is flawed as a mechanism for revealing consumer preferences. In 
particular, fuel taxes and road user charges do not facilitate the discovery of user 
preferences with regard to congestion, safety, surface quality and willingness to pay 
for fewer bends and hills. Nor do they allow prices to vary with die intensity of de
mand, as may be necessary in common-cost situations (Kalin, 1990:85).

Both the SOE model and private operation of roads would involve direct 
charging of road users rather than using taxes. Except as a transitional arrangement, 
neither the SOE nor private reading firms would have access to fuel tax revenue, 
since the power to tax is inconsistent with competitive neutrality. Assuring an SOE 
of tax funding would reduce its incentives to search for billing systems that would
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facilitate discovery of consumer preferences. Reforms to die roading system there
fore need to take into account the feasibility of direct billing for road network serv
ices. Fuel taxes are very economical to collect and do not impede the flow of traffic; 
and the New Zealand experience has highlighted the inconvenience of paying man
ual tolls on roads. Yet the advanced electronic billing systems currendy being de
veloped in a number of countries do not impede traffic flows and have the potential 
to increase radically the options for managing road systems. Norway and Singapore 
have already implemented cordon pricing for entry into the city centre, while many 
others, such as Hong Kong, the Netherlands, the United Kingdom and Sweden 
have studied the feasibility of such action (Dunlop, 1994:1). Singapore is currendy 
testing an electronic billing system diat would bill motorists for using streets. In 
South Africa, a privately owned company, Tolcon, which operates 400 kilometres 
of highway roads, has run a pilot project to collect tolls by means of a microwave 
device that reads a tag on the front windscreen of vehicles. The direct capital cost 
of the system is around NZ$45,000 per toll lane; each tag costs around $10. Billing 
costs could be as low as 2.5—5 per cent of the toll fee (private communication with 
the company).

If a new billing technology were judged to be viable for die network as a whole, 
it is very important that all decisions concerning its implementation be as commer
cially driven as possible. If an SOE were established, it could rely for a transitional 
period on imperfect systems of funding for the road network (such as the current 
fuel tax or shadow billing) while it developed and implemented its preferred billing 
system. Such taxes could be phased out under a timetable that encouraged the 
SOE to develop a replacement billing system expeditiously.

To maximise efficiency, an electronic billing system should be introduced as 
soon as technological change has reduced die costs below the likely savings from 
improved future network decisions. Given die capital intensive nature of the road 
network, large savings could accrue from better information for making investment 
and maintenance decisions. Direct measurement of consumer willingness to pay 
for different roads would provide a valuable new source of management informa
tion.

The optimal network charging system may involve separate fees for access and 
charges for use. An efficient billing system may lead to better utilisation of the net
work than a petrol tax, which discourages extra mileage even in those parts of the 
network that are already underutilised.

Property Rights and Regulatory Issues

Commercial operation of roading could involve a reallocation of property rights 
diat might, in isolation, be considered socially undesirable. For example, certain 
rural roads may not be commercially viable if maintained to their current high stan
dards. But alternative policies and instruments could be both more effective and 
more efficient in providing quality: for example, income support could be targeted 
to affected road-users.
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Current external regulation of road use and safety standards does not provide a 
basis for assessing the optimal level and extent of safety regulation. Cost-effective 
voluntary monitoring and information disclosure by road users and commercial 
road suppliers would be more likely to supply the optimal level of road safety at 
least cost, so long as road users and suppliers had some ability to sue the appropri
ate counterparty for breach of contract.

Property rights in relation to safety have the potential to critically affect out
comes. Incentives are likely to be markedly sharpened if die road operator and/or 
enforcement authorities can be readily sued for failure to perform duties ade
quately. Palmer (1993) notes that a common law rule applies in New Zealand that 
protects local authorities from liability for any damage resulting from ordinary dis
repair of a road or footpath (a similar immunity was abolished in Britain in 1961).2 
Given well-defined legal liabilities, self-regulatory powers for road use should be 
immediately transferred either to TNZ operating as an SOE or to private road op
erators so that they can take effective measures to manage their risks.

The regulatory structure for obtaining environmental clearance for road proj
ects in New Zealand is governed by the Resource Management Act (RMA). Theo
retically, the provisions of die RMA would apply equally to all participants in the 
road network industry, public as well as private. But, in practice, as planning agen
cies are unlikely to sanction widespread duplication of the existing network, this is 
likely to leave new entrants in an uncompetitive position compared with existing 
network operators. (This problem is not unique to roading and could justify a gen
eral review of the economic impact of environmental legislation.)

Monopoly issues are likely to be a more serious problem for local roads. Mo
nopoly power in the inter-urban highway market would be reduced by inter-modal 
competition (air, sea, and rail) and, depending in part on the RMA and local geo
graphical factors, over time by the emergence of competing rival motorways and 
bypasses in some locations. But fewer opportunities exist in respect of local roads.

Monopoly power does not necessarily justify regulation of roading suppliers. 
Although unregulated monopoly operation can impose economic costs through 
restricted output and higher prices, regulatory intervention may not provide benefits 
in excess of costs, because of the lack of information available to regulators and in
centive problems created by external regulation. The choice between regulated and 
unregulated monopoly supply of road network services is a choice between two po
tentially inefficient outcomes.

The Commerce Act provides a general structure for regulating monopoly 
power that may be used in preference to industry-specific regulation of roading. A 
wait-and-see approach to regulation could be employed for roading; but it may cre
ate greater uncertainty regarding the future extent and quality of regulation than pre
emptive initial regulation. Unified network-specific regulation of the roads may 
therefore be justified if monopoly power did emerge as a significant problem or if

2 I am grateful to Greg Dwyer for drawing my attention to this source.
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regulatory intervention was adopted in a piecemeal fashion under the Commerce 
Act.

On the other hand, the New Zealand experience to date with the commerciali
sation of electricity indicates that users of a major monopoly’s services can have 
enough political influence to make it difficult for prices to attain, let alone exceed, 
long-run marginal cost.

Given these doubts about the degree to which a single provider would, in prac
tice, be willing or able to extract monopoly profits, a wait-and-see approach should 
be taken seriously and evaluated in conjunction with decisions taken in relation to 
the reallocation of property rights more generally.

Private Roads

Once commercial operation and the regulatory environment for roading were es
tablished, there might be no strong rationale for continuing public ownership of 
roads, especially as long-standing international examples exist of privately-operated 
roads. Furthermore, private-sector participation in roading is becoming more 
common in both developed and developing countries (though more often as a re
sult of public-sector funding constraints than of efficiency considerations). Argen
tina, Brazil, Mexico, the United Kingdom and Germany either have privatised some 
existing roads or are considering doing so. The United Kingdom intends to use 
shadow tolls until electronic tolling is viable (Dunlop, 1994:3).

International experience demonstrates that public-sector intervention in the 
private operation of roading increases the risks of failure of privately-owned road 
infrastructure as a result of reduced commercial flexibility (NZBR, 1993:90-1). The 
greater commercial focus of private ownership and the enhanced monitoring of 
roading management under private ownership suggests that, as long as monopoly 
costs (including the costs of regulations) are not severe, corporatisation of New 
Zealand roading infrastructure would provide even greater economic benefits if it 
led ultimately to private ownership of the roading network.

The ‘Crown Agency’ Model

If the costs of electronic billing should turn out to be prohibitively expensive well 
into the future, attention would turn to the options for reform based on separating 
the role of the Crown as a purchaser of roading services from its role as a provider. 
1 his would involve difficulties like specifying the detailed attributes of the roading 
service that the Crown would purchase, trying to ensure contestability in the provi
sion of road network services, and monitoring TNZ’s performance in this respect. 
However, this alternative ‘Crown agency’ model could yet be more efficient than the 
current system of road management.

A transparent, arms-length funding arrangement is one possible way to ensure 
some separation of commercial objectives from other political objectives. A com
mercial roading company, whether publicly or privately owned, could generate 
revenue from its roads without adopting electronic billing if die Crown paid a
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‘shadow’ toll (a toll per vehicle using the company’s infrastructure) to the company. 
Funds for the shadow tolls could be provided from licence and registration fees, 
petrol taxes and road-user charges. This approach could ease the costs of moving 
to a new funding mechanism, but would not remove the information problems in
herent in the current benefit-cost ratio approach.

Concluding Remarks

Many challenges lie ahead for the organisation of the New Zealand roading system. 
A reasonable prima facie case can be made that current outcomes are likely to be 
inferior to alternative approaches that better harness incentives and decentralised 
information and minimise conflicts between institutional objectives.

The New Zealand Business Roundtable (1993) report provides an agenda for 
further research and development of reform options. But die questions of how far 
and how fast to move and of the matters of detail are very much subject to debate, 
clarification, and evolving technological developments. Yet die approaches can
vassed in this article will endure. Worldwide, private-sector involvement in roading 
is growing apace.
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The Industry Commission and 
the Community Sector

Mark Lyons

ie 1993 revision of the System of National Accounts has identified nonprofit
institutions as a distinct institutional unit and nonprofit institutions serving

-A- households as a distinct sector (Inter-Secretariat Working Group on National 
Accounts, 1993). This reflects the increasing worldwide recognition of this class of 
organisation (Salamon, 1994). Yet little interest in them has been evident in Australia, 
even though nonprofit organisations have attracted a good deal of attention overseas, 
including from university economists in the United States (Rose-Ackerman, 1986; 
Weisbrod, 1988; Ben-Ner & Gui, 1993). Nonprofit organisations are less visible in 
Australia than in the United States, though one estimate suggests that as a percentage 
of private employment, nonprofit employment in Australia is almost as large as that in 
the United States (Lyons, 1994). But the low profile of Australia’s nonprofits may be 
about to change.

In September 1992, in an unusual move, the Treasurer included in the forward 
work plan of the Industry Commission (IC) an inquiry into ‘charitable organisations’ 
in Australia. Terms of reference were issued late in 1993 to die Commission, whose 
draft report, Charitable Organisations in Australia: A n  Inquiry into Community Social 
Welfare Organisations, was published on 27 October 1994. A final report is due to 
appear at the end of June 1995. The draft report (hereafter ‘the report’) is a substan
tial document It contains a number of important draft recommendations that de
serve to be reviewed along with the evidence and reasoning that are used to support 
them.

The inquiry was presided over by the Chairman of die IC, Bill Scales, assisted by 
another industry commissioner, Roger Maulden, and an associate commissioner, Sis
ter Margaret McGovern, who had just retired as Director of the Mercy Family Centre 
in Sydney. The Inquiry received 443 submissions and took evidence from 156 par
ties. Some research was undertaken by IC staff and by consultants.

The announcement of the inquiry caused considerable unease among those or
ganisations that were to be die object of inquiry. Many believed that the IC would be 
burdened by the ideological baggage of ‘economic rationalism’ and would be unable 
to recognise either the important non-economic contribution of these organisations or 
their mode ol operation. These early fears were misplaced; the report has been gen-
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erally welcomed by ‘charitable organisations’ or the community sector. But two rec
ommendations —  those proposing mandatory competitive tendering for government 
grants and removal o f the fringe-benefits tax exemption —  have attracted a good deal 
of critical comment.

Terminology and Terms of Reference

The terms of reference handed the IC showed that the Treasury had only a vague idea 
about the organisations in which it was interested. The term ‘charitable organisations’ 
was not well chosen as the terms of reference indicated that the Treasury was inter
ested in only some of the organisations recognised by the courts and the Australian 
Taxation Office (ATO) as charities. In its report, the IC has invented another term, 
‘community social welfare organisations’; but that invention is little better since many 
of the organisations covered by the terms of reference resist being called ‘welfare or
ganisations’, arguing that the term ‘welfare’ stigmatises them and their clients. The 
inquiry deals mainly with private, nonprofit organisations in the community services 
industry and the non-institutional part of the health industry. Most workers in these 
organisations refer to them as ‘community organisations’ and as constituting a 
‘community sector’. That terminology will be used in this article.

The community sector includes organisations like the Smith Family, Spastic So
cieties or Centres, and the Society of St Vincent de Paul, as well as nonprofit nursing 
homes, childcare centres, and many thousands of small neighbourhood centres, ref
uges and advocacy organisations. The report estimates (and probably over-estimates) 
that more than 10,000 such organisations exist In 1992/93 they received nearly 
A$2.8 billion in government grants, which was estimated to constitute 57 per cent of 
their total income. Over 60 per cent of government funding came directly from the 
Commonwealth. Some community organisations are very large. Data collected by 
commission stall indicate that the 30 largest had a total annual expenditure of almost 
$1.5 billion and held over $2.2 billion in assets. But there are also many thousands of 
organisations with few assets and an annual expenditure of less than $500,000 per 
year. The commissioners were clearly surprised and impressed by the size of the 
community sector and by the amount of government revenue that supports it It is 
likely that many Australians will share that surprise.

Government regulation of community organisations is confused and/or non exis
tent, and achieves neither accountability nor efficiency. It is to this issue that the IC’s 
report addresses most of its attention. Most organisations have a legal identity as in
corporated associations under State and Territory legislation; some are incorporated 
as companies limited by guarantee and are therefore supervised by the Australian Se
curities Commission (ASC). Some are established by statute, while many are unin
corporated but sponsored by churches or religious orders. Fund-raising is regulated in 
most States and Territories but by means of a hotch-potch of sometimes contradictory 
rules that contain many exemptions. Taxation legislation provides many concessions 
to different sets of nonprofit organisations; but the ATO provides only a limited scru
tiny and Treasury cannot provide even the roughest estimates of what these conces
sions might cost By contrast, government funding programs often require very de-
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tailed reporting of expenditure and client data, giving rise to the charge of over
regulation. There is little uniformity in reporting requirements and only rarely does a 
government grant ever purport to cover the cost of providing a service.

The report makes a number of recommendations designed to improve the ac
countability and efficiency of community organisations and to place relations between 
governments and the community sector on a more professional footing. It should be 
noted that the IC was not invited, and so did not attempt, to describe an ideal model 
for allocating tasks and responsibilities between the government and community sec
tor. Rather, it sought to address the current rather messy set of relations and to sug
gest relatively modest reforms that would improve those relations and produce better 
outcomes for the many Australians who receive government subsidised services from 
community organisations.

Essentially, the report proposes that when a government wants a service provided 
it should contract with community organisations (or with for-profits if they are inter
ested) after a process of competitive tendering. Congruent with this, it proposes that 
the level of reporting to government program managers be reduced, while organisa
tional accountability to the wider public be strengthened, by bringing all of the larger 
community organisations under the scrutiny of die ASC. It recognises that commu
nity organisations are qualitatively different from for-profit organisations and recom
mends that they retain some of their existing favourable tax treatment Yet, although 
the overall thrust of the report seems reasonably clear, its recommendations are not 
entirely consistent and its arguments are not convincing in every respect

Efficiency and Order through Contracting

Government grants have always provided much of the community sector’s revenue. 
But until the 1970s, most government grants were provided to assist the ‘good work’ 
being carried out by community organisations. Despite die growth in government 
funding since the late 1960s, many grants still appear to be paid on that basis. That is 
to say, a government department does not presume to pay the full cost to the organi
sation of providing a service. It presumes diat die organisadon will find revenue from 
other sources: from user fees (but often die government will cap or prohibit these); 
from its fund-raising efforts; or from investments and other business ventures. Yet 
governments take the credit for providing diese services and seek to control them as if 
they were fully funding diem. This anomaly is a major complaint of community or
ganisations.

The report appears to acknowledge die validity of diis complaint and recom
mends that funding agreements should take into account die full cost of providing a 
service, including organisational overheads, staff training and research and develop
ment (Draft Recommendation [DR] 2). Although die report does not do so, one may 
view the government as the sole purchaser of many of the services provided by com
munity organisations, and its failure to pay die full cost of these services as an abuse of 
its monopsony power. If governments insist that they are simply contributing to the 
costs of providing a needed service, dien diey should adopt a far more cooperative 
approach to services planning than is currendy die case.
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The report recommends that these payments should be made for defined out
puts. ‘Output funding’ is a piece of jargon currently popular with public servants in 
some States, but it is not easily applied to the provision of community services. 
‘Outputs’ endorsed by the report include hours of nursing care (p.282), which some 
might consider better described as an input. Indeed, the report considers them as 
precisely that two pages earlier. The report sensibly eschews an approach to funding 
whereby a government department identifies sets of inputs, such as certain staff sala
ries and vehicle costs. However, it would also be sensible to acknowledge more 
clearly the difficulty of defining outputs. It should also encourage governments to 
conduct more extensive dialogue with providers, so as to define jointly the outputs that 
might then become the basis of funding agreements. By and large, government offi
cials are not experienced in the provision of most community services.

The report proposes that governments should select service providers by open 
tender (DR4). This recommendation is central to the report’s overall approach. Its 
authors appear to believe that if all or most government support for the work of 
community organisations were organised within the well established rules and prac
tices of tendering and contracting, the relations between the two sectors would become 
more professional. Yet the recommendation has been widely criticised by the com
munity sector. Competitive tendering is already used in a few government programs, 
but to propose it apparently as the sole method whereby governments should support 
community organisations (and any for-profits that wish to tender) is somewhat ex
treme. It may make sense for the provision of clearly identifiable services such as 
childcare, hostel accommodation or home nursing, but it is hard to see how it could 
work in the case of less easily defined but arguably just as important services as youth 
work or community development

Criticism of this draft recommendation takes two forms. Many community or
ganisations claim they undertake community development as part of providing other 
services. They fear that an exclusive focus on more conventional and tangible services 
would preclude government support for that other kind of work. The claim that 
community organisations develop communities while providing other services has 
never been thoroughly demonstrated; but the report ignores the claim and so dodges 
the argument The report does sensibly recognise that competitive tendering will not 
work in all cases. A clearer acknowledgment of this in the recommendation would 
help ease some of the disquiet

The recommendation causes unease also because it appears to preclude com
munity organisations from any role in the planning of government funded services. It 
appears to repudiate the partnership that many in the community sector would like to 
have with government (The report notes that the term ‘partnership’ was rarely em
ployed by government officials.) The recommendation enforces competition between 
community organisations, whereas many in the community sector claim to be seeking 
cooperation and collaboration, at least in service provision, both with government and 
among themselves. Critics are probably reading too much into this recommendation, 
but they are correct to detect a tension in die report between wanting to create truly 
competitive markets for services and supporting some of die more recent manage-
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ment techniques that recognise that collaboration and cooperation between purchas
ers and providers is more likely to guarantee quality than the threat of competition. 
An interchange at the IC hearings between Bill Scales and two senior officials of the 
Health and Community Services Department in Victoria is interesting in this connec
tion. The Victorian government over the past two or three years has embraced com
petitive tendering for community services more endiusiastically than any other Austra
lian government The two officials argued strongly that the way to produce efficiency 
and quality in community organisations was to threaten them every few years with the 
cessation of government support. Scales, equally strongly, reminded them that that 
approach was counter to best practice in die business sector where large firms sought 
to develop supportive relationships widi dieir suppliers (IC, 1994:2997-8).

Other contradictions abound in the report’s treatment of competitive tendering. 
The report is not entirely clear on die point, but generally it seems to favour fixed- 
price tendering rather dian price-competitive tendering, on die grounds diat diis would 
enable governments to choose on die basis of service quality. But two pages further 
on (p.292) the report speculates diat organisations might be prepared to subsidise 
their bids for government contracts. This would seem more likely to happen if ten- 
denng were competitive by price, unless governments used dieir monopsony power to 
set the price at below cost, effectively forcing die provider organisation to subsidise 
those services apparendy funded by government (as happens now). This might please 
Treasury officials but it would mean diat community organisations were subsidising 
diose services from dieir own resources, dius reducing dieir capacity to meet the need 
for services diat governments do not subsidise. Those members of die public who 
donate over half a billion dollars annually to community organisations might not be 
pleased to know that most of dieir donations are going to support services that gov
ernments claim to be funding.

