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196 Harry Clarke

The basis for abstinence objectives is not straightforward to elicit since 
health and other risks associated with heroin use have not been clearly spelt out. 
Some long-term addicts have reasonable health and it is not clear that heroin 
damages vital organs. A possible argument against addiction is that heroin 
dependence is intrinsically undesirable. However, it can also be argued that the 
main health and legal problems associated with dependence are a consequence of 
criminalising drug use rather than dependence itself. The argument is that, 
because heroin is illegal, people commit crimes to obtain expensive supplies and 
may suffer health problems where supplies are of poor quality. Furthermore, to 
libertarians it is not obvious that the purely private pleasures yielded by narcotics 
should be penalised by law. Such sanctions penalise a state of being, not the 
costs heroin use imposes on society through crime and poor health. Such costs 
can, in principle, be managed efficiently by pricing health services correctly or 
by utilising full-liability sanctions on crimes.

It might be that some social groups choose to have social freedoms 
restricted to avoid the possibility of bad situations developing or because it is 
believed that some poorly-informed individuals (the ‘young’ for example) may 
make bad choices with serious, irreversible, long-term consequences. This 
raises questions as to who should constitute the relevant decision-making group. 
However, having raised the controversial question as to whether addiction is 
harmful, we now bring the discussion closer to political realities by 
pragmatically supposing it is: a society with fewer addicts is assumed preferable 
to one with more. Abstinence is worth pursuing.

Reasons for seeking harm-minimisation by limiting health costs and the 
costs of crime contingent on heroin use are simple for even libertarians to 
uncover. It is impossible (or difficult) to recover these types of costs by levying 
efficient prices for health care or by fully recouping crime costs through full- 
liability criminal sanctions. Health care is commonly regarded as a ‘merit good’ 
that should be priced at less than its cost, while drug user budget constraints, and 
uncertainties in criminal detection and prosecution, limit the potential for full- 
liability damage recovery from criminals.

Note that pursuing abstinence and harm-minimisation targets typically 
involves two independent objectives. Trying to minimise harm through public 
provision of heroin can advance harm-minimisation objectives but, by reducing 
the costs of addiction, can reduce abstinence levels. Similarly, pursuing strong 
abstinence objectives by imposing stringent legal sanctions can perhaps increase 
the harm caused by heroin by raising heroin supply prices and causing additional 
overdose deaths. It is only if abstinence objectives are entirely achievable that 
harm-minimisation is also automatically ensured. Otherwise, there is a trade-off 
between these aspects.
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Background: The Swiss Trials

Sections of the Australian medical profession and some social workers dealing 
with addiction have argued strongly for public provision (Bammer, 1995; 
Wodak, 1997). These arguments often cite evidence from a Swiss heroin trial 
claiming impressive health outcomes. In this trial 1,146 addicts were supplied 
with heroin over 18 months. There were no overdose deaths, only three new 
HIV infections, four of hepatitis B and five of hepatitis C. Reported income 
from crime dropped from 69 per cent to 10 per cent of total income, criminal 
offences fell by 60 per cent and permanent employment increased from 14 to 32 
per cent. Finally, net savings of A$45 per day occurred after accounting for 
treatment costs, due to resulting reduced criminal investigation and 
imprisonment costs (Uchtenhagen, 1997).

The Swiss trials however are now coming under criticism so arguments 
supporting public provision that are based purely on them seem premature. 
Psychosocial care was given to addicts as well as legal heroin with these trials, 
so heroin provision alone cannot be credited with claimed health and other 
benefits. The experimental design of the trials would need to have been 
modified to admit a control group receiving welfare benefits but not legally 
supplied heroin to justify claims over what determined outcomes. The claims 
concerning reduced criminality and health are partly based on anecdotal 
evidence. They are inconclusive given preselection difficulties and the
experimental design problem mentioned. Most important, the Swiss study’s 
outputs have not, as yet, been published in professional journals and then 
subjected to the standard types of scientific scrutiny (Aeschbach, 1999; Farrell 
and Hall, 1998).

The Swiss study provides procedural insights into conducting trials but does 
not provide compelling evidence for public provision. It does not consider 
competing arguments for treatment using methadone as an alternative to heroin 
(Metrebian et al., 1998 compare treatments), needle exchanges, or for treatment 
aimed at achieving abstinence rather than steady state addiction. Nor does the 
study consider competing arguments for complete legalisation which is an option 
if treatment costs are prohibitively high only because public provision is 
restricted to addicts alone. While further trials, in Australia and elsewhere, can 
account for design criticisms of the Swiss approach, it is important that such 
trials be carried out in an atmosphere where sensationalism and misinformation 
do not drive a Hawed radical agenda.

Conducting an experiment itself can be socially costly if experimenters have 
interest group motivations in supporting certain forms of treatment. A number 
of critics have argued that managers of the Swiss project have attempted to drive 
Swiss policy using their research findings. Important addiction management 
(and scientific design) issues tend to be overlooked when researchers use
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experiments to attempt to drive policy (Aeschbach, 1999; Farrell and Hall, 
1998).

We should finally mention that there are other instances where narcotics 
have been prescribed to addicts. In the United States, from 1919 to 1923, over 
40 clinics prescribed morphine. Heroin prescription commenced in the United 
Kingdom in 1926 and continues today but only on a very limited basis (Rihs- 
Middel, 1997).

Addiction Costs

Long-standing evidence on addictive drugs shows that demand is surprisingly 
price-sensitive. Saffer and Chaloupa (1995) use United States data to estimate a 
price elasticity of heroin demand between -1.8 and -1.9. Participation 
elasticities lie between -0.8 and -0.9. The recent explosion in heroin use in 
Australia has been associated with much lower prices and is consistent with the 
hypothesis of high elasticity. Applying the Saffer and Chaloupa estimates to 
Australian heroin price falls since 1990 (from $50 to $25 per cap) rationalises an 
expansion in heroin consumption of 92 per cent and in new user numbers of 42 
per cent over this period.

Partly, the growth that has occurred in Australia has come from increased 
numbers of new users (particularly females) seeking to experiment. Incentives 
to experiment are stronger if prices are low, particularly if, as evidence 
suggests, cheap heroin can substitute for other more widely-used drugs such as 
marijuana (Maher et al., 1998). Some of these additional new users will become 
addicts thereby increasing long-run heroin demands. It is also worth observing 
that addicts (and non-addicted long-term casual users) will increase the quantity 
and frequency of their heroin use with lower prices.

If public provision of heroin is associated with lower prices for heroin, this 
will augment long-run total heroin demands. Moreover, lower prices do seem 
likely both in legal markets servicing addicts and in illegal markets servicing 
new (and so-called ‘recreational’) users of heroin. Public provision reduces the 
market price of illegal heroin because addicts will switch from illegal markets to 
cheaper publicly-provided heroin. Addicts then face weaker incentives to reduce 
use. In addition, new users face lower costs of experimentation because illegal 
supplies are now cheaper, and public provision at low prices is guaranteed 
should they become addicted. If there are social disapproval costs of using 
heroin which limits its demand, these are diminished if governments guarantee to 
provide supplies to addicts. Addiction then becomes a ‘state-managed health 
problem’.
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Effects of Public Provision on the Illegal Heroin Market

Providing legal heroin has effects on the operations of illegal heroin markets. If 
supply is less than perfectly elastic then reduced demands by addicts for illegal 
heroin will influence prices charged in the illegal market. There are at least two 
possible approaches to modelling such effects.

Standard analysis of the effects of reduced illegal demands

The substantial profits in the heroin trade suggest that heroin prices are well 
above heroin’s marginal cost to wholesalers. In part, however, these profits 
indicate a ‘normal return’ for suppliers operating in a high-risk environment. 
Hefty jail sentences, fines, and property confiscations are imposed on those 
caught trafficking and supplying heroin. Financial rip-offs, assaults and murders 
also accompany some heroin deals increasing transaction costs.

At the street level, however, we argue below that heroin supply is fairly 
competitive. Then, given a reduced demand for illegal heroin, we should expect 
a reduced quantity supplied via an exit of firms from the industry. This is 
described in the diagram below.

Heroin
Price

Heroin Quantity

Here addicts have a demand for heroin Da. New users have the more elastic 
demand Dn so, in the absence of legal supplies for addicts, the aggregate demand 
for illegal heroin is Dn -I- Da. The illegal supply curve for heroin at street level 
is S. Then, with market-clearing, the price of illegal heroin without publicly
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available supplies is pe and the equilibrium quantity delivered to users is qe. 
Note that, unlike Bardsley (1997), we do not allow for price discrimination 
between the two classes of user. The complications raised by admitting 
discrimination are discussed below.

With public provision to addicts, illegal suppliers only provide heroin to new 
users at price pc' < pe. At the lower price the demand by new users increases 
from A to qc'. In addition, to encourage addicts away from illegal suppliers, 
public providers must set a price for legal heroin below that charged in the 
illegal market so demands by addicts also increase. In short, creating a legal 
market for supplying heroin to addicts increases demands for heroin both by new 
users and addicts. Dependence by addicts on the illegal market is eliminated and 
the size of the illegal heroin market reduced. This reduction, however, is more 
than offset, in terms of total heroin consumption, by an expansion in the legal 
market for addicts and in the illegal market by new users

Strictly speaking there are two qualifications to this analysis. First, price is 
only lower with public provision if legal supplies are accessed from a different 
source than illegal supplies and hence do not only displace illegal demands. This 
is plausible given the separate market for opiates used in medicine. Second, we 
ignore connections between demand by addicts and illegal supplies. Many 
addicts fund their addiction by selling heroin. If addicts receive publicly- 
provided heroin they may cease supplying illegal heroin providing an offsetting 
shift to the left in the heroin supply curve and somewhat higher prices than 
would otherwise prevail.

Although addict numbers increase with legal provision, these addicts may be 
more benign to themselves and to society than were previous illegal addicts. 
Describe them as benign addicts. Benign addicts may be less likely to overdose 
or to commit crime if provided with low-priced heroin under supervised 
conditions. If an abstinence objective is then pursued, the expansion in heroin 
use and addiction that would follow legal provision to addicts would be seen as 
socially costly. However, that legal supplies increase and illegal supplies 
decrease with public provision provides possible offsetting gains by advancing 
harm-minimisation objectives.

The increased illegal heroin sales to new users are a less positive outcome of 
public provision. Some of these new users will become addicted and will 
therefore come to depend on the public provision program. Some will overdose 
while still new users. This can be significant if inexperience on the part of new 
users and the related inability to judge drug quality are an important cause of 
overdosing. If this is so then both the incidence of addiction and overdosing 
among new users will increase when cheaper illegal heroin supplies follow its 
public provision to addicts.

The increase in the quantity of heroin demanded by new users depends on 
heroin’s supply elasticity. If supplies are perfectly elastic, because Australian 
heroin retailers are price-takers in international markets, new user demands do
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not expand because prices remain fixed. This is, however, implausible. Even if 
retailing of heroin is competitive, the wholesale prices charged to distributors are 
likely to be demand-sensitive so retailer supply curves for heroin will be 
upward-sloping.

The above analysis utilises a simple model of addictive behaviour where 
new users respond only to current heroin prices. The Becker-Murphy (1988) 
‘rational addiction model’ suggests that drug users display forward-looking 
behaviour and inter-temporally optimise. This suggests new user demands 
depend on future as well as current prices. Public provision of heroin to addicts 
at low prices shifts the demand curve by new users outward in response to 
anticipated lower future prices. This further expands the business transacted 
between illegal suppliers and new users. Thus, accounting for forward-looking 
behaviour intensifies the negative effects on abstinence objectives of public 
provision. More new users will be seen to consume drugs when forward- 
looking behaviour occurs and there will be a higher long-term incidence of 
addiction. (Note, even if heroin supplies were perfectly elastic — so illegal 
prices did not fall with legal provision — the dependence of new user demands 
on future prices still promotes increased demands as a consequence of public 
provision.)

Price discrimination

Bardsley (1997) and Gans (1997) consider possible price discrimination by 
monopolistic heroin suppliers. This has potentially different implications for 
assessing the public provision of heroin. The idea is that illegal suppliers might 
initially provide new users with heroin at low prices to induce addiction. Having 
achieved this, suppliers then pitch sales to the resulting addicts at higher prices 
reflecting their less elastic demands. With government-supplied sales to addicts 
this mechanism will not operate. Dealers will be unable to achieve eventual high 
returns because addicts never purchase from them. Gans suggests this effect will 
limit supply to an extent offsetting the demand-creating effects discussed.

Even if this argument is correct it is based on strong market structure 
assumptions. Currently, the retailing of illegal heroin seems close to being a 
competitive market.1 There are many suppliers and little need for buyer loyalty. 
Buyers can shop around and purchase at the best price. New users could also 
arbitrage price differentials and re-sell cheap heroin to long-term addicts. There 
are thus limited possibilities for addicting a new user and then monopolistically

1 Evidence on United States heroin markets supports this claim. While the structure of overall 
supply is hierarchical, the retail end of the market is competitive. Users have good information 
about price and quality and experiment with the products of different suppliers (Lee, 1993:945-6). 
Evidence for Australia is patchy, but Maher et al. (1998) suggest that new users often pay a higher 
price than addicts because greater risks are associated with selling to new or unknown users.
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supplying them subsequently as addicts at higher prices. It seems more plausible 
to believe that, as a consequence of competition, new users and addicts are 
usually supplied heroin at comparable prices which suggests the standard 
analysis adequately describes illegal market responses to public provision.

Pricing Legal Supplies

The extent to which heroin prices are set below illegal prices in the public 
market is an important policy issue that is little discussed in the debate over 
public heroin provision. An implicit assumption is that, as in the Swiss trial, 
heroin will be freely supplied to addicts up to some fixed maximum amount per 
day. Without the latter quantitative constraint on supply, the lower the price, the 
greater will be an addict’s heroin demands. With quantitative constraints on 
supply, addicts may be tempted to utilise illegal markets to boost use. Clearly, 
prices need to be set below illegal supply prices for illegal supplies to be 
curtailed.

How low should legally-supplied heroin prices be? Should a zero price be 
set? If prices are set low then addicts need to rely very little on crime to finance 
their addiction. However, low prices have a strong stimulating effect on 
demands by new users since this reduces their expected future costs should they 
become addicted. These increased demands also encourage increased overdose 
problems among new users and a higher incidence of addiction. Choice of price 
for legally-supplied heroin involves trading-off advantages from reduced 
criminal costs against the expansion of the new users’ market and the increased 
possibilities for overdoses.

If policy makers place low weight on abstinence objectives and high weight 
on the harm-minimisation that occurs by reducing dependence on illegal 
markets, they will price heroin low in legal markets. The assumption is that, 
although more addicts are created via public provision, they will not increase 
social costs due to the low public heroin price and the controls imposed via 
public provision. Conversely, should policy makers strongly favour abstinence 
objectives, they will charge a much higher price for legally-supplied heroin.

In the United States, the Controlled Substances Act provides ‘zero tolerance’ 
guidelines for illicit drug penalties. Those convicted of unlawful distribution, 
possession with intent to distribute or manufacture of illicit drugs face decades- 
long imprisonment and fines of up to $fOm even for their first offence. A first
time offender possessing more than five grams of a drug can serve from five to 
twenty years in prison and be fined $250,000. Apart from lacking ‘fairness’, a 
consequence of such penalties is the well-known incentive created to pursue 
major crime. The effect of United States zero tolerance policies has been to 
create a high incidence of long-term imprisonment in the general population. At 
various times, however, zero tolerance policies have been advocated in 
Australia.
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Should policy makers seek abstinence alone and ignore harm-minimisation, 
the case for zero tolerance criminal prosecution of heroin use and the crimes 
involved in supporting heroin use strengthens. Conversely, if policy makers 
only seek harm-minimisation and ignore abstinence objectives, then the case for 
public provision of heroin to all by complete decriminalisation dominates 
arguments for provision to addicts alone. That neither zero tolerance nor public 
provision-to-all has widespread support reflects the increasingly high costs of 
abandoning one of these targets and then single-mindedly pursuing the other.

Some skepticism has emerged with respect to traditional arguments on the 
causes of so-called ‘overdose’ deaths due to heroin use. Recent research 
suggests overdoses occur because heroin is used in conjunction with other drugs 
(such as benzodiazepines which are types of tranquilisers) and/or alcohol rather 
than because users are inexperienced and face problems of judging heroin purity 
(Zador et al., 1996; Hall, 1996).2 Many overdose deaths seem to occur among 
long-term heroin users who, while being experienced in judging product quality 
and dosage, tend to be dependent on these other drugs. This is problematic, 
because as the Swiss trials demonstrate, public provision of heroin has had only 
limited effects in reducing demands for these other drugs. Should this new view 
of the reasons for overdosing be correct, overdoses may continue to occur, even 
with legal provision, among both addicts and new users.3

Therefore setting a very low price for heroin that is legally-supplied has 
dubious benefits. It will expand the number of new users, increase heroin 
consumption by existing users and, in the longer term, increase the number of 
addicts. These trends can worsen overdose problems even if a public program 
monitors dosage levels and reduces infection risks. If public provision is 
initiated, the price charged for heroin should be high enough to discourage 
excessive new use of the drug.

Risks of Addiction

Recent research on policies for dealing with addiction (Clarke, 1998) focuses 
explicitly on the risks addiction creates for heroin users rather than on price 
effects. Some of these risks relate to the extent of drug use and are referred to 
as addiction-dependent risks. These risks increase with drug use in both the 
short and longer term. Examples include medical damage (for example, to liver 
or brain), risks of becoming more accident-prone and, it is argued, risks of

2 Zador et al. (1996) analysed 152 heroin-related deaths in NSW in 1992 and found 82 per cent of 
those who died were older males (mean age 29.7 years). Alcohol was detected in 45 per cent of 
deaths (with mean blood alcohol of 0.14 g/100 mis.) while benzodiazepines were detected in 26 per 
cent of deaths.
3 To be clear, there were no overdose deaths in the Swiss trials. However, as Uchtenhagen (1997) 
points out, dependence on tranquilisers did not fall during these trials. If newer theories of 
overdosing are correct, then synergies between tranquilisers and heroin could continue to induce 
overdoses even with public heroin provision.
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overdose and legal risks of fines and imprisonment that are use-related. In the 
criminal justice system the degree of addiction dependence is often assessed by 
considering numbers of prior convictions. This then helps determine sentencing.

Other risks are less related to use, but conditional on other factors indirectly 
associated with use such as the risks of HIV or hepatitis infection from shared 
syringes. Other use-independent risks include legal risks that are unrelated to 
the extent of use such as laws that criminalise the use of heroin entirely. These 
are addiction-independent risks since they arise regardless of the scale of drug 
use.

Use of addictive substances will fall if addiction-dependent risks bear on 
addictive substance purchases. Users attempt to avoid the adverse possible 
consequences of use. However, if hostile, use-independent risks increase, use 
can be stimulated. If a user’s environment is hostile regardless of use, there is 
little incentive to restrict use. If users face a difficult future regardless of their 
use decisions then they face low incentives to limit current use pleasures. Thus 
one way of reducing use is to increase use-dependent risks and reduce use- 
independent risks:

• Increasing use-dependent risks rationalises punishing addicts via use- 
dependent sanctions and by making users aware of the health and other risks 
contingent on use. Penalties and costs of use should be use-dependent.

• Reducing use-independent risks means improving the life environment of 
users so they have motivation to reduce their drug dependencies. This 
suggests setting up needle exchanges to reduce infection risks, offering 
opportunities for detoxification and improving social and work skills.

The ultimate penalty for heroin use is the non-officially sanctioned death of 
the user. If overdoses and other such causes of death are perceived by users to 
be use-dependent, then policies for reducing their impact increase addiction in 
the community by eliminating costly consequences of addiction. Reducing use- 
dependent mortality risks encourages addictive drug use and therefore addiction.

This does not mean overdose deaths can be justified (and used) to prevent 
addiction. It does however imply that moves to reduce mortality risks associated 
with heroin use will stimulate use. This is fact not a moral judgement. If 
society seeks to inhibit use and addiction levels, as well as overdose deaths, it 
must account for this link. If public heroin provision reduces addiction- 
dependent risks then it encourages increased use. If users feel that becoming 
addicted poses less health problems because of reduced overdose risks, they will 
be less motivated to avoid addiction.



Public Provision of Heroin for Addicts 205

Empirical Issues

Consumption of heroin in Australia is currently illegal. Data on user numbers, 
consumption and the social costs of associated crime are therefore inherently 
uncertain. Given this uncertainty, there is a need for caution in using published 
data to help formulate policy. Data on alternative proposed treatment costs and 
success rates can reflect institutional self-interests in making claims on the public 
purse. Politicisation of illicit drug use statistics then compounds inherent 
inaccuracies due to illegality. A frequent, irreverent remark in the illicit drug 
management literature is that ‘a nation has as many addicts as it chooses to 
discover’. One approach to resolving this arbitrariness and lack of data is to 
consider a range of data and then to simulate possibilities. This is the approach 
adopted here.

The tenor of our previous arguments was that proposals for public heroin 
supplies at low price raise the prospect of adverse outcomes. We now provide 
data supporting this view. Consider a two period world, ‘now’ (when addict and 
new user numbers are given) and the ‘future’ (when public provision to addicts 
is an option, when the number of new users varies with the heroin control 
regime and when some new users become addicts). The policy objective is 
minimisation of future total heroin use costs.

Data on current heroin use are extrapolated from Drug Advisory Council 
(1996). This suggested 59,000 regular (‘addict’) heroin users and 113,000 
irregular (or ‘new’) users in Australia in 1990. During the 1990s heroin prices 
fell from around $50 per cap in 1990 to $25 in 1999. It seems reasonable to 
suppose that, in 1999, there are 50,000 to 100,000 regular users (‘addicts’) and 
150,000 to 450,000 irregular (‘new’) users. We allow for a low number of 
addicts to reflect possible ‘alarmism’ by those involved in treating addicts. 
Marks (1992) suggests reasons for a high possible level of new users.

Trends in new user numbers and levels of future addiction depend on future 
heroin prices. Consider two scenarios:

1. Without public provision suppose heroin prices remain at 1999 levels of $25 
per cap. Then if most current addicts remain alive (and addicted) it is only 
current new users who will add to addict numbers. Suppose one third of 
current new users become addicted. This recruitment into addiction figure is 
widely used (Gittins, 1999). One might conjecture that the fraction 
becoming addicted would depend on price so if prices are low, new users 
use more and more readily become addicted. Ignoring such complications, 
and accepting the one-third figure, future addict numbers will lie between 
100,000 to 250,000.
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2. With public provision suppose heroin prices fall to $12.50 per cap. This 
price fall leaves heroin prices well above heroin’s marginal cost to 
wholesalers and does not seem implausible. For example, if addict demands 
initially comprised 70 per cent of consumption then a price fall of 50 per 
cent following the disappearance of such demands implies an elasticity of 
supply of 1.4 which seems reasonable. The actual fall depends largely on 
current addict consumption but, given lack of data, this dependence is 
ignored. A price fall of 50 per cent will strongly stimulate heroin use 
among non-addicts. If the Saffer and Chaloupa (1995) estimates for 
participation elasticities in United States markets apply to Australia, the 
hypothesised price fall will expand new user numbers by 45 per cent to a 
range of 217,500 to 652,000. The upper limit here is double the figure that 
Marks (1992:538) cites for 1987. Given the substantial growth in use during 
the 1990s the figure seems possible. Suppose one-third of additional new 
users become addicted. Then, numbers addicted increase by a further 22,500 
to 67,500 over the case above.

