


Goveroment growth crowds out investment 

European studies show 
the ad~erit:e Impact of 

· large pub~ic outlays 

''I tend to feel that an ovcr·large public 
sector is a sign of incipient decline," says 
Edmund Stillman, director of Hudson 
Institute Europe, un independent Paris­
bascd alliliatc of Herman Knhn's U. S. 
think tank. This view arises from 
ongoing research led by Hudson econo­
mist Richard Ensor. Hudson's findings 
tend to show that overall J.(rowth is the 
lowr:st in cuuntl'ies where the govern­
ment sector is largesl. That raises the 
strong sus)licion that large and growing 

by the expanding govern111ent sector in 
Western industrialized countries has 
been massive-cutting attainable 
growlh rates by as much us one-third in 
the past 15 years. 

A major reason government grows 
rapidly is that hi~her public spending 
always pro\•es effective as a short·t€:rrn 
cure for recession. But since the level of 
public spending seldom falls after recov­
ery gets under way, n ratchet efTect 
comes into being. The long·turm rusult, 
according to Alexandro Lamfalussy, 
chic! economist for Lhc Bank for Inter­
national Sct.tlemcnLs, is that "in many 
advanced countrieb, taxation 11ecms to 
have approached or exceeded the limits 
of economic efficiency." 

pcnsation, and welfare-:ire the most 
wasteful form of go\·ernment expendi­
tures, boU1 Smith and the Hudson group 
found that such payments had far less 
impact on dilf erer.ces in b'l"Owth rates 
than did government spcntling for goorls 
and employees. Bacon and Eltis luy far 
less emphasis on transfers than on the 
huge growth of ~overnment l'ayroll11, 
and Smith stresses the fact that trans­
fers do not actually tic up productive 
resources in the production of socially 
de11ignated services. This distinction ·has 
important implications for public service 
employment proposalf in the U.S. 

Waga-pu1h Inflation mar provide an 
Important warning 1lgnal that goliernment 
11 growing 11>0 fa1t1 When expanded 
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01111 lludaon A1101ch Euro • 

publ ic t1pcndi11g ucl unlly c1111sot1 1:1luwer 
economic uruwl It. 

'l'h1• ! l11tlso11 fi11cli11gs nrc une ox11111plc 
or un i11111re11t1i\'u hody uf Euru11ean 
rcscnrch puintin~ It> lhis :1u111u cn11cl11-
:1i11n. In Urituin, whil'h hus hucl :1low 
growth for th(' lust tiU y..,a1·s. twu Oxforcl 
ecu1111111it1111, Rolwrt Bacon ancl Waller 
l!:lti11, huve clocumcnte<I the 1·u:1e u~ninst 
II l(l'llWillU j,IOVCrlllllenl wil h impressive 
ultcnliun to lhc detailed i111puc1 or 
specillc· pultlic policic:1 on lhu lnilus1ri11l 
Jlructurn. Simi lur implkutions hnw uh;u 
omerul•d from 11 st 11cly hy Dnvid 8111i1 h. 
principal ruscurch olllC'cr in crmu1111i1·s 
11t Enul11nrl't1 Nntionnl Wustmi n:1tM 
01111k. Arul tho Or~nniwtlon fur Eco· 
110111i1• C"oopcr111ion & J)pvulupanc111 i:; 
prcpnrinl{ 11 11 tudy on the !1&1 1110 t111 hjcc1 
fnr pultlicul ion oarly 11ex1 your. 

Tho 1ww 11l11tlic::1 clilrcr in clctuil, h111 in 
l{l'th•rnl tlwy c1111cl111lc 111111 lhu toll tr:kcn 
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'l'hrcc other major Lhc111c!I uf I hu 1ww 
sludies: 

Dl"1renc11 In lh• 1111 of lhe govern· 
mini ere nol lh• onl~ feclor .. pt1lntng 
dlnerenca1 In growth r1IH among coun­
trl11. 

J\ ny cc·onomy's "n11t11rul" l(rnwl h rnto 
do11e11cli; hnsicully on the l(l'OWI h 11( il s 
luhor force 111111 the w oduc·livi ly of its 
workun1. Uot h vn ry over ti1111• 111111 
hctweon cuunlriu11 lt1•1·111111u urn voricty nf 
1•11llu r:il, tec·h11olnl(ic11l, nncl 01hur fac· 
IOrS, Of Which lhO Si1,l! 11'' ~(IVlJ rt\1110111 itt 
unly one. Still, navid ~m:th's t11tuly u:1l i· 
males Lhul dilfuro1w~s lr1 p11hl i1··1:1c1·tor 
l!ize ucc01111h·d for fully $!i'J/• ur 11 \tJ 
ovurad l vnl'iulion In l(rowl h ralu 111 h\H 
J!).n11tio11 t111111 plc clt11·inl{ I Im l!Hi1111. 