This section of the report direcdy contradicts die draft recommendation diat gov
ernments should pay the full cost of providing die services it contracts. To remove the 
potential for abuse of monopsony power by government, some form of independent 
community-services pricing tribunal might be sensible. This could work in a similar 
way to pricing tribunals set up to guard against abuse of monopoly power by recendy 
corporatised government trading enterprises.

As an alternative to contracting, the government could fully or partly pay for the 
services it desires for particular population groups by means of a voucher or quasi
voucher system. Under such a system, the government effectively agrees to meet the 
cost of or a certain portion of die costs of specified users of services. Under these 
arrangements, rather than government purchasing a group of services on behalf of 
service users, the users themselves, or their families, choose a particular service whose 
providers then bill the government for a predetermined amount In theory, at least, 
such a method is more likely to ensure a consumer focus from the service provider 
than die tendering model, in which the provider has to convince a government official 
that die services on offer are of appropnate quality and meet consumers needs. Dur
ing the late 1980s, the Commonwealdi Department of Human Services and Health 
(to use its current tide) developed quasi-voucher types of arrangements for many of its
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major programs (Lyons, 1995). But changes at the top in that department and the 
handing of certain programs to the States dissipated the impetus behind these devel
opments. Unfortunately, the IC also forwent the opportunity to explore this experi
ence of vouchers, although it has indicated it would like further submissions on the 
matter.

Improving Accountability

The report acknowledges that the plethora of different reporting requirements im
posed by each government program is not only inefficient but does nothing to make 
the recipient organisations accountable to the public, which not only provides tax 
revenue for the government to pass on as grants but also provides resources to most 
organisations direcdy by way of donations of money and time. Other regulatory 
authorities also fail to ensure the public accountability of community, indeed of all 
nonprofit, organisations. These include the ATO and the various State government 
authorities which provide many organisations with a legal identity as incorporated as
sociations, and which regulate fundraising. The broad direction of reform favoured 
by the report is to reduce as far as possible the program-specific reporting require
ments while at the same time introducing mechanisms for ensuring greater account
ability to the wider public for both the operation of the organisation and for the quality 
of their services. In this context DR21, proposing the development of specific ac
counting standards for community organisations (read all nonprofits), is important It 
will be only after the establishment of such standards that financial reports from 
community organisations will be readily understood and capable of being compared.

This lack of transparent public accountability of nonprofits in Australia contrasts 
with the experience of comparable overseas countries. In the United States and Can
ada, all but the smallest tax-exempt organisations must file annual returns. These are 
public documents and can be accessed by any member of the public. In Australia, the 
ATO does not even possess a single list of organisations that can give tax deductibility 
to their donors. The lists they do possess are not public documents. Tax-exempt 
organisations are asked not to file tax returns. In Britain, details of those nonprofit 
organisations that are charities can be obtained from the Charities Commissioner. 
Most Australian States and Territories require many organisations that receive funds 
from the public to register and file details of their fund-raising, but the requirements 
vary from State to State and are haphazardly enforced. As well, in some States these 
records are confidential. State and Territory authorities that incorporate nonprofit 
organisations as associations are poorly resourced and record keeping is patchy; no 
member of the public could obtain information on an organisation by that route. In 
the United States, Canada and Britain independent organisations such as the National 
Charities Information Bureau and the Charities Aid Foundation use publicly available 
data to complete league tables of nonprofit organisations according to their perform
ance on a number of indicators such as fund-raising efficiency or use of debt This is 
impossible in Australia.

The report argues that accountability can be best improved by bringing most 
community organisations (and, by implication, most nonprofits) under the scrutiny of
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the ASC. At first sight, this seems sensible. In so far as many community organisa
tions seek donations from the public and in so far as they all receive some indirect 
public support through special tax concessions, they should be accountable to the 
public in the same way as public companies are. The report therefore proposes that 
those organisations above a certain size (to be determined) should be incorporated 
under corporations law, or, if incorporated by own statute, be required to report as if 
they were (DR20). However, there are several problems with this recommendation, 
l l i e  ASC no doubt has a very efficient and effective compliance system, but it is not 
clear that it could add to its responsibilities tens of thousands of nonprofit organisa
tions (there are approximately 100,000 incorporated associations Australia-wide, most, 
but by no means all, small). The requirement to incorporate under corporations law 
could be restricted to quite large organisations; but then many thousands of organisa
tions would continue to receive little or no scrutiny and to remain as invisible to the 
public as they are now.

In some of the details of its treatment of accountability the report is less vigorous 
than it might be. It draws a distinction between government supervision and public 
scrutiny. Both are presumably necessary components of an adequate system of ac
countability. It rejects the call, made in some submissions, for a national supervisory 
authority on the lines of Britain’s Charities Commission, claiming that supervision is 
better provided by existing State and Territory authorities. Yet that supervision, 
whether of fund-raising or of incorporated associations, is at best patchy, often con
tradictory between States, and mostly non-existent All the report proposes is greater 
intergovernmental cooperation. Yet it does acknowledge that current level of supervi
sion by the ATO of organisations claiming entitlement to die extensive array of tax 
concessions is inadequate. It proposes a more thoroughgoing review by the ATO 
(DR 19). Oddly, the incorporation of at least large nonprofits as companies limited by 
guarantee is recommended merely to improve die public availability of information. 
Yet the ASC would be required to provide supervision as well as collect data. One 
wonders why these organisations need supervision by State fund-raising authorities as 
well. A more thoroughgoing overhaul and some culling of existing accountability 
mechanisms seems called for.

There is no reason to retain State and Territory regulation of fundraising by in
corporated nonprofits, so long as the authorities responsible lor incorporation can 
ensure both appropriate supervision of organisations enjoying that status and the pub
lic availability of information. This they manifestly cannot do at present To this end, 
rather than transferring the supervision of an indeterminate number of incorporated 
associations to regulation by the ASC, as the report proposes, it seems more sensible 
to bring all incorporated nonprofits under the supervision of a single national special
ist nonprofit commission, which would give the task of regulating the attention it de
serves. Such an arrangement, provided it replaced the existing shambles of State and 
national arrangements and provided it was informed by a belief that scrutiny by the 
public rather than by public servants is the best guarantee of accountability, would in
troduce a less onerous reporting regime for nonprofits and a more efficient and effec-
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tive use of public resources. It would also give appropriate recognition to this impor
tant class of organisations.

Taxation Issues

Governments support community organisations and many other nonprofits in an in
direct way mainly by exempting them from a number of taxes and allowing donors to 
deduct the value of their donations from their taxable income. The current set of tax 
concessions is highly complex and generates of a number of anomalies. It has also 
attracted some hostility from some for-profit organisations competing with nonprofits.

Income tax. Almost all community organisations —  indeed, almost all nonprofit or
ganisations —  are exempt from tax on their (net) income. This is more generous 
treatment than in the United States and many other countries, where income from 
unrelated business activities is taxed. Australian community organisations have argued 
that, since profits from their business activities were being applied solely to their main 
‘charitable’ work, they should remain tax-exempt. "Hie report agrees. It accepts that 
the structure of incentives for the business ventures of community organisations re
quires them to be price-takers rather than price-makers and that they were unlikely to 
use their advantage to seek to dominate markets. It also notes how difficult it would 
be in practice to identify those business ventures that were not part of an organisation’s 
core business. Indeed, most of the complaints from for-profit competitors came from 
organisations that are competing with what are clearly the core activities of relevant 
nonprofits, such as hospitals, nursing homes and childcare centres. The report also 
notes that nonprofits faced some disadvantages when compared with for-profits, such 
as in raising capital.

Input taxes. Input taxes include sales tax, f ringe-benefits tax (FBT), payroll tax, bank- 
transaction taxes, land tax and rates. Only those community organisations dial qualify 
as public benevolent institutions (PBIs) are exempt from all of diese taxes, though the 
full range of exempt organisations varies among die States. The report finds convinc
ing the arguments diat diese taxes produce unfair competition and allocative ineffi
ciencies (though die evidence and die arguments advanced are at best sketchy). It also 
finds merit in the argument that government support is better applied direcdy dian in 
the form of tax concessions, though it rejects this argument in die case of income-tax 
exemptions and tax deductibility of donations.

The argument diat tax exemptions for community organisations produces alloca
tive inefficiencies in industries such as child care and nursing homes, where nonprofits 
compete direcdy with for-profits, is, on the surface, self-evidendy true. But it is not an 
argument for removing input-tax concessions from all community organisations that 
currendy enjoy them. Given diat die relevant industries are highly regulated and sub
sidised and diat for-profits are clearly not being driven out of business by tax- 
subsidised nonprofits, it would seem more sensible to examine closely die selective 
advantages and efficiencies of these two different organisational forms.
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Community organisations that are PBIs —  and this includes almost all large 
community organisations —  also point to the ‘churning’ effect of requiring them to 
pay such taxes. With government grants providing on average 60 per cent of their 
income, they argue that it would be foolish to tax them as this would do no more than 
return part ol these grants to the government, though not necessarily to the govern
ment that provided the grants. It would thus increase the complexity of the already 
vexed field of Commonwealth/State financial relations. Some also argue that the 
knowledge that community organisations are taxed would inhibit donors who are re
luctant to see their donations partly siphoned off to the government in tax. The report 
acknowledges that abolishing input-tax exemptions would cause hardship and pro
poses that the Council of Australian Governments examine (with one exception) the 
possibilities of introducing a revenue-neutral package of direct assistance to replace 
these existing concessions and of standardising criteria for eligibility across jurisdictions 
(DR9 and DR10).

The exception is the FBT exemption enjoyed by PBIs. The report notes the 
claims that some PBIs were using this exemption to construct salary packages for 
senior staff that were almost entirely comprised of fringe benefits. It recommends its 
removal (DRII). This has attracted most of the attention of a number of larger 
community organisations, especially in the disability-services field. They argue that the 
FB r  exemption has allowed them to olfer salary packages sufficient to attract highly 
experienced managers without consuming too great a portion ol their limited funds. 
Other organisations note that some fringe benefits, such as providing accommodation 
to house parents, are part of their core function and that to be taxed on them simply 
increases their costs. Disability-service organisations have already imposed a voluntary 
ceiling of 30 per cent of the use of fringe benefits and it seems likely that the govern
ment will impose some such limit radier dian abolish the concession altogedier.

1 ax deductibility o f  donations. Donors to PBIs may deduct donations from dieir 
taxable income. But whereas such tax deductibility is not available to donors to most 
other community organisations, it is available to donors to a wide range of odier or
ganisations, such as public hospitals, universities, school building appeals and to arts, 
sporting and environment groups, lliis  produces some interesting anomalies. For 
example, a donation to a yacht club may be tax deductible, while a donation to a 
neighbourhood centre or a youdi group probably will not be. The word ‘probably’ is 
used deliberately because anodier feature of die ATO’s administration of tax de
ductibility is its inconsistency. An organisation providing similar services may be 
classed as a PBI in one place while a similar organisadon elsewhere is not (Lyons, 
1993). I he IC inquiry also addressed die questions of whedier a continuation of tax 
deductibility was justified given diat die government could effect its purpose more 
precisely by grants, and if so, whedier it should continue to operate as a concession or 
be converted to a tax rebate or tax credit as argued by some Australian tax experts 
(Krever, 1991).

On the question of whedier donations should be tax-deductible at all, die report 
accepted the weight of evidence from numerous United States studies diat it was
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‘treasury efficient’ (p.230). In effect, this means that the extra donations stimulated by 
deductibility exceed the tax revenue lost to the government by that provision. Thus, 
although governments have only limited control over which organisations donations 
might be directed to, it was an efficient way of encouraging private support for public 
goods. The report also argues that current arrangements support pluralism by allow
ing individuals to ‘direct government expenditure to the charity of their choice’ 
(p.229). It acknowledges, but does not endorse, the argument that a donation is not 
part of a person’s taxable income and therefore exempting it from taxation does not 
create a tax expenditure (p.223). The report does not touch on the question of 
changing the tax concession to a tax rebate.

The report accepts that the current arrangement favouring PBIs creates an incon
sistency in government support for community organisations in that court interpreta
tions of what constitutes a PBI stress that such an organisation must give identifiable 
relief to an identifiably disadvantaged person. Organisations that primarily tackle pov
erty and disadvantage by preventive techniques such as counselling, education, advo
cacy and community development are for the most part excluded. Yet these tech
niques are also used by large community organisations that have PBI status by virtue 
of their more traditional ‘charitable’ activities. The report recommends that, in the 
interests of consistency, tax deductibility of donations should be extended to all com
munity organisations (DR6).

The intention is clear. But the proposal illustrates why a body staffed by econo
mists could benefit occasionally from legal advice. The report argues that all organisa
tions encompassed by its terms of reference, organisations it calls ‘Community Social 
Welfare Organisations’, should be able to give tax deductibility to their donors. Yet 
that term is nowhere clearly defined. The context suggests that the IC uses the term to 
refer to organisations that are granted charitable status under two of the four conven
tional heads of charity: relief of poverty and other public benefit (the other two heads 
are advancement of education and advancement of religion). The problem with this 
approach, as has recently been argued (McGregor-Lowndes, 1994), is that it includes 
many other organisations that the IC presumably would not want included, such as 
funds for the beautification of townships, or the erection of bridges or to assist the 
poor relatives of a wealthy entrepreneur. These anomalies arise because charity law is 
exclusively case law, and over the past 400 years courts have allowed as charities ar
rangements which seem incongruous in the late 20th century, but which would be ripe 
for exploitation by smart lawyers if something like the report’s proposals were 
adopted.

W hat seems to be needed is a wide ranging and extensive public discussion aimed 
at obtaining agreement about what sort of organisations pursuing what sort of pur
poses should be able to give tax deductibility to donors (and enjoy other tax conces
sions). This should be followed by an attempt to enshrine the agreement in statute 
and to redraft those sections of taxation law to reflect the modem world. The term 
‘charity’ needs to be confined to the history books. But such a process would take 
years. In the meantime, an arrangement by which certain community organisations 
were given tax-deductible status by administrative procedure seems warranted. Similar
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arrangements exist for sporting, environment and arts organisations and could readily 
be adapted so as to resolve, at least temporarily, anomalies in the current tax treatment 
o f community organisations.

Conclusion

The report covers many issues. It makes some sensible recommendations designed 
to encourage community organisations to provide services of the highest quality and 
reports a pioneering but ultimately unsuccessful attempt at benchmarking community 
organisations. Overall, if the majority of its recommendations were adopted, govern
ments would have to change more than community organisations would. It is the first 
major government report into an important set of nonprofit organisations in Australia. 
It testifies to a belated recognition by government of their importance. Given growing 
international recognition of nonprofit organisations, it is unlikely to be the last
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DEBATE

Financing New Zealand’s Tertiary 
Education: How Much Subsidy?

Grant M. Scobie and Alex Duncan

ie provision and functions of tertiary education in New Zealand have been
subjects of public debate for some time. The debate has intensified in the last

A  two years and has more recendy focused on the New Zealand government’s 
response to a report of a consultative group set up to examine funding issues. The 
government recendy announced a policy to gradually reduce per capita tuition subsi
dies over die next five years. But overall government oudays on tuition subsidies, stu
dent living allowances and loans are projected to increase, reflecting expected roll 
growdi. As a result, average private contributions to direct tuition costs will increase 
from about 20 per cent currendy to about 25 per cent by 2000.1

Public concern has been heightened by die belief that New Zealand needs a more 
highly educated workforce to sustain international competitiveness. Rates of partici
pation in tertiary education are below diose in some otiier countries, and, what is 
more disturbmg, lower levels of educational attainment persist among students from 
poorer households. Public funding may not be available to support die desired 
growth in participation. As well, tiiere is concern diat training schemes have been 
funded at a paltry level, although their apparendy mediocre performance suggests that 
the modest funding may be a rational response.

Yet despite the emphasis on die level of participation, it is not clear that diis is 
really the ultimate goal of social policy in tertiary education. One suspects that it is 
used in die debate as a proxy for what is taken to be a lack of equal opportunity.

The funding of formal tertiary education, in particular, has been at the forefront 
of the recent debate. There are two issues: how large any state subsidies should be; 
and how they should be distributed (whedier by funding institutions as at present, or

Since these contributions can be financed through a subsidised income-contingent loans, die proportions 
cited represent the maximum average private contribution to direct tuition costs.

Grant Scobie is Professor o f Economics at the University o f Waikato and a Director 
o f SER Consulting Ltd. He was a member o f the Ministerial Consultative Group on 
the Funding o f Growth in Tertiary Education. Alex Duncan is a principal o f Source 
Consulting Ltd.
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by providing the support direcdy to students and their families). This article deals with 
the first issue and considers the case for extensive tax-funded subsidies to formal 
higher education.

The present approach to funding is inefficient and inequitable. It fails to serve 
adequately New Zealand's needs for a flexible, responsive and effective tertiary sector. 
Many policies relating to  accreditation, state ownership, public funding and entry bar
riers impede the efficient delivery of a diverse range of educational and training serv
ices. Above all, the present system continues to channel excessive state subsidies to 
students from advantaged backgrounds and those preparing for careers in which ex
pected earnings are demonstrably higher than average. Students from less privileged 
backgrounds remain under-represented at tertiary institutions. Efficiency and fairness 
would be enhanced by reduced across-the-board subsidies, greater private contribu
tions, the taigeting of more resources to the least advantaged and an extended student 
loan scheme.

Formal tertiary education represents only a part of the investment in human capi
tal that occurs after compulsory schooling. In its broadest sense, tertiary education 
consists not only of learning in formal settings, such as full-time study at a university, 
but also informal, self-managed learning and on-job learning. Estimates from the 
United States indicate that workplace training and development are roughly equivalent 
in size to the entire elementary, secondary and higher education systems (Camevale, 
1986). In New Zealand, the formal sector still absorbs a significant part of the total 
state contribution. This may reflect the fact that it is easier to deliver state subsidies 
through the provision of state-owned institutions, and that, once in existence, these 
institutions form a powerful political lobby for the perpetuation of the current system.

Debate and Reform

Several reports have considered funding of tertiary education in New Zealand. In 
1987 the Watts Committee argued that fees should not be increased. However, it 
concluded that, should the government wish to increase the portion of the total costs 
of education programs borne privately, fees should not exceed 20 per cent of tuition 
costs (excluding an allowance for research) (Watts et al., 1987). The following year 
Perrings (1988) argued that subsidies should be paid directly to students rather than to 
institutions, and fees should be set closer to the cost of tuition. According to Perrings, 
such a system would improve both the choice of students and the responsiveness and 
efficiency of universities, but need have no impact on the level of state-provided 
funding. In the same year the Hawke Report argued that New Zealand’s system of 
post-compulsory education at the time was overly centralised and complicated. Its 
recommendations and a number of related reviews f ormed the basis of the reforms to 
the tertiary sector that have been implemented since 1988 (Hawke, 1988).

Most recently, the Ministerial Consultative Group on Funding Growth in Tertiary 
Education and Training submitted its report to the Minister of Education (MCG, 
1994). A majority of the group proposed increases in private contributions but dif
fered over the extent and speed of such a change. Two options were presented. O p
tion A involved a gradual increase in the proportion of private contributions from an
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average of about 20 per cent of tuition costs currently to around 25 per cent by 2000. 
Option B involved an increase in private contributions to reach potentially 50 per cent 
of course costs by 2000. Both options envisaged that the revenue from additional 
private contributions would be used to increase the number of funded student places. 
In addition, Option B proposed greater support for students from disadvantaged 
backgrounds, including additional resources for pre-school, primary and secondary 
schools and training programs with low socio-economic catchments.