Treatment costs under public provision are significant because addicts need 
both to be supplied with heroin and prevented from reselling it. Treatment will 
apply both to current addicts and to the new addicts created by public provision. 
Reflecting lower labour costs, and possible scale economies, suppose net daily 
public provision costs per addict in Australia are 70 per cent of costs in the 
Swiss trial (which were $51 per day). This amounts to $35.70 per day or 
$13,030 annually per addict.

Funding such costs seems unrealistic in an Australian public health policy 
setting. Total Commonwealth Government funding of the Medicare Agreement 
in Australia over the five years 1998 to 2003 will average $6 billion. Hence, 
depending on actual future addict numbers as estimated above, public provision 
to addicts would cost between 26 and 70 per cent of total planned 
Commonwealth outlays under Medicare. While it might be objected that it has 
never been proposed to supply all Australia’s addicts with heroin, the per addict 
costs of treating smaller groups are likely to be larger than a more inclusive 
program. With a small group, per addict treatment costs are large.

The major benefit from public provision is a claimed reduction in crime and 
overdose costs. Making an assumption favourable to the case for public 
provision, suppose all property crime costs (transfer plus enforcement costs) and 
overdose deaths are eliminated by this policy. Property crime costs in the form 
of forced transfers (theft) due to heroin use are estimated at $10,920 per addict 
(Maher et al., 1998). From 1988 to 1992 illicit drug enforcement costs grew by 
40.5 per cent to reach $450m (Collins and Lapsley, 1996). Assuming a similar 
proportionate increase from 1992 to 1999, and supposing that all such costs are 
related to heroin use, heroin-linked crime enforcement costs would rise to 
$783m in 1999. Assume this represents the net future likely cost of heroin-
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related crime without public provision. Finally, suppose the financial benefit (in 
terms of output gained, reduced grief) from saving an addict’s life is $200,000 
per addict and that 600 deaths per annum (the aggregate fatal overdose figure for 
1997) would be saved by public provision in the future. Then there are further 
future savings from public provision of $120m annually.

It is now possible to compare costs of continuing to pursue current policies 
rather than moving to public provision for addicts. With current policies we 
estimate future addict numbers to range between 100,000 and 250,000 and for 
associated crime, crime detection and overdose costs to lie between $2 billion 
and $3.6 billion. With a change to public provision, future addict numbers lie in 
the higher range, 122,500 to 317,500. Although, on our assumptions, all crime 
and overdose costs are eliminated with public provision, health costs of treating 
this larger addicted population lie between $1.6 billion and $4.2 billion.

What is interesting here is that aggregate costs are only lower with public 
provision in situations where the heroin problem is at the optimistic end of its 
possible scale. It is only if there were initially few addicts and few new users 
that public provision provides net savings. Then there are net savings 
attributable to public provision of up to $400m. Otherwise, extra treatment costs 
swamp benefits from reduced crime and reduced overdose deaths. At the 
pessimistic end of the heroin use scale, net additional costs of legal provision 
rise to over $500m. Moreover, this assumes no weight on abstinence objectives. 
If costs are attached to creating new addicts then the public provision case is 
even less favourable.4

There are two possible consequences of this view. One is to avoid public 
provision by retaining current heroin penalties. Another possible implication is 
a case for complete liberalisation of heroin markets which would reduce the high 
costs of public provision by eliminating the need to prevent resale to non
addicts. This leads to substantial benefits from reduced crime without low 
treatment costs but implies a greater increase in the pool of addicts. Indeed, the 
possibility of high costs has led some observers to see arguments for public 
provision to addicts as a ‘stalking horse’ for decriminalisation (Oakes, 1999).

The data used in these simulations can be questioned. Better evidence is 
sought on addict and new user numbers as well as rates of recruitment of new 
users into addiction. The point of the current exercise however is not to provide 
precise forecasts of the consequences of public provision but to show that, with 
plausible data, public provision may have very negative consequences. It may 
imply a case for either retaining the current system or for moving towards a 
fully-liberalised system.

4 Attaching an annual cost of $10,000 to creating a new addict, increases the cost of public provision 
from $225m to $1,673m. The cost of public provision rises 50 per cent. With such abstinence costs 
included, net benefits of provision at the optimistic end of the scale fall to $175m while at the 
pessimistic end of the scale net costs of public provision rise to $2.3 billion.
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Conclusion

If Australia seeks to minimise the harm associated with heroin use by publicly 
providing heroin to addicts it must decide, first, how many additional long-term 
drug-addicts it will accept to achieve this reduced harm and, second, how much 
it is prepared to pay for public provision. The trade-off between pursuit of 
abstinence and harm-minimisation objectives needs examination as well. It is 
important to check that benign addicts do not continue to experience overdose 
problems related to synergies between different drug uses rather than drug 
quality uncertainty since this would largely thwart the motivation for public 
provision.

Transferring addicts from dependence on illegal suppliers to legal suppliers 
can only occur if incentives, such as lower prices and lower use-dependent risks, 
apply to legal supplies. Such a switch in demand reduces the profits of drug 
suppliers and forces them to charge lower prices to new users. Thus public 
provision will increase demand for heroin by addicts, encourage additional 
demands by new users from illegal suppliers and, in the long-term, increase the 
supply of addicts. This is the major argument against public provision of heroin.

Of particular concern are the high price and participation elasticities of 
demand that some have identified for heroin consumption. These suggest that 
substantially higher levels of long-term addiction, as a by-product of much 
increased new user demand, may stem from the public provision of heroin at 
low prices to current addicts. The public provision of heroin is expensive. 
Ignoring abstinence objectives, complete liberalisation can dominate arguments 
for public provision to addicts alone.

The main virtues of public provision are that crime costs associated with 
financing addiction are reduced and that there is an increased ability to monitor 
doses and the conditions under which drugs are administered thereby reducing 
overdoses due to uncertainty and inexperience. Setting a low price on public 
supplies of heroin advances the prospects of reducing criminal damages, 
occurring as a by-product of heroin use. However, this will be at the expense of 
abstinence objectives — low prices will expand demands by new users and hence 
increase longer-term addiction.

The argument above discusses the case for public provision rather than a 
provision trial. A trial would yield additional information to decision makers but 
perhaps not much. The most valuable information relates to treatment costs 
although, given economies of scale in public provision, a trial would at best 
provide upper-bound estimates on costs. In terms of addict behaviour the 
implications of providing heroin at low cost seem in some cases almost a priori 
obvious. If a trial is conducted then it should remain an experiment. It should 
not become an attempt by experimenters to push politically an approach to 
treatment favoured for reasons of institutional self-interest. Crucial concerns in 
any assessment of such an experiment depend on decision makers gaining an
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improved understanding of the reasons for overdose deaths, information on 
addict and new-user population sizes and information on the social costs caused 
as a by-product of illegal heroin use. Trials will perhaps yield less information 
about these issues than more direct surveys of current addict behaviour.
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r  I  Ih e  Commonwealth Government's commissioned study of the status of 
Australia’s natural resources, State of the Environment 1996, concluded 

-JL that there were several serious threats to Australia’s terrestrial natural 
resource base (State of the Environment Advisory Council, 1996). Land 
degradation was found to be widespread, the health of the inland river systems 
seriously impaired, and many forms of biodiversity were found to be at risk. 
The threats to Australia’s terrestrial biodiversity are evidenced by potential and 
actual species extinction, and changes to natural vegetation cover. For example, 
in southern Australia most original grassland communities have disappeared, 
replaced by cereal crops and introduced grass species planted as pasture for 
sheep and cattle. The little native grassland that remains is either on privately 
owned properties or scattered along roadsides and railway lines (Australian 
Nature Conservation Agency, 1995). The extensive alteration to the 
composition of native flora and fauna that has occurred due to agriculture and 
forestry throughout Australia has contributed to the extinction of seventy-six 
plant taxa, seventeen mammals, three birds and one lizard species. In addition 
nearly 300 other vertebrate species are listed as seriously endangered (Nadolny, 
1998).

In addressing the issue of biodiversity policy there are two important trends 
that need to be recognised. Firstly, along with other environmental goods, 
conservation reserves for the protection and display of Australia’s biodiversity 
can be expected to experience increasing demand over time. Although it is 
difficult to estimate the dollar value to society of expansions in conservation 
reserves, Australia’s increasing population and its rising trend incomes can be 
expected to underpin substantial growth in the demand for these environmental 
services into the foreseeable future. Secondly, there is an increasing focus, 
within the scientific community, on the need to devote more land to the existing 
network of conservation reserves (Thackway and Cresswell, 1997; ANZECC 
and ARMCANZ, 1996). It seems that the increase in supply of land for
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biodiversity called for by scientists corresponds with the re-allocation of 
resources preferred by the Australian population.

Currently, the setting aside of agricultural land for biodiversity objectives is 
only practised on a small scale in Australia. Implementation occurs regionally 
and on individual farms through schemes like Land for Wildlife, the 
Conservation Covenant program in Victoria and the South Australian Heritage 
Agreements (DEST, 1994; CSIRO, 1997). Other agricultural environmental 
schemes, such as Landcare, make a contribution to protecting biodiversity, but 
are more concerned with promoting sustainable agriculture. It is here that 
government has a role to play in setting aside more agricultural land for 
biodiversity objectives. This is because environmental altruism and community 
participation will yield a sub-optimal level of land for biodiversity.

The concept of using the large-scale retirement of land from agriculture as a 
policy tool is not new, and it is an important feature of the agricultural policy 
mix in the United States and Europe. Although the policy agenda with respect 
to biodiversity and conservation on agricultural land in Australia is markedly 
different from that of Europe and the United States, some important points are 
clear. Take for example the Environmentally Sensitive Areas (ESA) scheme in 
Europe that encourages landowners to manage their land to yield biodiversity 
benefits (Whitby, 1994; Baldock and Lowe, 1996; Fraser and Russell, 1997). 
The important points for Australian policy makers to note about this scheme are 
that large tracts of agricultural land are covered, financial incentives are offered 
to participants, and its operation appears politically acceptable to both the 
agricultural community and the wider electorate.

In this paper issues that appear important in thinking about retiring land 
from agriculture and adding it to Australia’s biodiversity reserves are raised. 
While the main reference framework is provided by economics, insights from 
ecology are also utilised and are crucial. We do not address the formidable task 
of quantifying the benefits of biodiversity provision from moving land from 
agriculture to biodiversity reserves. Accepting that these benefits — many of 
which are non-market benefits — are significant, allows us to focus on exploring 
questions central to the costs of achieving them. However, we discuss some 
other benefits specific to Australian circumstances that accrue as a result of 
conservation reserves.

Government Policies for Dealing with Threats to Biodiversity

Australia has a complex mix of State and Commonwealth government policies 
directed to protecting biodiversity. The Commonwealth’s commitment to 
protecting biodiversity is evidenced by its decision to ratify the International 
Convention on Biological Diversity in 1993. The main provisions of this 
convention are reflected in the National Strategy for the Conservation of 
Australia’s Biological Diversity (Munchenberg, 1998).
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Historically the main policy instrument used to achieve biodiversity 
objectives has been the establishment of a system of national and state parks. 
The idea in developing the reserve system is to conserve and maintain 
biodiversity in situ. Thackway and Cresswell (1997:241) argue that:

The establishment of a comprehensive, adequate, and representative 
system of protected areas is arguably the most effective mechanism for 
the conservation and maintenance of ecological functions and services 
across entire landscapes.

The reserve system that has evolved is predominantly based in non- 
agricultural regions or on marginal agricultural land. This is because the areas 
that have been selected are of high scenic or recreation value, or have other 
special characteristics and are of relatively low commercial value for grazing 
and farming purposes. Thus the traditional ecosystems of the agricultural 
regions tend to be markedly under-represented. Young et al. (1996) note that 
more than half of all major biogeographic regions in Australia are either not 
represented or are poorly represented in the reserve system. In particular in the 
Wheat Sheep Zone and the rangelands very little is set aside for conservation 
(ANZECC and ARMCANZ, 1996).

In recent years the reserve system has been supplemented with programs to 
protect particular individual species that are under threat and with 
encouragement to farmers to incorporate broad environmental objectives in their 
management plans. There is an emphasis in these initiatives on modifying 
agricultural practices. This may be because most, and in some bioregions all, 
land containing ecosystems that are under-represented in the public reserve 
system is privately managed. However, it needs to be reiterated, policies such 
as Landcare are concerned with agricultural sustainability, which can be 
significantly different from ecological sustainability and the maintenance of 
biodiversity.

Where farming land has been set aside to preserve plant species, it is 
usually small areas of low productivity. The consequence is to perpetuate the 
pattern of preserving vegetation types found in soil classes and locations that are 
least favoured for agricultural production. Remnant native vegetation tends to 
be highly fragmented and concentrated on the land that is least suited to 
agricultural production. Similarly, land that is offered by farmers for re
vegetation also tends to be of relatively low agricultural value.

While smaller scale conservation areas may be useful in dealing with risks 
to some native flora and smaller wildlife, they are largely ineffective in dealing 
with threats to larger fauna species.1 Large areas are necessary to establish

1 As analysed by Polasky and Doremus (1998), private individuals may have incentives 
to extinguish flora and fauna of environmental value.
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viable habitats for some bird species and larger mammals. Wildlife such as 
kangaroos, wallabies, wombats, dingoes and emus will not be tolerated in 
meaningful numbers (or at all in the case of dingoes) in smaller scale set-asides 
on individual farms because they have the potential to become a major nuisance 
for neighbouring farmers. These species represent an important part of many 
natural ecosystems in Australia.

There has been little evaluation of the feasibility of expanding the reserve 
system. Larger scale land retirement has not been seen as a viable biodiversity 
policy in Australia because it is perceived to be both prohibitively expensive and 
excessively invasive when compared with voluntary community-based schemes 
such as Landcare. The experience with land retirement in other countries 
confirms that it can be expensive, but social net benefits can vary markedly 
between cases depending on the circumstances involved.

Additions to biodiversity reserves could occur through private or 
government initiatives (Chisholm and Moran, 1993; Bennett, Backhouse and 
Clark, 1995). In practice, because of the large component of non-market 
benefits, it will be necessary for government to play a key role in establishing 
and supporting such reserves, even when managed by private firms.

The Cost of Retiring Land for Biodiversity

In assessing the overall economic effect of land retirement, it is important to 
distinguish clearly between the real benefits and costs of the project on the one 
hand and, on the other, the transfer payments involved in financing it. The size 
of the financial transfers from government or other organisations to landowners 
to implement the project may influence its political feasibility, but it is the 
balance between real benefits and costs that determines whether the project is 
worthwhile from a national perspective. The existence of a positive community 
valuation of biodiversity reserves is taken for granted here. It is the costs of 
setting agricultural land aside, and some of the less obvious benefits of doing 
this that are explored. The economic costs of using land retirement can be 
divided into opportunity costs of lost rural production, and the costs of 
establishing and maintaining the resulting conservation reserves.

Loss of production and the rise in wool and dairy prices

The private opportunity cost of retiring land is represented by the net present 
value of the future stream of profits that would come from the agricultural 
enterprises carried out on the land. In the case of large areas of the Pastoral 
Zone (such as the Western Division of NSW) the principal enterprise is wool 
production, while in the Wheat Sheep Zone the enterprises are wool, sheep 
meats, cattle and crops. The wool industry has been in a parlous state since the 
collapse of the Wool Reserve Price Scheme in 1993. Real wool prices fell to
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all-time low levels in 1996 and have only recovered marginally since. The 
examination of long term farm profitability has led to questioning of the 
continuing economic viability of pastoral production (including wool) in the 
semi-arid regions of Australia (Chisholm, 1992).

Where farm income is dependent on wool production, there is likely to be a 
marked difference between the opportunity cost of lost production confronted by 
an individual wool producer and that facing both the wool industry in total and 
Australia as a whole. Any contraction in the supply of wool from Australia will 
tend to increase the world wool price and the price received by Australian wool 
producers. Given this market power, a policy of restricting wool exports using 
a tax or quota would be expected to increase social welfare (Edwards, 1997). In 
the absence of an appropriate restriction of wool exports, removing land from 
wool production would allow some of the benefits of reduced wool production to 
be obtained, perhaps making the true opportunity costs of lost wool production 
to Australia as a whole negative. That is, the remaining wool producers and 
Australia as a whole could gain from retiring wool-producing land from 
production. The size of the gain would depend on how much land was retired 
and on the level of wool production lost from that land, the responsiveness of 
wool prices to falls in production, and how much the remaining wool producers 
would expand production in response to the subsequent increase in wool returns.

Estimates of the potential order of magnitude of the gains that would be 
possible from a one per cent reduction in wool production are reported in the 
Table. Depending on how responsive the world wool market is to changes in 
wool prices (measured by the price elasticity of demand), the overall gain in 
wool industry profits from a one per cent fall in wool production would be 
between $16m and $48m a year. These gains would accrue to those producers 
remaining in the wool industry and do not include the lost profits on the land 
taken out of production.

Wool Industry Gains from Land Retirement

P ric e  E la s tic ity  o f C h a n g e  in W o o l P ric e s  fro m  a C h a n g e  in W o o l In d u s try
D e m a n d  fo r  R aw 1 p e r  c e n t R e d u c tio n  in W o o l P ro f its  on  R e m a in in g

W o o l P ro d u c tio n P ro d u c tio n
(%  p a) ($ m  p a)

- 0 .5 2 48

- 1 .0 1 24

- 1 .5 0 .6 7 16

Note: Assumes a market price of 555 cents a kg clean and an annual production
level of 435.5 kt clean.

There is reason for thinking Australia’s dairy production also exceeds the 
economically-optimal level, and that retirement of land from this industry would
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also generate economic gains. The reason lies in two distorting policies used in 
the dairy industry, rather than — as with wool — a strong Australian influence 
on international prices.

The first of the policies is the modest subsidy on exports of manufactured 
dairy products. This subsidy is being phased down and is scheduled to terminate 
in 2000. The second is the policy in three states of paying farmers a pooled 
price for ‘high price’ market milk and ‘low price’ manufacturing milk. The 
pooling system operates in Victoria, Tasmania and South Australia, which 
together produce three-quarters of Australia’s milk. Retiring some dairying land 
in those states would reduce milk production. The national value at export 
prices of the milk foregone would be less than the reduction in quantity times the 
pool price. The pooled price received by dairy farmers remaining in the 
industry would increase.

Establishment and maintenance costs

One significant cost would be in re-establishing native flora and fauna. In many 
agricultural regions native vegetation and fauna slocks have been hugely reduced 
due to agricultural and forestry activities. The re-establishment of eco-systems 
adequately representing the natural biodiversity of these regions would likely not 
be achievable within reasonable time frames without considerable remedial 
action. These activities would include planting of native vegetation and the 
relocation of animals to the region to re-establish breeding populations.

The maintenance costs associated with an expansion in the reserve system 
will depend on how prone the areas are to infestation by weeds and pests. In 
most grazing regions, weed and pest invasion are significant problems. Weeds 
such as Patterson's Curse and St Johns Wort are widespread and have the 
potential to invade larger areas, radically changing the vegetation mix. In the 
absence of effective biological control measures, weed management is a critical 
issue. The major pest species in grazing areas is the rabbit. The cost and 
importance of rabbit control will depend on the effectiveness of the Caleci 
Virus, and it is still too early to make judgements on this.

Additional benefits: cost offsets

The magnitude of the economic gain to society from retiring land from farm 
production also depends on the nature of the retirement scheme and the options 
for commercial use that are retained. The retirement of land into a national 
reserve system could be consistent with the commercial use of the land for the 
controlled harvesting of native flora and fauna, recreational use and limited 
private dwellings. The Industry Commission (1997:148) has even suggested:
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Pastoralists who are able to diversify into other activities may be able 
to maintain or even increase income while at the same time reducing 
the pressure on the fragile environment which prevails in the 
rangelands.

Take the case of commercial harvesting of native fauna. The removal of 
commercial agriculture from the retired land would lead to a recovery in 
kangaroo numbers. The uncontrolled expansion in kangaroo numbers is 
undesirable because it could threaten the re-establishment of the native 
vegetation and consequently the re-colonisation by other native fauna. The 
expansion in kangaroo numbers could be limited by removing water points, or 
by introducing natural predators such as dingoes. These control options involve 
costs, but commercial harvesting provides the potential for additional returns to 
the community over and above the biodiversity gains from the extension of the 
reserve system. While the commercial utilisation of natural resources, flora or 
fauna as an alternative means of generating income is supported by the Industry 
Commission (1997), existing Commonwealth legislation restricts the trade in 
native flora and fauna.

The prospects for commercial use to reduce the net opportunity cost of 
establishing a wider reserve system will depend critically on the potential 
profitability of the alternative commercial uses which in turn depend in large 
part on consumer preferences here and in other countries. Although there has 
been a long history of commercial harvesting of native flora and fauna in 
Australia, there is no experience with incorporating such activities with the 
continuing maintenance of a large reserve system. At an institutional level, 
changes to the Australian and other countries’ restrictions on exports of native 
animals and animal products could be important factors in determining the 
potential for commercialisation.

Similarly, while the recreational use of reserve areas is widespread, these 
activities are not run as commercial ventures. Access and use prices are set to 
contribute to cost recovery rather than to generate profits. The viability of 
commercial ventures will depend on the features and characteristics of each 
area. Ease of access, scenic qualities and potential sustainable harvest rates will 
be key parameters in these calculations.

An additional offset item resulting from an expanded conservation reserve 
system is a reduction in the continuing costs of other community activities and 
enterprises. This benefit would flow from reductions in farming-related 
depletion of the quality of river systems and, through redressing imbalances in 
water recharge areas, from reductions in the incidence of dryland salinity.2

2 A reviewer has noted that, if farmers were required to pay for the environmental costs 
they generate, the retirement of marginal land from farming would be more attractive.
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Finally, a particularly topical social benefit of a more ecologically 
sustainable management of the rangelands comes from their use as a carbon 
sink. The Industry Commission (1997:138) noted these possibilities as follows:

... there is scope for synergies between expanding vegetation, 
particularly native vegetation, for land management, biodiversity 
protection, and the sequestration of carbon.