Nol 111 publlc progr•m• ere equell~ 

harmful to growth. 'l'hou~h thl' I ruclilionul 
viuw is thut 1rum1rcr p:iymcnt t> irnd1 u11 
1m<·i11l ins11r11 1u·r, 11n,•111pluy1111•111 1·c 1111 · 

p11hlit· 1101·vire11 11ro provided frcoly, t hu 
principul tusl of their clusi rubility i11 
wh1•ther pcuJllc· will (lfl)' the resulting 
111>.1•s wil hout tle11111111Ji11g hil{hcr wul(C!I. 
.. Tho:1e who control 11ubl it: oxpondllurc 
create the pul>li l! sector thnl thoy l>t!liovc 
to lw rnrruct," ll:ltis t111y:1 tlryly. "Uut tho 
workt•rs huvc 11hown 1111 unwillit11(tH!ll!I lo 
puy for llw lcvul of :1orvic<':1 Lhnt puhlic 
ollkiu l~ deorn npproprintc." I le cites I ho 
i11crcm1cd 111ilitnncc of Ilril i:1h luhor t hot 
IWl(llll i11 lhc 111i1l· 1!)60:1 11!1 11 vivicl 
1'>.lllll()IO uf lhO hozunJS Of Ull 0\ICrlilOWll 
pu hi ii· beet or. 

'l'hl' 111cc' hnnis111 hy which u lnrl{or 
puhlic slmru lc11d1:1 lo slowor l{mwt h ill to 
lie funnd in shrit1kin1C J1r110lli 11ntl fulli ng 
inwsl n11·nt - u 1<i1<u111 k non•1111111l'lnry 
"rruwclinu·out d fo1•t." ::)iuro lhcrc i!-1 11 

lonu·run rulu1io11:1hi11 hctwcL•n 1111 1•1·c1t11)· 
my's 1:11t1ck of cn11itul cc1111p1111•111 111111 tht• 
lov1•l 11( 1111lp11l it CUii (lrt14llll'C, 1111y l{ IVCll 
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growth rate requir es that ll,a certain . industrial . exp2,nsion 'iargcl11 of the ' 
proportion of total production must be discarded national plan, business cut 
invested in new capital goods. If. for back on private investment. Meanwhile, 
instance, it toOk $3 worth of capital government departments steamed ahead 
investment to produce $1 worth of toward employment goals that had l>P,en 
annual output, ihen a 4% rate of growth based on the assumption of a stronger 
in productive capacity would require economic recovery. 
that 12% of each year's net national Employment. Despite recurring att~mpts 
product be set aside for new fnvestment. to shore up the private economy, a spiral 
If the higher taxes resulting from higher of rising public ser~or payrolls and 
government costs eat intQ profits and falling private investment took hold. 
private savings to the degree that invest- "Over the period from 1966 through 
ment of this 12% proportion "becomes 1974," Eltis notes, "the market sector 
impossible, growfo will fall below the was losin~ 175,000 jobs per year, and the 
4 % rate, even if labor force a~;d pr9<iuc- public service sector was adding perhaps 
tivity growth remain favorable. ' 120,000 per year. That means a sry1aller 
Th• link. The Hudson group {eels that it number of producers of marketable 
has statistical evidence of & signiijcant outputs in the priva~c sector has got to 
causal relationship between a rising support a larger number of tax-
income share for public si)ending and a supported public employees.'' 
lower share for 1.1rivate investment. Thi~ Inevitably, taxes rose sharply. 
linkage is stronger in some countries Amounting to nearly 30% of earnings, 
than others, Hudson's Stillman con- the average British worker's tax burden 
cedes, and in some cases the slow growth is now proportionately highc1· than that 
of an aging ()Conomy could cause higher of ll bank manager or univ1m1ity profes­

Publle spending grow1 
because II Is a short-term 
cure tor rece11lon 

public spending, rather than vice versa. 
Nonethel ess, ho believca thnt 
"nonmnrkot spending, (as 01>poso<l to 
investment in self-supporting public en· 
torpriscs) is the preemptive fnctor in 
ovornll economic growth." 