The New Zealand government has essentially adopted Option A. Per student 
subsidies are to be reduced by an average of around one percentage point over each 
of the next five years. Anticipated roll growth, however, is expected to result in addi
tion annual oudays by the 1999 fiscal year of nearly NZ$64m, comprising an addi
tional $27.3m on tuition subsidies, $ 17.9m on student living allowances and $ 18.7m 
on the non-recoverable portion of student loan advances.

W ider economic reforms implemented since the mid-1980s have had a signifi
cant effect on the tertiary sector. In the past, distorted labour markets compressed 
margins for skills and experience. The returns to investment in education were re
duced by labour-market policies. The adverse incentive effects for training and edu
cation created by these policies were in part offset by the heavy subsidies paid by the 
state to the formal sector. Greater labour-market flexibility flowing from restructuring 
and new labour legislation appears to have resulted in increased returns to skills and 
education.

These changes put pressure on a highly subsidised tertiary sector. Participation of 
18-24-year-olds in formal, government-funded post-compulsory education (including 
short-term training programs) increased from 20 per cent in 1985 to 31 per cent in 
1993. Since 1990, enrolments in tertiary institutions have increased by an average of 
7.5 per cent a year, compared with an average annual rate of increase of 2-3 per cent 
in the 15 years to 1989. Between 1982 and 1992, funded tuition places increased by 
68,000 or 102 per cent (MCG, 1994:69).

The government gradually reduced real per student tuition subsidies between 
1990 and 1994. But roll growth increased nominal tuition subsidies to formal tertiary 
education from around $1 billion in 1990/91 to a vote of about $1.1 billion in 1994/95 
(excluding student loan advances and living allowances). The state’s contribution to 
growth in tertiary numbers has largely been financed by an expansion in the income- 
contingent student loans scheme. The student loans scheme was introduced in the 
1992 academic year. Student loans advanced more than doubled between 1991/92 
($168m) and 1993/94 ($354m).

Current Structure and Funding

Present tuition assistance is targeted primarily at students undertaking formal courses 
at state institutions. Whereas $1.1 billion is currendy spent annually on tuition subsi-

2
The non-recoverable portion o f  loan advances includes interest write-ofTs and subsidy, administrative 

costs o f the scheme and so on. The recoverable portion o f loan advances in 1999 is projected to be 
$74.6m.
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dies to students at universities, polytechnics and colleges of education, around $250m 
is devoted to training programs and support of on-job training.

Tuition subsidies for formal tertiary courses are allocated among institutions ac
cording to student numbers. Institutions are mostly free to allocate funding received 
among courses as they wish. The distribution of assistance among courses is highly 
variable; a medical student, for example, attracts nearly four times the funding of an 
arts student Subsidies for formal tertiary tuition are provided almost exclusively to 
state entities; in 1994, only $4.9m was provided as tuition subsidies to students attend
ing private training establishments. Students from higher socio-economic back
grounds are disproportionately represented in formal tertiary courses. For example, 
despite the fact that the upper threshold for entitlement to means-tested student allow
ances is substantially higher dian die median household income, only 43 per cent of 
full-time students received allowances in 1993. The disproportionate representation 
of students from higher-income backgrounds in New Zealand is typical of many other 
countries, including Australia and the United Kingdom (Commission on Social Jus
tice, 1994).

Tuition subsidies for employment-related courses are far more evenly spread 
among private and state providers than those for formal tertiary education courses. 
Private providers receive about half of die funding for training programs; state-owned 
polytechnics receive die remainder. Access to employment-related courses is tighdy 
rationed. An individual over die age of 19 must be unemployed for six months or 
more to be eligible for such training. Unsurprisingly, and in contrast to formal tertiary 
education, trainees from disadvantaged backgrounds dominate in training programs.

Even with restrictive eligibility criteria, it is estimated diat state-funded training 
programs cater for about 10 per cent of eligible applicants (MCG, 1994). Many peo
ple, in effect, fail to qualify for state-supported tuition assistance because they cannot 
satisfy the criteria for entry into training programs or formal tuition courses. Many of 
these people are likely to have social and educational backgrounds that leave them 
poorly suited to participate fully in die community or workforce.

Arguments for State Funding

Why should the state subsidise tertiary education? Three arguments lie at heart of 
discussions on the justification for state subsidies. They are: diat access to tertiary 
education is a right; that tertiary education produces benefits diat are captured by the 
community at large; and diat state funding is required to advance the goal of equity or 
fairness.

Tertiary education as a right "Hie principal policy prescription flowing from the be
lief that everyone has a right to tertiary education is diat die state should make tertiary 
education generally available at no more dian a low cost. Advocates of this position 
seldom indicate the extent to which the state should meet die costs of a person’s edu
cation, including their forgone income (which will vary from student to student), or 
just the direct costs. The latter costs tend to amount to a smaller share of private costs 
than forgone earnings.
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But in every case, systems based on no fees (or negligible direct private costs) in
evitably require scarce places to be rationed on some other basis, such as academic 
m erit In commenting on the British system, the Commission on Social Justice con
cludes that ‘the real barrier to die expansion of higher education in this country at the 
moment is not the cost of entry but the supply of places . . (1994:139). Non-price
rationing means that some people are denied their rights in order that others might 
have theirs fulfilled. Such a policy is therefore unlikely to address the rights of all in
dividuals.

Each newly minted right creates a claim on someone. A rights-based justification 
for state subsidies can too easily ignore die rights of diose denied entry by such a pol
icy as well as the rights of those who are taxed to pay for die educadon of the chosen 
few. W hen it is realised that a large part of the expenditure for free educadon goes to 
those who would have attended anyway, die notion of education as a right loses 
credibility as a basis for public policy. Radier, it can become a slogan widi a moral 
ring to it, used by those seeking to capture state subsidies. As one commentator put it:

Rights talk polarises debate; it tends to suppress moral discussion and con
sensus building. Once an agenda is introduced as a ‘right’, sensible discussion 
and moderate positions tend to disappear. (lohn Leo, quoted in Etzioni, 
1993:6)

Accordingly, asserting that access to tertiary education at low private cost is a right 
provides litde guidance about die appropriate levels of subsidy, or to whom the subsi
dies should be directed.

Externalities. The presence of some benefit to die broader community from an indi
vidual’s investment in education is often commonly cited as an argument for subsidies 
to higher education. If individuals base dieir decisions only on the private benefits 
diat accrue to diem, thereby ignoring die impact on die well-being of others, diey may 
underinvest in education from society’s viewpoint.

Careful analysis generally narrows die range of potential externalities from an in
dividual’s investment in tertiary education. Some supposed externalities, such as the 
superior ability of a graduate to deal widi shocks and new information, are as likely to 
be recognised by die graduate’s employer as anyone else, so diat die graduate captures 
many of die benefits through higher earnings. More important, defenders of state 
subsidies on externality grounds tend to argue diat diere is a prima facie case for pub
lic subsidies at current or increased levels; yet die mere existence of externalities in no 
way constitutes a basis for public policy choices about die amount of support for for
mal tertiary education. Widespread benefits stem similarly from a healdiier workforce 
and from on-job training; but knowing diis does not tell us how to allocate public 
spending between health and tertiary education. People who argue for current or in
creased government subsidies for formal tertiary education on die grounds of exter
nalities do not generally call for the widespread subsidisation of on-job or informal 
learning on the same grounds. As Blaug (1987:127) noted:
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No doubt, higher education has all sorts of consequences, some of which are 
even desirable, but so has going to work at 18 and that is hardly a reason for 
subsidising wage employment

Furthermore, if it were accepted that the externalities of education (or health) jus
tify current or increased levels of public support, one would need to examine other 
areas of investment that also contribute to wider benefits. And even if formal tertiary 
education were to receive state support because of its wider benefits, we must siill ask 
what other form of investment is to be forgone in order to provide the additional edu
cational investment In short, as Brennan (1971) and Fane (1984) argue, the relevant 
consideration is the extra net public benefits that might be generated by subsidies, not 
their absolute magnitude.

In summary, existing levels and patterns of tertiary subsidies could be justified on 
externality grounds only if the judgment were made that externalities, at the margin:

• are higher at tertiary levels than at earlier stages of education;

• are highest in the formal tertiary education of students from predominandy advan
taged backgrounds and are negligible for on-job, trade or basic skills training 
where trainees from lower-income backgrounds are more heavily represented;

• vary according to the type of formal tertiary course undertaken (with dentistry be
ing more beneficial to society dian arts, for example);

• differ among courses undertaken in private or state institutions (with externalities 
almost exclusively arising from the latter);

• predominate over private benefits associated widi formal tertiary education (in 
which case student behaviour would exhibit a large measure of indifference about 
whether to participate in tertiary education and in their course selection; see Fane, 
1984); and

• exceed the deadweight cost of raising extra tax revenue required to fund subsi
dies.3

These conditions seem unlikely to be realised, making it difficult to justify existing 
policies on externality grounds.

Diewert and Lawrence (1994, 1995) estimate that the marginal cost associated with labour taxation in 
New Zealand is between 14 and 18 cents for each dollar raised. These costs are additional to the revenue 
raised and to administration and compliance costs.
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Equity. It is often argued that equity obliges society to ensure that places are available 
in tertiary education, regardless of the student’s financial circumstances. Fairness, it is 
argued, is served by a highly subsidised tertiary sector, from which all can benefit.

Many defenders of subsidies on equity grounds seem immune to the evidence 
that public subsidies to higher education continue to be grossly inequitable. Mark 
Hamson points out that the case for abolishing fees for higher education ‘could be no 
better illustration of the rhetoric of equality of opportunity and the reality of middle- 
class subsidies’ (1994:58). Students from higher-income backgrounds are more than 
proportionately represented in formal tertiary education. Tertiary students who re
ceive the greatest subsidies generally come from higher-income homes and choose 
courses that lead to the highest lifetime earnings. The pattem of tertiary subsidies is 
strongly biased toward those courses that lead to above-average incomes. This defies 
die logic of equity arguments for subsidies.

Participation in formal tertiary education is correlated widi ethnic status. Maori, 
for example, are under-represented in die formal courses diat attract the highest sub
sidies, but are over-represented in highly rationed training courses that attract relatively 
little funding. Many types of training courses fall outside die formal sector and receive 
no public subsidies. Society has deemed diat high subsidies to dentists have a higher 
priority than creating more places in programs to build skills among unemployed 
school leavers.

In short, the current system of funding tertiary education in New Zealand rein
forces rather than alleviates inequality. Students from advantaged backgrounds benefit 
from subsidies that are financed largely from taxes paid by lower-income families; 
those selecting careers with above-average expected earnings receive die largest subsi
dies financed by imposts on the general taxpayer.

A focus on equity in the public funding of education would lead to fees related to 
the ability to pay based on lifetime incomes, and to greater attention to reducing the 
uneven initial endowments of students at die start of dieir tertiary careers. Many are 
excluded simply because of the poverty of their educational backgrounds.

Objections to Increased Private Contributions

Since the release of the Ministerial Consultative Group’s report, a number of objec
tions to increased private contributions have been advanced. These are reviewed be
low.

Private rates o f  return mean that reduced subsidy levels arc unsustainable. Recent 
evidence suggests that the private rates of return to investment in tertiary education are 
generally attractive (Maani, 1994). Flic New Zealand University Students’ Association 
(1994) disputes this view, however, and argues for continuing subsidies on these 
grounds. But private rates of return should not be die basis for determining the ap
propriate level of subsidy. Subsidies reduce the cost to students and hence tend to

4
This is true even after correcting for the life-cycle effects on household incomes which lead to those with 

tertiary-aged students tending anyway to have higher incomes.
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increase their private returns. This makes tertiary education more attractive, increas
ing the supply of extra graduates. Ultimately, the additional supply of graduates could 
be expected to reduce private returns, at the margin, to the same (risk-adjusted) return 
earned on other investment, including other, less expensive training. An observation 
that private returns from some expensive courses are similar to others may merely 
reflect overinvestment, and hence would constitute a case for reducing subsidies, not 
increasing them. Reducing subsidies over a suitable transitional period would reduce 
windfall gains and losses to previous, current and future graduates.

Higher fees are unnecessary because o f  economic growth. It has been argued that 
any extra growth in student numbers can be funded by the fiscal surpluses that New 
Zealand is now enjoying, without increasing the proportion of GDP that is spent on 
education (Boston, 1994; NZUSA, 1994). There are two difficulties with this argu
ment. In the first place, future growth in rolls is uncertain. The modest growth of 1.2 
per cent annually until 2002 forecast by the Ministry of Education may well prove to 
be conservative, as has been the case with previous enrolment forecasts (MCG, 
1994:139).

The second difficulty with this argument is that there is no logical connection be
tween the improved economic performance of the New Zealand economy with its 
accompanying public sector surplus, and the appropriate level of investment in tertiary 
education. The community must decide how much to invest. There are no valid rea
sons for assuming that some fixed share of GDP should be allocated to education or 
any other area of activity. Competing priorities should be considered, including debt 
retirement, social support to disadvantaged groups, and reducing taxes.

T o tie funding to a given share of GDP would be to set an arbitrary precedent that 
could deny places to some students. Furthermore, to link the level of public expendi
ture on education to the business cycle would be to deny the long-term nature of in
vestment in human capital. A cyclical upturn in economic activity no more justifies 
greater public subsidies than a cyclical downturn would justify cutting the level of pub
lic investment

Graduates will pay higher taxes anyway Under this argument, graduates are ac
knowledged to receive significant private benefits from a subsidised education. As a 
result of their ensuing higher incomes, they will pay more taxes. It is argued that these 
additional tax payments can be regarded as compensating society, at least in part, for 
their subsidised education (Jackson, 1994). In effect, the argument concludes, the 
costs borne by taxpayers at large in providing a subsidised education are recouped by

5
This conclusion is conditioned by the extent to which there is a ‘closed economy’ labour market and 

severe rationing o f subsidised tuition places. T o  the extent that the incomes o f graduates are set by world 
rates o f  return (because o f the international mobility o f graduates in certain professions, for example), and 
the limits on entry are binding, rents from tuition subsidies could be expected to be captured primarily by 
graduates. Reducing subsidies would reduce those rents.
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the higher taxes that graduates will pay over their lifetimes. There is no real subsidy, 
merely an advance (albeit one involving no payment of interest).

The assertion diat graduates eventually pay for their.education through higher 
taxes could be true only if graduates were not bearing their full share of the costs of 
health, defence, social welfare or other tax-funded services. The tax and welfare sys
tem is not designed to levy taxes in proportion to benefits received, but rather requires 
people on higher incomes to contribute more because they can afford to pay.

Proponents of the view that graduates repay the costs of their tertiary education 
through higher taxes should not object to a proposal to lower the subsidies for tertiary 
education and at the same time introduce a corresponding reduction in income taxes. 
Such a policy would have no distributional consequences if it were true that, currently, 
graduates are repaying the full costs by higher taxes. However, the proponents are 
likely to object to such a proposal, precisely because the tax reduction would benefit 
all taxpayers, not just graduates. The tax reduction for graduates would therefore be 
less than die higher private contributions resulting from reduced subsidies. This indi
cates that people who have not benefited f rom a publicly subsidised education bear a 
significant share of the costs through dieir taxes.

Nor should the proponents of the view diat graduates repay dieir subsidies 
through higher taxes object to calls by 11011-graduates lor subsidies to invest in their 
businesses. Like taxes 011 graduate incomes, aggregate taxes on additional income 
from business investment will repay die costs of any subsidies. The transparent infea
sibility of such a policy, if adopted generally, shows just how unhinged a debate can 
become when proponents ignore the fact diat taxes represent transfers among citizens 
and not a claim on, or addition to, real resources.

Investment in education is treated penally for tax purposes. It is often argued that 
investment in human capital is concessionally treated f or income-tax purposes because 
a substantial proportion of die investment (in die form of forgone earnings) is funded 
out of before-tax income. However, Trostel (1993) suggests diat there may be a case 
for subsidising die direct monetary costs of tertiary education, such as tuition, because 
die tax system does not permit deductibility of diese costs. The non-deductibility of 
monetary costs, in conjunction widi die full taxation of subsequent earnings, can result 
in income taxes biasing such investment Trostel (1994) argues that a subsidy equiva
lent to some proportion of direct tuition costs may dierefore be justified on efficiency 
grounds.

Reducing adverse effects on incentives to invest in human and physical capital, 
which are typical of income taxes generally, should he addressed in die context of the

6
See, for example, Andrews (1974) and Pechman (1980). Forgone income is treated for tax purposes 

much like investments under an expenditure tax. With an expenditure tax, investment is funded from 
pre-tax income, and earnings that are derived on that investment are not taxed until they, and the original 
investment, are spent In contrast, under an income tax, investment is funded out o f tax-paid income and 
earnings are taxed as they are derived (with an allowance for depreciation in the value of the initial invest
ment). However, accumulations that arc withdrawn and spent are not taxed.
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appropriate level of total government expenditure and the mix between taxes on in
come from capital and labour (to the extent these can be distinguished in respect of 
returns to education as opposed to other labour income). The prime efficiency issue 
raised by income taxation is the effect of disparities in effective tax rates among in
come from different sources. The relevant question in considering the case for terti
ary tuition subsidies is not whether income taxes have an adverse effect on investment 
in human capital. It is, rather, whether investment in human capital is favourably or 
concessional^ treated relative to investments in physical capital under an income tax.

As Trostel notes ̂  the direct monetary costs of tuition may be penally treated for 
income-tax purposes. But concessionally treated forgone eaminjgs typically constitute 
a much greater part of total costs of formal tertiary education. On balance there 
does not seem to be a case for universal public subsidies to correct for tax induced 
distortions in educational investment

D ebt aversion. Reduced public subsidies and higher fees could be expected to lead to 
greater use of the subsidised student-loan scheme. It is argued that some students 
would be so averse to acquiring additional debt that they would withdraw from study 
rather than extend their loan. But since the introduction of the loan scheme in New 
Zealand no evidence has emerged of any difference in the loan uptake rates for par
ticular groups of students, including Maori and Pacific Island students who, it is ar
gued, are more averse to debt As the student loan scheme is income contingent, any 
aversion to debt based on a fear of default is totally groundless.

Young people use debt financing for starting a wide variety of business enterprises, 
as well as for car and house purchases. None of these loans offers repayments on an 
income-contingent basis. That people might graduate with a significant debt as a result 
of their investment in education makes no more of a case for continuing public sub
sidies than do loans taken for any other purpose. A young person buying a motorbike

7
In this context, it is interesting to note the conclusion o f Roubini and Milesi-Ferretti (1994), using an 

endogenous growth model, that the optimal long-run tax on both capital and labour income should be the 
same if government borrowing is disallowed. This conclusion is in contrast with the typical result using 
exogenous growth models that the tax rate on capital income should be zero in the long run, while that on
labour should be positive.
8

However, even here the case is not clear-cut. If future earnings are derived over a lengthy period, as 
seems probable, the deferral of tax on such income could be more significant than the tax effect o f the
non-deductibility o f the initial expenditure.
9

St John and Skilling (1994) argue, however, that the amount o f forgone earnings that benefit from the 
concession is much less than gross forgone earnings. In their view, many of the forgone earnings are sim
ply upkeep costs, which should be deductible but are not This conclusion is incorrect. Under an in
come-tax system, living costs are typically not deductible; this applies as much to those in paid employment 
as to those who are in full-time study. Hence it is gross forgone earnings that receive the advantageous tax 
treatment
10

W hile loan schemes o f some sort are often said to be appropriate because o f capital-market failure, this 
does not necessarily imply that such schemes should be subsidised.
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to start a courier service is not offered the same loan facility as a person acquiring a 
degree. Both could end up with higher income streams as a result of their investment 
It is very difficult to make a case against expanded use of income-contingent loans for 
investment in education, when other young people not in tertiary education are bor
rowing to start careers at normal commercial rates.