The scope would be greater in the event that a system of internationally 
tradeable quotas for greenhouse emissions is introduced. This would be 
consistent with the provision in the Kyoto Protocol of December 1997 for 
emission trading between countries (ABARE, 1998). The potential for Australia 
to gain by converting agricultural land to biodiversity reserves cum carbon 
sinks, would be enhanced most by international trade in emissions if the 
opportunity cost of land diversion was low relative to other countries.

Regional impacts

The support of local communities for the retirement of land from agricultural 
production will depend on its impact on local regional economies and 
communities. Land retirement has the potential to reduce population densities in 
targeted regions, placing in question the sustainability of local towns and the 
viability of commercial and community service networks. However, these 
impacts are not certain. The impact on the population of targeted areas and the 
local economies will depend on how labour-intensive reserve management 
becomes, how the regions benefit from the consequent higher wool and dairy 
prices, and the extent to which alternative commercial operations flow from the 
reserves. The overall impact of these factors on regional communities is a 
potentially important policy implementation issue that needs to be assessed on a 
case by case basis. In the event that the local effect were negative but the 
national balance of benefits and costs was positive, the appropriate response 
would be to consider providing the local community with assistance in other 
ways, rather than rejecting the land retirement proposal.

Co-existence of user rights

Substantial areas of the rangelands are subject to native title claims and contain 
ecosystems that are under-represented in the national reserve system. It is 
possible that, where conflict exists between pastoralists on leasehold land and 
traditional landowners, an additional benefit might emerge from land retirement. 
It is suggested that if land that is subject to dispute is retired from traditional 
commercial agriculture uses, resolution of the land use conflict might be easier 
to achieve. This is because the management of land as a biodiversity reserve is
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likely to be more compatible with the rights of native title-holders than is 
commercial agriculture.

This coexistence could be facilitated by the establishment of alternative 
commercial ventures based on the exploitation of native flora and fauna 
reserves. While the diversification of land use has the broad support of 
traditional land owners (Industry Commission, 1997:148), the existing leasehold 
conditions in some rangelands areas limit the ability of lease-holders to move out 
of grazing activities into these alternative ventures. The current limitation of 
existing lease arrangements on the ability of graziers to diversify has been noted 
by the Industry Commission (1997:149) which suggests that:

It is clear that changes to leasehold conditions are necessary if 
pastoralists are to be given the necessary degree of security of property 
rights to be able to diversify into alternative commercial activity.

It should be noted that the granting of additional or new rights necessary to 
enable the graziers/pastoralists to alter their form of production might be 
inconsistent with the rights of native title-holders. However, the more 
complementary are the competing land uses, the more likely it is that a 
cooperative solution could be achieved.

Policy Implementation

Funding

The major difficulty with using land retirement as a policy tool to conserve 
biodiversity is in acquiring production rights from land managers. Regardless of 
whether production rights are acquired compulsorily or voluntarily, a price will 
have to be placed on them. This raises questions about the price that should be 
paid and how the required funds are to be raised.

If the scheme involves acquisition of entire holdings or leases, the current 
market price for land would be an appropriate basis for valuation. However, 
rural land is a highly heterogeneous factor and the determination of market 
values is difficult. Experience in other countries suggests negotiations over 
compensation for rural landholders entering into voluntary land retirement 
schemes are characterised by asymmetric information (Fraser, 1995). Because 
farmers are generally far more aware of the characteristics and value of their 
holdings than program administrators are, they have an advantage in negotiated 
settlements. One approach would be to follow urban planning legislation and 
use compulsory purchase. However, this may not be politically feasible. In the 
rural setting it may be politically necessary to employ voluntary approaches, 
requiring the use of appropriate incentives — the payment of compensation — to 
bring about the desired result.
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Appealing to the Beneficiary Pays Principle (BPP), (Fraser and Russell, 
1997) it appears reasonable to suggest that the substantial funds required to 
remove land from conventional agricultural production be raised from those who 
stand to benefit from the operation of the reserve scheme, with contributions 
made in proportion to the relative benefits derived.

These beneficiaries can be classified into two groups: those who benefit
from enhanced biodiversity per se and those who benefit from the consequent 
rise in prices of wool and milk and from the improvement in water quality. The 
first group presumably includes the wider Australian community, while the 
second is made up of wool and dairy producers and the communities that benefit 
from improved catchment management in the target areas. Higher income tax 
payments by woolgrowers mean that the community would share in the benefits 
from a higher wool price.

There would be considerable political and other difficulties in raising funds 
for a land retirement program from wool producers, dairy farmers and local 
communities. Many woolgrowers are experiencing low incomes, and the 
benefits they would receive from extending biodiversity reserves are indirect and 
largely invisible to the individual producer. However, there is a precedent for 
using a tax on wool producers to fund measures to reduce wool production. 
That is the grower-funded flock reduction scheme used in 1990-91 in an effort to 
sustain the reserve price scheme. Taxing dairy farmers only in the three states 
that use price pooling for market and manufacturing milk would likely violate 
the Constitution. Effective revenue raising from those who gain from the 
broader social benefits of setting aside agricultural land would also prove 
difficult.

The political feasibility of funding land retirement from consolidated
revenue has been enhanced by the increasing sensitivity of the general
community to environmental issues. However, funding from consolidated
revenue creates an efficiency loss due to the increased tax burden. Campbell
and Bond (1997) estimate that raising an extra dollar of income tax revenue 
involves not only the transfer of a dollar from taxpayers, but a deadweight 
economic loss in the range 19 to 24 cents. This deadweight cost of taxation is 
not incurred in taxing wool producers as the tax tends to reduce production 
toward its most efficient level.

Funding land retirement from existing purpose-specific environmental funds 
is perhaps the most politically attractive option. It could come from specific- 
purpose funds such as the National Heritage Trust, or the general environmental 
budget. The use of these sources highlights the importance of prioritising 
environmental projects.

Finally, it is worth noting that, to the extent to which land retirement 
increases the taxable income of the rural sector, funding land retirement from 
general tax revenue is at least partially self financing.



Agricultural Land Retirement and Biodiversity Policy 221

Selection of land

The selection of land for retirement should take into account the environmental 
value of the land and the cost of the acquisition and management. The 
environmental value reflects the characteristics of the individual holding plus its 
potential contribution to a wider reserve system. A scheme that allowed all 
landowners in a region to participate in a tender to supply land for adding to 
conservation reserves could provide the basis of the acquisition process.

In assessing the environmental value of a proposal a critical question is the 
size of the parcels of land that should be retired. In other words, should the aim 
be to retire ten per cent of the land on each farm in a region or should the ten 
per cent of the region removed from agriculture be concentrated in a small 
number of parcels?3 The optimum size of individual land parcels accepted into a 
scheme will depend in large part on the nature of the environmental objectives 
that underpin the scheme. There are persuasive reasons for opting for larger 
parcels of land concentrated in strategic areas rather than smaller areas scattered 
throughout a region.

While the management of weeds and pests is difficult in larger parcels, the 
ecosystems in larger reserves will suffer less pressure from neighbouring 
agricultural enterprises. Also it will be cheaper to fence and secure larger 
parcels than smaller parcels and supervision and monitoring may be easier. 
Moreover, larger reserves may have greater potential for tourism and recreation 
and could offer better prospects for the commercialisation of native flora and 
fauna harvesting. Finally, the preservation of some species, most notably larger 
mammals, is not feasible in small isolated parcels surrounded by agricultural 
enterprises.

If the land is highly heterogeneous in environmental value, an open call 
for tenders could involve substantial assessment costs on the part of program 
administrators. An alternative approach would be to establish a limited offer-to- 
bid scheme. Experts in the analysis of biodiversity and ecosystem management 
would identify a range of suitable properties on the basis of their potential 
biodiversity values in a reserve system. The land managers of the targeted 
properties would then be invited to enter tender prices, individually or 
collectively, for the supply of the properties or the production rights attached to 
the properties. There is a wealth of experience to draw upon from other 
countries in relation to the use of this type of mechanism in conservation 
management (Babcock et al., 1996, 1997; Fraser, 1996).

1 The World Conservation Union (IUCN) has suggested that 10 per cent of land in each 
bioregion should be set aside in conservation reserves (SEAC, 1996).
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Conclusion

Larger-scale land retirement schemes merit close consideration in Australia. 
The demand for conservation reserves to reduce threats to Australia’s terrestrial 
biodiversity is growing, and is likely to continue to do so into the future as 
incomes and population levels trend upwards. Moreover, the ability of the 
current policy mix to satisfy this increase in demand is highly questionable, 
indicating a need to consider new policy alternatives including the large-scale 
retirement of land from agricultural production. The scientific literature points 
to strong reasons for thinking that, in terms of reducing risks to biodiversity, the 
approach of establishing conservation reserves through the retirement of land 
from agricultural production would often be superior to the present approach of 
modifying farmers’ production technology.

The key suggestion in this paper is that the expected real national cost of 
extending the conservation reserve system is unlikely to be high. This is 
because for land currently used in wool production, the circumstances exist for a 
genuine double dividend to be received from land retirement. The wider 
community would benefit from the reduced threats to biodiversity while the wool 
industry and the community would benefit from higher wool prices. In the case 
of the dairy industry, policy-induced price distortions increase the economic 
gains from land retirement.

There are other potential benefits from setting aside agricultural resources. 
These include: controlled sales of native fauna and flora; recreation; reductions 
in the degradation of land and water; reductions in net emissions of greenhouse 
gases; and facilitating resolution of conflict between pastoralists and traditional 
landowners. These potential benefits, which are additional to the benefits from 
extra biodiversity reserves per se, could be significant offsets to the real costs of 
establishing and maintaining such reserves.

While the expansion of Australia’s conservation reserve system through the 
retirement of land from agriculture has much potential, there are issues which 
need to be refined before the concept of land retirement becomes a viable option 
to put before the policy stakeholders and the electorate. In all likelihood, 
valuable insights into at least some of these issues will be gained from a closer 
examination of the operation of land retirement schemes in the US and Europe.

However, there are important differences between Australia and these other 
regions of the world in terms of environmental agendas and political settings that 
need to be considered when evaluating policy initiatives in this area. For
example, an important feature of policies like the ESA scheme in Europe is that 
strong complementarity exists between agriculture as a land use and the 
provision of biodiversity and conservation. This is because the environment that 
is demanded is semi-natural, meaning that agricultural and environmental 
outputs can be produced simultaneously. In Australia biodiversity provision is
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expected to be best achieved by land in a state of wilderness —  there is no place 
for agricultural activity.

Chief among the issues that will need to be clarified before land retirement 
can become a viable biodiversity policy option in Australia is the mechanism for 
raising the considerable financial resources likely to be needed to implement the 
scheme on a meaningful scale. While the outlays for acquiring farming land in 
themselves have no place in a national cost-benefit analysis of land retirement, in 
the final analysis the politics of taxation and public expenditure priorities will be 
a critical element in determining the viability of this option.
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Resource Management in New Zealand: 
Rhetoric, Reality and Reform

Veronica Jacobsen

t  I  ihe Resource Management Act 1991 (RMA) was developed and 
implemented during a period of wide-scale reform in New Zealand and 

JL amalgamated a large number of statutes and regulations dealing with 
resources and the natural environment into a single comprehensive and 
integrated framework. It is the principal means of regulating the use of New 
Zealand’s natural resources to promote their sustainable management. The 
rhetoric of the reform process was environmentalist; the very title reflects the 
apparent faith of environmentalists in the ability of governments to manage the 
environment (Greve and Smith, 1992). A dearth of data makes it impossible to 
assess whether the reality has lived up to the statutory goal of sustainability. 
Local government has not embraced effects-based resource management and the 
use of market mechanisms in practice, and the broad statutory definition of the 
environment allows local government scope to regulate activities for social and 
economic purposes rather than more narrow environmental effects. The 
difficulties and widespread dissatisfaction with the Act have led to Government 
proposals for reform to refocus the Act on the natural and physical environment 
and to curb the use of command and control regulation. Predictably, such limits 
on the policy and regulatory discretion of councils are opposed by environmental 
groups who continue to place reliance on the ability of councils to achieve 
sustainable resource management.

Background

The publication of Rachel Carson’s Silent Spring marked a growing belief that 
economic development, population increase and technological advances 
contributed to environmental damage. It was followed by debates in the 1960s 
about population growth and in the 1970s about energy depletion and 
conservation that are still current today (Perkins and Thorns, 1997). In New 
Zealand the ‘green’ movement grew in opposition to state-sponsored, 
environmentally damaging ‘Think Big’ projects and government policies of the 
1970s and early 1980s which exploited resources to promote economic growth. 
As late as 1984, for example, farmers received government subsidies to clear
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forest and marginal land for agriculture. At the same time, an active 
environmental lobby developed to oppose mining, particularly on the 
Coromandel Peninsula, which was experiencing a resurgence of prospecting 
activity following a rise in the gold price. The movement also lobbied to protect 
the environment, for example to prevent the raising of the level of Lake 
Manapouri as part of a hydroelectric scheme and to preserve South Island beech 
forests. The environmental movement was concerned that the Town and 
Country Planning Act 1977 (TCPA) did little to protect the natural environment, 
as its primary focus was planning for urban development and infrastructure 
(Memon and Perkins, 1993).

The TCPA reflected the economic and political climate of the time. This 
was the high water mark of the planning approach to economic development 
with wide public intervention in markets and the use of public sector agencies to 
achieve economic and social goals. The purpose of the Act was ‘the wise use 
and management of resources’ and ‘the direction and control of ... development’ 
to promote health, safety, convenience and economic, cultural, social and 
general welfare. It reflected an almost Keynesian belief in the natural ability of 
government to achieve these goals through centralised planning.

This Act marked a significant departure from the previous, more 
circumscribed view of planning which had dealt primarily with site-related 
externalities and the imposition of community values on the use of private 
property. In essence, the purpose of the Act was the direction and control of 
virtually all forms of development. It extended the scope of the planning 
process beyond the orderly organisation of development to the social and 
economic management of the urban environment (including issues such as 
housing and employment) as well as the control of land use. Its approach is 
exemplified in its listing of ‘matters of national importance’ that included the 
‘avoidance and encroachment on, and the protection of, land having a high 
actual or potential value for the production of food’.

The business community was critical of the Act for different reasons from 
environmentalists. It was seen as a barrier to economic development, and it 
imposed very high compliance costs on business through the financial costs and 
delays of the planning and permit process where responsibility to the 
environment was fragmented across government departments and local bodies. 
At the same time, the management of the Act was costly to local, regional and 
national government. Dissatisfaction with the Act and the complexity of 
environmental management under a plethora of statutes and regulations 
culminated in a review of the Act by Anthony Hearn (1987).

The outcome of the review and the long reform process that followed was 
the Resource Management Act 1991. It too was a product of its time, built on 
the idea of sustainable management enunciated in the Bruntland Report (1987), 
although there was considerable debate at the time whether the focus should be 
on sustainable development or sustainable management. The preference of the
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business community was for sustainable development, but environmentalists 
wanted to avoid connotations of development by using the term management. It 
also reflected international trends towards decentralisation and deregulation as 
well as ideas of efficiency that were at the heart of the Labour government’s 
economic and public sector reforms (Frieder, 1997). Local government was 
reformed at the same time, and given a central role in the administration of the 
new legislation. Although Crown-owned minerals such as gold and petroleum 
were originally envisaged as being incorporated into this portmanteau statute, 
the inherent tension between sustainable management and mineral extraction 
resulted in the passage of a separate Crown Minerals Act 1991.

The RMA addressed some of the problems of compliance costs that had 
faced all the parties under the previous regulatory regime. It integrates the 
management of natural resources within a single statute, thereby providing ‘one- 
stop shopping’ for consents previously granted under several separate Acts. It 
also imposes time limits on councils in the granting of consents in order to speed 
up the application process, although it provides them with the scope for delaying 
behaviour by requests for more information from applicants. The 
decentralisation of resource management to regional and local government 
reduced the problems associated with overlapping and often conflicting 
jurisdictions under the previous system. These administrative advantages, 
however, were overshadowed by the expected improvements in environmental 
outcomes from the bold, innovative, integrated and holistic approach to resource 
management that coupled economic efficiency with ecological sustainability.

The Rhetoric

The RMA encompasses several principles of resource management which have 
far-reaching consequences. First, the objective of the Act is to ‘promote the 
sustainable management of natural and physical resources’. The underlying 
presumption is that government management of resources is required in order to 
promote sustainable resource use and provide for the needs of future 
generations. The very title of the statute reflects a view that government, rather 
than landowners, is primarily responsible for ensuring that resources are 
managed in a sustainable fashion, reducing the role of private property in 
protecting the environment and managing resources. This implies a heavy load 
for government in terms of the information required for sustainable 
management.

Second, the Crown is the presumed owner of all rights related to natural 
resources, so that what is not expressly permitted is forbidden. The legislation 
treats the use of private property as a privilege conferred by the regulatory 
body. In order to prevent the imposition of externalities on others, private rights 
to use land were previously attenuated, for example by the TCPA. However, 
the freedom of farmers to develop their land was not challenged, and regulations
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to control the clearance of native vegetation to protect water and soil were not 
enforced (Wilson, 1994). Under the RMA the landowner has no rights other 
than those granted by the council. This treatment of property rights differed 
significantly from other contemporary reforms, such as the removal of import 
licensing, that restored private property rights and removed government 
attenuation of those rights (Savage and Bollard, 1990). Resource consents are 
required to undertake all activities that are not classified as prohibited activities 
or existing uses under the plan. Under this provision, resource consents are not 
required for existing uses such as existing housing, much of which might not be 
built under current building requirements.

This formulation effectively weakens private ownership rights and their 
corresponding incentives for careful resource management. In contrast, it grants 
councils enormous power over private land use, enabling them to prevent 
various activities from the removal of vegetation to the erection of a tent on the 
land (McShane, 1998). The requirement for resource consents for any new 
activity is a powerful disincentive for innovation and new developments when 
coupled with the costly and uncertain process of obtaining them. It allows 
councils wide discretion, with the result that some are more development- 
friendly than others. Developers and other land users soon get to know which 
councils are tolerant and professional in their treatment of applications for 
resource consents.

Third, the Act seeks to promote resource management that focuses on the 
effects of activities, rather than on the control of activities themselves. Zoning 
was a tool available to planners under the TCPA that categorised land use 
according to the activities that were permitted in each zone. Zoning was also an 
essential element of the planning and direction of activities to promote the 
planners’ vision of social welfare. Zoning for new housing for example, often 
did not permit ‘undesirable’ activities such as retail shops, so that residents had 
to travel long distances to buy necessities such as milk and bread.

The reform process saw zoning as inefficient because of its focus on 
activities themselves, rather than any negative external effects they generated. 
An emphasis on external effects, in contrast, was seen to permit a range of 
activities without any need to regulate the activities themselves. It would also 
encourage the development and use of new technologies to reduce the impact of 
external effects. The underlying premise of the Act is that generators of 
externalities should internalise the negative environmental costs of their activities 
and thus improve both the efficiency and equity of resource use. The statute is 
intended to prevent firms and individuals from imposing these costs on others. 
Dynamic efficiency and environmental protection would be promoted 
simultaneously.

Fourth, the Act is intended to encourage the use of market mechanisms and 
to curb the use of interventionist command and control measures often preferred 
by planners. The economic nature of this effects-based approach is underscored



Resource Management in New Zealand: Rhetoric, Reality and Reform 229

by a broad obligation on councils to consider the costs and benefits of a range of 
alternative means of achieving their goals (Sharp, 1994). Under a performance 
standards-based approach there may be numerous ways of reaching a given 
environmental objective. The Act establishes a set of regulatory principles to 
ensure that if intervention is required, all the alternatives are considered 
(including doing nothing), the reasons for and against intervention are identified, 
the costs and benefits are assessed, and the intervention adopted is efficient and 
effective.

This test requires the assessment of a wide range of policy alternatives, 
including market mechanisms and prescriptive regulation. It was clearly 
intended to enable councils to move away from an interventionist planning 
approach to land use control and to develop and use market mechanisms such as 
tradeable permits to control the negative effects of activities and so promote 
better resource management. The cost-benefit analysis it implies and the focus 
on the effects of activities represented an important economics-based 
counterpoint to the environmental focus of the Act.

Yet it imposes significant compliance costs on councils. Proper cost-benefit 
analysis can require a lot of information. Although apparently objective, it also 
involves a large degree of subjectivity. The data and results are open to 
different interpretations and challenge by those potentially affected. 
Comparative analysis of this kind involves a very different way of thinking about 
policies and rules than planners had used previously.

Fifth, broad public participation in the resource management process is 
encouraged by the Act. The public has the right to be heard in decisions related 
to resource use at the planning stage, and in applications for resource consents. 
Members of the public also have the right to appeal to the Environment Court. 
The legislation also recognises the importance of Maori as partners under the 
Treaty of Waitangi and imposes a broad duty to consult with Maori. The 
underlying philosophy is the encouragement of community-based decision
making in a way that reflects local values and preferences. While these 
provisions are politically popular, particularly among environmentalists who can 
use them to block development, they have the effect of granting rights to those 
who do not have to bear the costs of exercising them but can enjoy the benefits.

Finally, the community basis of decision-making is reflected in the 
decentralisation of resource management to local, rather than central 
government. The legislation establishes a cascade of responsibilities. Central 
government is responsible for setting policy on matters of national importance 
and monitoring the implementation of the Act. Regional councils, which 
typically cover a large geographical area, are responsible for the management of 
water, soil and geothermal resources in the region. They also control pollution 
and the effects of land management on natural resources. Territorial authorities 
(generally town, city and district councils) are responsible for land use 
management, subdivision and noise control.
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The Reality

The RMA is coming under increasing scrutiny after eight years of operation. In 
part, this is simply part of any evolutionary process. However, it also reflects 
dissatisfaction with the operation of the legislation, its effects and its underlying 
approach (McShane, 1998; Frieder, 1997).

The Act is working well in a number of areas compared with the past. The 
joint hearing procedure makes it faster for applicants to obtain consents than was 
the case under the previous, fragmented legislation (Dormer, 1994). A large 
number of consent applications are non-notified, so that they are granted without 
any lengthy hearings procedure. There is considerable support for the objectives 
of the Act in terms of the protection of the bio-physical environment (Ministry 
for the Environment, 1998).

Nevertheless, there remain significant problems with the implementation of 
the Act. Some of these are highlighted in the report by Owen McShane (1998) 
which was commissioned by the Minister for the Environment to stimulate 
discussion on the Act. There is considerable variability of council performance. 
A particular difficulty is that applicants for resource consents face high 
compliance costs as a result of delays. A significant number of applications are 
processed outside the statutory time limits. Such delays can act as a disincentive 
to investment. Another problem is the amount of information that is required of 
applicants, with no assurance that a consent will be forthcoming. These and 
other problems mean that investors and developers can be deterred from even 
applying for a resource consent. There is simply no way to measure how many 
activities do not go ahead simply because the Act makes it all ‘too hard’. 
Consequently, the true cost of the legislation is likely to be underestimated.