'l'ho instilute's !ludson /,etter recently 
estimated tho degree to which specific 
economics have been hurt by tho rnpicl 
growth in 1tovernment O\'Or tho past 15 
ycnrs. l~o r Donrnnrk nnd Sweden, tho 
1tllnint1hlo ~rowth rnto hu!I been cut hy 
1.a to 1.5 pcrccnlngc point.s; (or Cunnd11, 
Vinland, Germany, und Britain, nboul 
0.8 f>Oints; I.ho Ot}ll!r 'lt:urOJ.lt!Ull lllOOlllt?l'll 
of o~:cn nru nssignod rl!d11ction11 of 0.4 to 
0.5 poinlll. r~runco, which do011 not 
nppuur to hnvc cnlurgr.cl its public socl.or 
shnro, i11 tho oxcoption. Smith ltns 
urrivucl 111 aimllur ot1lin111tos. He 11ugl(ust.11 
tho rulu of th11111h thnl "ouch fi '.t 
incrca!lu in tho shuru of dispo11nblo 
i11co111u 11h11orhc1l hy slnlc conlllltnJ1tion 
impliot.1 n 1 % drop in tho growth rntc.'' 

B11C()11 nncl ~lti11 lrnvo forust!cl on tho 
British ll>qwriunco, nncl holiuvc thnt J!)(IO 
11111rkutl n co11tly turnini.t point for· th11t 
nation. Govornmonl rclipondccl to hnl· 
1111<:1: of·puymunt rlillic11ltic11 with n plnn 
to } ow lhu 1,CrowLh o( uovurnmont 
purcl 11H1111 i 11 orclor to Croo rosourcc!I (or 
Ul!O h~ i11dustrlc1.1 that ux1>orL or co11111oto 
with i111 11ort11. But it tlld not providt• tho 
jll'OIK.ltl fl udtfitinrllll 11ti11111lll!1 O( 11 cl (:Vlll· 
1111tinn, 1111cl it nlRo 11hulvccl 11 long·rnngo 
uconumlr plan lo 11timul11Lo indw1t rinl 
cxp11n11lo11. It w1111 In thi11 offhund 
fn!!hio11, the Oxford cronomi11ls sny, l1111t 
l!rit11i11's cco110mic structuru wns nuclgc'l 
fult•folly in the direction of riRing public· 
11c1·tur c1111 t11. Wit houL tho cncourngcmont 
of uitlwr 1J tro111( uxport mnrkcts or the 

sor in 1963. And deficits have also 
mounted. 

The point is not that public services 
should be eliniinuted, but that either 
their growth must bo ki!pL In balance 
with private output or people should be 
prcpurcd for a growth slowtlown. "As 
per capita incomes rise," Bacon 11uys, 
"you would expect people to bu propnred 
to give more of their own consumpti!m to 
make room for public con11t11n 1>tion. I 
think Swcdon, prior to tho latest clvc­
tion, w1111 nn cx1111111lc of this.'' 

Ju fnct, the Scundi11nvi1111 countri11ll, 
wi Lh their smaller, rclntivcly Jwn10ge­
ncous populutions, have gonorally done u 
good joh of bmiing public-sector expan­
sion upon the ngr,!onwnt, of umon lcudor­
ship to nccopt u fnir share or runliHtically 
osti muled costs. In Eni:lnrnl, on the 
other hnrul, clisciplinc in tho labor 111ovc· 
mm1t nnd uccurucy in p11blic-1wctor CO!lt 
projcction11 1111vo both hmm lnckinK, 
nccording to tho nccounl in li.: ltl11 nnd 
Oncon'M ucw book (8rit11i11 '11 h.'cOiwmiu 
ProlJfo111: 'l'oo Few J'ro1'1ic<Jr1J). ft'ro111 
IHtiti to 1070, tho public sc<:lnr's wotnx 
incomu rmll! hy 111oru thun 15% R!I u rutio 
to thnt of tho mnrkut sector. The cor1su· 
q11011c11 or tho hiuhor lnxos thtLL resulted 
wn!I ''nunrly univorsul pru11sur11 for wage 
llt!ll.11tntlllllt1 in OXCC~!.i or }0%, Ill fl time 
whun tho inOnticm rnlo w11H much lose 
Lh1111 this." Soon erwugh, of courso, price 
mov1:nwnts hnd to cntd1 up; l>y 1070 
inllntion wn11 ncnring 10%. And with 
l{IWt?l'llllltllll continuing to ux:r111111l 11m· 
ploy1110nl ulmoHl uny timo workurti 
h1•c111111l 11v111lnblo, tho proco1m uccolor· 
nt.ocl. Co11 11u11wr prlco11 rosu 113% In l!l74 
nncl murc thnn 24'X, in 1976. r. ronicnlly, 
nil of thi ll occurrc<l ut lhu 11nmc ti mo that, 
Drith1h inrlm1try had succoudcd in !!hnk­
inu off tlOt'lldOll or UJ)Jll\fCllL dcclino, 
ralsini.: 1111m111l woJuctivily l(rvwtJ1 from 
2.2% in the 195011 t.o 1U!% 11lncu 11161. 
llnfu1·t1111n1oly, thl! lmlanrc )11uJ licun 
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tilted too faf~ insti:ad of faster tot.al 
• growth, a shift in resources to the public 