Concluding Comments

Some opponents of increased fees and greater reliance on die income-contingent loan 
scheme view such measures as a further move toward a system of user charges and are 
ideologically opposed. The education lobby, students and middle- and higher-income 
families have also been vocal opponents. All of these groups have been benefiting 
from tax-funded subsidies to formal education. High costs of lobbying and poor in
formation guarantee that the voices of diose disadvantaged by the present system are 
seldom, if ever, heard.

There is room for genuine debate about the impact on participation of reduced 
state subsidies for formal tertiary education. By reducing the per student subsidy, 
more places can be made available. On the other hand, some people might be de
terred if the private costs were higher. However, should that happen, it could well be 
because the private returns were not high enough to justify die investment in the ab
sence of a subsidy. For that reason alone it would be imprudent to make abrupt 
changes. Those members of the Ministerial Consultative Group who supported an 
increase in private contributions also recommended a seven-year transition period.

But uncertainties about the effects of higher private contributions need to be bal
anced against the more certain consequences for the community if it continues to re
spond inadequately to those whose family, social and educational experiences con
tribute to an intergenerational legacy of deprivation. To the extent the government 
can address these problems, it will require a range of initiatives, including a more ef
fective and responsive primary and secondary education sector. However, if state- 
funded assistance can be justified to educate students from predominantly higher- 
income backgrounds who undertake formal tertiary education, it is also required to 
address the current and future needs of students from disadvantaged backgrounds at 
all levels of education.

The allocation of so much of the state’s assistance to students attending formal 
courses in state institutions is at odds with these pressing social priorities. That those 
subsidies disproportionately benefit students from higher-income households who are 
preparing for careers with above-average lifetime earnings makes the present system of 
funding inequitable. W ere all students to fund a significandy higher proportion of 
tuition costs through student loans repaid from post-graduation income, wide dispari
ties in assistance could be reduced, and greater attention could be paid to those who 
need help to get to the starting line or whose needs are best met outside die formal 
tertiary sector.
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Comment

Nancy Devlin, Paul Hansen and Stephen Knowles

rant Scobie and Alex Duncan systematically consider each of the conven- 
I  tional arguments for state subsidies to tertiary education, and in doing so 

make a convincing case against a 100 per cent subsidy. But they do not argue 
against the desirability of some positive amount of subsidy. Although they seem to be 
opposed to die current funding arrangements, diey do not volunteer an opinion on 
what the specific (reduced) subsidy should he.

For theoretical purposes, it is very difficult to determine die ‘correct* level of 
state funding, mainly because identifying and evaluating die public benefits that ter- 
dary institutions produce is difficult. Scobie and Duncan discuss the public benefits 
arising from university education under the usual ‘externalities’ and ‘equity’ head
ings. Without producing evidence to support dieir assertions, diey dismiss diese 
benefits as being relatively unimportant at die margin when compared widi those 
benefits that other types of education may produce. The contribution that we hope 
to make to the debate is to remind readers of odier public benefits diat universities 
deliver.

Like die report of the Ministerial Consultative Group on the Funding of 
Growth in Tertiary Education (MCG, 1994), Scobie and Duncan focus exclusively 
on the issue of who (students or state) should pay for die education diat students 
receive. But diese studies make no explicit recognition of die fact diat universities 
produce more dian just teaching services. LIniversities also produce original ideas 
and information through research, act as a storehouse for specialised knowledge 
(for example, university libraries and the embodied knowledge of academic staff), 
and function as a (supposedly) independent watch-dog on society (Cooper & Cu- 
lyer, 1981). These are fundamental functions of universities, distinguishing them 
from other types of tertiary educational institutions. Indeed, Section 162(4a and b) 
of the New Zealand Education Act 1989 defines universities as institutions in which 
‘teaching and research are closely interdependent, and most of their teaching is 
done by people who are active in advancing knowledge’, and further states that ‘they 
are a repository of knowledge and expertise’ and ‘accept a role as critic and con-

1
As Scobie and Duncan note, for practical purposes tliis question has been settled by the government’s 

recent adoption o f the Ministerial Consultative Group’s (MCG) Option A. As a member o f the MCG, 
Professor Scobie was among the supporters o f Option B, which proposed a gradual reduction o f the sub
sidy to 50 per cent, the direction o f funding to students rather than institutions, and greater support for 
groups that are under-represented at tertiary institutions.

Nancy Devlin, Paul Hansen and Stephen Knowles are Lecturers in Economics at the 
University o f Otago.
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science of society’. Moreover, a university is ‘characterised by a wide diversity of 
teaching and research . . . that maintains, advances, disseminates and assists the 
application of knowledge, develops intellectual independence and promotes com
munity learning’.

When discussing how much students should pay towards the cost of running 
universities, Scobie and Duncan employ the terms ‘tuition costs’ and ‘course costs’ 
(per student) interchangeably, without explicidy defining them. They obviously 
have in mind the average total cost per student of running universities (that is, the 
total cost divided by the number of students enrolled). However, this cost is attrib
utable not just to the proces| of providing tuition, but also to the process of produc
ing other university outputs. It is therefore important to know the extent to which, 
at the margin, the research and other non-tuition outputs produced by universities 
are joint products or by-products of the teaching process.

New Zealand ‘chooses’ (as enforced by statute) to have its universities produce 
both teaching services and research. This may be an inefficient arrangement if 
there are economies of scope arising from the joint production of these services: in 
other words, consumers of both teaching services and research may benefit from 
the joint production of these outputs if the costs of producing one or both are low
ered (Panzar & Willig, 1977). However, to the extent that these outputs are not 
joint (in the sense that research must be produced in order for tuition services of a 
given quantity or quality to be produced) then students are not the primary benefi
ciaries of research.

It seems reasonable to assert that most postgraduate education, because of its 
student research component, is a joint product of research by university staff. But 
at the undergraduate level, teaching and staff research are likely to be far less com
plementary. Stanford and Duhs argue that academics wishing to maximise their 
lifetime earnings ‘are highly likely to attempt to reduce time devoted to teaching and 
to use teaching techniques which minimise involvement with teaching and students’ 
(1994:76). On the other hand, on the assumption that active researchers are en
thusiastic and up-to-date with developments in their field, students may benefit edu
cationally from having teachers who are involved in research. In a review of around 
40 studies on these issues, Feldman (1987) concludes that, overall, only a very small 
positive correlation exists between research output and teaching effectiveness 
(though the apparent relationship may, of course, be coincidental).

So it could be argued that undergraduate teaching services can be produced 
without research being produced (as happens at polytechnics now). Lloyd et al., in 
a production function analysis of Australian universities, comment that the separa
tion of funding for teaching and research since 1988 ‘has illustrated that the re
sources used in teaching and research can be separated and we can regard them as 
largely independent activities’ (1992:4).

The widespread confusion between the average cost per student o f running a university and the average 
cost o f educating a student—  two quite dilferent things —  may stem from the fact that New Zealand uni
versities are funded by the government in direct proportion to die number o f students diey enrol.
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The public benefits associated with universities’ role as ‘repositories of knowl
edge’ and ‘society’s conscience’ can be regarded as by-products of maintaining 
groups of highly trained people and specialised facilities for the purpose of produc
ing teaching and research. Notwithstanding that the opportunity cost of these by
products is by definition zero and that other tertiary education institutions also pro
duce them, there is no reason to expect that the optimal size of universities with 
respect to the production of these by-products coincides with that for the produc
tion of teaching and research.

It therefore seems obvious that the production costs attributed to research 
should be ‘netted out’ from any analysis of what the appropriate state subsidy to 
tuition should be. Research costs are likely to account for a significant proportion 
of total New Zealand university costs. Although individual universities and depart
ments are funded predominandy on the basis of student numbers, the overwhelm
ing emphasis on research output for the purposes of hiring and promotion ensures 
that many academic staff are likely to maximise, subject to teaching constraints, the 
time they devote to research. In addition, as a result of leave arrangements, tenured 
staff generally devote one year in every seven entirely to research.

The recognition that universities produce multiple outputs is fundamental to 
the debate about the appropriate level of subsidy to students. If, say, just half the 
cost of running a university is stricdy attributable to the provision of student courses, 
then die recendy introduced policy requiring students to pay 25 per cent of total 
university costs is equivalent to their paying 50 per cent of dieir tuidon costs. To 
our knowledge, the recent debate on die appropriate level of state subsidisadon of 
universides has failed so far to address the value of university research to society and 
the appropriate means by which it should be funded. A possible consequence of 
ignoring these issues is diat compeddon between universides and odier insdtudons 
not similarly committed to research will provide incendves to make ‘efficiency gains’ 
by cutdng research-related costs in an attempt to keep fees compeddve. From the 
point of view of society as a whole, such an outcome could represent a false econ
omy.
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Comment

Robert Stephens

A lthough the title of their article asks ‘how much subsidy?’, Grant Scobie and 
Alex Duncan never provide a positive case for student contributions, or say 

-A ~m»what percentage of course costs should be covered by student fees. In
stead, they attack the traditional arguments that economists use to justify dominant 
state funding, and defend the MCG (1994) report from various criticisms. This 
comment aims to put the debate in a wider context, while analysing different aspects 
of Scobie and Duncan’s article.

Tertiary education as a right. With the introduction of tertiary fees in New Zea
land in 1990, a right to free education based on academic merit was taken away, not 
created. Even the MCG report recognised that ‘access to high quality education 
and training is a right that the state should, as far as it is able, guarantee and pro
mote’ (1994:13). The introduction of fees also puts New Zealand in contravention 
of Article 13.2 of the ratified International Covenant on Economic, Social and Cul
tural Rights, which states that ‘Higher education shall be made equally accessible to 
all on the basis of capacity by every appropriate means, and in particular by the pro
gressive introduction of free education’.

Scobie and Duncan are correct in implying that rights-based systems can be 
fiscally expensive and redistribute income from taxpayers to students. But these 
considerations are not sufficient to justify switching to a human-capital model of 
education. For a start, individuals have always had the collective right, expressed 
through the ballot box, to prefer a non-market allocation and distribution of re
sources. Moreover, Scobie and Duncan’s argument involves a switch from taxation 
on the basis of ability to pay to the use of the benefit principle. Jackson (1994) ar
gues that even rights-based students pay on an inter-temporal basis, with the addi
tional tax revenue generated by higher future earnings from investment in human 
capital being directly attributable to education. A student fee, financed by a loan, 
makes this relationship explicit, but the inter-temporal effect depends upon tax rates

l
Their implicit conclusion is similar to that of the MCG’s Option B (MCG, 1994), with fees rising to 

50 per cent of course costs, and some of the saved state resources being used to improve educational 
opportunities for the least advantaged. However, in a submission to the MCG, McLeod and Scobie 
(1994) had proposed a 100 per cent student contribution, with the fiscal savings being used to cut the 
top marginal income-tax rate.

Robert Stephens is Senior Lecturer in Economics and Public Policy at the Victo
ria University of Wellington.
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and relative earnings levels as well as the fee, all of which will alter with the imposi
tion of a student fee.

Fiscal surplus. The starting point of the MCG report was the inconsistency in terti
ary education policy. The government wanted to increase participation rates in the 
tertiary sector, but felt that tertiary education was one of the few areas of expendi
ture where fiscal savings could be made to reduce the size of the forecast budget 
deficit of about 3 per cent of GDP in 1993/94. The MCG analysis was based on 
the assumption that the state could not fund any expansion in tertiary education.

Student numbers had grown at 7 per cent annually during 1985-94, nearly 
doubling real expenditure on tertiary education (Stephens, 1993). But the fiscal 
cost had been controlled through the imposition of fees (which had risen to 20 per 
cent ol course costs by 1994), a 15 per cent reduction in real funding per effective 
full-time student, and a deterioration in staff-student ratios from 1:14.1 in 1988 to 
1:18.5 in 1993 (Stephens & Boston, 1994). Open entry was maintained (apart from 
the qualifier of fees), so Scobie and Duncan’s claim that ‘Non-price rationing means 
that some people are denied their rights’ (p.X) is inapplicable. In fact, Treasury 
(1987) stated that New Zealand’s second-chance education system has permitted a 
large number of mature and disadvantaged students, especially women and Maori, 
to participate in tertiary education. Fees will adversely affect that participation.

Student numbers are expected to grow by only 1.2 per cent a year to 2002. 
This growth can be financed at existing tax levels even if economic growth is only 2 
per cent a year. So fiscal constraints do not justify raising fees, even if there was 
some justification when the MCG started its deliberations.

Deadweight cost o f  taxation. The deadweight cost of raising additional tax revenue 
should be incorporated into any analysis of education funding, as should consumer 
surpluses from subsidised education. But there are serious problems with Diewert 
and Lawrence’s (1994, 1995) estimates ol the marginal excess burden of New Zea
land’s tax system (however admirable the research itself is).

The increase in the excess burden of labour taxation f rom 5.3 per cent in 1972 
to 18.3 per cent in 1991 is attributed to an increase in the overall tax burden on the 
economy and a rise in the labour supply elasticity from -0.35 in 1971 to —0.71 in 
1991. But the alleged increase in the tax burden since 1986 is a chimera: social wel
fare benefits have been taxed, with benefits grossed up to maintain their net rate, 
adding to both tax revenue and expenditure. The same applies to the imposition of 
the Goods and Services Tax on government departments. Equally, the alleged rise 
in labour-supply elasticity is based on the assumptions that all the increase in un
employment has been voluntary, rather than a result of structural change and defi
cient demand. These two factors alone eliminate over half the reported increase in 
excess burden.

A further issue is whether the excess burden is larger as a result of raising tax 
rates marginally for all taxpayers to pay for state-funded tertiary education, or sub
stantially for students as they repay loans with a graduate tax surcharge added to
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normal tax rates. The answer is not clear, but needs resolving before excess tax 
burdens can be used to justify curbing government expenditure.

Impact o f  fees on participation in tertiary education. Scobie and Duncan fail to 
discuss the impact that the imposition of fees of up to 50 per cent of course costs 
will have on student participation. There is limited empirical evidence on the price 
elasticity of demand for tertiary education, and those estimates that have been made 
overseas (e.g. Japan and the US) are hard to apply to New Zealand because students 
in those countries can choose between fee-charging private universities and low-cost 
alternatives run by the state. By the same token, fees are less devastating for poorer 
students, who can enrol in cheaper, if less prestigious, institutions.

If students view fees as up-front costs, a substantial reduction in participation 
could be anticipated, especially for the under-represented groups. If fees are de
ferred through an extended loan scheme until students start earning, the impact will 
be restricted to rate-of-retum considerations. Poot and Stephens (1994) used 1991 
census data to show that, even at 1993 fee levels, tertiary education was not a profit
able investment unless all of the earnings differential between school-leavers and 
university graduates is attributed to education. Even then, the rate of return was less 
than the real rate of interest on the loan. Increasing fee levels will reduce the rate of 
return unless offset by a widened earnings differential, and that can come about 
only if labour supply grows less quickly than labour demand.

Fees of 50 per cent of course costs would be likely to shift demand towards vo
cational subjects such as accounting and law, and away from more conceptual 
courses such as philosophy and history. In addition, shorter courses would be fa
voured over longer ones. Students would try to minimise debt through taking more 
credits and part-time work than is academically desirable, reducing the quality of the 
educational experience. Economic and political arguments fail to provide any rea
son why tertiary students in New Zealand should pay higher fees than their counter
parts elsewhere in the West. Scobie and Duncan certainly fail to provide any justifi
cation.
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Rejoinder

Grant M. Scobie and Alex Duncan

1| policy-makers face two key questions in respect of tuition subsidies per stu- 
dent. Should across-the-board subsidies be increased, reduted or main- 
tained at present levels? And how quickly should any change be carried out? 

As with most policy questions, no simple answer exists and policy ad ice has to be 
given on the basis of incomplete information.

Both comments on our article recognise the difficulties involved n making the 
right policy decision. But both tend to focus on the question of whether the subsidy 
should be 0 per cent, or 10 per cent, or 50 per cent. In contrast, we stek to address 
the more relevant policy questions noted above. Our article suggest! that there is 
enough evidence to show that lower across-the-board subsidies woulc create wider 
access to tertiary education. Taxpayer-funded resources released as a consequence 
should be used to tackle disadvantaged groups’ under-representation h formal terti
ary education.

The commentators refer extensively to the 1994 report of the Mnisterial Con
sultative Group (MCG). Readers unfamiliar with the recent New Zealand debate 
may be left somewhat confused, since our article is neither based on, :ior a defence 
of, the MCG report.

Lower subsidies per student backed by an income-contingent loan scheme 
would result in a more equitable system of funding education, and 3rovide wider 
opportunities for groups that are currently under-represented. In fact, New Zealand 
policy has been moving in such a direction for six years already, and a further pro
gram of reductions in subsidies over die next five years was announced m January 
1995.

We find nothing in the comments on our article diat would coivince policy
makers that the present policy course is incompatible widi achieving wider partici
pation and greater equity in tertiary education. Whether the ultimate level of sub
sidy should be 30 per cent or 60 per cent or some odier figure is smply not ger
mane to the policy debate. No one has suggested diat we should move precipitately 
from the current posidon (with die exception of diose who propose immediate 
abolition of all tertiary fees).

Devlin, Hansen and Knowles righdy point out in dieir comment that 
‘universities produce more than just teaching services’ (p.223). Universities produce 
ideas and information through research; diey provide storage function»; and they act 
as independent watchdogs on society. W e concur fully widi the poin that universi
ties produce multiple outputs. To the extent diat diere are genuine outputs that 
society wishes to obtain, we should make diese explicit, allocate funds for them and 
then ensure that they are produced in a cost-effective manner. In other words,
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rather than just assuming that universities produce ‘good things’ that we should all 
be taxed to support, we should decide exacdy what these things are and invite con
testable bids for their production. In view of the level of entrepreneurial and mana
gerial expertise that universities have displayed in the past, we would be reluctant to 
assume that universities would be the only, or the most efficient, producers of those 
services. They could potentially be lunded through New Zealand’s contestable 
Public Good Science Fund. Let the production be open to all, not just universities. 
It is the output, not the process, that society wants.

Stephens raises four issues in his comment. In considering tertiary education as 
a right, he overlooks the rights of those who are forced to support students through 
higher taxes. Neither the notion that education is a right nor international cove
nants help society decide how much to subsidise tertiary education compared with 
health, food or housing, all of which are equally as important as rights. Even 
UNESCO, in its 1993 World Education Report, acknowledged that the current 
circumstances were not envisaged at the time the relevant covenants were entered 
into. It noted that that few countries have applied them fully.

Stephens claims that our argument involves moving away from ability to pay as 
a basis for funding education. We wholeheartedly reject this claim. It is the very 
essence of our argument that students with the ability to pay, as measured by their 
enhanced lifetime earnings, should do so. New Zealand’s income-contingent loan 
scheme achieves tliis now. Further reliance on it can only result in a more equitable 
system of investment in education, precisely by making more explicit die link be
tween diose who benefit and Üiose who pay. This link cannot be achieved by rely
ing on general taxation as a source of funds.

Stephens implies diat the determinants of higher earnings typical of graduates 
are relevant to die debate about ability pay. But it is hard to see why. After all, die 
private returns to terdary education do not come only in die form of enhanced 
earnings. Nor might enhanced earnings be due solely to terdary education. Higher 
dian average lifetime earnings, regardless of dieir source, remain a sufficient justifi
cation for recovering costs according to die ability-to-pay principle.