However, there are more fundamental problems with the legislation. First, 
resource management in practice is not really effects-based as was contemplated. 
The Act was intended to require councils to focus on the effects of activities, 
rather than regulating the activities themselves. Nevertheless, councils have 
considerable scope to make decisions based on social and economic factors. The 
Town and Country Planning Act 1977 is reflected in both the policies and plans 
of the councils and the approaches of council planners under the RMA, 
reflecting a high degree of path dependency among the people involved despite 
the sweeping changes of the legislation (North, 1990). One example of this is 
the extent to which attention is given to the protection of soils in plans, a fact 
that is exacerbated by the wide definition of the environment in the legislation.

These planning practices are facilitated by provisions within the Act, which 
require officials to take into account amenity values, and the ‘finite 
characteristics of natural and physical resources’ (section 7). At the same the 
definition of the environment in the Act is not limited to natural and physical 
resources but encompasses social, economic, aesthetic and cultural 
considerations. The wording of the Act itself undermines the effects focus by



Resource Management in New Zealand: Rhetoric, Reality and Reform 231

restricting ‘uses’ and ‘activities’ and by requiring councils to define activities as 
non-complying, prohibited or permitted. All these factors encourage councils 
and planners to consider the environment in a very wide sense and to regulate 
activities for their broad social and economic implications rather than 
concentrate on the narrow effects of activities on the physical environment. The 
emphasis on the finite nature of resources also leads to planning decisions that 
control activities to preserve them for future generations. An apparent belief in 
an imminent depletion crisis is reflected especially in planning to preserve soils. 
Regulatory controls of this sort do not reflect any understanding of the role of 
prices in reflecting scarcity and so do not allow the market system to respond to 
expected depletion.

The RMA focus on land use controls, rather than on the effects of activities 
has made property rights indeterminate and created uncertainty for landowners. 
The RMA gives councils very wide powers to regulate activities on private land. 
It is not clear what rights, for example, farmers have. Does a dairy farmer have 
a right to convert to beef or sheep farming, forestry or eco-tourism? What 
rights does a farmer have over a man-made duckpond that is designated as a 
protected Significant Natural Area (SNA) in the district plan? Many farmers in 
the Far North of New Zealand face having large parts of their property being 
designated as SNAs, with the result that their farm values will fall. While rights 
over land use were attenuated under the TCPA, the impact of the RMA has been 
to restrict rights beyond the expectations of landowners. Changing the 
expectations of what landowners can do with their land without compensation 
can have a serious financial impact on land values. It can also lead to perverse 
consequences, as a landowner with a small stand of emergent native vegetation 
may choose to clear it rather than having it grow and be protected as an SNA 
under the District Plan. The consequence is that property rights are being 
defined in the political market in challenges to councils through the submissions 
and appeals process and through lobbying and publicity campaigns.

The Act does not provide compensation for regulatory takings imposed 
through the planning or resource consent process. Takings of this kind are 
‘free’ to regulators who do not have to bear the costs of their decisions, although 
they may impose substantial costs on the landowners affected. The planning and 
resource consents process thus becomes a rent-clearing house, benefiting some 
at the expense of others. Landowners potentially detrimentally affected by the 
land use decisions of neighbours have strong incentives to use the resource 
consent process to promote their own interests. With no limit on standing, 
anyone else can also object to a resource consent. The wide definition of the 
environment means that objections are not limited to the expected physical 
effects of land use, and can include matters such as traffic congestion and the 
effects on business. Businesses can and do use the Act as a defensive weapon to 
stifle competition from new entrants.
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Secondly, the Act did not result in the expected replacement of command 
and control measures with market mechanisms. Section 32 was meant to force 
councils to consider the costs and benefits of a range of alternative mechanisms. 
The provision was intended to foster the use of market mechanisms, where 
appropriate, to control externalities and do nothing where this would result in a 
better outcome than any intervention. Councils typically do not go through a 
full section 32 process to determine whether alternatives to regulation are the 
least cost means of achieving the objective. Despite the cost-benefit test, 
economic analysis is not routinely used in the planning and resource consent 
process (Wheeler, 1998). Landowner challenges to see whether councils have 
complied with the provision have found they have not, simply relying on a 
perceived need for restrictive controls to promote sustainability (Little, 1998).

Thirdly, the wide public participation encouraged by the Act does not appear 
to have pleased anyone. There has been enormous input into the planning 
process by a wide range of organisations, including industry, landowners, 
environmental, landowner, ratepayer and Maori groups. The need to respond to 
draft plans and policies, submissions and resource consent hearings imposes high 
costs on all those involved. At the same time, many groups have questioned the 
efficacy of the process, as they do not appear to be effective in determining 
plans and policies. Community views are not necessarily reflected in plans, and 
community groups have expressed intense dissatisfaction with some draft plans. 
Farmers in particular have significant concerns about the removal of their 
property rights over their land through regulation without compensation. The 
draft plan of Far North District Council that removed the rights of farmers over 
native vegetation on their land was so vigorously resisted that it was withdrawn. 
The dichotomy in some areas between the views of the wider community and 
council may reflect some capture of the process by planning staff.

Provisions for broad public participation particularly encouraged 
environmentalists to become active in the planning and consents process. This 
provided stakeholders with the opportunity to seek restrictions on the property 
rights of landowners through the power of the council. Coupled with the Act’s 
broad interpretation of the environment, this created opportunities for rent 
seeking and leverage by those seeking enhanced environmental protection. The 
opportunity for wide public participation and the broad duties for consultation 
can impose significant costs on applicants during the consents process.

These difficulties in the legislation typically have a regressive and chilling 
impact. Large businesses can withstand the costs and delays of the consents 
process more easily than small businesses and individuals. Compliance costs 
have probably deterred businesses from starting up as a result of the formidable 
consents process. In any event, the consents process itself can create perverse 
incentives, with landowners for example, clearing land of native vegetation 
before applying for a consent in order to avoid a protracted wrangle over the 
protection of indigenous flora.
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The Reform

The difficulties and widespread dissatisfaction with the implementation of the 
RMA have recently led to a review and re-evaluation of the Act. The Minister 
for the Environment has announced a number of reforms aimed at refocussing 
the Act on the effects on activities on the natural and physical environment while 
promoting sustainable resource management. Opponents of the reforms predict 
that the changes will bias decisions in favour of development and be bad for the 
environment and democracy. The proposed reforms cover several key areas.

The resource consents process will be made more efficient. Contestability 
will be introduced into the process by allowing applicants to select among a pool 
of accredited persons to process their application up to the decision phase. 
Contestability will create incentives for faster and perhaps cheaper processing 
and will force councils to specify the objectives of plans clearly and 
unambiguously. The appointment of independent professional commissioners to 
make decisions on consent applications will separate the policy and quasi-judicial 
functions of local government. Councils will be limited to policy-making in 
regional and district plans. This reform is intended to overcome the referee and 
player problem inherent in the current system where the council both makes 
policy and makes determinations in resource consent hearings. It is also 
expected to improve the quality of decision-making, particularly where 
applications are highly technical and information-intensive. Appeals on hearings 
will be limited to points of law, in contrast to the present practice where appeals 
are heard de novo. Limiting appeals in this way is expected to reduce costs and 
delays as well as opportunities for strategic behaviour by the parties.

The requirement that regulation be justified by a benefit-cost analysis will be 
strengthened to encourage further the use of market-based initiatives and curb 
the use of command and control mechanisms in environmental protection. The 
provisions under section 32, while well-intentioned, have not been effective in 
restricting regulation only to those areas where it has a comparative advantage.

The effects-based orientation of the legislation will be strengthened by 
redefining the environment and clarifying the role of subdivision controls. 
Subdivision controls will remain within the Act, but will be defined in a way that 
emphasises that they are useful tools to manage land use, rather than a means of 
regulating an activity that is per se undesirable. In contrast to the current 
legislation, subdivision will be permitted unless it is controlled by a plan. The 
scope for social engineering by councils and planners and the use of the Act to 
stifle trade competition will be limited by sharpening the focus of resource 
management to remove the social and economic component from the definition 
of the environment.

The RMA provides an illustration of the process of institutional evolution. 
The New Institutional Economics view is that institutional change occurs when 
the existing structure imposes losses sufficiently high to make change
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worthwhile (Barlow and Quizon, 1993; Alston, Eggertsson and North, 1996). 
More efficient institutions develop as the parties affected come to recognise and 
act on new benefit-cost possibilities. Change is driven by individual and group 
perceptions about the existing arrangements and alternative possibilities. 
Change may deliver either efficiency gains from the new rules or may involve 
transfers to one group at the expense of another. In any event, those expecting 
to benefit are likely to seek change when it is worthwhile for them to do so.

The legislative reform process that led to the RMA began as an efficiency 
enhancing response to the costs involved under the previous patchwork of 
legislation. These costs primarily arose from a fragmented and overlapping 
regulatory framework that imposed significant compliance costs and delays on 
resource users. The debate however, rapidly began to centre around issues of 
sustainability and a perception of a resource depletion crisis. The arguments 
were linked to a world-wide trend of strengthening environmentalism. New 
Zealand’s past history of environmental damage, from species extinction to pest 
importation to erosion to mine tailings was paraded as an example of poor 
environmental management.

However, the causes of the past environmental damage were not addressed 
during this debate. No examination was made of the role of government policy 
and bureaucratic excess in these ecological disasters. The erosion on the East 
Coast, for example, was exacerbated by government subsidies to clear marginal 
lands. The tailings from gold mines in Otago were the result of legislation in the 
last century that encouraged mining and placed no restrictions on dumping spoil 
on the ‘waste lands’ of the Crown. Nor was there any evidence to indicate that 
the New Zealand environment was being unsustainably managed. Indeed, 
despite its focus on sustainable management, the legislation was implemented 
without any clear and unambiguous definition of the term.

In short, the reform was overtaken by a view that the environment should be 
managed sustainably, and that only regulation and bureaucratic control could 
achieve this ideal state. While the legislation purports to be effects-based and to 
promote market solutions, it remains profoundly regulatory both in intent and 
practice. Unlike other legislative reform undertaken during this period, the 
resource management legislation was not soundly based on identified problems, 
theory and analysis. The underlying concepts of accountability, contestability 
and transparency, which characterised other legislative reform, are markedly 
missing from the RMA.

The expected gains from resource management law reform were enhanced 
efficiency in the administration of the law, and improved environmental 
protection. Yet with no real baseline, it is impossible to say whether the 
legislation has been worthwhile in promoting its objective of sustainable 
management. The reform process was itself costly, and its implementation has 
involved substantial compliance and administration costs. The real issue is 
whether the benefits have exceeded the costs. But it is simply not possible to
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establish whether the environment today is worse or better than it would have 
been without the RMA because there are no data on which to base an analysis 
(OECD, 1996). Nevertheless, it is possible to point to where the costs of the 
legislation lie. Restrictions on land use under the RMA seem to engender 
significant problems for landowners, particularly since they are not accompanied 
by compensation. At the same time, some land use controls, such as restrictions 
on the colour farm sheds are painted, do not necessarily contribute social 
benefits in the form of improved environmental outcomes. The crucial issue is 
whether preferred environmental outcomes can be belter attained by alternatives 
to this form of regulation.

The transition period of the RMA is now coming to an end. The reforms 
announced by the Minister appear to represent the start of a more mature phase 
of resource management. The proposed shift in the focus of the Act is a 
response to the losses imposed by the current formulation and practice of the 
Act. Those affected by the Act, such as resource management lawyers, support 
fine-tuning and improved administration, rather than revisiting the meaning and 
mechanisms of resource management. Their view that radical change is not 
warranted reflects their significant investment in institutional capital — 
knowledge of how the current system works — and the costs that they would 
face in any fundamental change. Yet without some fundamental changes to the 
underlying premises of the Act, such as the definition of the environment, no 
real progress can be made. What remains to be seen is whether there is the 
political will to address these fundamentals by a withdrawal of local and central 
government from directing resource management and a greater reliance on 
private incentives and the free market to produce higher quality environmental 
outcomes (Anderson and Leal, 1997).

The RMA was intended to be a bold and innovative integration of all aspects 
of environmental protection and resource management within a single statute. It 
was initially welcomed by landowners, industry and business who foresaw it as 
an effects-based regime that would reduce their regulatory burden. Their 
disappointment and dissatisfaction with the administration of the Act by 
overweening local government and cankerous regulation has led to the promise 
of change. However, the reform package appears to be addressed largely at 
procedural rather than fundamental issues. Whether these changes curb 
regulatory excess and improve the quality of the environment remains to be 
seen.
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Price Stabilisation and Microeconomic 
Reforms in Brazil

Flavio Menezes

hanges in the structure of the Brazilian economy have been centred on three 
I  basic pillars: price stabilisation, fiscal reform and microeconomic reforms. 
^ ^ ' / The main thesis of this paper is that the reforms made the economy more 
resilient to external shocks, but that more changes are required, especially with 
respect to Federal-State relations and competition policy. Although the reforms 
started in the early 1990s with President Fernando Collor, who was impeached on 
charges of corruption halfway through his term, they only took shape after the 
stabilisation of prices following the introduction of the real in July 1994. With 
price stabilisation, it became imperative to address what was recognised as the most 
important cause of the high inflation, namely, the disorganisation of the public 
sector with the fiscal imbalances being financed by printing money. Addressing the 
fiscal imbalances, however, required major reforms to reduce the control of the 
state over economic activity. These reforms range from privatisation and 
deregulation to the liberalisation of capital markets and international trade; and 
from competition policy to financial markets reform. So great was the extent and 
scope of the reforms that constitutional amendment was required. Parliament 
amended the 1988 Constitution to abolish the existing distinction between Brazilian 
firms owned by Brazilians and those owned by foreigners and to allow foreign 
participation in telecommunications, transport, gas, oil and mineral exploration and 
production, and electricity distribution and generation.

An Overview of the Economy

The Federative Republic of Brazil is located in South America. It is a federation of 
twenty-six states and the federal district of Brasilia. The population is diverse in 
origin, an amalgam of indigenous, African, and European peoples. Table 1 
summarises some of Brazil’s main geographical features. The largest South 
American country (area: 8.5 million square km), the fifth largest and the sixth most 
populous country in the world (1996 population: 157 million), Brazil occupies
almost half the continent. It has a diverse topography and climate, ranging from 
tropical in the rain forests of the great Amazon basin in the north to temperate in the 
highlands of the heavily populated east and south, which make up two thirds of the 
country's land and contain its most important economic centres.

Flavio Menezes is Lecturer in Economics in the Department o f Economics, 
Faculties, at The Australian National University.
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Brazil is the world’s seventh or eighth largest economy with a GDP in 1996 of 
US$804 billion (evaluated at the average annual exchange rate). This is more than 
twice Australia’s. Although it has become increasingly industrialised since the 
1960s, the agricultural sector still plays a very important role.

Table 1: Some Vital Indicators

B o rd e rs V e n e z u e la , G u y a n a , S u rin a m e , a n d  F re n c h  G u ia n a  
(N o rth ); C o lo m b ia , P e ru , an d  B o liv ia  (W e s t) , P a ra g u a y , 
A rg e n tin a , an d  U ru g u a y  (S o u th w e s t) ; a n d  th e  A tla n tic  
O c e a n  (E ast).

O ff ic ia l L a n g u a g e P o rtu g u e se

P re d o m in a n t R e lig io n R o m a n  C a th o lic ism

P rin c ip a l C itie s S ao  P au lo , R io  de  Ja n e iro , R e c ife , B e lo  H o riz o n te , 
S a lv a d o r  an d  P o rto  A leg re .

M o s t Im p o r ta n t S ta tes S ao  P au lo , R io  de Ja n e iro , M in a s  G e ra is , R io  G ra n d e  do  
Sul an d  P e rn a m b u c o .

M a jo r  C ro p s C o ffe e , c o co a , c o tto n , su g a r  can e , o ra n g e s , co rn , to b a c c o , 
b a n a n a s , an d  so y b e a n s

M a jo r  In d u s tr ia l P ro d u c ts M o to r v e h ic le s , s tee l, c o tto n  te x tile s , p a p e r , fe r til iz e r , 
c e m e n t, an d  m a c h in e ry .

M in e ra l R e se rv e s Iro n , q u a rtz , co a l, m a n g a n e se , c h ro m iu m , in d u s tr ia l 
d ia m o n d s , u ra n iu m , p e tro le u m  an d  p la tin u m .

Source: Instituto Brasileiro de Geografia e Estatistica (IBGE)(www.ibge.gov.br).

Table 2 provides a picture of the evolution of the Brazilian economy. While 
the average annual real growth rate of GDP in the twentieth century was five per 
cent, the growth rate in the industrial sector was nearly twice that of the agricultural 
sector. This reflects the process of industrialisation of the economy, a dominant 
theme in the development of the Brazilian economy this century.

Table 2: Percentage Average Annual Real Growth Rates

Period GDP Agricultural Sector Industrial Sector
1970/1980 8.6 4.7 9.0
1980/1990 1.6 2.4 -0.2
1990/1996 2.8 4.1 2.0
1900/1996 5.0 3.6 6.0

Source: Bonelli and Gonpalves (1998).

Table 2 also reveals the impact that the 1982 world financial crisis had on the 
Brazilian economy. The small but positive average annual GDP growth rate in that 
decade was a result solely of an expansion of the agricultural sector while the value

http://www.ibge.gov.br
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of the output produced by the industrial sector declined an average of 0.2 per cent a 
year. The industrialisation process meant that the contribution of industry to GDP 
increased from 10 per cent of GDP in 1900 to 25 per cent in 1990. At the same 
time, the contribution of agriculture to GDP decreased from 38 per cent of GDP to 
10 per cent.

These aggregate data on the growth of the industrial sector fail to identify the 
changes in industry composition. Table 3, below, classifies production into three 
groups: modern intermediate goods (including non-metallic minerals, metals,
chemicals, plastics, paper and rubber), capital goods and durable consumption 
goods (including mechanical goods, electrical and transport materials), and 
traditional (including everything else such as non-durable goods). One of the main 
reasons for this shift from the traditional sector to the modern intermediate goods 
sector is the policy of trade liberalisation of the early 1990s, resulting in the 
abolition of the import substitution policies from the 1960s and 1970s.

Table 3: Percentage of Total Production Value (Current Prices)

1970 1980 1990/1992 a 1993/1996 a
T r a d i t io n a l 48.09 35.15 40.60 38.99
Modern
intermediate
goods

33.32 43.96 40.95 40.24

Capital and 
durable goods

18.61 20.89 18.45 20.77

a. Annual averages — constant 1985 prices.
Sources: Bonelli and Gonyalves (1998), Bonelli (1996) and UNIDO (1997).

Table 4 provides some insights into the changes in the Brazilian economy since 
the introduction of the real in July 1994. In addition to a sharp decline in the 
inflation rate following the introduction of the new currency, the economic growth 
rate averaged 4.25 per cent over the 1994/1997 period, while the unemployment 
rate averaged five per cent in the same period. Monetary policy was kept tight for 
the first year of the real, resulting in an increase of the real interest rate to 33.4 per 
cent per annum. The Asian crisis and the subsequent speculative attack on the real 
saw the introduction of new fiscal austerity measures including tax increases and 
expense reductions (see below), and the tightening of monetary policy. As a result, 
the interest rate increased to 27.6 per cent in 1998, the unemployment rate increased 
to 7.5 per cent and the economy slowed to a halt with inflation being the lowest 
recorded in the last five decades.

Table 4 also provides an overview of the evolution of the twin deficits —  the 
fiscal and current account deficits —  since the introduction of the real. A high rate 
of inflation meant that fiscal deficits were easily financed by seigniorage. As a 
result, the government was able to finance a 5.3 per cent primary deficit (net of
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interest) and a nominal deficit of 45.5 per cent of GDP in 1994. (This is a standard 
example of how inflation distorts individual decisions; the nominal interest rate of 
1,099 per cent a year distorted the relationship between the nominal deficit and 
GDP).

After the reduction in inflation, there was a primary surplus in 1995 with a 
negligible deficit in 1995. However, the nominal deficit has continued to increase 
as a result of high interest rates and, consequently, the fiscal deficit as a fraction of 
GDP increased to 38.6 per cent in 1998. Despite the elections of 1998, the primary 
deficit was kept at 0.6 per cent of GDP for 1998. The evolution of the current 
account deficit reflects both the appreciation of the real and the slowdown in the 
world economy following the Asian crisis.

Table 4: Recent Economic Indicators

Year GDP
Real
Growth
Rate

Inflation
IGP-DI“

Unemp
loyment
Rateb

Real
Interest
Rate

Fiscal
Debtd

Primary 
Deficitc

Nominal
Deficit'

Current
Account
Deficit

1994 5.9 1,093.8 5.1 5.0 17.7 -5.3 45.5 0.3
1995 4.2 14.8 4.6 33.4 16.8 -0.4 7.2 2.5
1996 2.8 9.3 4.7 16.5 22.6 0.1 5.9 3.1
1997 3.7 7.5 5.7 16.1 29.5 1.0 6.1 4.2
1998c 0.2 0.7 7.5 27.6 38.6 0.6 8.0 4.4

Notes:

There is a myriad of inflation measures in Brazil. The Getulio Vargas Foundation, an 
independent organisation, calculates the IGP-DI.
Annual average.
Preliminary estimates.
As a percentage of GDP.
Fiscal deficit net of interest payments as a percentage of GDP.

f
Fiscal deficit gross of interest payments as a percentage of GDP.

Sources: Conjuntura Economica and IBGE.

This picture hides significant inequalities in the way the product is shared. 
Table 5 reports the fraction of total income received by those in the top 20 per cent 
of the income distribution scale and by those in the bottom 50 per cent of the 
income distribution scale. Income inequality has increased in the last decades. 
According to research by the Bureau of Statistics (IBGE), the top ten per cent 
received 49.8 per cent of the total national income in 1993, whereas the bottom ten 
per cent received only 0.7 per cent of the total national income. Price stabilisation 
is likely to improve income distribution because mostly the poor, who could not 
afford interest-bearing bank accounts, paid the inflationary tax. Moreover, the 
minimum wage did increase in real terms by more than 70 per cent in the first two
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years of the stabilisation plan and unemployment was reduced. However, price 
stabilisation is only a necessary condition for reducing income inequalities of this 
magnitude. Some of the policies aimed at reducing the production side of the 
public sector, letting the government get on with the task of addressing social issues 
and, simultaneously, allowing resources to be allocated more efficiently are 
addressed later.

Table 5: Social Inequality Indicators

P e r io d A n n u a l  a v e r a g e  ra te F r a c t i o n  o f  to ta l F r a c t io n  o f  to ta l

o f  rea l  g r o w t h  o f  pe r in c o m e  h o l d  b y  th e i n c o m e  h o ld  b y  th e

c a p i t a  i n c o m e lo w e r  5 0  p e r  c e n t  ( e n d t o p  2 0  p e r  c e n t  ( en d

o f  p e r i o d ) o f  p e r io d )

1 9 6 0 - 1 9 7 0 2 . 2 15 6 2

1 9 7 0 - 1 9 8 0 7 . 0 14 6 3

1 9 8 0 - 1 9 9 0 - 0 . 4 12 6 5

1 9 9 0 - 1 9 9 5 1 .2 12 6 3

Source: 1BGE.