sector was the only result: ' 
RHourc• elloc~lion. Without having 
studied the British case in detail, Amer­
ican rl'f'wth theorists arc agnostic about 
the c 1 .ribution that wage-push inna-
tion ;; made to declining rates of 
inve• ent. While conceding that such 
infla lllry pressu res can be one source 
o( pro11L reductions, particularly in an 
economy as open to low-cost import 
competition as Britain's, Robert M. 
Solow of the Massachusetts Instit'Jte of 
Tccl:nology feels that the inflation and 
growth problems may proceed indepcn· 
dently of each other. "Workers always 
want more take-homo pay and more 
public 1u?rvicos," he says, "whenevor they 
can ~ct theni. '' ----··---------·-Growth ~~epend1 011 keeping 
publlc 1t1rvi~e1 In 
balance 'IWlth p.-!vate output ----·----------As for t.:he slow growth problem, 
Solow notes that even without inflation, 
the public sel!tor would take an expand­
ing share of total resources in any case 
where µolicymakcrs continuously usud 
fiscal 1:1Limulu1s lo maintain relatively full 
umploynwnt, whllu relying on tight 
monctury po~icy to rcslruin occmiional 
influtionnry pressures. Even without 
w11gc-pu11h, ''you would autoniutically 
1<cl u Hhift in tho composition of outpul 
in favor of u11vurn11wnl p11rchm1c11 nncl 
nwuy from i 11tcru!lt·11cnsitivo 11clivilic11, 
such mi privnr.c invcstrncnl," says Solow, 
who is considered to ho lhc rn11ki111< 
J,l'rowlh thuoritJL in tlw U. 8. 

F'or the lJ. !;., the immedialo qu .. slion 
rnisud uy I ho 110\V 11t111lius is ovor tho 
wi11do111 of Lim public omploymun t pro· 
l(l'Hll\S as II l'Ul'C for hi1th 11ncm"luy111011l. 
Solow co11ccd1!S Lhul "the Oncon-(•;ltitl 
1ir1<11mcnt cou ld hold Ul{ainsl n l nr~ll 
puhlit· imrvicu e111 ploy111011L program 1111 
u11 on1<oi111< b1111i11." M11111 A mcrican ec1111-
omitllR tond to feel comforlnblu only with 
r11 l11t ivoly 11n111ll puhlic AOrvico employ· 
111u11L 11rupo1111lt1 lhul rilhcr disuppunr or 
shrink in 11ir.c whenever unemploymont 
runchllii low lc11uls. 

'11h111i for, it wouhl 11ppc11r thul U.S. 
polltici1111t1 will not ru11tinl the oxc1•s!lus of 
their BritiHh <•01111tcrpurt11 in both I hu 
r .:ilmr li llll Consorvnllvu parliCH. or lho 
two l'r1Jf1idunl iu l cn111lidnhi1:1, J immy 
Cnrlur h1111 spoken str11111<ly in fovor of 
joh 1·rl'lllio11 clforl.H. 1J111 hu hm1 suid thnt 
If 11111-rccl'ipt 1~11im1 1111-!1-!Ud bt1hi11d hiH 
prujccllunH, ho would :.i low down tho 
growlh of !lOCill.l iwrvleo programs. 

Mounwhile, h:ILis, who is 11µcndi111< !!111 
ycur mi vh1ili111r wofos1mr Ill tlw Uuiv1•r­
sity ur 'l'orOntJ:1, is WlllChfn~ from hiH 
poHI u<'rOUH 1t lw hurclur. lie 1111y H: 
" P1·1!11umuhl~· . :tour ArnoriClin cxpNls 
hu Vl' lookl'<J 1•:1 refu lly n L I hu tax CNl!IO· 

11uunrcs of tho 1>ropo1ml 1:1 lhuy put forth . 
If 1101, it's cntinJly irruHponsi blo." • 
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A decision·making computer automates Bank of Virginia Company's new 
suburban "home:· Squeezes out the most heating and air conditioning from 
the lowest eneray usage. Purges smoke and creates safety areas in case of 
fire. Surveys "sensitive" locations with closed circuit TV. And much more. 

One example of RobertshAw's energy efficiency Special ducts collect' 
the heat given of: by lip! 11s. The com-
puter cal~ulates and directs the best 
way lo use this energy-for heating ~ · •• • • • ·" 
or air conditioning. Automatically. eritMuuii.' , ... 

For mo1 e detP.ils on Reiber !shaw r • : 

l automation for your buil::ling, write ' : 
to P.O. Box 26544 u. Richnir'lnd. VA CONTROLS COMPANY ........ >. 
23261. - -- - _______________ ,,, 
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