We share Stephens’s concerns about falling staff-student ratios. But diis prob
lem makes a case for greater efficiency and freedom of entry for producers of edu
cational services rather dian for more subsidies to existing institutions. We are 
puzzled by Stephens’s assertion diat open entry has been maintained in New Zea
land. Quotas exist in law, medicine, engineering, architecture, pharmacy, physio
therapy and surveying, for example. Dependence on state subsidies generates ine
qualities in die form of non-price rationing.

Our article addresses in detail die fact diat die government’s current fiscal posi
tion is irrelevant as a basis for policy-making. We stand by our argument and note 
that no case exists for limiting enrolment growtii to 1.2 per cent a year. At diat rate, 
groups that are under-represented now would still be so after five years.

1 he uptake of loans to date by all groups of students provides no support for 
the claim diat participation rates would be adversely affected by an income- 
contingent loan scheme. On die contrary, die availability of loans in conjunction
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widi lower subsidies per student and more total state support has appreciably wid
ened access to education in New Zealand.

Stephens raises concerns about die deadweight costs of taxation, and questions 
Diewert and Lawrence's estimates of diem (which in any case do not include all 
deadweight costs). But such costs are nonedieless significant. Stephens touches on 
diis when he notes die trade-off between die adverse effects of targeting support for 
tertiary tuidon through income-contingent loans and die costs of funding such assis
tance by higher general taxation. These judgments are central to debates about die 
relative merits of targeted and universal benefits, and diere are legitimate grounds 
for differing views.

There is no doubt diat higher effective marginal tax rates faced by graduates 
with income-contingent debt imposes efficiency costs. But diese costs fall on only a 
section of the population, many of whom (such as prime-age males and, increas
ingly, prime-age females) exhibit a strong attachment to work. Moreover, levies on 
future income to repay loans are more easily avoidable dian income taxes. Unlike 
taxes, students are not compelled to take up loans. The efficiency costs of higher 
marginal tax rates faced by diis group are dierefore likely to be lower dian die costs 
of higher marginal tax rates faced by taxpayers generally to fund tuition subsidies. 
Of course, this judgment depends on die underlying rates of income tax and the 
levies paid on graduates’ incomes. Under die existing regime, die marginal tax rate 
faced by graduates earning high incomes is 43 per cent, which is less dian the top 
personal tax rate promised by at least one New Zealand political party. Even if lev
ies on graduates’ incomes had to rise for die highest income earners, die top mar
ginal tax rates they face are unlikely to be high by historical standards.

One way of avoiding diese difficulties, of course, is to offer loans that are not 
income contingent. But diis is likely to make die student loans scheme less effective 
in widening access to tertiary education, especially for disadvantaged groups.

In die final paragraph of his comment, Stephens claims diat we have not pro
vided any economic (or political) reason why New Zealand students should pay 
higher tuition fees dian students in odier Western countries. That is because we 
did not attempt to. International comparisons of subsidies provide no guidance to 
policy-makers, diough they do provide convenient ammunition for rent-seekers. 
New Zealand farmers receive fewer subsidies dian dieir French counterparts; but 
diat is not a reason for changing New Zealand’s agricultural policies.

In summary, we maintain die position we adopt in our article: lower across-die- 
board subsidies per student togedicr widi greater reliance on die income-contingent 
loan scheme provides a fairer basis for funding formal tertiary education. From any 
given level of state support justified on equity grounds, more tertiary places can be 
funded and more support given to tiiose whose primary and secondary education 
has left them behind at the starting gate. New Zealand’s policy is currendy moving 
in precisely that direction. Predictably, it is opposed by diose wbo want to retain 
high subsidies for a privileged few. Neither Devlin ct al. nor Stephens have made a 
case for turning back from a system that is providing wider access to tertiary educa
tion and a more equitable sharing of die costs.
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e near-simultaneous publication of these three books and the substantial
verlap in their content suggest that they reflect a basic trend in the discussion
f economic questions. Most people would probably not want to read more 

than one of them. This comparative review will therefore provide a ‘consumers’ 
guide’ to them.

At the core of all three books is a critique of economics. In some cases (such as 
Langmore and Quiggin) the criticism is directed towards ‘rational economics’, but this 
term seems to denote no more than the application of mainstream economic theory 
to policy questions. The authors use die word ‘rational’ in a pejorative sense, appar
ently because it invokes impressions of such horrors as expenditure cuts and reduc
tions in employment In the remainder of this review die adjective is dropped and the 
term ‘economics’ is employed alone.

Myths and Misconceptions

One myth common to Langmore and Quiggin and to Toohey should be exposed at 
the outset These authors claim that policy-making in Australia over die 1980s was 
dominated by economic theory. This assumption is convenient because it allows the 
authors to conclude that our economic problems, including die present high unem-
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ployment rate and large current-account deficit, can be attributed to this application of 
economic theory, particularly in the form of deregulation. In fact, significant deregu
lation and microeconomic reform has occurred in only a few areas; and if any prob
lems should be attributed to these reforms, a detailed analysis is necessary to show 
why. In particular, it would be necessary to establish that the lack of reform in other 
areas is not the problem.

Toohey claims that the Canberra press gallery has played a major role in spread
ing economics doctrines. His analysis of the alleged ‘capture’ of these journalists by 
the government, so that they tend to act as publicity agents for it, is compelling. But 
the proposition that the journalists have become apostles of economics is ludicrous. 
Most members of the Canberra press gallery have no knowledge of economics and 
even less interest in the subject They are fixated on politics, and attempt to personal
ise economic issues as they do other issues. Their treatment of the National-Liberal 
coalition’s Fightback! manifesto at the 1993 federal election hardly suggests that they 
are aposdes of economic reform.

Economics receives extensive coverage in the Australian media. But, with a few 
notable exceptions, the discussion is ill-informed. This is largely because journalists 
see themselves as reporters, not as economic analysts or experts in any of the other 
areas that they cover. This leads them to rely heavily on financial market economists 
for their information. As Ormerod notes (p.67), the major role of diese economists is 
to obtain publicity for their employers. In addidon, they will always ‘talk their book’: 
predict the developments that will make die positions taken by their employers profit
able.

At times, die Australian audiors are quite abusive about economics and econo
mists. Take this example (which particularly grated widi me) from Langmore and 
Quiggin:

It is time for the uncritical enthusiasm for so-called free markets to end. Such 
enthusiasm is characteristic of first year undergraduates who have just learned 
the elegance of the introductory neo-classical model. This naivety has no 
place in government (p. 109)

A preference for market outcomes over die results of bureaucratic intervention has a 
much broader basis than ‘the introductory neo-classical model’. It is based, for ex
ample, on observation of die past results of die two approaches. As well, undergradu
ates, particularly Arts ones, are much more likely to share die preconceptions that 
Toohey and Langmore and Quiggin reflect than to admire markets.

Indeed, these authors can be seen as defenders of the current ‘politically correct’ 
paradigm in Australia against die inroads of well-established economic ideas. As such, 
die paradigm is a form of fundamentalism (anodier pejorative term that I^angmore 
and Quiggin use to describe economics) radier dian a desire to apply economic theory 
to the formation of economic policy. The expectation diat diis term raises of a selec
tive approach to evidence and choice of arguments is certainly satisfied both by Too
hey and by Langmore and Quiggin. One aspect of dieir fundamentalism is their as-
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sumption that, if economics is wrong, their own views must be right. This one-sided 
approach is not acceptable: whatever the faults of economics, the superiority of their 
views to it must be demonstrated, not assumed.

The Critique of Economic Theory

The three books cite many criticisms of mainstream economic theory. First, Or- 
merod describes in some detail the very strict and unrealistic assumptions that must be 
made in order to establish the existence of an equilibrium in die competitive model.

Second, all three books list the ways in which the real world fails to satisfy die as- 
sumpdons of a formal compeddve model. The deviations include the existence of 
external economies and merit goods; die impact of expectations on markets; the 
prevalence of increasing returns to scale; the dynamic (not static) nature of the world, 
which is therefore in constant disequilibrium (not equilibrium); and die dominance of 
various forms of imperfect competition, including monopoly, in the industrial struc
ture of most countries. Toohey in particular tends to exaggerate the ubiquity of devia
tions from die basic assumptions; but diere is no doubt diat diese often do occur.

Third, the books criticise die concept of ‘rational economic man’, arguing diat 
individuals react to many incentives apart from economic benefits or costs.

Fourth, they cite the theory of die ‘second best’, which implies that die achieve
ment in one part of the economy of die conditions for an optimum derived from die 
competitive model may not be desirable if die conditions are not satisfied in other 
parts of the economy. (Note diat die theory says diat die achievement of a ‘partial 
optimum’ may  not be desirable, not that it clearly is undesirable.)

The first tiling to note about these criticisms is diat diey are not new. The points 
have been raised and discussed in economics textbooks and courses for as long as I 
can remember, and probably for a lot longer. Economists have made many attempts 
to overcome the problems by developing alternative models, such as die theory of 
imperfect competition. More important, however, is die fact diat proponents of mi
croeconomic reform do not base tiieir recommendations on die abstract competitive 
model. Radier, they attempt to evaluate die costs and benefits of any proposed 
changes. This approach was taken, for example, by the Campbell Committee 
(Australian Financial System Inquiry, 1981:Chapter 1) as an explicit response to die 
‘second best’ problem. And while it is true diat die evaluation of any proposal for 
economic reform is complicated by the ‘second best’ problem, die same applies to 
proposals for not reforming. Many of the policies diat Toohey and Langmore and 
Quiggin espouse have been subjected to cost-benefit analysis and found wanting.

The model of ‘rational economic man’ is an abstraction diat facilitates analysis of 
the way in which people react to economic incentives. No economist believes diat 
people react only to economic incentives. Toohey and Langmore and Quiggin ap
pear to believe that this means diat people do not react to economic incentives at all. 
This is quite incorrect: economic factors do have an important influence on human 
behaviour, and the authors accept this view diemselves when it is convenient. For ex
ample, Langmore and Quiggin recommend an increase in die Austudy allowance so 
as to encourage students to undertake education to increase tiieir skills. Toohey fa-
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vours government support for research —  so long as it does not go to economic 
models (such as die IMPACT model) that produce results diat contradict his precon
ceptions.

Economists have recognised die importance of expectadons and they have de
voted considerable effort to modelling them. This has proved difficult, but Toohey, 
who raises the problem, does not provide any suggestions at all for dealing with it

Toohey rejects the notion of efficient markets on die basis o f ‘the identification of 
“bubbles” and odier phenomena which suggest diat die massive speculation that ac
companied deregulation can be destabilising’ (p. 119). Two definitions of efficiency 
are relevant to markets. The first is informational efficiency, which requires that all 
available information be reflected in market prices. The second is allocational effi
ciency, which requires that prices reflect underlying fundamentals so diat they give the 
correct signals to market participants. Informational efficiency is not necessarily ab
sent at times of speculative volatility, aldiough it must detract from the allocational ef
ficiency of the market. Presumably, it is the allocational efficiency that concerns Too
hey, and most economists would agree widi this emphasis. Markets have been widely 
tested for their informational efficiency, and the hypothesis has received substantial 
statistical support. Nevertheless, it seems likely diat die interest in the hypothesis 
arises more from its ability to generate additional results dian from its practical impli
cations. A market subject to considerable volatility may still do an adequate job of 
allocating resources. More important: does any odier arrangement give superior re
sults? It is unlikely that an administered price will adequately reflect fundamentals. 
As well, markets diat are tighdy controlled often generate more volatility dian free 
markets because frequent readjustments are necessary when the administered price 
deviates from the market price. A free market is likely to allocate resources better 
dian one subject to heavy government intervention.

These points are relevant to Toohey’s discussion of floating exchange-rate re
gimes. He fails to put forward a convincing alternative, diat is, a regime that produces 
a rate reflecting fundamentals widi less volatility than die floating regimes. Toohey 
notes, for example, the recent failure of administered exchange rates in Europe.

Toohey’s criticism of the misuse of madiematics in economics is sounder than 
many of his other criticisms. The use of mathematics facilitates communication and 
enables us to test the logical consistency of models. In order to use mathematics, it is 
always necessary to make some significant abstractions. The success of diis approach 
rests on the appropriate choice of simplifying assumptions. A good model should 
provide insights into real-life economic processes, but in many cases assumptions are 
chosen not because they are relevant but because they produce models capable of 
generating additional mathematical results and require the use of sophisticated 
mathematical techniques.

In the space of this review it is not possible to consider all of die practical ques
tions raised in the three books. Instead we will look at a few examples. This ap
proach is particularly unfair to I^angmore and Quiggin, who include an extensive dis
cussion of policies to deal with unemployment An evaluation of their proposals must 
be left to more detailed analysis. But it is worth noting here that these audiors do not
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cost their programs in any detail. Indeed, some of their proposals, such as a ‘job 
guarantee’, involve open-ended commitments. They do recognise the need to fund 
them and suggest areas in which increased taxation revenue can be obtained. But they 
do not analyse the impact of their tax and expenditure proposals on the economy.

Monetary Targeting

Ormerod develops a fairly detailed critique of the traditional ‘quantity equation’. Once 
again, the criticisms would be quite familiar to economists. All three books are critical 
of monetarism and of its expression in the form of monetary targeting. So are many 
economists. The most recent example has been the widespread criticism of the Aus
tralian federal government’s reliance on interest-rate policy, which, though not pure 
monetarism, puts an undue emphasis on monetary policy. This dependence can be 
reduced only if the government makes use of other policy instruments, such as fiscal 
and wages policies. Yet Toohey and Langmore and Quiggin resist this.

Toohey sees some kind of contradiction in the fact that ‘supporters’ of Milton 
Friedman have not argued for the latter’s proposed negative income tax. This suggests 
that supporting an economist should be like supporting a football team, a case of un
conditional loyalty. But it is quite possible to agree with Friedman’s proposals for 
such tilings as the negative income tax and vouchers for education without accepting 
his views on monetary policy. (That is my own position.)

Does Toohey recognise the implications of the negative income tax, which he 
seems to support? It involves doing away with the existing welfare system, including 
‘middle-class welfare’. It also means removing the inefficient subsidies to the less well- 
off that private industries (especially banks) are expected to provide. It is certainly 
desirable that these forms of support disappear, because they are targeted badly and 
they force the recipients to receive support in a specific, and perhaps not highly val
ued, form. I doubt that I oohey would accept these implications, especially as he ap
pears to think the negative income tax is inconsistent with ‘the “targeted” approach to 
welfare that many of Friedman’s supporters advocated with considerable success dur
ing the Hawke/Keating decade’ (p. 120). But die negative income tax is highly tar
geted.

Wages and Unemployment

Both die Australian books reject die proposition diat wages are an important determi
nant of unemployment and diat unemployment can be reduced by increasing wage 
flexibility. This is interesting, because Ormerod does not appear to share dieir views:

In Germany, die workforce recognised very quickly diat diis lan increase in 
oil prices] meant dieir living standards had to fall. The nation as a whole had 
lost part ol its income to OPEC, so workers could not regain dieir real living 
standards by putting in claims for higher money wages, (p. 134)
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Nevertheless, Ormterod does reject the concept of a ‘natural rate of unemployment’. 
One element of this , rejection is a refusal to accept the rational expectations hypothesis 
(REH). The other two books also reject this theory, but, once again, many econo
mists do as well. T he REH can be regarded as an example of assumptions adopted 
because they make it easier to obtain elegant results rather than because of their em
pirical relevance.

Toohey and Lamgmore and Quiggin reject the impact of wages on unemployment 
on a number of grounds. First, they argue that lower wages will lead to a fall in aggre
gate demand. According to Langmore and Quiggin, ‘The principal determinant of 
employment is not the price of labour —  wages —  but the demand for labour, and 
this is derived from the national level of economic activity’ (p.51). Stated in this form, 
the proposition is difficult to understand. The demand for any product depends on 
its price as well as income. The idea that aggregate demand is highly dependent on 
wages has been debated at least since the 1930s, and, not surprisingly, it is popular 
with union leaders. But little empirical evidence supports it As part of this discus
sion, Langmore and Quiggin argue that the question of whether wages affect exports is 
an empirical one, but nevertheless reject the hypothesis on the grounds that exports 
constitute only 20 per cent of national expenditure and are largely commodities that 
are not labour intensive. This hardly constitutes an empirical analysis. It also neglects 
the impact of wages on import-competing industries.

Langmore and Quiggin also present a graph showing that long-term unemploy
ment increased in New Zealand after the introduction there of the Employment Con
tracts Act, which made wages more flexible. This ‘empirical evidence’ is very selective. 
Long-term unemployment depends on past levels of unemployment and will increase 
even after total unemployment has begun to fall. Data given in recent issues of the 
Bulletin of the Reserve Bank of Australia show that the unemployment rate in New 
Zealand fell from 10.3 per cent in 1991 (the year the reforms were introduced) to 7.8 
per cent in September 1994. Over the same period the Australian unemployment 
rate fell from 10.4 per cent to 9.5 per cent. Langmore and Quiggin’s own graph 
shows a fall in the growth rate of the number of long-term unemployed in New Zea
land at the end of the period.

Langmore and Quiggin suggest*

The results of the recent election, and in particular, the referendum leading to 
the abandonment of the first-past-the-post voting system, represent a rejection 
of ordinary New Zealanders of the two-party system and the policies it has 
imposed upon them, (p.55)

They fail to mention that the government was actually re-elected in 1993. This is not, 
however, an argument for the policies concerned, any more than the Coalition’s nar
row loss in the 1993 Australian federal election is an argument against the policies 
embodied in Fightback!. A vast majority of people once believed that the world is flat 
That did not make it flat Langmore and Quiggin confuse success in political market
ing with economic soundness.
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Langmore and Quiggin also launch a vicious attack on a straw man: the suggestion 
that real wages should be reduced by 30 per cent So far as I know, no economist has 
advocated this policy. Any substantial reduction in wages would be disruptive. 
Economists who are concerned about reducing unemployment argue for restraint, in 
terms of both wage increases and increases in the on-costs attached to employees. 
Sloan (1994) examines the effects of the Industrial Relations Reform Act, which has 
increased the long-term costs of employing workers. Most important, Langmore and 
Quiggin argue that wages should be more sensitive to economic conditions. Or- 
merod’s comment cited above illustrates the advantages of this approach.

This point also provides an answer to Langmore and Quiggin’s view that wage 
reductions are out of the question because they would lead to a substantial lifetime 
loss of income for employed workers. Wage flexibility would at times lead to short
term income losses, but it would promote higher income over the longer term. In 
addition, it is not clear why a loss of income through higher taxation is acceptable 
whereas one caused by a fall in wages is not.

Langmore and Quiggin also say: ‘The leadership of the union movement would 
be unlikely to countenance claims that undermined a concerted attempt to restore full 
employment’ (p.139). Recent events cast serious doubt on this assertion.

The Results of Deregulation

As already noted, Toohey and Langmore and Quiggin attribute all our problems to 
the relatively few attempts that have been made to apply economic principles. A 
leading example is financial deregulation. The authors see little benefit from it. For 
example, Langmore and Quiggin fall back on bank interest-rate margins as an indica
tion that deregulation has not been beneficial. The evidence on bank interest-rate 
margins continues to be hotly debated. More important, the methodology is itself 
badly flawed. Judging bank profitability on the basis of interest-rate margins is equiva
lent to judging BHP’s profitability on the basis of the margin between the price of iron 
ore and the price it charges for its final products. Such a comparison ignores all other 
costs.

To examine bank profitability, we should iook at profitability itself. The Martin 
Committee did this and concluded that bank profitability has fallen since deregulation 
(House of Representatives Standing Committee on Finance and Public Administra
tion, 1991:100).