Price Stabilisation

The Economic Stabilisation Program consisted of three stages. After several 
heterodox experiments with price controls and freezing of financial assets, the 
cause of the high inflation was finally identified. Disorganisation within the public 
sector was imposing inflationary pressure on the economy as fiscal imbalances 
were financed by printing money.

Thus, the stabilisation program started in June 1993, under the supervision of 
the then Finance Minister Cardoso (now President). The Immediate Action 
Program (PAI) established a number of actions to reduce government expenditures 
for the 1993 fiscal year and to increase government revenue. PAI also addressed the 
chaotic situation of state and city fiscal debts and introduced controls on state- 
owned banks that were being used to finance states’ deficits. Finally, PAI 
established as a priority the reorganisation of federally-controlled banks and an 
increase in the scope of the existing privatisation program.

The second stage started in December 1993 with establishment of the URV 
(Real Unit of Value). Prices, salaries and pensions were converted to URV that was 
related to the existing currency, the cruzeiro real, by means of a conversion table. 
The introduction of the URV addressed the need to break the inflationary memory 
built into existing contracts. Most contracts were linked to past inflation by means 
of formal indexation.

The third stage of the stabilisation program saw the introduction of the new 
currency, the real, in July 1994. From this date onwards all new contracts were 
nominated in reals and existing ones had to be converted to the new currency by 
using the conversion table. Overall, this was a unique experiment in price
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stabilisation perhaps with some elements of the 1923 Rentenmark reform in 
Germany.

With the real came very strict monetary rules that fixed the parity between the 
US dollar and the real at one-to-one. Moreover, the exchange rate anchor 
established full conversion of a real to a dollar and substantially increased Central 
Bank independence. Later full conversion at the one-to-one rate was replaced by a 
system of flexible bands with limited intervention. (For example, the band was set 
at US$ 0.97-1.06 in September 1996. In January 1999 the band was set at US$1.18- 
1.22) .

As seen previously, the stabilisation program was successful in reducing the 
inflation rate from more than 1,000 per cent in 1994 to less than one per cent in 
1998. Moreover, one of the great advantages of price stabilisation was to expose 
the true state of disorganisation within the public sector. As the ultimate objective 
of the stabilisation program was to lay the foundations for sustained economic 
growth in order to reduce the existing social imbalances, its accomplishment would 
depend on the scope and degree of success of microeconomic reform. These 
reforms are discussed in the next sections.

The fiscal reform

The starting point of our discussion is again the Immediate Action Program (PAI). 
Several measures were proposed to address the fiscal disequilibrium such as a 
reduction in government spending and an increase in taxes and in the government 
ability to fight fiscal evasion —  a tax on bank transactions was introduced. Under 
PAI, states and cities that saw debts with the federal government renegotiated with 
the inclusion of limits to the ratio of the wage bill to revenues and severe 
restrictions on their ability to increase their debts. PAI also established as priorities 
the privatisation of state banks, the reorganisation of federal banks, and an 
expansion of the existing privatisation program.

As previously observed, this fiscal effort was partially successful in reducing 
the primary fiscal deficit and its share in the GDP for the first two years of the 
stabilisation program. The improvement in the fiscal imbalance was due mainly to 
the efforts by the federal government as the states and government-owned 
companies continued to generate primary deficits. Despite all the measures listed in 
the above paragraph and despite the announcement of a new set of fiscal austerity 
measures —  involving another increase in taxes and further costs of government 
expenditures —  at the end of 1997 (just after the onset of the Asian crisis), the 
fiscal deficit increased again in 1997 and 1998.

There are some plausible causes for such increase in the fiscal deficit. First, 
inflation has decreased beyond the government’s most optimistic forecast. (The 
forecast for the 1998 inflation was six per cent). That meant that tax revenues 
increased by less than predicted. The reduction in economic growth also 
contributed to the reduction in tax revenues. The official forecast was that the 
economy would grow four per cent in 1998. Finally, many state governors used the
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additional resources from the state privatisation program to finance further 
spending.

After the Russian default and the new speculative attack on the real, a set of 
even more austere fiscal measures was introduced in October 1998. The objective 
was to generate a primary surplus of 2.6 per cent of GDP in 1999, which would 
increase to a surplus of three per cent of GDP in 2001 (the 1999 primary surplus 
target has since been increased to 3.0 per cent of GDP. The increase comes from 
further cuts at the federal government level and an increase in the social security 
contributions from military personnel). The generation of a primary surplus of this 
magnitude requires the cooperation of cities and states and government-owned 
companies that are expected to generate primary surpluses of about 0.4 per cent of 
GDP per year.

This additional fiscal effort concentrated on further expenditure cuts, new 
increases in the tax over bank transactions and over firms’ profits and an overhaul 
of a very generous social security system. These measures have already been 
approved by parliament. Legislation was also introduced to reform the inefficient 
tax system by replacing a myriad of taxes with a GST-type tax. In addition, the 
government also introduced legislation to parliament to liberalise the labour market 
and a law of fiscal responsibility establishing basic public administration principles 
such as maximum debt levels, and ratios between revenue and various expenditures. 
This proposal also characterises fiscal irresponsibility as a crime!

The Microeconomic Reforms

Perhaps one can identify the beginning of the reforms that would transform the 
Brazilian economy in the last five years as the trade liberalisation that started in 
early 1990s. The stabilisation program that followed was successful in controlling 
inflation and helped the start of a series of reforms to deal with a myriad of issues, 
from competition policy to the reorganisation of the financial system. This section 
describes some of these reforms.

Trade liberalisation

The foreign debt crisis of the early 1980s symbolised the end of the import- 
substitution process that allowed the Brazilian economy to record growth rates 
considerably higher than the rest of the world for more than three decades after the 
Second World War. The immediate response to the foreign debt crisis was further 
to increase the degree of protection (both through tariffs and non-tariff barriers) 
postponing the end of the import-substitution era to the end of the 1980s.

The trade liberalisation process can be divided into two stages. The first stage 
occurred in 1988-89 with a reduction of the simple average tariff from 51 to 37 per 
cent, and a reduction in the maximum tariff from 105 to 85 per cent. At the same 
time, several non-tariff barriers were abolished; these ranged from cumbersome 
administrative procedures to issue import licences to straightforward import 
prohibition. The second stage occurred from 1990 to 1994. At the end of 1994 the
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simple average tariff was 11 per cent. This level of protection is consistent with the 
Brazilian commitments under the Mercosur Agreement that established a Common 
External Tariff. During this period the process of elimination of a variety of non
tariff barriers was consolidated. As a result of trade liberalisation the volume of 
trade has more than tripled from 1988, reaching US$115 billion in 1997.

As an illustration of the impact on the manufacturing sector of the economy of 
such policy shift, Moreira and Cornea (1996) computed the ratios of import and 
export to production for various sectors. For example, the ratio of imports to 
production in the electronic and communication equipment sector changed from 11 
per cent in 1989 to 78 per cent in 1995. This ratio changed from 14 per cent to 68 
per cent in the capital goods sector during the same period. The export to 
production ratio in a number of industries such as wood products, non-metallic 
minerals, paper and steel increased more than two-fold in that period.

Competition policy, anti-trust and regulation

A 1994 law updated the instruments for implementation of competition policy. 
CADE, the anti-trust authority, is supposed to act in cases of abuses of market 
power and anti-competitive practices, including cartels and mergers. The Justice 
Ministry (SDE), typically based on the economic analysis performed by the Finance 
Ministry (SAE) initiates the administrative processes. CADE passes judgement, 
which may involve fining firms for anti-competitive practices, disallowing such 
practices or undoing a merger or joint venture. As in most modem economies, 
CADE is also open to consultation prior to firms pursuing a given merger or 
practice.

Although the abstract notion of competition policy has been present in Brazil 
for many years, the economic culture has been one where competition policy in 
practice meant price controls (Hay, 1998). Mattos (1997) reports that more than 50 
per cent of all processes evaluated by CADE in 1996 concerned what is referred to 
as abusive price increases. These processes were initiated by the Finance Ministry 
(SAE) because prices of selected goods produced by oligopolised industries (such 
as pharmaceuticals) had increased considerably more than inflation. Appropriately, 
CADE has terminated these processes, as its mandate is to promote competition and 
not become a price control agency.

Mattos has also pointed out another shortcoming of the current implementation 
of competition policy, namely that CADE’s evaluation of market shares in merger 
cases has focused mainly in the domestic market, ignoring the degree of openness 
of the economy. Again, this distortion results from an economic culture where 
imports were not only heavily taxed but also controlled administratively and foreign 
direct investment was small. Coming to terms with these ideas are just some of the 
difficulties faced by CADE in its pursuit of competition policy.

The abolition of state monopolies in oil exploration and production, electricity 
generation and distribution, telecommunications and infrastructure (roads, ports, 
etc.) has posed additional challenges for competition policy. In fact, many analysts 
have pointed out that the comprehensive privatisation program undertaken has not
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been accompanied by a coherent strategy about the precise form that regulation and 
competition policy should take (Hay, 1998; IPEA/DIPPP, 1997).

In particular, there is no clear division of responsibilities between the new 
regulatory bodies in telecommunications (ANATEL), electricity supply (ANEEL) 
and oil industry (ANP), the Finance Ministry (SAE), the Justice Ministry (SDE) 
and CADE itself. Further to complicate things, there are also state regulatory and 
anti-trust agencies. In addition, the political economy of this process is quite 
complex as the new regulatory agencies have been partially staffed with former 
employees of the state monopolies.

To appreciate the coordination problems involved, it is worth citing a current 
proposal by SAE’s Secretary, Mr. Rocha, who proposes a system of agreements 
between SAE/Ministry of Finance, SDE/Ministry of Justice, CADE and the new 
regulatory agencies allocating regulative responsibility (Rocha, 1997). 
Investigation of technical/sector specific issues would be the responsibility of the 
respective specific agencies (with the help of SAE and SDE for more general 
economic aspects) with CADE passing judgment. In the more narrow cases, the 
specific agency would pass judgement and CADE would adjudicate on appeal. 
Clearly, as new regulatory agencies are established (transport, water, sewerage, 
etc.), these coordination problems will be amplified.

Privatisation

As noted above, the Immediate Action Program (PAI) identified government fiscal 
disorganisation as the cause of the high levels of inflation that persisted until 1994. 
Therefore, it was recognised that the government should move away from the 
production of private goods (steel, aeroplanes, chemicals, mineral exploration, 
ports, transport, electricity, telecommunication, gas, oil, etc) and concentrate its 
efforts on the provision of basic public health, education and poverty reduction in 
general. To accomplish this, a large privatisation program was undertaken.

PAI also recognised the importance of privatisation for the elimination of the 
fiscal deficit. As an example of the burden imposed on the government by the 
ownership of a large number of firms, US$21 billion was allocated from 1982 to 
1992 to companies that were later included in the privatisation program (PND). 
Despite the large onus for the federal government, frequently the government had 
little say in the administration of these companies due to the complex role played 
by political interests, both external and internal to the companies.

In summary, the objectives listed under the PAI included the immediate 
privatisation of the companies in the steel, chemical and fertiliser sectors; the 
inclusion of the electricity and transport sectors in the privatisation program; and 
the sale of the government’s shares in a large number of privately-controlled 
companies. More than five years later, the results are quite impressive. Table 6 
presents a summary of the privatisation program both at the federal and state levels. 
At the federal level, the results of the privatisation of the telecommunication sector 
are listed separately. The total financial result is split into two parts; the revenue 
from the sale and the transfer of existing debt to the new owners.
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Since the establishment of the PND in 1991, 63 companies (including 
government ownership of shares of private companies) were sold and the total 
accumulated revenue at the end of 1998 reached US$28.8 billion. The most 
significant sales were in the steel (28 per cent), electncity distribution (20 per cent), 
minerals (17 per cent) and chemicals (14 per cent) sectors. In addition, under the 
PND the operation of ports, railways and federal roads were contracted out. The 
sale of the large electricity generating companies is scheduled for 1999 and the 
government expects to obtain in excess of US$25 billion.

The federal privatisation program also included the sale of the local and long 
distance telecommunication companies (US$12.0 billion) and of the state-operated 
mobile phone companies (US$7 billion). In addition, the government auctioned off 
a second mobile licence for each region. The government fetched an additional 
US$7.6 billion for licences covering almost the entire country.

Table 6: Results of Privatisation Program — 1991/1998 (US$m)

P r o g r a m S a le s  R e v e n u e D e b t  T r a n s f e r T o ta l  F in a n c ia l  R e s u l t

F e d e r a l  G o v e r n m e n t  

P r iv a t i s a t i o n

1. P N D 1 9 ,8 1 1 9 ,2 0 1 2 8 ,8 1 2

2 . T e le c o m m u n ic a t io n s 2 6 ,5 5 7 2 ,1 2 5 2 8 ,6 8 2

S ta te  G o v e r n m e n t  

P r iv a t i s a t i o n 2 2 ,5 2 0 5 ,2 2 3 2 7 ,7 4 3

T o ta l 6 8 ,6 8 8 1 6 ,5 4 9 8 5 ,2 3 7

Source: Banco Nacional de Desenvolvimento Economico e Social (BNDES)
(www.bndes.gov.br).

The total financial results from the privatisation of companies owned by states 
(and the sale of the partial ownership of private companies) amounted to US$27.7 
billion. Among the many companies being sold, there were banks, electricity 
distribution utilities, and even a parking garage in downtown Rio de Janeiro!

Financial Reforms

Once inflation was under control, the need to reform the financial system became 
clear. In particular, many years of extremely high inflation induced an increase in 
the number of financial institutions that use a large number of retailing facilities to 
profit from the benefits of non-interest-bearing bank accounts. From 1990 to 1994, 
the fraction of output of financial institutions in the GDP averaged 12 per cent. 
Once inflation was reduced in 1995, this percentage fell to seven per cent.

The reduction in inflation rates has affected not only the private commercial 
banks but also state and federal banks. Governors, in the past, have used state 
banks to finance public spending. In some states the wage bill for public employees

http://www.bndes.gov.br
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alone exceeded tax revenue (inclusive of transfers from the federal government). 
The ability to use state banks to finance large state deficits was perhaps one of the 
most costly results of the combination of high inflation rates and lack of proper 
regulatory and supervisory roles of the Central Bank. Mendon?a de Barros, Loyola 
and Bogdanski (1998) report that three and a half years after the introduction of the 
real, changes occurred, both in the financial regulatory framework and in the 
organisation of banks. (About one-third of the banks that existed in July 1994 went 
through some form of ownership change).

Mendoza de Barros and Almeida (1997) identify three stages of reform. The 
first stage, which lasted from the introduction of the real in July 1994 to mid-1996, 
involved changes in the ownership of private banks and in the regulatory 
framework. In this stage, a comprehensive program, known as PROER, was 
introduced to oversee the process of mergers and takeovers among banks and to 
provide guarantees for depositors and investors (see below). In the second stage, 
which started in mid-1996 and is continuing today, the state and federal financial 
institutions were reorganised (most state banks were either privatised or liquidated) 
and additional foreign banks were allowed to enter. The final stage is to be 
characterised by organisational changes in the Brazilian banks. The remainder of 
this section details some of the regulatory changes in prudential regulation and 
analyses the results of PROER.

In terms of bank supervision, the changes adopted by the Brazilian government 
followed the general principles of the Basle Accord. For example, Law no. 9,447 
of 15 March 1997 allowed the Central Bank to require that financial institutions 
with liquidity problems either increase capital, change ownership or merge with 
other financial institutions. The Central Bank also introduced new rules for the 
organisation and establishment of new banks. Prudential regulation was also made 
more stringent than required by the Basle Accord. Minimum capital requirements 
were increased to ten per cent of assets adjusted by risk. Banks are also required to 
use adequate risk analysis.

Changes in the structure of the financial sector are still occurring. For example, 
several foreign banks have been authorised to operate in Brazil since 1996 and 
other foreign banks gamed access to the domestic market by buying shares in 
existing banks and state banks being privatised.

Of the 271 multiple, commercial, development and investment banks in 
operation in 1994, 43 have since faced either transference of control, merger or 
liquidation. As of December 1997, more than R$20 billion have been allocated 
under the auspices of PROER, mainly to finance the purchase by private institutions 
of parts of the assets owned by banks under liquidation.1

1 If one includes the R$8 billion contribution to the increase in capital of a government bank (Banco 
do Brasil), PROER has involved resources of the order of four per cent of the 1996 GDP. The cost of 
similar programs, as percentages of GDP, varied from 13 per cent (Argentina, 1982) to 19.6 per cent 
(Chile, 1985); (Rojas-Suares and Weisbrod, 1995). Caprio and Klingebiel (1996) estimate losses or 
resolution costs for developed nations, which range from three per cent of GDP for the US saving and 
loan crisis (1984-1991), to 17 per cent of GDP for the Spanish banking crisis of 1977 to 1985.
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In conclusion, prudential regulation was reformed beyond what was required by 
the Basle Accord, the supervisory role of the Central Bank has been made more 
effective by changes in legislation, modem risk analysis has to be used by any bank 
that wants to operate in Brazil, and PROER has managed to avoid a banking crisis. 
Of course, any intervention where depositors and investors are reassured that the 
government will bail banks out sends the wrong incentives: depositors and investors 
do not have the incentive to investigate a bank’s financial situation in detail and 
banks also do not have the right incentives to manage risk. The legislation that 
imposes mandatory risk analysis and the improvement in the supervisory ability of 
the Central Bank will have to counterbalance this lack of incentives.

Conclusion

After having successfully defended its currency against speculative attacks twice 
before (after the Mexican crisis of 1995 and after the Asian crisis of 1997), and 
after an initial success on defending it after the Russian default in 1998, the 
Brazilian government finally succumbed to pressure and floated its currency in 
January 1999. The real was trading at R$1.22/USS1 in early January. By the end of 
February the exchange rate had reached more than R$2.00/US$1, declining to 
R$1.72/US$1 by the end of May.

Unlike East Asia, the Brazilian financial system has undergone some major 
changes since the Mexican crisis of 1995. Unlike Russia, the Brazilian economy 
has shown sustained growth in its GDP, exports, industry productivity and 
agricultural production for the last five years. After more than a decade of high 
inflation and several failed attempts at stabilising prices based upon artificial price 
controls and other heterodox experiments, it was finally accepted that the real 
source of the country's malaise was the disorganisation of the public sector and the 
resulting fiscal imbalances which were financed by printing money.

With this acceptance came the first concrete opportunity for a lasting reduction 
in inflation. It brought an opportunity to recover the economy’s ability to pursue 
sustainable economic growth and the government’s ability to address social 
inequalities. The Immediate Action Program of 1993 was the starting point for the 
introduction of the real in July 1994 and for the institutional changes that followed. 
These changes and price stabilisation are considerable achievements. The 
significance of these reforms is highlighted by the fact that, after failing to comply 
with macroeconomic targets under various IMF agreements during the 1980s, 
Brazil has on its own managed to successfully implement a unique price 
stabilisation experiment and several reforms that went beyond the IMF’s general 
repertoire.

Nevertheless, the Asian financial crisis, the Russian default and the speculative 
attacks on the real that followed these events revealed that there are still many 
challenges ahead. Chiefly among these is the relationship between the federal and 
state governments. The latter are yet to reform generous pension funds for state 
employees that are simply not actuarially feasible. A few, more fiscally minded, 
governors used part of the resources of the state privatisation programs to set up a
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pension fund for public employees. However, such funds can cover at most a very 
small fraction (ten per cent) of the existing pensions. States have to follow the 
footsteps of the federal government and reduce their wage and pension bills and to 
include, for example, contributions from retirees. Some governments have 
announced their intentions of pursuing such reforms, while others will not.

A second challenge consists of addressing some of the concerns, raised above, 
with respect to competition policy. The relationship between the main antitrust 
authority (CADE) and the new sector-specific regulatory authorities has to be better 
defined. One possible model is to have the sector-specific agencies dealing with 
technical issues such as interconnection agreements and access prices, and CADE 
dealing with more general issues such as pricing behaviour, mergers and 
acquisitions. There is also an urgent need for the training of officials in the new 
agencies as some of them may have came from the state monopolies themselves. It 
is also necessary to counter the perception that, in at least some industries, the 
privatisation program did not follow from a well-thought through process of 
introducing competition, but rather as a simple transference of the ownership to the 
private sector.

The third and perhaps the most difficult challenge ahead consists of resisting 
the political forces that advocate a return to tariff protection, salary indexation and 
large fiscal deficits. These pressures may be exacerbated when the exchange rate is 
flexible and out of the reach of government officials.
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The Japanese Economy in the Nineteen
Nineties

s the financial bubbles of the 1980s were burst by tight monetary policy,
the Japanese economy plunged into an ongoing recession that is only
now' beginning to abate. Growth rates of real GDP were close to zero 

except for 1990, 1991, 1995 and 1996. The average annual growth rate for the 
entire period of 1990 to 1997 was only 1.6 per cent, in contrast to 4.1 per cent in 
the 1980s and 4.4 per cent in the 1970s. The unemployment rate, which had 
never exceeded 2.9 per cent since 1960, surpassed that figure in 1994 and rose to 
4.3 per cent in 1998.

The discount rate of the Bank of Japan was reduced from 6.0 per cent in 1991 
to 3.25 per cent in 1992, and then to 0.5 per cent in 1995. The impact on private 
capital formation however was not strong except in 1996 when surging 
investment demand pulled the growth rate up to a respectable — but not really 
satisfactory —  3.2 per cent. For years other than 1990 and 1991, the operating 
ratio of capacity was much less than 100 per cent, so that the Bank of Japan was 
not in a position to depend on monetary policy to stimulate demand.

Clearly the economy was caught in a liquidity trap, and fiscal policy was 
called upon to provide the necessary effective demand for growth. Yet, despite 
the present author’s repeated demands (Yasuba, 1993a-e, 1994a-c, 1995, 1996, 
1999) and those of another Keynesian, Haruki Niwa (1993), fiscal stimulus 
sufficient to close the negative gap of the operating ratio has never been provided. 
There was strong resistance from the officials of the ultra-conservative Ministry 
of Finance — whom I once described as committing a ‘crime against humanity’ 
(Yasuba, 1994c) — who were too much concerned with year-to-year budget 
deficits. There was also strong criticism from neoclassical theorists like Makoto 
Yano (1991, 1998) who repeated and further developed the theory of the 
ineffectiveness of fiscal policy on economic growth of Barro (1974) and Lucas 
(1975, 1976). As a result only half-hearted fiscal stimulus was made and the 
negative gap of the operating ratio from the 100 per cent utilisation level has 
never been closed. Consequently, the ‘pump priming’ role of fiscal policy has 
not been achieved.

Even though many hypotheses have been advanced to explain the poor 
performance of the Japanese economy in the 1990s, this paper suggests that the 
slow growth of the economy and the rapid accumulation of public debt may be 
explained with the use of simple Keynesian theory.

Yasukichi Yasuba is Professor o f Economics and Economic History at 
Osaka Gakuin University.

Yasukichi Yasuba
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Fiscal Policy and Japanese Economic Growth in the 1990s

To determine whether fiscal policy was effective in promoting growth a simple 
multiplier model (a truncated Keynesian model) was applied. Multipliers 
estimated by the Japan Research Institute of 1.56 for autonomous expenditure and 
1.43 for permanent tax cuts in 1993 and 1994 were adopted. Smaller multipliers 
of 1.21 for autonomous expenditure, 0.7 for permanent tax cuts and 0.4 for 
transitory tax cuts, are used by the Institute for 1997 to 1999, presumably 
reflecting the greater uncertainty in the light of the higher unemployment rate. 
For the intermediate years (1995 to 1996) multipliers of 1.40, 1.00 and 0.70 were 
interpolated. For the period before 1993, a multiplier of 1.80 for autonomous 
expenditure was extrapolated. There were no significant tax cuts before 1994.

The results of this analysis are shown in the Appendix. The first column in 
the table shows the increase (in 1990 prices) in private autonomous expenditure 
comprising private fixed capital formation, private inventory accumulation, net 
export surplus and the expenditure of non-profit organisations. Column 2 shows 
this increase after application of the autonomous expenditure multiplier expressed 
as a percentage of GDP in the previous year. It indicates the estimated growth 
rate of GDP as a result of the increase in private autonomous expenditure.

Growth was positive in 1990 and 1991, reflecting continuing strong private 
demand and the assistance of fiscal policy. Growth would have been negative 
through 1992 to 1994 without fiscal policy, reflecting the negative private capital 
formation caused by the negative gap of the operating ratio from the full- 
utilisation level. Without fiscal influence it would have been only 0.06 per cent 
in 1995. The growth rate for 1996 would have been 3.34 per cent rather than the 
actual rate of 3.11 per cent if not for the negative impact of fiscal policy. 
Investment demand was surging because of the narrowing negative gap in the 
operating ratio of capacity. The growth rate in 1997 would have been slightly 
positive (0.19 per cent) rather than the actual rate o f -0.41 per cent had it not 
been pulled down by strongly negative fiscal policy.

Column 3 shows the demand gap — the difference between the actual growth 
rate and the estimated contribution from the growth of private autonomous 
expenditure — namely the difference between column 8 and column 2. This gap 
is to be filled by the effect of fiscal policy. It is positive in all years except 1996 
and 1997, indicating the use of fiscal policy to stimulate demand to achieve the 
actual growth rate.

Fiscal policy is indicated by changes in public expenditure (mostly public 
capital formation) (column 4) and tax cuts (column 5). To arrive at the 
contribution of fiscal policy to GDP growth, each change in public expenditure 
was multiplied by an autonomous expenditure multiplier and expressed as a 
percentage of GDP in the previous year. The treatment of tax cuts is more 
complex.

First, a distinction was made between permanent tax cuts and special or 
transitory tax cuts. The former were assigned larger multipliers (0.70 to 1.42 
depending on the period) than the latter (0.40 to 1.00). Second, the timing of a
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tax cut was also taken into account. For example, only one-third of the impact of 
the 1994 tax cut (¥5.5 trillion), implemented as a tax refund in the middle of 
December, was assigned to fiscal 1994 and the rest was assigned to the next fiscal 
year. In fiscal 1995, ¥3.5 trillion of the tax cut was made permanent. 
Considering this fact a multiplier premium of 0.3 points was assigned to the ¥3.5 
trillion portion of the tax cut in 1995. Similarly a 0.4 point multiplier was applied 
to the abolition (¥2.0 trillion) of the special tax cut (a transitory cut) in 1997. For 
the increase in the consumption tax (a permanent one of ¥4.4 trillion) and the 
increase in social security tax (¥0.6 trillion) and in medical insurance cost (¥0.8 
trillion) a permanent tax cut multiplier of 0.7 was applied. The increase in the 
cost of medical insurance was made effective on September 1 and so only 7/12 of 
the multiplier effect was judged to be effective for the fiscal year. (A good 
summary' of these taxation changes is OECD, 1998:Ch. 1.)

The effect of fiscal policy is shown in column 6. It is clear that much of the 
shortfall of total demand caused by the decline in private autonomous expenditure 
between fiscal 1990 and fiscal 1994 was rectified by fiscal policy, even though 
the use of fiscal policy was too timid to achieve full employment of capital stock 
and labour. This is shown by the absence of a reduction in the unemployment 
rate over the entire period (Figure 1) and a negative gap in the operating ratio of 
capacity after 1991 (Figure 2). In 1995, the growth of private autonomous 
demand was minimal. However, the ¥5.5 trillion transitory tax cut introduced 
towards the end of the previous fiscal year and the ¥2.74 trillion increase in 
public expenditure helped the economy to achieve a 2.80 per cent growth, of 
which fiscal policy accounted for 1.93 percentage points.

In 1996, a substantial increase in private capital formation narrowed the 
negative gap in the operating ratio from the full-utilisation level (Figure 2) and, 
despite the negative contribution of fiscal policy (-0.23 points), resulted in a 
growth rate of 3.17 per cent. Yet growth was not vigorous enough to reduce the 
unemployment rate (Figure 1). Finally, in a misguided move towards re-building 
public finance, the Hashimoto Government cut public expenditure by ¥0.77 
trillion and raised the consumption tax rate from 3 per cent to 5 per cent, 
increasing revenue by ¥4.4 trillion. The special transitory tax cut of ¥2.0 trillion 
of the previous year was terminated at the same time. These fiscal measures 
generated a 1.24 percentage points decline in GDP growth leading to negative 
growth o f-0.41 per cent for fiscal 1997.

Overall, fiscal policy explains much of the difference between the actual 
growth and the effect on growth of private autonomous expenditure. Shortfalls 
and excesses of the effect of fiscal policy are small and on average represent only 
26.7 per cent of the demand gap except for 1997. The average error of 0.29 per 
cent is well within the confidence interval at 99 per cent level from the zero 
means and all the individual deviations are in the same interval. In every year, 
except 1996 and 1997, fiscal policy tended to stimulate growth. However, growth 
was not sufficiently strong to achieve full employment of capacity and labour 
except in 1990 and 1991. (See the shortfall of the operating ratio from the full- 
utilisation level after 1991 in Figure 2 and the increase in the unemployment rate 
for the same period in Figure 1.)
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Figure 1: Growth Rate of Real GDP and the Unemployment Rate, 
1990 to 1998, Fiseal Years
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Source: Toyo Keizai Shinposha (1999:Statistical pages 2 and 12).

Figure 2: Operating Ratio of Capacity, Manufacturing, 1990 to 1998
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Source: OECD (1998:Ch. 1, Fig. 1).



The Japanese Economy in the Nineteen Nineties 255

Since 1993 the author has consistently and publicly called for a substantial 
increase in fiscal stimulus to restore full employment of capital and labour, but 
the government has never adopted such a large-scale plan. One such proposal, in 
the spring of 1993, was for a permanent tax cut of ¥10 trillion and public works 
expenditure of ¥4 trillion (Yasuba, 1993c:22). Assuming these measures had 
been introduced towards the end of fiscal 1993 to be fully effective in 1994, the 
growth rate in that year would have been an estimated 4.51 per cent and the 
economy would have moved towards a fuller utilisation of capital and possibly of 
labour.

Fiscal Policy and the Public Debt

It has often been asserted that, as a result of Keynesian extravagance, the 
government is on the brink of national bankruptcy and that Japan is not in a 
position to continue Keynesian policy any longer. It is true that the public debt 
increased over time, but there is no indication that fiscal policy was conducive to 
the increase in the ratio of public debt to GDP (column 3 of Table 1). Kendall’s 
coefficient of rank correlation between the fiscal stimulus as a proportion of GDP 
(column 4) and the rate of increase in public debt ratio to GDP is 0.214 and not 
significant at even the 10 per cent level of confidence. This indicates a lack of 
strong evidence in support of claims that the use of fiscal policy in the 1990s 
increased the burden of debt.

Table 1: Public Debt — Its Ratio to GDP, Fiscal Stimulus and the
Growth Rate

(1) (2) (3) (4) (5)
Public debt3 Ratio of public Growth rate Fiscal stimulus Growth rate

debt to GDP of the ratio as a proportion of GDP
of GDP

¥ trillion % % % %
1990 288.8 65.8 -11.8 0.51 5.54
1991 298.2 64.4 -2.1 0.52 2.95
1992 319.4 67.7 5.1 1.35 0.38
1993 344.9 72.4 9.9 1.40 0.48
1994 379.8 79.3 9.5 0.66 0.64
1995 417.7 85.4 7.7 1.67 2.80
1996 454.7 90.4 5.9 -0.16 3.17
1997 479.4b 98.4 8.8 -1.28 -0.41

Sources: The first table in the Appendix, Japan, Economic Planning Agency (1998:327) 
and Toyo Keizai Shinposha (1999: Statistical pages 2 and 3, February).
Notes:
a. Total of the outstanding government short-term and long-term bonds and securities, 

and government borrowings.
b. Extrapolated by outstanding balance of new medium and long-term government debt.
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The relationship between the growth rate and the increase in the public debt 
ratio is what counts. Kendall’s coefficient of rank correlation between the growth 
rate (column 5) and the rate of increase in the debt ratio (column 3) is minus 0.50 
and significant almost at the 5 per cent level of confidence. Thus, high growth 
rates in 1990 and 1991 were needed to increase revenue rapidly enough to reduce 
the ratio of public debt to GDP in spite of the use of moderately positive 
Keynesian fiscal policy. Also, relatively high growth rates in 1995 and 1996 
induced a reduction in the rate of increase in the debt ratio, but the growth rates 
were not really high enough in those years to cause an absolute decline in the debt 
ratio. Similarly, a negative growth caused by negative fiscal policy in 1997 
induced a rapid rise in the rate of increase in the debt ratio.

It may be fair enough to state that a very rapid growth can cause a reduction 
in the debt ratio, particularly when the growth is accompanied by an increase in 
private capital formation induced by the narrowing of the negative gap of the 
operating ratio from the full-utilisation level. Further, a narrowing of the 
negative gap in the operating ratio can occur only as a result of continuing high 
growth generated by the adoption of an aggressive fiscal policy.

It should be clear that Keynesian policy was not responsible for the 
intolerable debt burden. Had Keynesian policy been vigorously applied to 
achieve sufficiently high economic growth, debt would have been reduced. 
Hence, the government’s adoption of a more audacious fiscal policy would have 
been appropriate, not only to stimulate growth, but also to reduce the debt burden.

Conclusion

In this paper it has been argued that fiscal policy supported the growth of the 
Japanese economy in the 1990s, but that the stimulus was insufficiently strong to 
realise the full utilisation of capital and labour. This is an important observation 
on the Japanese economy over this period, revealing the inadequacy of public 
policy. The government is held responsible for inadequate employment, bad 
performance of business firms and the associated tragedies and unhappiness.

Perhaps more interesting to theorists is the rejection of Barro and Lucas’s 
theory of the irrelevance of fiscal policy to economic growth. Barro and Lucas 
may protest that — just like econometric models of a generation ago — this paper 
lacks microeconomic foundation. However, it is the contention in this paper that, 
once one admits that economics is an empirical science, all economic theories 
will have to be verified empirically and that the theory of fiscal irrelevance can 
not be adequately verified by studying the Japanese economy in the 1990s. In 
contrast, the Keynesian theory underlying this paper can be verified.

It is surprising that the irrelevance theory has been tacitly or overtly accepted 
by almost a generation of economists without being empirically tested, except for 
the American economy in the 1970s. In my view, unfortunately it has now been 
adopted by many intermediate macroeconomic textbooks and even some 
introductory ones. The author hopes that the irrelevance of fiscal policy has been
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rejected convincingly for Japan in the 1990s and that it will be similarly rejected 
by empirical tests for other countries, inviting a resurgence of Keynesian 
economics in the world.
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Appendix: The Effect of Fiscal Policy on the Growth Rate of Real GDP
a

A Multiplier Analysis of the Japanese Economy, 1990-1997
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Sources: Japan, Economic Planning Agency (1998:41 1) and Toyo Keizai Shinposha
(1999:Statistical pages 2-3, February).

Notes:
a. Multipliers. The following multipliers were used. Those for 1993-94 and 1997- are 
from the Japan Research Institute. Those for 1990-92 and 1995-96 were extrapolated or 
interpolated by the author.

1990-92 1993-94 1995-96 1997-
For autonomous expenditure 1.80 1.56 1.40 1.21
For permanent tax cut 1.43 1.00 0.70
For transient tax cut 1.00 0.70 0.40

b. Tax cuts. For 1994 one third of the tax cut of ¥5.5 trillion was allocated for that fiscal 
year and a multiplier of 1.0 for the transitory tax cut. Two thirds of the tax cut of 1994 
was allocated for 1995 and a multiplier of 0.7 for the transitory tax cut was applied upon 
2.0/5.5 of the total amount (¥3.67 trillion). For the remainder which was a permanent tax 
cut a multiplier of 1.00 was used. The permanent tax increase (a rise in the consumption 
tax rate and an increase in the social security tax) of ¥5.0 trillion was assigned a multiplier 
of 0.70. The same multiplier was applied to the increase of medical cost of ¥0.8 trillion 
although only 7/12 of the total amount was accounted for because the tax was increased in 
September. Finally, a multiplier of 0.40 was applied to the abolition of the ¥2.0 trillion 
transitory tax cut.
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Reform of the Global Financial 
Architecture: Lessons from Thailand

Terry Black and Susan Black

- y  -j-S Treasury Secretary Rubin warned of the harm of financial contagion from 
I the Asian crisis and argued that badly flawed financial sectors in a few 

developing countries and inadequate risk assessment by international 
creditors and investors can have a significant impact on countries around the globe. 
He pointed out that a decade ago developing countries raised the majority of their 
international finance from governments and official sources, with only US$20 billion 
from private sources. However, by 1996 they raised a quarter of a trillion dollars 
from private sources; equivalent to seven times the amount in official flows. He 
argued that shifts in these vast capital flows due to policy failure in one country can 
harm economies throughout the globe. In this paper we analyse the various reasons 
provided for the Asian financial crisis —  with particular emphasis on Thailand —  
and consider the various solutions provided by regulators to reduce the possibility 
of a recurrence of the crisis.

The Causes of the Financial Crisis

The financial crisis that engulfed countries such as Thailand, South Korea and 
Indonesia was largely a problem of bad loans made by the private sector. In June 
1997 the Bank of Thailand suspended six finance companies and ten securities firms 
with combined assets of US$20 billion, a quarter of the industry total. Almost half 
the industry’s firms had bad loans to the property sector. In August 1997 the 
Government suspended half of the country’s finance firms, which in total owed 
US$21 billion to the Bank of Thailand. The extent of the problem is also highlighted 
by the associated loans of US$15 billion to Thailand made by the International 
Monetary Fund (IMF).

In any economy not all investments live up to expectations. Typically this 
means that a small proportion of loans will become bad. However, the Thai crisis 
was characterised by a large percentage of otherwise good loans becoming bad due 
to the devaluation of the baht. Prior to the crisis Thailand pursued a policy of fixing 
the value of its currency (the baht) to the US dollar. When the US dollar 
appreciated due to a large number of investors judging its relative value to have 
increased, so too did the baht simply because it was arbitrarily fixed to the US 
dollar. While the baht remained fixed at the overvalued rate, the potential cost of 
repaying foreign currency denominated loans was understated. This resulted in
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much investment being profitable only so long as the baht did not devalue. For 
example, if the managed exchange rate was 15 baht/US$, a firm requiring 15m baht 
for an investment would have borrowed US$1 m. However, if the baht’s market 
value was actually 20 baht/US$, then the firm would have borrowed US$750,000 
to obtain the 15m baht. Consequently, the overvalued baht caused the firm to 
borrow US$250,000 more than if the baht had been floated. When the overvalued 
baht became unsustainable and eventually fell to its market value, the firm’s US$1 m 
debt expanded to a 20m baht obligation. This will often cause the firm’s investment 
to be no longer profitable.

The exchange rate regime

A major reason why private overseas lenders and Thai domestic borrowers arranged 
loans which eventually could not be serviced by the underlying investment was the 
government-prescribed fixing of the baht to the US dollar. Private lenders were 
influenced by the expectation that the government would buy baht to support the 
fixed exchange rate in the event the currency became overvalued. In May 1997, the 
baht came under strong selling pressures based on deteriorating economic 
fundamentals. The stock exchange of Thailand fell by over 50 per cent from its peak 
in February 1996, with foreign selling of banking stocks leading the decline. With 
the index falling to a six and a half year low, Thailand’s stock exchange became the 
world’s worst performer over the previous 17 months. To avert devaluation, the 
government arranged with the South-East Asian region’s central banks to defend the 
baht, enabling the Thai central bank to borrow cash from other central banks using 
US Treasury bonds as collateral. Although foreign exchange dealers were 
unimpressed with the intervention they responded to the increase in Thailand’s 
interest rates by shifting overseas capital into Thailand.

However, the underlying economic fundamentals still pointed to an overvalued 
currency. Currency dealers, speculating on devaluation, sold baht short, wagering 
on being able to replace the borrowed currency at lower prices. Thailand’s central 
bank used billions of dollars of its reserves buying baht and introduced different 
onshore and offshore rates. The two-tiered baht system encouraged arbitrage 
whereby US dollars were sold for baht onshore around 25.8 and then baht was sold 
offshore for US dollars for around 22.8 baht. The loss of billions of dollars by the 
Thai central bank necessitated intervention to force foreign investors to trade in US 
dollars. This action increased devaluation speculation.1

The former Minister for Finance Virabongsa, architect of the 1984 devaluation, 
said devaluation was necessary to boost exports. The Thailand Development 
Research Institute also argued that the baht was unrealistically high and needed to

1 Former Australian Reserve Bank Governor Bernie Fraser proposed a two-tier system with differing 
onshore and offshore rates as a solution to the Asian financial crisis (Wood, Shanahan and Boreham, 
1998:1). However, as demonstrated by Thailand’s experience, this approach invites investors to take 
advantage of the arbitrage opportunities and is clearly unsustainable and costly.
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be devalued by around 15 per cent. Days after Prime Minister Chavalit stated that 
the baht would never be devalued, Thailand floated the baht after having used 
billions of dollars in reserves and high interest rates in a futile attempt to maintain 
its fixed relationship to the US dollar. The float, resulting in a fall in the value of 
the baht of 17 per cent, was considered good news by the stock exchange that rose 
to a five year high. Thai companies with foreign currency denominated debts 
totalling US$72 billion found their debt in baht had increased 17 per cent, causing 
the majority of the foreign currency denominated loans to become uneconomic and 
firms to become insolvent.

With a floating exchange rate there is a risk of the rate deteriorating against the 
borrower. The borrower can incur this risk or protect against it by, for example, 
a forward exchange contract to ‘lock in’ a repayment rate. Either way, the cost of 
borrowing would have been higher than under the overvalued fixed exchange rate, 
which misled borrowers into believing there was no exchange rate risk. An 
important lesson from the Asian financial crisis is that foreign exchange risk exists 
regardless of the exchange rate regime. Had borrowers realistically taken into 
account the ultimate devaluation of the baht and the consequent increased cost of 
borrowing overseas, much investment would have been recognised as unprofitable 
and hence Thailand’s bad loan problem would have been substantially reduced.

Signs that the baht was overvalued were evident when export growth fell from 
23.6 per cent in 1995 to zero in 1996. Further, the overvalued baht encouraged 
imports, with the Prime Minister Chavalit arguing that Thais had been over
consuming. The declining exports and rising imports resulted in a current account 
deficit. Initially this was financed by capital inflow resulting in capital account 
surpluses. When markets considered the baht to be overvalued, a flight of capital 
put the capital account into deficit. Faced with both current and capital account 
deficits, foreign exchange reserves commenced to run down rapidly. High interest 
rates were utilised to stem the loss of capital but devaluation was inevitable. The 
deterioration in the current account provided the government with evidence that the 
baht was overvalued, but it stubbornly defended the exchange rate by running down 
its foreign reserves. In May 1997 reserves dropped by US$33.3 
billion. Maintenance of the overvalued baht encouraged further foreign currency 
loans which were to prove bad when the currency ultimately devalued.

Feldstein (1998:23) referring to Thailand, Indonesia, Malaysia and the 
Philippines argued:

All of these countries clearly need to shrink their current account deficits by 
increasing exports and reducing imports. That in turn requires reductions in 
public and private consumption and investment. The proper remedy is a 
variant of the traditional IMF medicine tailored specifically to each country 
—  some combination of reduced government spending, higher taxes and 
tighter credit.
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This approach is a recipe for recession and provides no assurance that the problem 
will be solved without adjustments to government spending, taxation and credit. In 
contrast, the alternative of floating the currency directly targets the problem arising 
from the overvalued currency. Had Thailand not fixed the baht to the US dollar it 
would not have had a current account problem —  any deficit would have been offset 
by a capital account surplus and the balance of payments would have been 
continually in balance without affecting foreign currency reserves.

Moral hazard

Financial regulators have argued that inadequate risk assessment by international 
lenders was a central cause of the crisis. However, the risk assessments performed 
were a rational response to the moral hazard problem, whereby sovereign 
government guarantees and the strong expectation of IMF bailouts resulted in lenders 
regarding the risk of bad loans as negligible. In combination, these interventions 
virtually eliminated perceived default risk and hence removed lenders’ incentives to 
assess and monitor loans. Consequently, this so-called market failure of inadequate 
risk assessment was actually due to government intervention.

While the Asian crisis is characterised by bad loans by the private sector, this 
is a misattribution due to the existence of extensive government guarantees. In fact, 
the guarantees effectively converted the loans into Government debt. The failure of 
the Bangkok Bank of Commerce heralded the beginning of the end. It was rescued 
by the Bank of Thailand and was kept open until the IMF package in August 
1997. Bad debts in this institution exceeded 85 per cent of its total lending. The 
involvement of the Government in Thailand’s banking industry resulted in banks 
making loans for political reasons rather than on a commercially prudent 
basis. Banks operated on the understanding that loans made consistent with the 
government’s wishes would be guaranteed in the event they became 
uneconomic. This expectation led to a self-fulfilling prophecy and the greater the 
involvement of the government the greater the domestic moral hazard problem.

The Asian financial crisis did not occur in all countries simultaneously. Rather, 
it was a country by country phenomenon with Thailand the first to suffer and be 
bailed out. IMF involvement in the Thai crisis resulted in the strengthening of 
expectations of further IMF bailouts. Consequently, the IMF created a strong 
contagion effect whereby it greatly increased the expectation that the creditors of 
other countries would also be rescued. This occurred with South Korea, Indonesia 
and more recently Russia and Brazil.