Toohey and Langmore and Quiggin condemn die imputation system of corpo
rate taxation as ‘regressive’. Its introduction actually removed an inequity in the for
mer taxation system: the double taxation of income earned through corporate entities. 
It allows income from various sources to be subject to the same tax rates as income 
received in the form of wages and salaries, subject to whatever degree of progression 
exists in the income taxation system. It is true tiiat die introduction of this system of 
taxation has removed an incentive for businesses to retain profits, but this actually re
moved a distortion in the allocation of capital. There is no reason why the companies 
making high profits should be the ones with access to the most productive investment 
opportunities.
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Suggestions for Improving Economics

Toohey and Ormerod, particularly the latter, pay some attention to developments that 
might make economics more useful. Both of them turn to recent developments in 
the physical sciences, specifically the mathematics of chaos and complexity. Toohey’s 
earlier rejection of mathematics as a tool of analysis in economics makes his attraction 
to this technique surprising. His reasoning appears to be that since the world is non
linear, the non-linear approach of chaos and complexity theory must be useful.

Ormerod actually provides an unemployment model "based on tins approach. 
This is an interesting idea, but it remains to be seen whether it provides a satisfactory 
empirical explanation of past movements in unemployment and whether it is capable 
of producing insights with useful policy implications. The approach is very mechanis
tic —  it is not unlike the charting and technical analysis used in financial markets —  
and there is a good chance that it will prove to be nothing more than a transient fash
ion.

Conclusion

These books are useful for providing a comprehensive exposition of the ideas that 
currendy dominate non-economists’ views about economic questions. It may there
fore be worth reading one of them. Ormerod’s The Death o f  Economics provides 
the most sophisticated critique of modem economics. Langmore and Quiggin’s 
Work for A ll includes a survey of most of the policies for dealing with unemployment 
currendy under discussion, although the presentation is hardly a critical evaluation of 
the alternatives. Toohey’s Tumbling Dice is well written and is certainly the most en
tertaining of the books; but that is largely because it is also very superficial and a good 
deal sillier than the others.
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Why Not Grow Pineapples in Hobart? 
Making Choices in Australia’s Schools

Peter McGregor

Hobart, Tues. Dr Grenville Hallow, MP, the Federal Member for Hobart 
Docks, today put forward a new idea. ‘I propose that we grow our own pine
apples in Tasmania,’ he said, ‘so that in future we won’t have to bring them all 
the way down from Queensland. Think of the jobs we will create.’

Dr Hallow, whose family company has made a small fortune selling fruit 
salad and ice-cream to tourists, said that anything Queensland could do, 
Tasmania could do better. He has asked several banks to lend him $10m to 
build a hothouse on the northerly slopes of Mount Wellington that will house 
10,000 pineapple plants.

‘They may not taste the same and they will probably be a lot more ex
pensive —  about $50 each —  but at least we will be able to say that they’re 
ours’, he told family and friends at his Hobart Docks office yesterday. A 
spokesperson for one bank said they were still waiting to see his business 
plan. {Hobart Herald, 1/4/98)

V  f what surveys of economic literacy tell us is true, people such as Dr Grenville 
I Hallow are not alone in the Australian community.

-A . In a major report on what Australian children know of economics, geogra
phy, history, politics, and selected cultural concepts, the Australian Council for Edu
cational Research (ACER) claims that 30 per cent of Year 5 students and only 12 per 
cent of Year 9 students demonstrate any understanding of basic economic processes. 
‘Most of this group display some rudimentary understanding’, says the ACER, ‘but 
their responses tend to be characterised by vagueness, misconception, and misguided 
attempts at explanation that are frequently tautological or self-referential’. The authors 
conclude that economics is the least understood. ‘The findings of this study suggest 
that economic understanding is less well-developed than for the other four areas 
studied. Since students do not generally receive formal teaching in economics until 
middle secondary level, or later, it is perhaps not surprising that their understandings 
show the weaknesses this study has revealed’ (Doig et al., 1993).

Perhaps. In the United States, at the end of W orld W ar II, recognition of a lack 
of exposure to the formal teaching of economics at all levels of schooling triggered the



242 Notes and Topics

rise of a national network of teachers and academics committed to introducing even 
very young children to the economic concepts that help explain both the way com
munities work and the way our goods and services are provided. Today, the National 
Council on Economic Education (NCEE) (formerly the Joint Council on Economic 
Education) has 250 centres throughout the 50 states teaching teachers how to illustrate 
the way the economy works.

At one end of the spectrum, kindergarten teachers teach Zoo Economics and 
introduce young learners to the ideas of goods and services, resources, opportunity 
cost and trade-offs. (None of this should come as any surprise. Americans often at
tempt what others think is impossible. Teaching economics to prep-graders, or even 
early primary school youngsters? No problem.) At higher levels, classes look at En
ergy, Economics and the Environment, or Trading Around the World. One of the 
National Council’s regular newsletters, Economics for Kids, publicises the work of 
successful teachers in classes around the country who have found innovative ways to 
teach economics through a number of common themes including Transport, People 
in the Community, Trade, Specialisation, Environment, Money, Farming, and even 
Waste Disposal.

In fact, with the help of teachers and economists, and years of university research, 
the National Council has published a Master Curriculum, a comprehensive guide to 
the teaching of economic concepts from Kindergarten to Year 12 ffoint Council on 
Economic Education, 1989). Its scope and sequence shows what should be possible 
at what levels; and what it reveals is that what we in Australia might have thought was 
impossible is not only possible but desirable.

The NCEE believes diat children from the earliest stages of schooling need to 
understand about scarcity and why we are forced, as individuals and communities, to 
make choices. ‘All choices require basic knowledge of the economic conditions and 
institutions of the world’, it says. ‘Decision-making skills and economic understanding 
require a foundation that begins in elementary school and continues through high 
school.’

Nobel laureate James Buchanan once wrote that die economist’s stock-in-trade 
was die ability and proclivity to diink about questions in terms of alternatives. 
‘Economic education is education in decision-making, both individual decision
making and social decision-making’, say the editors of Economics for Kids (Fall 1994). 
‘The economic way of thinking helps students realise diat there are opportunity costs: 
any time a choice is made, somediing is given up.’ In odier words, whether we know 
it or not, there are costs involved in every decision we make; that is, making a decision 
always means we forgo valuable altemadves. Such costs cannot be avoided and we are 
better informed as decision-makers, citizens or taxpayers when we understand fully 
what we are giving up each time we make a decision.

Making Choices

The notions of opportunity costs and trade-oils —  giving up some of what we value 
for more of other things we want —  are a key component of a new program of critical 
thinking for primary and junior secondary school children in Australia. It is being
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developed under the working tide of Making Choices, and will be published in 1995 
by the Melbourne-based Curriculum Corporation. Conceived as a course in raising 
the levels of economic literacy of primary and junior secondary students across the 
curriculum, the program is the result of a sponsorship arrangement through the Na
tional Industry Education Forum (an offshoot of the Business Council of Australia) to 
the Curriculum Corporation. But the ideas are largely the result of a long-standing 
relationship between the NCEE in the US and die Centre for Economic Education in 
Melbourne, chaired by Professor Ian Harper of die Melbourne Business School.

‘W e all have to make choices, every day of our lives’, die program suggests. ‘But 
why do we have to choose? W hy can’t we all have everything we want? Aren’t there 
enough resources in die community for everybody to have whatever diey want?’ It 
may come as a surprise to some, but die answer to die last question is a definite ‘no’. 
Which means that every community has a fundamental economic problem to solve. 
Making Choices is a program unique in Australia designed to help children see that 
before people can make informed choices, they must be able to make reasonable es
timates of the likely social and economic costs of different actions. It introduces Aus
tralian classrooms to die ever-present problem of scarcity and die ways diat communi
ties respond to fundamental questions such as: W hat should communities produce? 
For whom, and how? Does it have to be diis way? W hat are the alternatives? Yet 
there is litde of the ‘dismal science’ diat frightens die life out of most teachers and al
most every member of the general community. Instead, young people are empow
ered to think carefully about die range of alternative choices that are available to diem 
and dieir communities. The Yellow Pages and die home become key learning re
sources; die shopping centre, a mine of information.

Allocating Resources

Though economic literacy is its focus, Makuig Choices is not about money. It is 
about people. It is about everyday people in almost every community diroughout 
Australia, and how die choices diey make to consume goods and services cause indi
viduals and businesses to provide diem. It is about how people work togedier to pro
duce the diings we value, what resources (land, capital, labour, entrepreneurship) are 
used, and the way all the resources at die disposal of communities are allocated.

W hen it comes to allocating society’s resources, it asks what works best There 
are activities designed to explore die consequences of allocating resources:

• on a first-come, first-served basis (what sort of society would diat create?)
• by lottery (ditto)
• through prices (the way it is)
• by force (it’s happened!)
• by sharing (sounds OK, but does it work?)
• at auction?

The engaging material, illustrated and designed to maximise its appeal to all age 
groups, is intended to be used in conjunction widi die national Society and Environ-
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ment curriculum profile for Australian schools. It allows students to draw on direct 
experience and to gather, record and interpret information about their community, 
society at large and the environment. Because it has not been on education agendas 
in die rest of the world, for too long we in Australia have tended to think it can’t be 
done. Yet it is now clear that it can be done; and it’s equally clear that governments 
and curriculum designers at last diink it should be.

The sequence of stand-alone activities provides schools with a new perspective on 
the way communities work, what work people do, and how everyday things (muffins, 
chocolate and toys, for example) are produced. For the first time, today’s young 
people are introduced to economic concepts such as capital (tools and technology), 
natural and human resources, markets and the importance of trade-offs. How com
munities often give up a little of something to get a bit more of something else, like 
some air quality, so that we can have electricity and motor cars; a few trees so that 
roads can be made safer.

The materials also help students (and teachers) understand, issues associated with 
international trade, specialisation and comparative advantage. Why don’t they grow 
pineapples in Hobart? Do we really need what other countries produce?

We Are The Economy

Making Choices highlights the fact that scarcity forces us to make economic choices 
every day and that the choices we make have interesting effects within the community 
(or the economy). W ho provides our milk? W ho provides our bread? W ho clears 
away our garbage? W hat resources and capital do they use? W hat choices do they 
make and why? How interdependent arc the people who produce goods and services 
for us?

W e are all part of die economy because what we choose to consume —  either as 
goods (jelly beans, tee-shirts, CDs or motor cars) or as services (healdi and dental care, 
education or window-cleaning) —  causes other people to produce diem. And, as well 
as being consumers, most of us are also producers. Clearly, we are die economy.

Towards die end of both die primary and die secondary materials —  two sets of 
20 six-page, user-friendly activity cards lor bodi teachers and pupils —  case studies of 
everyday issues and problems are raised. For example, recycling, which uses large 
amounts of energy and all kinds of resources. W hat happens when the resources it 
uses to recycle are greater dian the resources it is recovering? Forests, water, mining, 
land, energy, pollution and transport issues are examined similarly, introducing key 
analytical skills diat may be applied to f uture community problems requiring informed 
decision-making.

The multi-disciplinary teaching/leaming units encourage students to work in 
groups, to carry out personal research tasks, to interact witii a range of peers and 
adults, and to look at what is happening in every community around the country in a 
way that has not been attempted before.

Far from being dismal, die activities are lively and diverse. Engagement widi the 
local community is the key principle. In most cases, die program reflects the world as 
it is, rather than how it ought to be. It is about helping young learners balance the
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supposed benefits of choices against the real costs. It helps them improve their deci
sion-making skills by considering and testing alternative solutions to everyday prob
lems. Through activity and guided analysis, it provides them with the means to seek 
informed solutions to traditional, ill-considered or politically correct answers to age- 
old dilemmas and avoid (or minimise) the unintended consequences of decision
making.

Finally, Making Choices encourages students to examine their own individual be
haviour as members of a family, a community and a country. Rather than making 
automatic responses, or poorly-informed decisions, the program may help them dis
cover that they have the power and intelligence to make wise choices and influence 
their own future.
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How Much Spending? The EPAC Survey of Public 
Expenditure Preferences in Australia

James Cox

V  n October 1994 the Economic Planning Advisory Commission (EPAC) pub- 
I lished the results of an opinion survey on public spending preferences in Aus- 

-JL.tralia (Withers et al., 1994). Some of the press reports at the time (such as that 
in The Australian Financial Review, 31 October 1994) suggested that the study 
showed that the public is willing to pay more in taxes to finance higher levels of gov
ernment spending. The authors’ own summary is more accurate: ‘It is found that 
the broad level of public expenditure is in line with taxpayers’ wishes in Australia. 
However, there is also evidence that, on average, taxpayers might prefer some re
arrangement of the composition of our public outlays’ (p.ii). The study therefore 
supports continuation of the status quo rather than a large increase or decrease in 
taxation.



246 Notes and Topics

Chapter 1 reviews the growth in government spending (yet again) and draws 
comparisons with other countries. It concludes sensibly that only a limited amount 
can be learned from such comparisons. Chapter 2 reviews Australian budgetary 
practices. This chapter finds that ‘The voice of the general public is not a cohesive 
voice on many issues. Also, interest groups and bureaucrats have more access and 
influence on the budget process than the broad citizenry. Final budget preparation 
has inevitably been dominated by Cabinets and their committees’ (p.27).

The AGB McNair Survey

The main contribution of the paper, however, is found in Chapter 3, which reports 
on a survey that was designed by the authors and carried out, using a random sam
ple of 600 respondents across Australia, by AGB McNair in November-December 
1992. The questionnaire is helpfully reproduced as an appendix to the paper.

The survey was a thorough one. Respondents were asked to base their opin
ions on a good deal of information about the level and composition of public 
spending. Efforts were made to correct the weaknesses that had been observed in 
similar previous studies; for example, respondents were at one stage reminded of 
the amount they pay in taxation. They were required to add the preferred amounts 
spent on different public services to a total that was acceptable to them. Answers to 
questions about the value of particular public services were cross-checked against 
respondents’ actual use of these services. Some respondents were asked to indicate 
their preferences for varying levels of public spending on the assumption that ‘if the 
total of all the amounts you decide on adds up to more or less than the amount you 
currendy pay, your own taxes would increase or decrease accordingly’ (p.73).

Two sets of results are presented. The first set reports on preferences for pub
lic expenditure when respondents are not reminded of the amount that they are 
already paying in tax: respondents were invited to respond to the relevant question 
on the supposition that ‘if you recommend an increase in spending, the volume or 
quality of the services provided would rise, and vice versa for a decrease in spend
ing’ (p.72). Around 80 per cent of respondents would be prepared to pay some 
additional taxes, provided other taxpayers did likewise. Most of these respondents 
were prepared to pay ‘a little more’ rather than ‘whatever was required’ (p.32).

Respondents changed their views to some extent when they were confronted 
with the amounts they pay in tax. The preferred tax liability remained much the 
same as at present in these circumstances (down by less than half of one per cent), 
but die respondents favoured a substantial rearrangement of expenditure, in particu
lar increased spending on environmental oudays, roads, education, police, retrain
ing and sport and recreation. They also favoured reduced spending on general 
government administration and defence. Finally, die stated willingness to pay for 
increased public spending was less for diose respondents who were ‘liable to pay’ 
the resulting increase in taxation than for those who were not so liable.
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Interpreting the Results

One great advantage of competitive markets is that customers are able to decide 
both the amount and the quality of each good and service that they wish to pur
chase. Market choice is not possible for public goods (such as many aspects of en
vironmental quality) where the same service has to be provided to all users, or for 
services that are free ol charge at the point of consumption. The amount and qual
ity of these goods and services must be decided by other means. It might be argued 
that governments are elected to decide these things. This is true, but governments 
would undoubtedly be helped by reliable information about the public’s willingness 
to pay for currently unpriced goods and services. There seems, moreover, to be an 
increasing tendency for governments to delegate some of die very hard decisions to 
more or less independent bodies.

There is little doubt, then, that a study of the kind that was undertaken by 
EPAC can potentially provide very useful information. Nor is there any doubt that 
the EPAC study is a good example of its type. Economists, however, have tradi
tionally been sceptical about expressions of opinion: ‘you should look at what peo
ple do and not at what they say they do’. It is unfortunately not possible to confirm 
or refute the survey responses by reference to observed behaviour. Should the sur
vey results be compared, for example, with votes at the next election for political 
parties that favour higher or lower spending? Even if such a clear-cut choice were 
available, voting decisions are likely to be influenced by many factors in addition to 
views about government expenditure.

Do the results of the EPAC study, dien, provide a sufiiciendy reliable basis for 
policy decisions? A number of points can be made. First, die results require care
ful interpretation. They arise from a survey of adults radier than taxpayers; and 
many adults pay litde or no tax. The results should not necessarily be taken to im
ply that taxpayers are happy to pay dieir current level of taxation. It is reported that 
willingness to pay is highly sensitive to income levels. Moreover, ‘an under
representation of high income earners . . . would bias average responses upwards’ 
(p.37). This statement is not very clear, but suggests diat willingness to pay for in
creased spending is least among die higher-income groups who pay most tax. More 
information about the willingness of subgroups in die population to pay would be 
helpful.

Second, respondents were asked, in effect, to consider marginal adjustments to 
the present pattern of government expenditure. They were not reminded of the 
possibility of major changes to government spending and taxation such as Sir Roger 
Douglas (1993) has proposed in New Zealand. Under Douglas’s proposals, fami
lies would be given die option of assuming greater responsibility for education and 
healdi care in return for lower levels of taxation. This may well be attractive to 
some groups of the population.

Third, there is the question of what respondents think diey are doing when they 
respond to such questionnaires. They know tiiat die government benefits they re
ceive and the taxes they pay will not really change as a result of dieir answers. Do 
they conscientiously inquire into dieir preferences regarding government spending
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and taxation, or do they simply take die opportunity to express support for a good 
cause at no cost to themselves? It is noteworthy that respondents wished to in
crease spending on popular items such as the environment and sport and recrea
tion, and to reduce it on unpopular items such as defence and public administra
tion. These opinions could well change if respondents became aware of die diffi
culties in reducing die unpopular items, and were dien faced widi die need for in
creased taxation if spending on the popular items were to be increased. And their 
opinions might change yet again were diey actually required to pay more tax.

Another approach is to examine whedier die results are internally consistent. 
My examination of the EPAC study on diis point is not entirely reassuring. For 
example, only 40 per cent of respondents diought diat spending on retraining pro
vided a reasonable amount or a lot of benefit to die community (p.31). But 59 per 
cent diough that government oudays on retraining should increase (p.32). A reason 
for diis apparent contradiction is that die question about die amount the recipients 
were prepared to pay for retraining followed a similar question for unemployment 
benefit. Respondents indicated dieir dislike of unemployment benefit by wishing to 
decrease spending on it (by 13 per cent on average). Not wishing to appear mean to 
the unemployed, respondents then supported increased spending on training, which 
many of them considered to be ineffective. If die questions had been differendy 
ordered, die answers might have been different too.

Conclusion

I am not persuaded diat studies such as die one carried out by EPAC provide reli
able information to policy-makers. Neverdieless, die study raises die very important 
issue of transparency.. To be able to decide on die merits of increased government 
spending, people need to know die extent of the additional costs, now and in the 
future, diat need to be financed by taxation and borrowing. Accurate information is 
not always available. Indeed, an important objective of New Zealand’s recent fiscal 
responsibility legislation is to encourage better information about die longer-term 
consequences of fiscal policy (Scott, 1995). Even diough it is still far from clear how 
die willingness of die public to pay for government spending can best be assessed, 
better information about die consequences of fiscal policy is die key to better de
bate about these issues and perhaps, ultimately, better decisions.
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Old Programs Never Die

Jonathan Rauch, Demosclerosis: The Silent Killer of American Government,
Times Books, New York, 1994

Reviewed by Michael James

V n the 1970s and 1980s, the critique of government intervention in the US was 
I led by ‘conservatives’, classical liberals like Milton Friedman and James Bucha- 

-A^nan who espoused an agenda of limited government underpinned by constitu
tional amendments. In the 1990s, the shortcomings of intervention are being high
lighted also by ‘liberal’ commentators who want not so much to limit government as 
to make it work. Examples include John Chubb and Terry Moe (Politics, Markets 
and America’s Schools, 1990), and David Osborne and Ted Gaebler (Reinventing 
Government, 1992). Jonathan Rauch’s Demosclerosis belongs to this genre. Its 
analysis of government failure is rendered all the more cogent by the author’s con
viction that active intervention can in principle be made to work.