Past IMF behaviour in Mexico created a moral hazard problem whereby lenders 
to Thailand were not motivated to assess and monitor loans thoroughly because of 
expectations that the IMF would effectively be taking over the loans in the event they 
became non-performing. In the absence of expectations of IMF bailouts, lenders 
would have been faced with the full consequences of their lending decisions. This 
would have caused lenders to investigate investment projects thoroughly to ensure 
that they were able fully to service loans. Had the IMF not created the expectation
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of Thai lenders being bailed out, the loan problem would have been constrained to 
borrowers and lenders. Both parties would have had strong incentives to finance 
only projects considered to be profitable.

In the absence of IMF involvement, the lender takes charge of the underlying 
security when a loan becomes non-performing, and can either operate the asset or 
dispose of it. Consequently the market-determined outcome results in the asset 
passing into the hands of new owners and managers who are more efficient than the 
borrower. However, IMF bailouts leave the borrower with the asset and the absence 
of bearing costs from poor investment decisions results in a continuation of this 
moral hazard behaviour.

The existence of the IMF, and in particular its bailout of Mexico, encouraged 
most Thai creditors to push the crisis to the point where the IMF entered the country 
and directly or indirectly bailed out debt-holders. This resulted in a mass exodus of 
capital from Thailand in a very short time. The action of many foreign banks 
mirrored this short-term imperative by ensuring that the IMF was a party to 
negotiations. With the IMF becoming a player, the incentive existed for foreign 
lenders to withdraw funds and cut all existing credit lines in order to hasten IMF 
involvement and protect creditors’ downside risk. This was a rational response for 
each creditor because of the prospects of a larger pay out with less risk from the 
IMF becoming involved. In order to ensure the IMF bailout occurred, most creditors 
caused a massive and sudden capital outflow.

Aftermath of the Crisis

In the aftermath of the Asian financial crisis, consensus exists amongst financial 
regulators that, had the sudden capital outflow been orderly and not sudden, the 
crisis would have been greatly reduced and may even have been avoided. According 
to IMF figures, Thailand, South Korea, the Philippines and Indonesia combined had 
net inflows of short-term international capital of US$14 billion in the first nine 
months of 1997 compared with a net outflow of US$33 billion in the last three 
months of 1997. This massive capital outflow was in response to the market’s view 
that the currencies were overvalued. The inflow in the early part of 1997 was 
largely due to high domestic interest rates.

It is possible that previous IMF bailouts motivated international lenders to 
precipitate the IMF involvement in Thailand by a mass exodus of capital. In the 
absence of the IMF, creditors would have made extrinsic decisions on whether to 
foreclose or extend a loan or to pursue other options. There would have been a wide 
variety of different outcomes. In a normal workout, institutions assess the 
underlying solvency of a business and may extend credit to allow an orderly disposal 
of assets.

Regulators regard the capital flight as driven by ‘herd mentality’ instead of a 
rational assessment that the currency was overvalued as indicated by economic 
fundamentals. The rational view indicates that even if the capital flight had been
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constrained by regulators, the overvalued baht still needed to devalue as occurred 
and hence the Asian crisis would not have been avoided.

The inherent nature of fixed exchange rates provides incentives for lenders to 
identify the risk of imminent devaluation to ensure they can withdraw capital while 
the central bank still has reserves. Thus, even if regulatory constraints had forced 
a slow and orderly withdrawal of capital, the baht would still have devalued by the 
same amount as occurred.

Restrictions on capital flows

Calls for reform of the world’s financial system have focused on capital flow 
restrictions to avoid contagion. The Oxford Dictionary defines ‘contagion’ as the 
communication of an infectious disease. Describing the Asian financial crisis as 
contagion implies that Thailand sneezed, infecting South Korea, Indonesia, the 
Philippines, Malaysia and now Russia and Brazil with colds. This classification 
suggests that a financial crisis in one country can be spread to otherwise healthy 
countries including Australia and the US.

However, the recent financial difficulties were caused by inherently unhealthy 
economic systems in the form of fixed exchange rates. Eventually, fixed exchange 
rates will be in disequilibrium, in this case they became overvalued. Consequently, 
a capital flight occurred when the economic fundamentals indicated there would be 
a devaluation. Contagion occurred when the fixed exchange rates of other export- 
competing Asian countries also became overvalued, following the devaluation of the 
baht. There is a widespread view by regulators that contagion is an irrational force 
which causes fear to overrule reason. However, hedge funds and other investors 
were extremely rational in recognising overvalued exchange rates.

Healthy countries have immunity from contagion in the form of floating 
exchange rates which adjust rapidly in response to new information. Rather it is the 
fixed exchange rate regimes which are prone to contagion. Restructuring the 
international financial architecture incorrectly addresses the symptoms rather than 
the cause of the crisis. A more appropriate solution would be to target the cause 
directly by allowing market forces to determine currency values.

Calls for capital controls are misdirected as they too address the symptoms and 
not the underlying cause of the Asian crisis. Blaming the hedge funds is akin to 
‘shooting the messenger’. By seeking out high interest rates, hedge funds serve a 
useful purpose in supplying overseas currency and reducing domestic interest rates, 
thereby restoring fixed exchange rates to market equilibrium. Restrictions on hedge 
funds will at best delay the process and at worst will enable interest rates to remain 
higher than necessary. Capital controls that impede the world-wide mobility of 
capital result in continuing high domestic interest rates in countries that implement 
them. Consequently, investment and living standards would be curtailed. In 
contrast, the absence of capital controls allows funds to flow to the areas generating 
the highest return. Competition will then drive interest rates down, generating
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additional investment. Instead of attempting to restrict hedge funds, the real problem 
needs to be addressed —  the fixing of the exchange rate to the US dollar.

There is a view that hedge funds may reduce liquidity by particular plays in 
financial markets and exaggerate, rather than contain, price movements. However, 
the Asian illiquidity problems were due to an overvalued fixed exchange rate, and 
the hedge funds were merely the vehicle that took advantage of poor government 
policy. The demand for the overpriced domestic currency is less than supply, 
resulting in a shortage of foreign currency. In particular, in South Korea, 
convertibility ceased, with foreign exchange markets closing within ten minutes of 
opening for five days straight, resulting in a total unavailability of foreign exchange.

While the IMF/World Bank meeting in April 1998 did not support international 
capital controls, they did approve national controls, providing they were called 
‘prudential safeguards’. Michael Mussa, Chief Economist with the IMF, said that 
it is not a capital control if Thailand establishes prudential regulation to ensure 
financial institutions are not over-exposed. However, financial institutions only 
became over-exposed to short-term foreign debt when the fixed exchange rate 
devalued and this over-exposure would not have occurred if the currency had been 
floated several years earlier.

Over time it is inevitable for fixed exchange rates to result in disequilibrium and 
hence speculation of devaluation. Rather than attempts to restrict hedge funds, the 
solution is to allow exchange rates to float freely. This would largely avoid the ‘bad 
loan problem’ that resulted from the adoption of fixed exchange rates and were 
revealed following the 17 per cent devaluation of the baht in July 1997. It would 
also eliminate opportunities for hedge funds and may result in them losing their ‘bad 
boy’ image.

IMF loan effects

The consequence of the IMF bailing out foreign lenders is that the burden of 
repaying these loans has been shifted from Thai business borrowers to Thai 
taxpayers. The IMF loans are clearly an adverse result for Thai citizens who would 
have no loan repayment tax burden if the debt remained with the borrowers who 
would then continue to be liable to foreign lenders.

The IMF bailout also acts as a disincentive for Asian countries to reform their 
pervasive crony capitalism and corruption. Although the IMF loans are conditional 
on fiscally-stringent reductions of budget deficits and some opening up of the 
economy, it is likely that Asian governments will at best do only the minimum 
necessary to comply with IMF requirements. If IMF funds were not available, then 
Asian governments would be responsible for putting their own houses in order rather 
than shifting blame to foreign lenders. Allowing their currencies to float freely is 
a major step to avoiding loan problems. Changes in credit risk perceptions would 
then be reflected in the value of the currency and the higher cost of borrowing would 
act as a deterrent to uneconomic borrowing.
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At the behest of the IMF, Thai interest rates have remained high to stabilise the 
baht. No doubt IMF officials approved the increase in the baht’s value from a low 
of 56 to the US dollar to around 40. However, the result of the crippling interest 
rates was a continuing contraction of the economy with the January 1998 production 
index falling 16.4 per cent and exports falling by 7.9 per cent. The IMF cure for 
Thailand and other Asian countries is likely to be worse than the market solution 
negotiated between foreign creditors and Thai borrowers. The major winners from 
the IMF interference are foreign lenders. The major losers from the IMF ‘solution’ 
are taxpayers. Transferring private debt to government debt forces the loan 
obligations on to innocent bystanders —  the country’s citizens. They did not share 
in the past high profits but were encumbered with the resultant losses. When the 
IMF loans start to fall due, taxpayers can expect their tax burden to increase 
substantially.

Increased disclosure

A different proposal for reform of the world’s financial architecture was suggested 
by the US Treasury Secretary Rubin, just prior to the 1998 spring meetings of the 
World Bank, the IMF, the G7 finance ministers and the new group, the G22. Both 
Rubin and the G22 have acknowledged that the most powerful enforcement 
mechanism in the world with respect to sound policy is the market. Rubin’s plan 
focused on the provision of better information on all of the world’s economies and 
their exposure to global capital markets, and includes minimum global standards for 
issues such as bankruptcy regimes, banking supervision, corporate governance and 
accountancy rules. These standards would not be compulsory. Rubin’s premise was 
that, if markets are well informed, they will make rational decisions.

The fact that he considered the plan necessary implies a belief that markets were 
not well informed and that his plan would improve the situation. However, 
competition between numerous market players, together with the potentially large 
gains from obtaining information before rivals, provide the necessary incentives for 
markets to become informed. The Efficient Market Hypothesis (EMH) predicts that 
publicly-available information is rapidly acted upon so that no abnormal gains are 
obtainable from trading on the information (Watts and Zimmerman, 1986:17):

Competition in the classical certainty world of price theory 
(microeconomics) drives economic profits to zero. Economic profits are 
calculated after deducting a market rate of return (interest) on capital. The 
EMH is essentially the extension of that zero profits equilibrium condition 
to the dynamic behaviour of prices in competitive markets under 
uncertainty.
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This theory was empirically tested by Meek (1983:400):

A frequent theme in the international accounting literature is that the 
differences in accounting principles used by the world’s multinational 
corporations to report their financial results act as an impediment to the 
optimal allocation of worldwide resources. The contention rests on the idea 
that a lack of comparability in financial reporting hinders decision-making
by investors and other financial statement users........ The US securities
market impounds the information contained in foreign companies’ earnings, 
which may not be based on US GAAP. Furthermore, the markets’ reaction 
is comparable to its reaction to net income numbers produced by US firms
using US GAAP........ US investors can apparently overcome a lack of
comparability.

Since private information can earn the holder economic profits, investors have strong 
incentives to seek out information and trade on it. Consequently, competition 
ensures that investors are well informed. It is questionable whether the Rubin plan 
will make markets any more informed. Even if it does, the fact that markets have 
not previously obtained the information indicates that they judged that the costs of 
becoming better informed exceeded the benefits. To the extent the IMF or other 
regulatory bodies require additional disclosure beyond that deemed necessary by 
markets, it is uneconomic. In any event the financial crisis was not due to a lack of 
information but rather the fixing of exchange rates to the US dollar. Accordingly 
the Rubin plan is irrelevant.

Conclusion

There have been widespread calls for the reform of the world’s financial 
architecture. The major rationale is contagion. However, contagion only occurs 
under ‘unhealthy’ fixed exchange rates, and the adoption of ‘healthy’ floating 
exchange rates provides immunity against it. Thailand’s fixed exchange rate 
concealed the foreign currency risk, with the inevitable devaluation of the baht 
causing bad loans to arise. The baht’s devaluation resulted in the mis-alignment of 
the fixed exchange rates of its Asian neighbours. The consequent devaluation of 
other Asian currencies revealed their own financial problem of bad loans.

In addition to overvalued fixed exchange rates understating foreign currency- 
denominated debt and thereby encouraging excessive borrowing, sovereign 
guarantees greatly reduced the usual market incentives to ensure the viability of 
loans. Further, the involvement of the government in Thailand’s banking industry 
resulted in banks making loans for political purposes rather than on a commercially- 
prudent basis.

In the aftermath of the Asian financial crisis, consensus exists amongst financial 
regulators that, had the sudden capital outflow been slowed down, the effects of the 
crisis would have been greatly reduced. The sudden capital outflow was not a
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normal market response, but was an artifact of past behaviour of the IMF, notably 
the Mexican/Latin America experience. In a normal workout there would have been 
a smaller capital outflow spread over a longer period compared with under the IMF 
bailout. However, irrespective of whether the capital flight was sudden and large, 
or slow and small, the overvalued baht would still have devalued as occurred.

Other proposals for the reform of the world’s financial system include greater 
disclosure and capital controls. However, they are unnecessary and harmful, 
respectively, and they fail to address the problem by focusing on the symptoms. It 
is suggested that if the Asian countries had adopted floating exchange rates, the 
Asian financial crisis would have been reduced.
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ob Ellis’s First Abolish the Customer is his own contribution to the 
r -^popu lar Australian pastime of romper-stomping the Economic Rationalist. 

^ T h is  reviewer’s judgement of Ellis’s achievement will quickly become 
plain.

But let me first draw attention to the book’s most noticeable feature: its
unusual structure. First Abolish the Customer is a book without chapters. It is a 
book of 202 brief sections. Some are only a sentence long. We are, therefore, 
offered 202 of the author’s pensees to savour. Let us taste now some of the 
wisdom the reader is offered.

A just democratic system would confiscate all company profits over 
twenty-two per cent.

Let us ban, for three years only, all foreign Camembert and mineral 
water.

If all insurance was run by government, and there was only one 
government insurance company, your premiums would be much 
cheaper.

Evidently, in First Abolish the Customer the reader is in the midst of 
something ludicrous. We read further that:

William Coleman is a Senior Lecturer in the School of Economics at the The 
University of Tasmania.
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• Thomas Edison murdered a rival inventor by having him pushed out of a 
train.

• Eighty per cent of US prisoners are black. The correct figure is 43 per cent 
(US Department of Commerce, 1998:Table 375).

• The entire population of the world could fit standing on the Isle of Wight. 
(Since the world’s population at the time of publication was approximately 
5.951 billion, and since the Isle of Wight is 381 square kilometres, that 
would mean 15.6 people per square metre).

• That Stalin’s cold war foreign policy was always defensive.

• That Australian families could afford better food in 1949 than 1998.

• And (topping that whopper) Australian living standards in 1990 were lower 
than in 1920 (pages 106-8).

So what we have here is a book without limits: there are no limits to the 
nonsense that the author would have us believe. In fact, this feature makes it a 
rather funny book: the ludicrous can be hilarious. While reading I kept a tally of 
the number of times I laughed — I finished at 13.

Regrettably, I cannot recommend First Abolish the Customer as reading for 
pleasure, since parts of it are odious. It is not odious in its ostensible subject; 
economic rationalism. The treatment of that subject is often deserving of scorn, 
of despair, of incredulity, but not disgust. What is deserving of disgust are some 
of its numerous digressions. Let me select one: Ellis’s vilification of
Democratic Russia. By Democratic Russia, I mean multi-party Russia of Boris 
Yeltsin. Not Gorbachevite Russia, where the Communist Party was the sole 
legal party, until the writing was on the wall. I mean the Russia born in 
resistance to an attempt to impose rule by generals in August 1991, and that 
survives to this day. The author reviles the creator of Democratic Russia, Boris 
Yeltsin. Yet he speaks oh so softly of those who sought to destroy Russian 
democracy by a counter-revolutionary putsch in October 1993. He writes thus 
of Yeltsin’s defeat of that particular Leninist lunge for power:

And the duly elected members of the Russian parliament, the Duma ... 
were unconstitutionally treated as Red Revolutionaries and dealt with 
very severely. Their parliament was bombarded and set on fire, and 
forty-nine of them shot dead as they stumbled out of the Harnes.
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Faced with this repulsive distortion what will the fastidious mind wish to do? 
Simply to sweep it away with revulsion, and to not tarry to dissect it for its 
pathogens. So let me confine myself to one query: who in post-communist 
Russia has Ellis chosen to consort with? Vladimir Zhirinovski. It was 
Zhirinovski whose visit to Australia Ellis sought to promote in January 1994.

But Ellis’s denigration of Democratic Russia is a departure from his main 
subject; it is only a manifestation of a shameless author’s right to say whatever 
he damn well pleases, without any accountability.

His main subject is Economic Rationalism. And his thesis is that Economic 
Rationalism is a Bad Thing.

The reader will be aware that this judgement wears no novelty to Australian 
ears. What has some novelty is the revelation of the nervous core of Ellis’s 
aversion to Economic Rationalism. What Ellis abhors, evidently, is 
economisation; the making of economies; the prudent, cautious attempt to make 
ends meet and budgets balance. What Ellis adores is the economy of largesse. 
An economy where persons, and governments, spend profusely, boldly, 
willingly, unhesitatingly.

Two arguments in favour of the economy of largesse are presented. The 
first is the familiar effective demand justification. Ellis here reads like any 
student Keynesian explaining how the economy will prosper if we all take 
whatever we have in our wallets and spend it today. Indeed the ghost of Keynes 
is spirited up by Ellis, and accorded great reverence. It is ironical, perhaps, that 
virtually the only economist mentioned in the entire book is so well spoken of.

The second argument does not rely on the benefits of spending being 
external to the spender, as the effective demand argument does. Rather, in his 
second argument, Ellis claims that the internal benefits of expenditure are not 
fully appreciated by those spenders possessed by the calculating, rationalising 
outlook which economists recommend. To Ellis this calculating, rationalising 
outlook is actually irrational: it leads decision-makers to do less than the best by 
themselves by robbing them of vision, and a sense of possibility. Ellis 
illustrates. In the 1930s, says Ellis, the ABC sought to economise on film, 
which cost the grand sum of five shillings a reel, by filming none of Bradman’s 
batting (only the wickets being taken). How much would a five shilling 
investment in a film of Bradman batting have earned 60 years later?

Another story: in 1974, says Ellis, most of the ABC’s black and white TV 
footage was sold (and turned into car polish) because of lack of storage space. 
Each can went for $2. How much would a can of 6 O ’clock Rock yield today? 
Not a vast sum, perhaps, but rather more than $2. Ellis further presses his point 
further with some tellable yarns about false economies in showbiz and tourism.

Doubtless, Ellis’s hostility to economisation is born in part of the age-old 
frustration of the artist finding his vision stifled by small minds in suits. 
Certainly this style of objection to economic rationalism has occurred before in
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artists. Was it not Wordsworth who, in raptures over the costly but beautiful 
King’s College Chapel, scorned ‘the nicely-calculated less and more’.

Give all thou canst; high Heaven rejects the lore 
Of nicely-calculated less or more (Wordsworth, 1922:3.43)

And was not Keynes himself something of an artiste manqueel
But putting aside its psychological roots, could Ellis be right? Could it be 

true that the economisations of economists leads to underinvestment? Do formal 
programs of rational conduct (for example, calculating present values) actually 
promote underinvestment? Yes, they could. Economist’s theories of rational 
conduct are only theories. Most optimisations (for example, your decision about 
what to read in this journal) is not made on the basis of a formal optimisation. It 
may be that optimisation is best achieved through informal procedures, 
procedures that run contrary to formal articulated ones. This thought was aired 
60 years ago by John Maynard Keynes who celebrated the entrepreneurs’ animal 
spirits over Benthamite calculus. More recently, it has been mythified by 
George Gilder who maintains that huge and profitable investments would never 
have been made on neoclassical principles, but require instead ‘faith’.

But the possible inadequacy of economists’ models of economical conduct is 
of no great significance to the debate over economic rationalism. If informal 
procedures or sentiments (faith/animal spirits) outperform rational models the 
market is surely going to select in those superior informal procedures. So by 
formal hook, or informal crook, the market will do the job.

Further, the critic of Economic Rationalism casts no doubt on this claim by 
enumerating cases when the market has refused to invest in something which 
turned out to be very profitable. In a situation of uncertainty there will always 
occasionally be investments which were profitable ex post, but not ex ante.

In summary, Ellis makes no successful case against the free market 
movement. What he has succeeded in doing is ranting for two hundred pages 
against a movement which has sought to expand freedom and choice to 
Australians; a movement that has sought to give freedom and choice to the 
consumer. It is a tribute to the perversity of this volume that it has been titled 
First Abolish the Customer. If Economic Rationalism has done anything, it has 
sought, above all, to raise the respect given to the consumer by policy makers; it 
has sought to raise the respect given to consumers’ preferences over the car they 
drive, or the pork they buy, or how much superannuation they pay.

But should we care about Ellis? Why should one trouble to make a tour of 
the inanities of this book and to slay them one by one? Why not just let such 
asses bray, and get on ourselves with the serious stuff of economic research?

One reason we should care is that such opinions have some influence. 
Ellis’s volume was listed by the Australian Review of Books as the top selling 
non-fiction title of December 1998. Perhaps we should not take that honour too
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gravely: it is based on a tiny sample from only New South Wales. But the book 
was certainly everywhere in the bookshops in that month. Further, we learn in 
reading it that the Leader of the Opposition, Kim Beazley, had part of his 1998 
Budget Reply Speech written by Bob Ellis. Ellis quotes a portion approvingly.

This last detail provides occasion for a melancholy reflection about the 
times. It is well known that Pitt the younger befriended and took advice of 
Adam Smith on matters of economic policy. Now a man who would be PM uses 
Bob Ellis to write his Budget Speech. From Adam Smith to Ellis. Decline and 
fall.

Contesting the Australian Way. Markets, States and Civil Society, (edited by 
Paul Smyth and Bettina Cass) is an entirely different production from First 
Abolish the Customer. In moving from Ellis to Smyth and Cass, we move from 
the stage to the academy. In Ellis we are amidst the blathering and yarning of a 
Politics in the Pub night. In Smyth and Cass we are in the dry and still 
atmosphere of the seminar room.

Contesting the Australian Way was born of a workshop of the Academy of 
Social Sciences in Australia, held in 1995. It consists of 15 papers; six by 
sociologists or social workers; five by political scientists; the remainder by a 
heterogeneous mixture which includes two economists.

The subject is the actual and appropriate balance between Markets and the 
State. The thesis is that Australian political culture has and does favour a 
stronger balance towards the state than do other anglophone societies.

And in this they are absolutely right. Australia’s inclination towards the 
state is manifest in the policies Australia has persisted with despite their rapid 
erosion in the US and UK.