Rauch identifies a familiar cause of government failure: the ability of organised 
lobbies to capture interventions and make them serve their interests at the expense 
of the public interest. Early democratic theory was grounded in a belief that univer
sal suffrage would enable the people to vote down the minorities that preyed on 
diem. But so many lobbies have since been organised that public scapegoating of 
‘special interests’ makes lithe sense nowadays. Seven out of ten Americans belong 
to at least one association, and one in four belongs to four or more. The trouble 
with special interests is that they are no longer very special. One of the most telling 
indicators of American ‘hyperpluralism’ is the spectacular increase in the number of 
lawyers: up from 1,300 per million of US population in 1970 to 3,000 in 1990.

Rauch’s analysis relies entirely on the work of Mancur Olson for its theoretical 
grounding. In The Ijjgic o f  Collective Action (1965) and The Rise and Decline o f  
Nations (1982), Olson shows that it is normally rational to promote one’s minority 
interests at the expense of the public interest, even if total costs exceed total bene
fits, since whereas the groups’ members can monopolise the benefits, they can 
dump almost all the costs on the general public. Rauch identifies three levels of 
costs associated with such ‘transfer-seeking’: ‘parasite food’, or the immediate costs 
of lobbying (payments to lawyers, lobbyists and politicians); ‘defensive manoeuvring’ 
to offset the effects of other people’s lobbying (litigation expenses, liability-insurance 
premiums, and so on); and, biggest ol all, ‘subsidy madness’, the deadweight costs 
of the economic distortions and inefficiencies induced by transfer payments and 
anti-competitive regulations. Rauch estimates that diese costs amount to between 5 
and 12 per cent of GDP annually, and speculates diat diey are largely responsible
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for America’s relatively small annual productivity increases in the last two decades. 
Yet die process grows relendcssly because a relatively small investment in transfer
seeking can bring returns that are not only huge in diemselves but far in excess of 
the returns on an equivalent commercial investment.

However, the term ‘demosclerosis’ refers, not to politically induced economic 
stagnation, but to the inability of government to intervene effectively. For govern
ment to be able to solve problems, it must have the means and the scope to test its 
interventions: to implement them quickly and, if diey don’t work, to replace them 
equally quickly with better ones. Rauch believes diat this was possible in America as 
recendy as the early 1960s. But lobbying has since expanded to the point where it 
can veto almost all attempts to wididraw programs, however old or unjusdfiable, as 
dieir beneficiaries ruthlessly deploy dieir vodng power. New programs are being 
born, but as most old ones never die, die scope for policy experiments is rapidly 
disappearing. (A recent casualty is die Clinton administradon’s plan to revive 
America’s productivity with increased investment in public infrastructure.) The re
sults are familiar: government that is at once hyperactive and ineffective, a deep 
cynicism about politics among a population diat has come to expect a lot from gov
ernment, and a bogus sense of national poverty at a time of record prosperity.

Rauch examines a wide range of responses to demosclerosis. He doubts 
whether much can be done about it, but he endorses policies diat weaken producer 
lobbies, such as deregulation and free trade. He also suggests some rules of tiiumb 
for governments to follow when seizing opportunities to shut down programs: target 
programs that favour die rich over the poor, organised beneficiaries over diffused 
ones, die old over the young, consumption over investment, diat replace markets 
rather dian supplement diem, and so on. The 1986 tax reform showed diat it is 
occasionally possible to round up a mass of tax-breaks and subsidies and kill diem 
off in one hit, to die manifest benefit of die public. But Rauch rejects die conserva
tives’ claim diat holding down taxes can help control transfer-seeking, and argues 
that it has the opposite effect by artificially lowering die present cost of government 
programs. The 1980s experience of tax cuts followed by rising spending and bor
rowing certainly bears him out. Yet die conservatives’ argument diat higher taxes 
are self-defeating may be right too: President Bush increased taxes, but die budget 
deficit continued to expand.

Rauch is generally, and often soundly, critical also of proposals from public- 
choice dieorists and odiers to control transfer-seeking by reforming die political 
process itself. He favours balancing die budget, but fears diat a balanced-budget 
amendment to the constitution would merely encourage ‘creative accounting’, and 
could even make demosclerosis worse by entrenching die best-defended programs 
at die expense of more justifiable ones. As for simply oudawing transfer-seeking, 
Rauch correcdy notes diat no consensus exists on what government shouldn’t do: 
‘there is no middle ground between allowing virtually no government transfers (the 
original system) and allowing virtually unlimited transfers (die present system)’ 
(p.167). His deeper objection, however, is diat stricdy limited government would be 
precluded from doing good widi social-security programs and environmental laws.
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Yet Rauch is eventually propelled by his own analysis towards limited government. 
In the final chapter he urges citizens to realise that although government can do 
good, it can do only so much of it at a time. And ‘If demosclerosis gets worse 
rather than better, we’ll just need to think harder about nongovernmental ways to 
solve things’ (p.238).

It’s too early to say whether the Republican victory in the 1994 Congressional 
elections promises real change. At worst, it merely confirms Rauch’s point that 
Americans are disillusioned with politics rather than government, and have no in
tention of surrendering their ‘hard-won’ transfers. At best, it means that they are at 
last starting to prepare themselves psychologically for the new constitutional settle
ment that James Buchanan has been calling for, whereby they agree to stop exploit
ing both each other and future generations. Meanwhile, some signs have appeared 
that America may already be starting to adjust spontaneously to demosclerosis. Af
ter all, America’s public sector is, relatively speaking, considerably smaller than 
those of most other Western countries; the country’s current macroeconomic per
formance is impressive; and even the growth rate of productivity is picking up again. 
And although Americans’ flair for forming voluntary associations has become one 
of the causes of demosclerosis (thus creating some difficulty for advocates of ‘civil 
society as a bulwark against the state), it originated at a time when government was 
tiny by modem standards and people had to learn to do tilings for themselves. But 
if Rauch wanted to encourage such changes, he would have to abandon his message 
that government can in principle do good, since diis only delays the necessary shift 
of attitude away from frustration with the system to giving up on it and looking seri
ously at alternatives. Instead, he should advocate allowing Washington to seize up 
completely and to stand as a monument to transfer-seeking folly.

Michael James is Editor o f Agenda.

Policies Matter

/. M. D. Little, Richard N. Cooper, W. Max Corden and Sarath Rajapatirana, 
Boom, Crisis, and Adjustment: The Macroeconomic Experience o f Developing 
Countries, published for the World Bank by Oxford University Press, New York,

1993

Reviewed by Grant M. Scobie

T  I  "!he World Bank continues to be subject to criticisms on many fronts. But one 
of the things it does well is to undertake research projects and publish the re- 

-A . suits using its appreciable comparative advantage in both time series and, par
ticularly, cross-sectional data. This book is the outcome of such a study. It offers a 
synthesis of 17 country studies commissioned for die project Given the outstanding
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calibre of a formidable authorship quartet, one approaches the volume with a keen 
sense of anticipation. Here should be found an up-to-date synoptic view of an impor
tant topic, written by recognised scholars and drawing on the best information avail
able. The reader will not be disappointed.

The authors themselves, however, caution the reader. They warn that the quality 
of the data is sometimes questionable, and international and national sources are often 
not congruent. In fact, they estimate another five years would be needed to reconcile 
the figures and sift the nuggets from the sand. But the volume speaks of careful use of 
the data. Furthermore, attention to detail is reflected in the careful definition of ex
change rates and how devaluation is measured. How often do authors glibly pass over 
the simple matter of whether devaluation is measured as a rise in the domestic price of 
foreign currency or a fall in the number of units of foreign currency per unit of do
mestic currency? It makes a difference.

The stage is set in Chapter 2, which provides an overview of major trends in the 
world economy from 1965 to 1990. In 20 pages it provides a masterly treatment of 
institutional and structural changes, reviews the major economic events and concludes 
with a succinct statement of the intellectual climate. This last section provides a tanta
lising glimpse of the changing role of the state.

It is a shame that the themes of microeconomic reform, deregulation and privati
sation were not brought together in another chapter. Perhaps these issues were 
deemed tangential to the central concern of macroeconomic policies. But, arguably, 
the effectiveness of those policies is very much a product of the regulatory environ
m ent Sound macroeconomic policies may well not bear their full fruits in an econ
omy shackled by regulation and inefficient state-run enterprises.

Chapters 3, 4 and 5 comprise the economic history of the period. The period 
1973-79 is characterised as one of cheap and easy credit, and Chapter 3 describes the 
ensuing borrowing and investment patterns.

Chapter 4 paints the rising storm clouds of 1979-82. The period opened with an 
oil shock, a rise in real interest rates, falling terms of trade and a slowing of economic 
growth in the OECD countries. H ie  terms of trade and interest rate effects on GDP 
and exports are decomposed for each country, revealing diverging experiences but 
demonstrating the importance of the terms of trade. The policy reactions of each 
country are summarised, leading to the interesting conclusion that neither the initial 
conditions in 1979 nor the severity of the exogenous shocks from 1979 to 1982 are 
alone sufficient to predict which countries would suffer recessions and debt crises. 
Macroeconomic management, or the way the shocks were handled, is seen as a more 
powerful explanatory variable.

The 1980s (or the ‘lost decade’ in Latin America) witnessed a marked slow down 
in borrowings. Loss of creditworthiness, rather than higher costs of capital, explains 
this decline, which is well documented in Chapter 5. Some rather unconvincing re
gression suggest that slow growth was attributable to poor export performance; but the 
authors themselves note the equivocal nature of their findings.

The next five chapters (6 to 10) deal in turn with a standard diet of macro- 
economic matters, including inflation, exchange-rate and trade policy, and fiscal and
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monetary policies. In an attempt to retain the richness of the individual country ex
periences, the authors offer frequent sketches of an issue for each of the countries. 
These serve to remind us of the diversity of circumstances and caution against glib 
generalisations. But they will leave some readers needing to seek out the original 
country papers (listed in an Appendix) to go beyond the appetisers offered here.

The authors eschew simplistic regressions in favour of useful tabular summaries 
and accessible prose. Nowhere is this more evident than in the well-crafted discussion 
of the impacts of devaluation on growth rates. That this is from a chapter whose 
authorship is attributed to Max Corden will come as no surprise to those who have 
benefited from so many of his lucid pieces on trade and exchange rates over three or 
more decades.

Chapter 11 concludes that long-run economic growth is best served by stability in 
the implementation of macroeconomic policy, and attention to the quality as much as 
the quantity of public-sector investment

In my judgment Chapter 12 (on the political economy) would have been im
proved by a synopsis of the now extensive but diverse literature on the distributional 
consequences of stabilisation. I would have very much enjoyed an insightful summary 
by authors of this calibre. It was the first tiling I looked for in the volume and my big
gest disappointment Perhaps more important it might have enriched the discussion 
of the role of interest groups, and added insights into why food riots often meant that 
cuts in expenditure, a la IMF, were not implemented.

Chapter 13 ends the volume with a guide to good macroeconomic behaviour, 
and tackles the difficult question of the counterfactual: what could have been done 
differently? The key message is that policies matter. Economic performance was 
seen to depend much more on the policies adopted in response to shocks than on the 
nature or magnitude of the shocks themselves or on the type of political regime. No 
evidence is found to support the assertion that authoritarian regimes, freed from the 
need to be electorally sensitive, can adhere to firmer policies and achieve superior 
growth. The existing structure of an economy (itself a product of past policies) also 
governed its capacity to adjust

The dicta for policy-makers, which form the capstone of the conclusions, are 
(predictably) those that prudent parents offer their departing children, or bankers offer 
their clients: stick to your budget, don’t over-borrow, avoid sudden changes to your 
plan and save for a rainy day. W hether or not governments will pay any more heed 
than our children remains to be seen. If they don’t, it will not be for lack of a bal
anced, well-documented and accessible evaluation of the recent economic history of 
developing countries. Its usefulness is enhanced by both subject and author indices, 
references collected at the back, and a (lamentably) small data appendix.

Grant Scobie is Professor o f Economics at the University o f Waikato.
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States of Reform

Mike Nahan, Myth and Reality in the Economic Reform Debate, 
Institute o f Public Affairs, Melbourne, 1994

Reviewed by Ross Jones

le pace of economic reform in Australia has slowed in recent years. Some
commentators have accused the States and Territories of failing to match the

-JL  reformist zeal of the Commonwealth. The belief that the States and Territo
ries are not serious about reform was reinforced by the almost universally negative 
press they received after the August 1994 meeting of the Council of Australian Gov
ernments to discuss the implementation of the Hilmer Report’s recommendations on 
competition policy. The States and Territories were widely condemned for seeking 
financial compensation in return for agreeing to facilitate microeconomic reform and 
to stop protecting anti-competitive behaviour within their jurisdictions.

Mike Nahan challenges this view. In this publication of the IPA’s Federalism 
Project, he tests recent economic reform against the checklist drawn up by the Busi
ness Council of Australia (BCA) in its 1993 publication Australia 2010: Creating the 
Future Australia. The key elements of the BCA’s reform agenda comprise macro- 
economic stability, limited government, taxation, savings, the labour market, micro- 
economic reform, depreciation, education, training, research, infrastructure and ex
ternal policies. Nahan considers the first six elements of this agenda.

In the area of macroeconomic stability, Nahan argues that the Commonwealth 
learned little in the 1980s and is likely to repeat its mistakes. Since monetary policy 
was not refonned by changing the objectives and strengthening the independence of 
the Reserve Bank, the Commonweal til’s commiUnent to low inflation appears weak. 
Similarly, the Commonwealth has been laggard in its commitment to reform of wages 
policy. The limited decentralisation has left most of the responsibility for wage mod
eration with the union movement and strengthened the power of the ACTU in more 
general economic management. Nahan is particularly critical of the performance of 
the Commonwealth in fiscal policy. The Commonwealth deficit reached 4.6 per cent 
of GDP in the recession year 1992/93, with much of the fiscal expansion caused by 
government decisions to increase spending and cut taxes. Failure to reform the indi
rect tax base further constrained the Commonwealth’s ability to rein in the deficit so 
that it was still planning for a modest deficit as late as 1996/97.

In contrast, the States have made major progress towards fiscal responsibility over 
the past few years. Although the deficit of the State and local government sectors in
creased from 0.5 per cent to 1.5 per cent of GDP between 1988/89 and 1991/92, by 
1993/4 it had fallen to 0.3 per cent The States have cut back their workforces, in
creased taxes and reduced subsidies to government business enterprises (GBEs).

As for the size of government, in the 1980s the States earned a reputation for ex
panding government, probably because of the excesses of Victoria rather than the 
States collectively. But in the past few years most State governments have become
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committed to vigorously reducing the scope of government. The States’ own-purpose 
outlays have been falling while those of the Commonwealth have been rising. State 
governments also appear to be strongly committed to the sale of assets no longer con
sidered to be part of the ‘core’ government activities. Public commitments by the 
States to asset sales over the next few years are substantially greater than those of the 
Commonwealtli. Subsidies to State GBEs have fallen in recent years (although they 
remain large) while the Commonwealth, with fewer heavily subsidised GBEs, has not 
been under the same pressures to reform its GBEs. Further, the Commonwealth’s 
handling of the reform of Australian National line  casts doubt on its commitment to 
imposing market disciplines on its own GBEs.

Nahan acknowledges that the Commonwealth instituted significant taxation re
form in the 1980s. However, he argues that its failure to reform the processes by 
which States’ grants are allocated has impaired the States’ tax systems. He places 
much of the blame for the State’s failure in tax reform on the Commonwealth. Inef
ficient State taxes such as stamp duties and payroll tax are blamed on the refusal by 
the Commonwealth to allow the States access to broadly based taxes.

Nahan identifies the major microeconomic reforms undertaken by the Com
monwealth under the Hawke Government. Financial deregulation, agricultural re
form, waterfront reform, floating the dollar, and massive tariff reform occurred in a 
short space in time, exposing much of Australian industry to competition for the first 
time. State reforms during this period were limited and it is mainly in the past three 
years that the States have undertaken significant reform. Nahan concludes that the 
States currently outpace the Commonwealth in microeconomic reform, largely on the 
grounds that at the Commonwealth has lost the will to pursue further reform.

This conclusion seems to be at odds with the Commonwealth’s continuing push 
for reform of competition policy along the lines of the Hilmer Report. However, Na
han argues that the Hilmer reforms increase the powers of the Commonwealth at the 
expense of the States. The Commonwealth will receive considerable financial benefit 
while the States will lose the ability to cam monopoly profits from their trading enter
prises. According to Nahan, the States’ demand for financial compensation in return 
for utility reforms (which they have since apparently withdrawn) is entirely appropriate.

Finally, Nahan argues that the States must accept some of the responsibility for 
the failure to engage in any significant reform of the labour market But he reserves 
his major criticism for the Commonwealth, arguing that the Commonwealth pro
moted the expansion of an inefficient centralised wage system and actively resisted any 
countervailing action by the States to introduce a more llexible system.

Myth and Reality in the Economic Reform Debate is a useful and informative 
account of the extent to which the Commonwealth and the States have embraced the 
reform process. It shows that the States lead the Commonwealth in a number of im
portant areas of reform. Though at times dismissive of reforms instituted by the 
Commonwealth, it provides a welcome balance to the popular misconception that the 
States have been slow to embrace economic reform.

Ross Jones is Senior Lecturer in Economics at University of Technology, Sydney.
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A Symbolic Issue

M. A. Stephenson and Clive Turner (eds), Australia: Republic or Monarchy. Legal 
and Constitutional Issues, University o f Queensland Press, Brisbane, 1994

Reviewed by John Hirst

W n his introduction to this volume, Sir Zelman Cowen expresses surprise at how 
I quickly support for the republic has grown. Tony Abbott, former executive direc- 

-A^tor of Australians for Constitutional Monarchy, ascribes this solely to the support 
of Prime Minister Paul Keating, who, he speculates, will also be responsible for sink
ing the movement As an office holder in the Australian Republican Movement, I 
find the common error of giving Paul Keating the credit for the republican resurgence 
rather galling. Fortunately, we have some hard evidence to refute the claim. Newspoll 
first showed a majority for the republic (44 per cent for, 40 per cent against, 16 per 
cent undecided) in February/March 1992, well before the Prime Minister took up the 
cause. Isn’t it much more likely that the Prime Minister became interested in the re
public because he knew he was on a winner?

Many constitutional lawyers have been thrown oil balance by the republican 
cause. It doesn’t raise the constitutional issues that they regard as important, like fed- 
eral-State relations, the Senate and supply, the growth of executive power, the use of 
the external affairs power, and a bill of rights. They are puzzled and disappointed to 
find that republicans are chiefly interested in symbolism. These responses are evident 
in some of the contributions to this volume. Kenneth Wiltshire sees republicanism as 
only marginally useful in dealing with the problems and challenges of the next century. 
Suri Ratnapala wants a true separation of powers, which he sees as the defining charac
teristic of a republic. Sir Harry Gibbs is a little unfair when he writes that die Republi
can Movement ‘seems to have been launched without much consideration of the sort 
of republic that was designed —  the concern was with the symbolism, rather than the 
substance the change’ (p. 12); but it is true that constitutional change was a secondary 
and not a primary concern. Republicanism represents a sea-change in the nation’s 
thinking about itself: it is the disavowal of the joint identity —  British and Australian 
—  with which Australians were comfortable for so long.