This inclination doubtless derives strength from our folk ways, above all in 
our elevation of the proletarian. There are few first world countries where 
proletarian mythologies, and even more proletarian folkways, receive more 
toleration and esteem than in Australia. This is the country of the mythology of 
mateship. (My American spell checker, tellingly, does not recognise the term). 
This is the country which invented the May Day holiday. This is the country 
which allows trade union membership fees to be tax-deductible, but not 
donations to the church plate. This is the country which permits physical force 
of trade unionists, not law, to determine whether one may enter a business 
premise and do business there.

Now it is plain that the Benjamin Franklinesque values at the heart of 
Economic Rationalism; its pacific, calculating, individualistic tendencies; are 
antithetical to the aggressive, unbending, collectivistic characteristic of 
proletarian values; values that have been at the sentimental heart of the Labor 
Party, and have been strong enough to leave alternatives to the Labor Party 
weary of attacking them.

Therefore Economic Rationalism is, indeed, hostile to the ‘Australian 
ideology’. Economic Rationalism is something of a national heresy.
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In this dispute Contesting the Australian Way may be said to stand for 
national orthodoxy. Navigating through its pages, it is obvious that we are 
within a snug and sealed intellectual community; a community where everyone 
seems to agree with everyone else, and nobody agrees with economic 
rationalism. There is no contest in Contesting the Australian Way.

There is no representative here of economic rationalism. Indeed, there is 
almost no economics. The consideration of economic questions is generally 
uncontaminated by economic logic. For example, the authors writing on the 
labour market seem quite innocent of the notion of a labour demand curve. So 
on page 70 we learn Australian workers should be glad they are living in 
Australia where they have ‘a guaranteed living wage’, unlike their wretched 
counterparts in the United States. In truth Australian workers are not guaranteed 
a living wage, since they are not guaranteed a job. In truth, what a guaranteed 
wage does guarantee is that part of the workforce will be on the dole. Another 
illustration of the economic ignorance of some authors here is a bizarre reference 
to ‘the hegemony of neoclassical thought in Australia in the 1950s and 1960s’ 
(p.99). Reading this sort of thing is enough to make one shake one’s head in 
disbelief. A merely slight acquaintance with the subject would teach that it 
would be far closer to the truth to say Keynesian economic thought was 
hegemonic in Australia in the 50s and 60s.

But it is not only pure economics that is lacking; the theory of the political 
economy is also thin. References are made en passant to Buchanan, Hayek, 
Mill, Locke, Puttnam, Fukuyama; but there is little sense of engagement with 
their ideas. (Weak theoretically, it is also weak empirically. It is almost ‘fact 
free’ — in 280 pages there is not a single table of data).

What is still more remarkable is the total neglect of the idea ‘civil society’ 
in a book which has as its subtitle States, Markets and Civil Society. Civil 
Society has a curious intellectual history. It is a term born in the Scottish 
enlightenment, and was used to signify essentially a free society. A society 
which was a society, but which existed distinct from the state.

The concept of civil society was taken up by Hegel, explored by Benjamin 
Constant and Tocqueville, and scorned by Marx. To Marx there was in 
capitalism no civil society, actually distinct from the state. Coincident with 
Marx, and the fading of liberalism, the term decayed in use.

It was reborn in the 1980s in Poland and Czechoslvakia. In the wake of the 
crushing of Solidarity in 1981, hopes of humanising the communist state wilted. 
There was an impulse to withdraw from an apparently hopeless political struggle 
into an alternative society, one outside the state. The term ‘civil society’ came 
to symbolise the existence of social relations outside of the state, social relations 
that stood in contrast to those sham relations contrived by the state. Civil 
society was jazz sessions, rather than the Party Youth Congresses; unofficial 
trade unions, rather than the state sponsored simu'cra of trade unions.

In sum, ‘civil society’ was a slogan of resistance against the total state.
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It is, therefore, a remarkable inversion that ‘civil society’ has been taken up 
by the left during the 1990s as a kind of tag of resistance to the reduction of the 
state (Cox 1995). And it is excruciating that the term ‘civil society’ is now used 
as rhetorical ornament of the left’s cooing noises about their beloved state. 
Contesting the Australian Way is rich in such cooing. In a chapter titled 
‘Government and Civil Society’ we learn that the public sector is much better at 
‘ensuring equity, preventing discrimination or exploitation, ensuring continuity 
and stability of services and ensuring social cohesion’. Oh really?

Given the audacity of the left’s misuse of this ‘civil society’ it is perhaps not 
surprising that this volume barely touches on its intellectual origins. There are 
no references to those thinkers most closely associated with the concept — 
Tocqueville, Hegel, and Ernst Gellner get none, and there is just one (perfectly 
trivial) reference to Marx.

What we do get is several quotations from Paul Keating’s speeches.
Indeed, one of the striking features of the volume is how much it stands in 

the shadow of Paul Keating. ‘In the year 2001 Australia will become a 
republic’. It is with these bold Keatingesque words the book commences. Paul 
Keating is the most referred to person in the book (if we exclude the authors of 
the volume). Keating gets more references than John Stuart Mill, Hayek, John 
Gray, Robert Puttnam, Montesquieu, and Karl Marx put together. (Howard 
receives only one reference. So does Whitlam). Various peculiar sports of the 
Keating period are scrutinised; Working Nation, One Nation, and even a thing 
called the ‘National Strategies Conference of 1994’ (what was that?).

This sort of star billing of Paul Keating really gives the game away. 
Contesting the Australian Way comes with hefty academic auspices. But despite 
its 500 publication bibliography and its five professors, there is nothing much in 
it.

It is a sad irony that the most valuable paper in a workshop by the Academy 
of Social Sciences in Australia is by an employee of the Department of Social 
Security. Peter Whiteford’s, ‘Is Australia Particularly Unequal? Traditional and 
New Views’ is interesting and worthy.

But I can find little else to recommend.
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American Agriculture in Decline?

Steven C. Blank, The End of Agriculture in the American Portfolio, Quorum 
Books, Westport, Connecticut, 1998

though much of this book could have been written about Australian
griculture, a similar account of contemporary developments in Australian
griculture could not have been published in this country. The Australian 

market for serious books on agriculture is not large — certainly not large enough 
for a book that falls clumsily between two stools. The small number of specialist 
readers in Australia would find many of the ideas in this book familiar and 
acceptable but would recoil from the exaggerated claims and categorical 
statements apparently intended for a very much larger non-technical American 
target audience, presumed by the author to be unconcerned with fine distinctions 
between questions of degree and questions of kind.

The style of the book and its deficiencies are clear from its title and the 
statement on the first page that ‘the production of food and other agricultural 
products will disappear from the United States because it will become unprofitable 
to tie up resources in farming and ranching.’ The relative decline of agriculture is 
a truism of economic development. Economic processes underlying that relative 
decline are well understood from the seminal work of Theodore Schultz in the 
1940s together with later refinements such as research by Kym Anderson of the 
University of Adelaide extending the analysis to countries with a comparative 
advantage in agriculture like Australia. It is not hard to think of developed 
countries where agriculture could also undergo a significant absolute decline in 
output, especially in the absence of artificial props to politically powerful farming 
interests. However, in countries with abundant land, skilled farmers and 
sophisticated techniques of agricultural production such as the US and Australia 
no amount of urbanisation, wage [income] increases and increased demand for 
land for non-agricultural purposes will eliminate agricultural production 
altogether.

In effect, the essential error of Blank is to extrapolate the long-term decline in 
the proportion of the workforce directly engaged in agriculture to zero. In the 
process, Blank neglects gross farmer, farm and regional differences in production 
possibilities and productivity and the diversity of US agricultural industries with 
respect to factors such as perishability of products. This is, of course, not much 
different from the loose thinking that lies behind vacuous concepts of industry, or

Reviewed by Alistair Watson
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worse still, national ‘competitiveness’ that so excite lay observers of Australian 
agriculture. Ideas like diminishing returns, comparative advantage, income 
elasticities of demand, von Thunen’s ‘rings’ as a reflection of the pervasive 
influence of transport costs on agricultural production and Marshall’s concept of 
the marginal firm [farm] are far more fruitful ways of thinking about the 
contraction of agriculture than absolutes like ‘the end of agriculture’.

The major contribution of this book is the elaboration by Blank of important 
principles of agricultural development and marketing, finance and agricultural 
trade. The apocalyptic view of American agriculture is not supported by the 
analysis. To a considerable extent, the ‘end of agriculture’ is a rhetorical device. 
Parts of American agriculture are labour-intensive and thus vulnerable on the cost 
side to slowing down of immigration and imports of products from developing 
countries in the western hemisphere where wages are lower. There are also far 
greater pressures from urbanisation in the United States than Australia and the 
demand of city dwellers for land for recreation is correspondingly higher. This is 
especially so in north-eastern United States and California.

Returns to farming in these parts of the United States include a substantial 
element of capital gain associated with the transition from farming to other uses. 
Farmers are often warehousing land for subsequent residential or recreational use. 
One implication is that agricultural production will be maintained for a long time 
even though rates of return on farm assets appear lower than on other investments. 
In Chapters 4 and 5 of his book, Blank describes the adjustments taking place as 
farmers respond to pressures of urbanisation and the increased financial risks of 
capital-intensive agriculture. The price of agricultural land rose rapidly in the 
1970s fuelled by inflation, commodity prices and misguided expectations about 
world food supply. The end of inflation and falling grain prices after the mid- 
1980s brought about a major realignment of the land market exposing the financial 
position of farmers and agricultural lenders alike.

The United States has a legacy of federal government intervention in 
commodity markets and agricultural finance that dates from the 1930s. Many of 
these programs are now obsolete. Blank describes with much vigour and insight 
the unplanned and illogical consequences of these programs. The benefits of 
government subsidies are concentrated in particular commodities and regions. 
The top ten congressional districts for disaster assistance received about one-third 
of total disaster assistance from 1985 to 1993 and over 60 per cent of disaster 
assistance went to ten states. Support is skewed towards the larger producers. 
Little wonder that students of public policy have had a field day explaining these 
outcomes in terms of private interest theories.

While the system is obviously a mess, there should be no automatic 
presumption that the internal inconsistencies of current programs, budget deficits, 
pressures from urbanisation and urban environmentalism will bring about the 
rapid decline in agricultural production envisaged by Blank. Even without 
government intervention, the United States has abundant land that would remain 
in agriculture, albeit with a different pattern of production and ownership. It is 
also plausible that pressure on agriculture to adjust to market forces will decline
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rather than increase over time. This is because the smaller the sector becomes in 
the economy, the easier it is for subsidies to be maintained. Moreover, in an 
increasingly urbanised economy it is much easier for farm pressure groups to play 
the Willie Nelson card and appeal to the nostalgia of those Americans now forced 
to do their vicarious pioneering in front of the television screen.

A similar story is being played out in Australia where progress in reform of 
agricultural policy has stalled. Although farmers were at the forefront in pursuing 
the agenda that led governments away from direct involvement in the economy, 
farming in Australia is now being treated more and more like a special case. The 
most obvious example of this change in attitude is the timid and opportunistic 
reaction of farm leaders and politicians to droughts in eastern Australia in the 
1990s. Rural fundamentalism is alive and well in Australia and the US.

The book is written in a popular and occasionally grating style. Blank appears 
to believe that rural dwellers use a completely different subset of the American 
language and thus the author includes a glossary of agricultural colloquialisms. 
Most of the entries in the glossary are not exclusively agricultural at all. Like 
Australia and other lands of recent European settlement, there is no real peasantry 
in America. Differences in culture exist but they are regional or related to patterns 
of migration rather than purely occupational. Nevertheless, the book is often 
perceptive, highly entertaining and a good read. Like Australia, the United States 
has inherited an inflated agricultural research and education system from an earlier 
period of its history. Those involved in this elaborate infrastructure usually find it 
much harder to adjust to economic changes than farmers themselves. In an 
interesting chapter on the effects of contemporary developments on agricultural 
researchers and educators, Blank cites a line from the 1960s rock band The Doors, 
‘Hello, I love you, won’t you tell me your name?’. I know of only two Australian 
agricultural economists whom I am absolutely confident have ever heard of The 
Doors but I know many many more who follow the grant chasing approach 
attributed by Blank to their US counterparts.

If anything, the situation in Australia is worse for morale and quality control in 
agricultural research and education. This is largely because vertical fiscal 
imbalance is a much greater problem for the Australian federation. Federal 
agencies and programs have encroached dramatically on established [and 
Constitutional] responsibilities of the Australian States for the administration of 
agricultural land. Loss of autonomy and direction of agricultural education in 
Australia is also largely the product of excessive central control. By and large, the 
States and agricultural academics find it far easier to take whatever money is 
available to indulge Canberra fantasies about the role of the Internet in Australian 
farming and engage in tawdry and misguided excursions into value adding, 
benchmarking and ‘world’s best practice’, regional programs, sustainability, 
agribusiness initiatives and farm financial management than to waste time trying 
to convince the Commonwealth to change its priorities.

What is lacking in Australian agricultural policy and this book is a rigorous 
approach to determining appropriate roles for the public and private sectors in 
agriculture and, when public economic activity is judged necessary, some
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discipline in deciding which tier of government should be responsible for funding 
and implementation of programs. Successive razor gangs have certainly used the 
blunt side of the razor in assessing the hotchpotch of Commonwealth agricultural 
programs that have emerged in Australia in the 1990s.

An area of particular concern for Australia is expenditure on the environment 
where grants-based funding and excessive bureaucracy have so debilitated 
research agencies and educational institutions that their energies are dissipated 
struggling with Byzantine funding arrangements rather than developing practical 
and intellectually defensible solutions to environmental problems. The goodwill 
of rural people and urban taxpayers has been abused by poor policies and public 
administration. A damning report in 1997 by the Australian National Audit Office 
of the administration of Commonwealth National Resource Management and 
Environment Programs — in essence, the much-hyped Tandcare’ —  was 
effectively ignored. Instead, the conceptual problems and confused objectives of 
landcare, as well as serious administrative problems documented by ANAO, have 
been joined by a further round of extravagant environmental funding from the 
National Heritage Trust created by the present government from proceeds of the 
part-privatisation of Telstra.

Alistair Watson is a freelance agricultural economist based in Melbourne 
(asw@ozemail.com.au).
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NON-A GEN DA

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, therefore, cannot be justified as exceptions to that rule, may be 
considered as non-agenda on the part of government.

— Jeremy Bentkam (c.1801)

Export Subsidies Impose Net Losses on
Australians

M ary Am iti

TT n March 1999, the World Trade Organisation (WTO) ruled against the 
I Australian Government’s $55m assistance package to the Melbourne-based 

JLautomotive leather producer, Howe and Company. WTO rules do not permit 
subsidies that depend on export performance (WTO, 1999). The Australian 
Government argued that the payments to Howe were based on sales and 
investment performance whereas the US argued that it was effectively an export 
subsidy since Howe exported 90 per cent of its product (Pearson, 1999a). 
Although the ruling may seem to be a blow, in fact the WTO did Australian 
taxpayers a favour. The main argument used to justify giving export subsidies— 
that they increase exports and jobs — is questionable. In general, both export and 
production subsidies make the Australian public worse off. It is also a myth that 
increasing exports is always equivalent to increasing welfare, and that subsidies to 
one firm will necessarily increase employment. Let us carefully examine what 
these subsidies actually do.

The Effects of Subsidies

Consider the following figure representing domestic demand, domestic supply, 
and world demand for Australian leather products. Producers are ‘too small’ on 
the world market to influence the world price. In the pre-subsidy situation Qs is
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supplied by Australian producers and QD is demanded by Australian consumers at 
the v/orld price, Pw. The difference (Qs~Qd) is exported. The effect of an export 
subsidy, s, is to increase the price that Australian firms receive by the full amount 
of the subsidy, from Pw to Pw + s. The higher price encourages Australian 
producers to increase their output from Qs to Qs'.

What happens to the domestic consumer price depends on the costs of 
importing the same good. If trade costs are zero, consumers could re-import the 
exported good at price Pw and hence producers would not be able to charge them a 
higher price. Since the subsidy is paid only on the units exported, producers 
would export all of their supply in order to receive Pw+ s. In practice there are 
transport and other trade costs associated with importing goods. So long as the 
cost of importing is at least as high as s, domestic consumers would also have to 
pay Pw + s, thus reducing domestic demand from QD to QD'. Foreigners continue 
to pay the pre-subsidy world price, Pw.

The Simple Analysis of Subsidies

S u p p l y

P„,+ s

Demand

Notes: B + C + D represents the export subsidy payment
A represents the extra subsidy payment when production subsidy 
B + D is the deadweight loss of the export subsidy

The subsidy is successful in achieving its objective of increasing the amount 
exported. However, it is a myth that increasing exports ‘at any cost’ is a good 
thing. In fact, when we add up all the gains and losses of the export subsidy, we 
find that there is an overall net loss to the Australian economy. Producers gain 
due to the higher price they receive and the extra output produced at the higher 
price. Australian consumers lose due to the higher price they pay and the lower 
quantity they buy. The Government loses due to the subsidy it must pay on every 
unit exported. Some of these losses are just transfers from Australian consumers
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and the Government to Australian producers but there is a net loss overall. By 
artificially increasing the profitability of a particular firm, the Government is 
helping to attract resources away from other firms within that industry and from 
other industries (that is, inducing a production distortion). Also, the higher price 
leads Australian consumers to consume less than what they otherwise would (that 
is, inducing a consumption distortion).

The costs of an export subsidy would be even greater if the firm had some 
market power to influence the world price, which could arise due to the 
differentiated nature of goods exported. In that case the subsidy would reduce the 
price paid by foreigners below Pw, inducing an additional loss due to the 
deterioration in the terms of trade. The price received by the Australian firm 
would still increase but not by the full amount of the subsidy. Australian 
taxpayers would be paying for foreigners to have cheap products.

In either case, an export subsidy increases the price received by the firm and 
hence its profitability. The only winner in Australia is the firm receiving the 
subsidy. Australian consumers lose due to higher prices. And of course, the 
Australian taxpayers lose as they pay for every unit exported.

At the WTO case, the Australian Government argued that the assistance 
package to Howe was actually a production subsidy and not an export subsidy. In 
that case, the firm still receives the higher price, Pw+ s, but now the Government 
pays the subsidy on every unit produced. Therefore, Australian consumers pay the 
same pre-subsidy price as foreigners, Pw, and consume the same quantity as 
before. Since there is no effect on the domestic consumer price, the production 
subsidy does not impose any cost on Australian consumers.

Arguments in Support of Subsidies

If the overall welfare effects are negative, why does the Government persist with 
subsidies? Five main arguments have been put forward:

First, there is the legitimate economic argument for assistance that arises when 
production confers some additional benefit to society that cannot be fully captured 
by the firm (that is, a positive externality). This may arise if there are 
technological spillovers between firms or learning effects, that is, with increased 
production of the good other firms are able to learn from the experience, enabling 
them to produce their goods in a more efficient way. The firm generating the 
externality will not be able to charge the other firm for the benefits of learning. 
Whenever such a positive externality exists, the firm is likely to produce less than 
what may be ‘optimal’ from society’s point of view. So government intervention 
to increase production provides extra social benefits. This is really an argument 
for a production subsidy rather than an export subsidy. The cost of the production 
subsidy is offset by these extra social gains from increased output. If Howe’s 
activities confer any such positive externalities, they are certainly not obvious.

Second, it is argued that export subsidies create jobs since more resources 
would be required to produce the additional output. It is often assumed that these 
resources would come from the unemployed pool, particularly since the
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unemployment rate is around eight per cent. Even though this may be the case for 
some skill levels, it cannot seriously be argued that all of the additional resources 
only come from the unemployed pool. Inputs into the production process are 
usually a composite which include different skills in the labour force, capital 
inputs and raw materials, and some of these factors of production will be drawn 
from other firms. For instance, with these handouts to Howe, the Government has 
artificially increased its profitability, helping to pull resources away from other 
firms and industries — a subsidy to one firm imposes costs on other Australian 
firms.

Third, the old protectionist ‘infant industry’ argument continues to be put 
forward. It is argued that firms need assistance in the early stages of development 
just to get started. The problem is that many of these firms never ‘grow up’. And 
after a century in business, Howe surely would no longer qualify as an ‘infant’.

Fourth, governments are sometimes tempted to use subsidies to ‘shift’ profits 
from foreign firms to Australian firms in industries that have some monopoly 
power. This can lead to trade wars resulting in a loss for all countries involved. 
Moreover, this does not explain why Howe should be subsidised as opposed to 
some other firm.

Fifth, retaliating against other countries that use subsidies is often used as a 
justification for us ‘to help our firms compete internationally’. It is true that other 
countries subsidise their industries and this can hurt Australians. An obvious 
example is the European Union’s Common Agricultural Policy (CAP), which 
provides large subsidies to EU farmers. However, we should not respond by also 
subsidising our industries and imposing further net costs on Australians. Instead, 
we should try to persuade other countries to liberalise their trade, opening up 
markets for Australian producers with a potential for large gains.

We should remember that the Government must raise tax revenue to pay for 
subsidies, which imposes an additional cost on society. The efficiency cost of 
raising an additional dollar in tax revenue in Australia depends on the particular 
tax raised, but most major taxes have a marginal deadweight loss of 20 cents or 
more (Gabbitas and Eldridge, 1998:passim).

Conclusions

The assistance package to Howe not only contravenes WTO rules but it also 
reduces the welfare of Australians. The only beneficiary in Australia is Howe. It 
certainly is not clear why Howe should receive $55m (Pearson, 1999a) when the 
average export assistance grant provided to other firms last year was around 
$52,000 with more than 300 applicants receiving nothing.

The recent WTO case against Australia is embarrassing for the Government, 
particularly when we are the ‘forerunners’ in trying to persuade other countries to 
liberalise their trade. For instance CAP is on the WTO’s agenda, with Australia a 
decisive player as leader of the Cairns group (Cook, 1999). Australia is also a key 
player in Asia Pacific Economic Cooperation (APEC) in encouraging Asian
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countries to liberalise their trade, which would greatly benefit Australian 
industries.

The WTO finding reduces Australia’s credibility in future negotiations. For 
instance, Australia is currently negotiating with the United States on a bill before 
their Senate which would impose quotas on their steel imports. If the bill were 
passed it would directly hurt Australia’s $348m steel export trade to the US 
(Pearson, 1999b). In addition, a US anti-dumping case against Japanese steel 
makers would hurt Australia’s $5.7 billion trade in iron ore and coal exports to 
Japan.

Breaches of WTO rules also open the door for WTO approval for countries to 
retaliate, as demonstrated in the recent case against the EU’s import policy on 
bananas. After winning its case, the US won WTO approval to retaliate by 
placing import tariffs on a range of European luxury goods (Anon, 1999).

In general export subsidies lead to an overall net loss for the Australian public 
both directly and indirectly by reducing our credibility in future trade negotiations. 
If the Government has extra money to spend, it should direct it towards helping all 
Australians instead of using taxpayers’ money to prop up profits of individual 
firms.
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