This volume would thus give a very poor account of the Republican Movement if 
it were concerned solely with constitutional and political issues. Fortunately, the edi
tors have included an essay of Donald Home on the symbolic advantage of a republic. 
Far from disowning our heritage, as Tony Abbott alleges, Home sees the republic as 
an opportunity to celebrate Australia’s distinctive heritage in words and symbols. The 
republic will define a civic culture, not a chauvinistic nationalism; it will celebrate the 
land itself, the Constitution as amended by the people, the mle of law, a liberal de
mocracy, tolerance and equal civil rights.

Sir Harry Gibbs, R. D. Lumb and Gerard Carney deal with the constitutional 
complexities on the road to a republic. But they tend to turn difficulties into obstacles.



Reviews 257

liie re  are two constitutional difficulties. First, the Constitution is section 9 in a British 
Act of Parliament It is alleged that the power to amend the constitution by referen
dum might relate only to the Constitution itself and not to the eight sections that pre
ceded it. These include a declaration that the people agreed to unite in an indissolu
ble commonwealth under the crown. If that can’t be altered by referendum, then we 
would have to remain a monarchy for ever because the British parliament has de
clared that it will no longer legislate on Australian affairs. The better legal opinion, in 
by view, is that amendment by referendum is good for all purposes. How could it be 
otherwise? Can it be seriously suggested that this High Court or any High Court 
would tell the sovereign people that a majority of them in a majority of the States 
could not effect a change to a republic? The doubters need to take more politics with 
their constitutional law. If there are monarchists who seriously doubt the people’s 
power to alter the Constitution in every particular, then they are wrong to claim, as 
they do, that Australia is a sovereign independent state.

The second difficulty relates to the States. Can an amendment to the federal 
Constitution oblige a State to become a republic if a majority of its citizens have voted 
to retain the monarch? That is, would a majority vote in four States be enough to ex
tinguish the State monarchies or would it require a majority in all six States? Further
more, can a federal amendment extinguish the entrenchment of the monarchy in the 
State constitutions? Legal opinion is divided and with better reason than on the pre
vious matter. These issues receive more detailed attention than any other in this vol
ume, especially in Carney’s thorough essay ‘Republicanism and State Constitutions’. 
But it highly unlikely that these issues will have to be settled by constitutional lawyers 
and High Court judges. For an amendment to be carried in four States, it has to enjoy 
overwhelming support, sufficient indeed to carry all six States. O f the eight referen- 
dums that have been carried, all but one passed in six States. Polls give no indication 
that support for a republic varies on a State basis. In one poll Tasmania was the most 
republican state in the Commonwealth. This is another indication of how constitu
tional lawyers are fazed by the republican issue. They are so used to considering pos
sible amendments that can be seen as an attack on the small States that on this issue 
too they imagine that small States will be at odds with the rest Even if one or two 
States did vote ‘no’ in a republican referendum, long before the High Court deter
mined whether they could be ‘coerced’ into becoming a republic another factor would 
come into play, one entirely neglected by the authors in this volume: the Queen. Are 
we to imagine that after being removed as Queen of Australia and Queen of at least 
four States, she would consent to remain as Queen of Queensland, occupying a royal
ist redoubt in a republican Australia? Hardly.

There are innumerable political difficulties on the road to a Republic —  Tony 
Abbott delights in listing some of them —  but no constitutional barrier. The constitu
tional law has of course to be done correctly, but constitutional lawyers overlook how 
easily points of law can be settled when the people’s wish is clear. The modem mon
archy depends on the goodwill of the subjects; a clear indication by referendum that a 
majority of Australians want a republic will put the matter beyond dispute.



258 Reviews

Constitutional lawyers are more usefully employed discussing how a minimalist 
republic might be constructed. This issue is treated rather spottily in tins volume, with 
the contributors failing to engage with one other. George Winterton, the pioneer 
minimalist, again sets out his sober plan for a republic. His plan has been in circula
tion for some time, but the anti-republicans ignore it. Sir Harry Gibbs asserts that no 
matter how the president is chosen, he or she must become a political figure. Winter- 
ton, and the Republican Movement, propose that the president be elected by two- 
thirds majority of Parliament If that wouldn’t ensure the election of a bipartisan fig
ure, it would be helpful to show why. The difficulty here is not constitutional, but po
litical: the people, by overwhelming majority, according to the polls, want a directly 
elected president Fitting such a figure into a Westminster system presents some 
problems. Tony Abbott is alert to what the monarchists can do with this split between 
the republican leadership and the people.

The other chief matter that a republican constitution would have to settle is the 
reserve powers of the head of state. This is a notoriously contentious issue, but there 
is close agreement on what the powers are, except in relation to a refusal of supply by 
the Senate. Everyone accepts diat a government acting illegally has to be dismissed, 
but is a refusal of supply in itself grounds for dismissal, as Sir John Kerr thought in 
1975? Winterton proposes that the issue be left, as it is now, unresolved.

The debate over the republic is not strictly between monarchy and republic but 
between absentee monarchy and republic. Several of the contributors recognise that 
the strongest case the republicans have is that the monarch is in the first place Brit
ain’s. Gareth Grainger argues that the objection can be met by creating an Australian 
monarchy and urges that this option be put to the people. In response to those who 
consider a monarchy incongruous in democratic, egalitarian Australia, he points to 
Norway, which created a monarchy as recently as 1905.

The volume ends with two essays on a bill of rights, a matter not central to the 
republic but which will no doubt be raised when constitutional change is discussed. 
Gabriel Moens argues very strongly against transferring legislative power to the judici
ary, the inevitable consequence of the introduction of a bill of rights. Frank Brennan 
shares some of these doubts, but if there is to be a bill of rights he wants special provi
sions for Aborigines to protect their culture and to allow self-government.

Opinion on the republic is changing very rapidly. Sir Zelman Cowen, still neutral 
when he penned the introduction to this volume, has since said that the issue can no 
longer be left on the back burner and has thrown his great influence against a popu
larly elected president. John Howard is praised by Tony Abbott for being a stout de
fender of the monarchy; but Howard has since endorsed the plan of the former leader 
of the Liberal Party to call a constitutional convention to consider all aspects of the 
Constitution including the head of state. The issue of the next election could well be 
not whether we are to have a republic, but what route we are to take to it.

John Hirst is Reader in History at La Trobe University.
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NON-AGENDA

With the view of causing an increase to take place in the mass of national wealth, or 
with a view to increase of the means either of subsistence or enjoyment, without 
some special reason, the general rule is, that nothing ought to be done or attempted 
by government. The motto, or watchword of government, on these occasions, 
ought to be —  Be quiet. . . Whatever measures, dierefore, cannot be justified as 
exceptions to that rule, may be considered as non-agenda on the part of govern
ment.

-------- Jeremy Bentkam  (c. 1801)

Do-It-Yourself Labour Market Reform: 
The Promise of Agency Contracting

Ken Phillips

^ aiiy people have heard of ‘Troubleshooters’ and most associate die name 
%  /  I  vaguely widi a noisy court victory over trade unions some years ago. Yet 

JL  T -JLfew  know the details and implications of what actually occurred.
In 1991 the High Court ruled in favour of Troubleshooters and in so doing le

gitimised perhaps the most substantial assault ever launched against Australia’s indus
trial-relations system. Nearly four years on, the commercial implications of the legal 
precedents set by the case have barely been realised. But recent developments suggest 
this is about to change.

Troubleshooters was the trading name of Odco Pty Ltd, a labour-hire agency that 
successfully took action in 1989 against the Building W orkers Industrial Union and 
odiers in the Federal Court for breaches o f common law and of Sections 45D and 
45E of the Trade Practices A ct T he litigation of die union attracted much attention 
at the time but at the expense of the real significance o f the legal rulings.

T he judgment of August 1989 by Mr Justice W oodward had the effect of making 
legal the use of contractual arrangements in the workplace dirough agencies, some
thing never before achieved in Australia. T he Full Court of the Federal Court upheld 
the decision on appeal; and die matter was finally setded on 7 June 1991, when the

1
O dco Pty L td  v Building Workers ’ Industrial Union o f  A ustralia and Others (1989), Federal Court of 

Australia, No. VG 151 o f 1988, Woodward, J. 24 August, Melbourne (unreported).

2 (1991) 99 ALR 735 at 775.
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High Court rejected an application to seek leave to appeal. Odco Pty Ltd was the 
classic ‘mouse that roared’: everyone said that it could not be done.

As a result of the ruling, contracting of workers using systems that comply with the 
Odco judgment is legal and beyond the reach of industrial-relations courts and legisla
tion. The Odco precedents have withstood subsequent attempts by the federal gov
ernment to overturn the High Court ruling. After the Odco judgment the government 
established a high-level, legal task force charged with devising legislation to defeat the 
judgment But the resultant amendment to the federal Industrial Relations Act did no 
more than ensure that contractors were not paid less than the award rate —  something 
that was consistent with the Odco judgment

Given the widespread criticism of Australia’s award system, it is surprising that the 
non-award option made available by the Odco judgment has been so rarely taken up. 
But recently a privately developed system of contracting known as ‘agency contracting’ 
has emerged. Agency contracting, operating under the Odco precedents, is up and 
running in Australia and appears to have a bright future.

Agency contracting operates within the strict technicalities of the legal precedents. 
The basic principles are as follows. Three parties are involved: the contractor, the 
agency and the business. The agency enters a contract with the business to supply it 
with contract workers. The contract worker enters a contract with the agency to sup
ply services. The business pays the agency, which in turn pays the contractors. The 
agency administers all tax, superannuation, workcover and other statutory obligations.

Workers seeking to be agency contractors undergo a two-hour interview and are 
extensively briefed on the commitment required to be a self-employed person. Ac
cepted workers sign a contract to supply services through the agency, which clearly 
establishes their status as contractors. They sign a PPS tax form, enter superannuation 
arrangements through the agency and provide public liability insurance as self- 
employed contractors.

The judgment by Justice Woodward established the legal bona tides for agency 
contracting. In relation to Troubleshooters, Justice Woodward said,

. . . there is no contract at all between the men working through Trouble
shooters and the builders for whom they perform work. They are there be
cause of separate contracts between the builders and Troubleshooters and be
tween Troubleshooters and the workers. Since there is no contract at all be
tween the builders and the men, there can be no relationship of employer 
and employee.

Underhill and Kelly (1993:419) describe the system as ‘one of enhanced contract la
bour where no legal employment relationship exists. The system is based on a worker 
as an individual contractor, subject to direction at a worksite but choosing to be at that 
worksite’.

O dco Pty L td \  Building W orkers’ Industrial Union o f  Australia and Others (1989): 5.
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Because they involve no employment relationship, agency contracts fall outside 
die jurisdiction of industrial-relations courts. Instead, the system is subject to com
mon-law precedent. The legal precedents established by the Odco judgment were 
based on servicing the building industry but are now being applied to the entire Aus
tralian workforce.

Trade union hostility to contracts is based on the belief that workers are being 
exploited if they work without the ‘protection’ of the award system. But to comply 
with Odco, agency contracts must be voluntary and non-exploitative. Justice W ood
ward said,

I am satisfied from the evidence . . . that workers who seek jobs through 
Troubleshooters do so because it suits them to work this way . . . They are in 
no sense being exploited by Troubleshooters, nor do they represent a source 
of cheap labour f or employers.

Another argument against contracts is that business wants them solely in order to 
lower costs. Underhill and Kelly (1993:407), for example, argue that ‘The central 
economic difference between contract and award labour rests on costs’. But Justice 
Woodward said,

I am not satisfied that this argument is valid, because there may well be ques
tions of convenience which affect employers’ decisions on these matters with
out necessarily being reflected in lower costs.

The reality is that agency contracting delivers productivity. Trade unionists and 
defenders of the award system generally fail to comprehend the change in attitude that 
occurs when workers cease to be employees and become independent business per
sons. Businesses using agency contracting achieve productivity increases that more 
tiian offset any additional costs.

Effective union opposition to the system is minimal. The judgment firmly estab
lished die right of an agency to take action against vexatious union activity. Justice 
Woodward found that ‘By taking industrial action . . . the respondents have allegedly 
been guilty o f . . . the common law wrong of inducement to breach of contract’.

Agency contracting has not generally been promoted by business associations. 
Rather, a quiet revolution is occurring as the process spreads from one business to 
another around Australia. Perhaps surprisingly, many union officials who formerly 
opposed die system now work as contractors; some are clients and odiers are even 
operating agencies. They have discovered die secret of agency contracting: it provides 
mutual financial benefit to all parties involved.

4
Id. 11.

5 Id  45.

Id  4 .
6
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Underhill and Kelly (1993:418) observed that ‘further attempts may be made to 
introduce this model [Odco precedents] . . . now that the possibility of future success 
is legally assured’. With the development of the agency contracting, their forecast is 
being borne out, and do-it-yourself labour-market reform is under way in Australia.

Reference
Underhill, E. & D. Kelly (1993), ‘Eliminating Traditional Employment: Troubleshooters Available in the 

Building and Meat Industries’, Journal ofIndustrial Relations 35(3): 398-423.

Ken Phillips is a Melbourne-based employment and workplace reform consultant.

Overseas Assembly Provisions: A Hidden 
Producer Subsidy

Darren Kennedy

/ ^ V  verseas Assembly Provisions (OAPs) are a recent policy initiative in die 
■ ■ textile, clodiing and footwear (TCP) industries. OAPs permit approved

TCP manufacturers to assemble garments overseas using Australian fabrics 
and to import the final products back into die country at a concessional rate of duty. 
The introduedon of OAPs acknowledges diat Australia has a high labour cost dis
advantage relative to odier TCF manufacturers, and attempts to improve die com
petitiveness of its TCF sector by shifting production away from labour-intensive ac
tivities. But aldiough they allow Australian firms to benefit from lower offshore 
wages, OAPs tackle the existing problems created by import protection only indi- 
reedy, and do not necessarily reduce die welfare cost of die current distortions.

OAPs and Protection

OAPs are meant to discourage local labour-intensive production activity and to al
low Australian firms to benefit from low foreign wages. The provisions aim to 
promote specialisation in odier areas of the industry, such as textile manufacture 
and clothing design. The Textile, Clodiing and Footwear Development Audiority 
(TCF'DA), which monitors industry progress under die TCF1 Plan, believes diat 
Australian firms have the potential to specialise, and to become internationally 
competitive, in die higher value-added activities such as textile and clothing design, 
textile production, and marketing (TCFDA, 1993:12).

OAPs originated in the context of die protectionist policy diat spanned the 
post-war years to the early 1980s. Import protection was allocated on a made-to-
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measure basis whereby assistance was granted to offset falls in the competitiveness 
of domestic producers. TCF imports grew rapidly in die 1970s with die emergence 
of TCF industries in less developed countries. Rapid domesdc wage rises and equal 
pay for women exacerbated the decline in TCF compeddveness. Import quotas, 
which were introduced in an attempt to stabilise the TCF industries in dmes of 
growing unemployment, very quickly became an integral part of the assistance pack
age afforded to TCF manufacturers. As they were dghtened throughout the late 
1970s, the effective rate of protecdon for clothing rose from 96 per cent in 1976 to 
213 per cent in 1982. Yet aggregate TCF employment fell by almost 60 per cent 
during the decade to 1982.

Over the last decade the federal government has reversed the trend of rising 
protection for manufacturing industries. In 1986, when die government decided to 
embark on a reform program, the estimated cost to consumers of TCF protection 
was $1 billion a year. The federal government announced its post-1988 TCF Plan 
with the broad aim of ensuring die long-term viability of Australia’s TCF industries 
with significandy lower levels of Commonwealdi assistance. The strategies adopted 
included phasing out quotas and reducing tariff rates to a maximum of 60 per cent 
by 1996. Quotas ceased in March 1993. The reform program was accelerated and 
extended in 1990 with tariff reductions diat are now scheduled to continue until 
2000, when a maximum duty of 25 per cent will apply. So despite significant tariff 
reductions, the TCF industries will remain Australia’s most highly protected manu
facturing sectors.

OAPs were announced in the July 1992 TCF Statement as a part of a package 
of modifications to the TCF Plan. The amendments were introduced largely in 
response to the recession and its impact upon die TCF industries. OAPs began in 
March 1993 for a trial period of three years widi five participating linns.

OAPs are not new. Odier OECD nations, including Japan, Canada, USA, and 
the European Community, have employed OAPs since the 1970s to help their in
dustries compete against TCF products from developing countries. TCF manufac
turers in developed countries have found it increasingly difficult to compete against 
the significandy lower wages of developing countries (wages in China in 1992 were 
equivalent to US$0.30 per hour). Such wage differentials are amplified by the la
bour-intensive stages of production diat are typical of TCF industries.

How OAPs Work

fo qualify for OAP duty concessions, firms must be Australian-owned and able to 
demonstrate a long-term commitment to TCF production in Australia. Approved 
clothing manufacturers may then assemble garments overseas and import the final 
product at a duty levied only on the value added offshore. OAP eligibility requires 
that at least 85 per cent of the fabric used in an imported garment be made in Aus
tralia. This last requirement represents an indirect form of export facilitation for 
the Australian textile industry.

OAPs benefit the community by discouraging domestic apparel assembly, a 
particularly labour-intensive production activity with a high local comparative disad-
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vantage. OAPs also reduce both the cost disability of the domestic clothing industry 
and the welfare burden associated with a given level of local TCF production. (The 
moral and political issue of whether Australia should take advantage of poor work
ing conditions in less developed countries is not considered here.)

But this welfare gain is offset by the cost of increased activity in the high-cost 
domestic clothing industry. This production stimulus is provided by the cost advan
tages OAPs offer and the associated implicit subsidy for TCF producers to assem
ble garments overseas. The subsidy arises from the tariff revenue forgone when the 
items assembled overseas are imported duty free. Local OAP manufacturers still 
sell their produce at the market (tariff inclusive) price and collect the revenue that 
otherwise would have gone to the government. Consumers indireedy fund this 
subsidy because the government must compensate for the lost revenue with higher 
taxes in other markets or reductions in government services.

The net welfare effects of introducing a program of OAPs are determined by 
the relative magnitudes of the intra-industry gain of lower production costs and the 
efficiency losses of greater production of clodiing. There is insufficient evidence 
available to indicate whedier or not die scheme produces more total benefits than 
costs.

In attempting to address with OAPs the problem of a large cost disability in the 
process of garment assembly, die government has created further problems. Quite 
apart from die cost of expanding clodiing production when similar products could be 
imported more cheaply, such expansion is generated by a subsidy that is only tempo
rary if the trial period is not extended or if tariff reductions continue. This creates 
additional vested interests in favour of continued protection.

The Future of OAPs

It is uncertain whether OAPs will be renewed after die trial period ends in 1996. 
OAPs were introduced mainly to assist die TCF sector during the recession, when die 
government was under intense pressure to reduce TCF job losses but reluctant to 
postpone tariff reductions. This rationale suggests dial, unless die government be
lieves that real benefits have emerged from the provisions, die scheme may not con
tinue after 1996.

Whatever the case, the only effective way of reducing die distortions and associ
ated costs created by protection is to continue the current program of tariff reductions. 
Even if OAPs were to be renewed, falling tariff rates would reduce die implicit subsidy 
to producers. Any indirect policy tool such as OAPs will always result in unnecessary 
costs by not direedy addressing die fundamental problem or policy decision.
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